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MEMORANDA  OF  EVIDENCE 


Bank  of  England 


1.  COVERING  NOTE  BY  THE  GOVERNOR 


Introduction 

1.  This  set  of  papers  deals  mainly  with  the  domestic 
aspects  of  the  monetary  problem.  It  does  not  touch  on 
external  matters,  except  in  so  far  as  the  international  use  of 
sterling  and  the  volume  of  sterling  in  overseas  ownership 
react  on  domestic  problems. 

2.  These  papers  are  written  against  the  background  of  a 
continuing  battle  against  inflation.  If  the  tide  should  turn 
and  we  should  find  ourselves  fighting  a slump,  a new  set  of 
problems  would  arise,  certainly  no  easier  to  handle. 

3.  The  first  group  of  papers  (Nos.  2 — 8)  is. descriptive. 

4.  Paper  2 sets  out  the  main  features  of  the  Bank’s 
constitution.  Paper  3 deals  with  the  structure  of  the  financial 
markets.  The  Bank’s  relations  with  H.M.  Government  on 
the  one  hand  and  with  the  banking  community  on  the  other 
are  close  and  continuous.  Relations  with  many  other 
sections  of  the  financial  community,  notably  the  Insurance 
Industry,  the  Stock  Exchange,  and  the  Commodity  Markets, 
have  bMome  steadily  closer  during  the  past  20  years.  There 
remain,  however,  some  sections  with  which  closer  relations 
may  be  desirable.  In  particular  the  Bank  are  not  satisfied 
with  the  present  arrangements  governing  Hire  Purchase 
business.  The  Papers  do  not  deal  with  the  practical  working 
of  these  various  relationships,  which  it  is  suggested  can  be 
more  conveniently  covered  in  oral  evidence. 

5.  Papers  4 to  8 provide  background  information  relevant 
to  the  next  group  of  papers,  which  deal  with  the  Monetary 
Problem. 

6.  Paper  9 deals  with  the  monetary  history  of  the  last 
five  years  (figmes  are  set  out  in  Appendix  2)  and  Papers  10 
and  11  deal  more  specifically  with  particular  problems  which 
have  a special  (and  to  a large  extent  novd)  influence  on  the 
monetary  position. 

7.  Paper  12  sets  out  certain  general  considerations  about 
monetary  policy  and  the  effect  of  interest  rates  in  the  light  of 
the  experience  of  this  period.  Paper  13  deals  with  some 
possible  modifications  of  technique. 

8.  Appendix  3 gives  a summary  of  statistical  sources 
available  to  the  Bank  : a comprehensive  study  of  statistical 
sources  is  in  progress,  in  which  the  Bank  are  collaborating 
with  H.M.  Government.* 

9.  On  several  occasions  during  the  past  five  years  I have 
stated  the  Bank’s  views  about  the  progress  of  monetary 
ev^ts.  I have  thought  it  would  be  convenient  to  the  Com- 
mittee to  follow  the  views  expressed  by  the  Bank  as  events 
have  developed  : the  relevant  extracts  from  speeches  are 
therefore  attached  as  Appendix  1.  I would  particularly 
draw  the  attention  of  the  Committee  to  the  comments  made 
at  the  Mansion  House  in  October  1955  and  October  1956 

10.  The  Bank  may  wish  to  submit  further  evidence  as  the 
Enquiry  proceeds  and  will  be  ready  to  submit  papers  on  any 
topics  that  may  be  of  service  to  the  Committee. 

The  Monetary  Problem 


“ boom  ” mentality  of  the  business  community,  who 
have  seen  a strong  world-wide  pressure  for  develop- 
ment and  who  have  continued  to  believe  that 
Governments  would  put  full  employment  and  avoid- 
ance of  slump  before  any  other  objective.  But  in 
1952,  and  again  in  late  1955  and  1956,  monetary 
measures  helped  significantly  to  restrain  the  boom 
and,  if  they  had  not  been  used,  the  present  economic 
situation  would  be  much  less  healthy  than  it  is.  In 
particular  bank  advances  have  been  held  down  to  a 
fairly  constant  level  (in  marked  contrast  with  the 
movement  in  many  other  countries)  and  it  can  reason- 
ably be  claimed  that  over  the  five-year  period  as  a 
whole  inflation  has  not  been  fed  by  any  upsurge  of 
bank  lendings  to  private  customers.  And,  more 
generally,  the  influence  of  hi^er  interest  rates  has 
been  by  no  means  negligible. 

(c)  The  Bank  have  throughout  the  period  been  very 
conscious  of  the  cost  to  the  Exchequer  and  to  the 
balance  of  payments  of  high  interest  rates.  They 
have  also  been  aware  that  On  chronic  inflationary  or 
semi-inflationary  conditions)  it  would  always  be 
difficult  to  make  any  reduction  in  Bank  Rate,  even  a 
minor  adjustment  called  for  by  technical  circums- 
tances, without  appearing  to  give  a misleading  “ green 
li^t.”  The  Bank  have  therefore,  at  every  stage, 
wished  to  feel  assured,  before  making  any  upward 
move,  that  it  would  have  a sufficiently  good  effect  to 
outweigh  the  disadvantages.  For  the  same  reasons, 
the  Bank  have  been  anxious  to  bring  the  Rate  down 
a little  whenever  a proper  opportunity  seemed  to 
present  itself.  The  Bank  have  also  consistently 
maintained  that  increases  in  Bank  Rate  (unless 
carried  to  extreme  and  unacceptable  lengths)  would 
not  give  adequate  results  without  supporting  action 
by  Government  in  other  fields. 

//.  Methods  and  Techniques 

13.  The  method  of  control  over  bank  credit  followed 
since  the  adoption  of  a more  flexible  monetary  policy  in 
1951  has  been  a conscious  mixture  of  technical  measures 
(i.e.  Bank  Rate,  pressure  on  liquidity  ratios,  etc.)  and 
“ persuasion,”  relying  heavily  on  the  co-operation  of  the 
banking  system.  The  Bank  have  felt  throughout  the  period 
that  in  the  ruling  circumstances  technical  measures  could 
not  do  the  work  alone,  and  also  that  “ persuasion  ” could 
only  succeed  if  technical  measures  were  working  in  the  same 
direction. 

14.  Paper  13  sets  out  various  alternative  techniques  in 
the  operation  of  credit  control,  which  have  been  considered 
from  time  to  time  and  which  the  Committee  may  wish  to 
examine.  None  of  these  alternatives  has  yet  commended 
itself  to  us,  and  we  believe  that  the  methods  followed  since 
1951  have  served  us  better  than  any  of  these  alternatives 
would  have  done. 


/.  Monetary  experience  during  the  last  five  years 

12.  (a)  The  relative  influence  on  the  national  economy 
of  private  borrowing  and  spending  on  the  one  hand 
and  of  public  borrowing  and  spending  on  the  other 
has  completely  changed  in  the  last  twenty  years.  At 
the  same  time  the  influence  of  taxation  is  much 
great^.  Action  through  the  credit  system  (by 
technical  and  other  means)  on  the  borrowing  and 
spending  of  individuals,  firms  and  companies  has 
therefore  less  effect  than  formerly  in  comparison  with 
decisions  on  taxation,  and  on  borrowing  and  expendi- 
ture in  the  public  field.  In  fact,  as  emerges  clearly 
from  Paper  9,  it  has  been  the  continuous  need  to 
raise  finance  to  meet  overall  Government  requirements 
(notably  for  account  of  nationalised  industries  and 
local  authorities)  which,  coupled  with  the  refinancing 
of  maturing  Government  loans,  has  made  the  monetary 
situation  so  difficult. 

(6)  Over  the  more  limited  field  in  which  they  now  operate, 
monetary  measures  (technical  and  other)  have  over 
the  past  few  years  been  considerably  successful.  It 
is  doubtful  whether  they  have  ever  reversed  the 


15.  But  the  recent  form  of  ” credit  squeeze  ” (involving  a 
“ self-denying  ordinance  ” by  the  banks  not  to  compete 
for  business)  cannot  be  carried  on  too  long.  In  the  early 
stages  of  such  a "squeeze”  an  agreement  not  to  compete 
is  necessary  and  the  effects  can  be  sharp.  But,  once  in- 
essential and  doubtful  advances  have  been  pruned,  further 
reduction  of  advances  becomes  more  difficult  to  achieve 
and  the  absence  of  competition  becomes  more  damaging. 
To  preserve  the  efficiency  of  the  banking  system  and  ffie 
quality  of  its  services  to  the  public,  healthy  competition  for 
sound  business  is  necessary. 


• This  comprehensive  study,  which  includes  The  materiel  in  Appendb 
-inted  as  the  Centra]  Staustical  OfSce’s  Memorandum  on  noancia 
conomic  Statistics  relating  to  the  Monetary  System  (see  Ft.  Ill  No.  3). 


1 6.  In  considering  whether  existing  technical  arrangements 
are  adequate,  or  some  modifications  needed,  it  woifld  be 
important  to  have  regard  to  the  following  points  : 

{a)  The  banking  system  has  always  shown  a willingness 
and  ability  to  co-operate  with  the  authorities,  un- 
matched in  any  other  financial  centre.  Much  would 
would  be  lost  if  this  co-operation  had  to  be  replaced 
by  coercion. 

(i)  Any  formula  which  has  the  effect  of  forcing  the  banks 
to  lend  more  to  Government  (particularly  if  it  is  in 
the  form  of  floating  debt)  is  at  least  as  likely  to  en- 
courage inflation  as  to  restrain  it. 

(c)  Influence  by  the  monetary  authorities  to  depress  the 
level  of  bank  advances  can  helpfully  be  used  for  short 
^Ijeriods  to  assist  in  restoring  a balance  in  the  economy, 
•l^suoh  influence  has  to  be  used  for  long  periods  it 
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suggests  that  there  is  some  more  fundamental  dis- 
equilibrium than  can  be  cured  by  any  monetary 
techniques. 

///.  The  Future  Monetary  Problem 

17.  The  Committee  will  doubtless  wish  to  examine  the 
problems  which  underlie  the  present  monetary  situation. 
It  may  be  useful  to  indicate  certain  points  which  will  be 
relevant  to  any  consideration  of  the  future  monetary  and 
credit  system  : 

(a)  The  country’s  resources  of  man-power,  money  and 
materials  are  still  overstrained.  Costs  and  wages 
continue  to  go  up. 

(h)  Capital  expenditure  on  public  and  private  account 
tends  to  increase.  In  addition  to  domestic  capital 
expenditure,  the  United  Kingdom  must  necessarily 
provide  some  capital  for  the  Commonwealth.  There 
is  every  sign  of  an  intense  capital  famine  during  the 
coining  years.  This  is  a world-wide  symptom,  and 
there  is  little  prospect  that  we  can  relieve  our  capital 
needs  on  any  massive  scale  by  borrowing  overseas. 


(c)  Nationalisation  of  basic  industries  and  services  has 
greatly  added  to  the  total  amounts  which  have  to  be 
borrowed  by  the  State,  either  directly  or  under 
guarantee.  We  are  also  faced  year  by  year  with 
heavy  maturities  of  Government  loans.  At  the  same 
time  investors’  appetite  for  gUt-edged  securities  has 
tended  to  diminish. 

id)  Despite  considerable  support  from  increases  in  the 
fiduciary  issue,  it  has  not  proved  possible  (except 
in  1956/57)  to  finance  total  public  requirements 
without  adding  to  the  short-term  debt. 

(e)  Mainly  as  the  result  of  war,  but  to  some  extent  also 
of  post-war  colonial  development,  we  have  a special 
problem  in  the  overseas-held  sterling  balances. 

(/)  In  this  situation  it  seems  likely  that  a tight  money 
policy  may  have  to  be  followed  for  some  time  to 
come.  But  in  the  future,  as  in  the  recent  past,  the 
results  of  monetary  measures  will  depend  mainly 
on  the  general  policies  within  which  they  are  operating. 

June,  1957 


2.  CONSTITUTION 

The  main  authority  for  the  present  constitution  of  the 
Bank  is  the  Bank  of  Bigland  Act  1946  and  the  new  Charter 
which  came  into  force  simultaneously.  Apart  from  these 
the  statutory  provisions  regulating  the  operations  of  the 
Bank  are  contained  in  a series  of  enactments  and  statutory 
instruments  going  back  over  a long  period.  These  need  not 
be  set  out  in  detail,  but  will  be  referred  to  so  far  as  may  l» 
necessary  in  giving  evidence  of  what  the  Bank  do.  This 
summary  of  the  constitution  and  functions  of  the  B^ 
covers  not  only  statutory  provisions  but  also  current  practice. 

Capital  and  Profits 

1.  The  capital  stock  of  the  Bank  is  entirely  held,  on 
behalf  of  H.M.  Government,  by  the  Treasury  Solicitor.  It 
carries  no  voting  rights. 

2.  A balance  sheet  is  published  weekly,  as  of  Wednesday 
night,  and  as  at  the  end  of  the  Bank’s  accounting  year  (28/^ 
February).  This  is  the  “ Bank  Return,”  the  form  of  which 
is  regulated  by  statute.  No  profit  and  loss  account  is 
published. 

3.  The  Bank  Return  separates  the  Banking  Department 
from  the  Issue  Department,  the  latter  being  concerned  only 
with  the  function  of  note  issue.  This  separation  in  the 
Return  is  a statutory  requirement  and  does  not  correspond 
to  the  working  organisation  of  the  Bank  by  departments. 
The  net  income  of  the  Issue  Department  is  ascertained  by  a 
system  of  cost  accounts  and  the  whole  of  it  is  payable  to  the 
Treasury. 

4.  A half-yearly  payment  is,  by  sWtute,  made  to  the 
Exchequer  out  of  the  profits  of  the  Banking  Department, 
equal  to  the  half-yearly  interest  payable  on  the  Government 
stock  issued  to  the  holders  of  Bank  of  England  stock  when 
it  passed  into  public  ownership.  There  is  provision  for  this 
half-yearly  payment  to  be  varied  either  way,  by  agreement 
between  the  Government  and  the  Bank,  No  variation  has 
been  made. 

5.  The  Bank  pay  income  and  profits  taxes  on  the  profits 
of  the  Banking  Department. 

Government 

6.  The  governing  body  of  the  Bank  is  the  Court  of 
Directors  which  consists  of  the  Governor,  the  Depu^ 
Governor  and  16  Directors,  all  appointed  by  the  Crown. 
The  term  of  office  of  Governor  and  Deputy  Governor  is 
five  years  ; of  Directors  four  years,  so  that  four  retire  every 
year  ; retiring  members  are  eligible  for  reappointment. 
There  is  no  limitation  on  choice  except  that  members  of  the 
Court  may  not  be  Ministers  of  the  Crown  or  members  of 
the  House  of  Commons,  nor  be  in  paid  employment  in  a 
Government  Department.  No  formal  or  representative 
qualifications  are  laid  down ; but  it  is  customary  that  no 
Director  shall  be  on  the  board  of  one  of  the  large  banks. 
There  is  no  maximum  age,  but  it  is  customary  not  to  serve 
after  70. 

7.  The  Governor  and  Deputy  Governor  have  to  give  the 
Bank  their  exclusive  services.  The  Court  may  choose  not 
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more  than  four  Directors  also  to  give  their  exclusive  services  ; 
they  are  known  as  Executive  Directors,  and  the  full  number 
has  been  in  office  for  some  years  past.  The  other  12  Directors 
render  part-time  service,  at  the  weekly  meeting  of  the  Court, 
on  Committees,  and  at  any  other  time  on  call  as  may  be 
necessary. 

8.  The  Treasury  may  from  time  to  time  give  such  directions 
to  the  Bank  as,  after  consultation  with  the  Governor,  they 
think  necessary  in  the  public  interest.  No  such  direction 
has  been  given.  Subject  to  any  such  directions,  the  manage- 
ment of  the  Bank  expressly  resides  in  the  Court  of  Directors. 

Note  Issue 

9 The  amount  of  notes  issued  by  the  Bank  is  limited  to 
the  total  of  the  gold  held  in  the  Issue  Department  (now  a 
token  figure)  plus  a “ fiduciary  issue  ” regulated  by  the 
Currency  and  Bank  Notes  Act  1954.  The  figure  named  in 
this  Act  may  be  varied  by  Treasury  Minute,  made  after 
representations  by  the  Bank  ; but  no  increase  may  run  for 
more  than  two  years,  except  under  the  authority  of  a statutory 
instrument  subject  to  aimulment  in  pursuance  of  a resolution 
of  either  House.  Such  an  order  came  into  effect  in  March 
1956  to  run  for  two  years.  Apart  from  any  variations  in 
the  fiduciary  issue  as  a result  of  trends  of  a long-term 
nature,  temporary  changes  are  now  customary  to  cover 
seasonal  requirements  of  currency  at  Christmas,  Easter, 
Whitsun  and  over  the  summCT  holiday  period. 

10.  Under  legislation  going  back  over  a century  some 
banks  in  Scotland  and  Northern  Ireland  are  entitled  to  issue 
notes  ; apart  from  relatively  small  amounts,  these  issues 
must  be  covered  100%  by  U.K.  coin  and  Bank  of  England 
notes. 

11.  The  Bank  are  responsible  for  the  management  of  the 
note  issue  and  of  the  securities  held  against  it ; but  there  is 
a statutory  duty  to  inform  the  Treasury  of  the  securities  held, 
i.e.,  the  assets  of  the  Issue  Department. 

12.  The  profits  of  the  note  issue  are  by  statute  paid  by 
the  Treasury  into  the  Exchange  Equalisation  Account ; 
before  February  1939  they  were  accounted  as  Miscellaneous 
Revenue.  The  assets  of  the  Issue  Department  are  valued 
weekly  and  any  surplus  or  deficiency  on  the  liabilities  is  paid 
to  or  received  from  the  Exchange  Equalisation  Account. 

Exchange  Equalisation  Account 

13.  This  is  a Government  account  and  its  capital  is 
varied  from  time  to  time,  as  may  be  expedient,  under 
statutory  powers.  Its  assets  comprise  all  the  central  gold 
and  foreign  exchange  reserves  of  the  country,  except  the 
token  amount  of  gold  held  in  the  Issue  Department,  the 
balance  of  the  account  being  held  in  sterling  and  re-lent  to 
the  Exchequer. 

14.  The  Account  is  managed  by  the  Bank  as  the  agent 
of  the  Treasury.  Dafiy  returns  of  operations  are  made  to 
the  Treasury  and  there  is  naturally  continuous  contact 
between  Treasury  and  Bank  on  questions  of  policy.  Holding 
of  gold  and  doUars  are  announced  monthly  by  the  Treasury, 
but  the  Account  itself  has  never  been  published. 
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Exchange  Control 

15.  The  Bank  act  as  the  principal  agent  of  the  Treasury 
in  the  administration  of  the  Exchange  Control  Act  1947 
and  associated  statutory  provisions,  and  in  relations  with 
the  numerous  banks  appointed  as  “authorised  dealers” 
under  the  Act. 

Management  of  Debt 

16.  The  Bank  act  as  registrar  of  the  bulk  of  the  National 
Debt  (excluding  that  on  the  registers  of  the  Saving  Banks 
and  Bank  of  Ireland)  and  are  responsible  for  the  payment 
of  dividends  thereon. 

17.  The  Bank  act  as  registrar  of  the  stocks  of  nationalised 
bodies.  They  also  have  the  stock  registers  for  some  Common- 
wealth Governments,  several  U.K.  local  authorities  and  a 
few  other  public  bodies  ; in  recent  years  they  have  not 
sought  actively  to  extend  this  business. 

Bankit^ 

18.  The  Bank  do  not  operate  outside  England,  although 
an  office  is  maintained  in  Glasgow  solely  for  local  convenience 
in  the  administration  of  Exchange  Control.  At  Head  Office 
and  at  eight  branches  in  England  banking  accounts  are 
maintained  for  : 


H.M.  Government ; Banks,  Accepting  Houses,  Discount 
Houses,  etc.  ; Overseas  Central  Banks  ; Sundry  Private 
Customers  (including  Staif  Accounts). 

19.  No  institution  has  a prescriptive  right  to  an  account, 
e.g.  fay  virtue  of  membership  of  any  organisation.  The 
Bank  provide  a full  banking  service,  but  for  many  years 
have  sought  to  restrict  their  private  business.  Many  customers 
keep  their  main  active  accounts  elsewhere,  and  new  private 
accounts  (other  than  staff  accounts)  are  opened,  only  for 
special  reasons.  Similarly  Central  Banks  which  also  do  a 
commercial  business  in  London  are  encouraged  to  employ 
another  bank  for  the  purpose,  using  the  Bank  only  for  central- 
banking business. 

20.  The  Bank  have  had  no  formal  control  over  other 
banks  and  no  duty  of  inspection  ; the  possibility  that  the 
Bank  might  refuse  to  continue  to  maintain  an  account  for 
another  bank  has  been  historically  an  effective  sanction. 
Since  1946,  if  the  Bank  think  it  necessary  in  the  public 
interest,  they  may  request  information  from  bankers  and 
make  recommendations  to  them  ; and,  if  so  authorised  by 
the  Treasury,  may  issue  directions  to  ensure  compliance 
with  such  a request  or  recommendation.  This  power  has 
not  been  used. 

June,  1957 


3.  THE  BRITISH  MONETARY  SYSTEM  : 
I.  Introductory 

1.  This  paper  briefly  describes  the  financial  institutions 
which,  together  with  H.M.  Government  and  the  Bank  of 
England,  constitute  the  structure  of  the  monetary  system. 

It  is  designed  to  be  a short  work  of  reference  which  the 
Committee  may  find  useful  at  the  commencement  of  its 
task. 

2.  There  follow  two  sections.  The  first  is  a list  of  the 
principal  groups  of  financial  institutions.  Against  each 
entry  there  is  explanatory  comment  and  the  name  or  names 
of  representative  bodies  whom  the  Committee  may  wish 
to  approach.  These  names  are  furnished  solely  for  the 
convenience  of  the  Committee ; it  is  not  suggested  that 
their  membership  is  necessarily  an  exhaustive  list  of  the 
relevant  financial  houses. 

3.  The  second  section  describes  the  above  institutions  in 
action.  For  convenience  this  is  done  by  dividing  the  British 
monetary  system  into  its  main  constituent  markets,  each  of 
these  being  explained  according  to  its  function  and  according 
to  the  parts  played  by  its  principal  members. 

II.  Banking  and  other  Financial  Institutions 
Operating  in  the  U.K. 

The  London  Clearing  Banks 

4.  These  eleven  banks,  who  include  the  “ Big  Five,”  are 
predominant  in  the  commercial  banking  system  of  this 
country.  They  are  all  members  of  the  London  Clearing  House 
and  they  all  maintain  accounts  at  the  Bank  of  England. 

They  have  branches  throughout  England  and  Wales,  but 
do  not  carry  on  business  elsewhere  except  that  Lloyds 
Bank  have  some  branches  in  the  Indian  sub-continent  and 
the  National  Bank  have  many  branches  in  Ireland.  Their 
main  function  is  that  of  the  deposit  banker,  namely  the 
acceptance  of  money  on  deposit  and  the  payment  of  cheques 
drawn  thereon.  The  banking  services  undertaken  on  bdialf 
of  customers  include  the  buying,  selling  and  custody  of 
securities,  tendering  for  Treasury  Bills,  dealing  in  foreign 
exchange  and  the  opening  of  credits.  Their  deposits  are, 
in  the  main,  invested  in  the  United  Kingdom  in  British 
Government  securities  (including  Treasury  Bills),  com- 
mercial bills,  money  at  call  in  the  discount  and  stock  markets, 
and  in  advances. 

Representative  Bodies. 

The  Committee  of  London  Clearing  Bankers. 

Note  1.  The  British  Bankers  Association  covers  the 
whole  field  of  British  banks  and  normally  has  the 
same  President  and  Secretarial  staff  as  the  Committee 
of  London  Clearing  Bankers.  It  largely  leaves 
negotiation,  representation,  etc.  to  3ie  bodies 
representing  the  various  categories  of  banks. 
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Nora  2.  The  Committee  of  the  Chief  Executive 
Officers  of  the  London  Clearing  Bankers  is  a sub- 
committee of  the  Committee  of  London  Clearing 
Bankers. 

The  Scottish  and  Northern  Irish  Banks 

5.  The  activities  of  these  banks,  and  the  services  which 
they  render  to  their  customers  in  their  respective  localities, 
are  similar  to  those  of  the  clearing  banks.  They  are  not 
members  of  the  London  Clearing  House  and  they  arrange 
for  the  clearing  of  cheques  to  take  place  through  one  or 
other  of  the  clearing  banks. 

Representative  Bodies. 

An  informal  committee  of  the  General  Managers  of  the 

Scottish  Banks. 

The  Northern  Ireland  Bankers  Association. 

The  British  Bankers  Association. 

Commonwealth  Banks,  Eastern  Exchange  Banks  and  other 
British  banks  operating  overseas,  American  Banks  and  Foreign 
Banks  other  than  American 

6.  The  London  offices  of  these  banks  specialise  in  the 
financing  of  international  commerce,  principally  that  between 
the  coimtiies  in  which  they  operate  and  the  United  Kingdom. 
They  do  not  seek  large  deposits  in  this  country  ; those 
which  they  do  have  arise  mainly  from  their  international 
banking  business.  Their  balance  sheets  do  not  show 
separately  the  position  of  their  London  offices,  but  it  is 
probable  that  they  maintain  standards  of  liquidity  com- 
parable to  those  of  the  clearing  hanks. 

Representative  Bodies. 

For  Commonwealth  banks  with  branches  in  the  United 

Kingdom  : — 

The  British  Overseas  Banks  Association. 

The  Association  of  Australian  Banks  in  London. 

The  British  Bankers  Association. 

For  the  Eastern  Exchange  banks  : — 

The  Association  of  Eastern  Exchange  Banks. 

The  British  Bankers  Association. 

For  other  British  banks  operating  overseas 

The  British  Overseas  Banks  Assodation. 

The  British  Bankers  Association. 

For  the  American  hanks  : — 

The  representative  of  American  Banks  in  London. 

For  other  foreign  banks  with  branches  in  the  United 

Kingdom ; — 

The  Association  of  Foreign  Banks  and  Affiliates. 


• See  Minutes  of  Eviflence  Qns.  319  to  354  and  774  to  832. 
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Bank  of  England 


Other  Deposit  Banks 

1.  There  are  a few  smaller  British  banks  who  are  members 
of  the  British  Bankers  Association  but  who  do  not  fall  within 
the  above  categories.  There  is  also  the  banking  business  of 
the  Co-operative  Wholesale  Society  Ltd. 

Accepting  Houses 

8.  (i)  The  accepting  houses,  who  are  also  known  as 

merchant  banks,  participate  in  the  financing  of 
commerce,  and  to  a lesser  extent  industry,  by  the 
granting  of  acceptance  credits  and  by  accepting  bills 
drawn  thereunder.  Their  capital  is  not  large  in 
relation  to  the  volume  of  their  business  and  it  is 
therefore  important  that  they  should  maintain  a hi^ 
measure  of  liquidity  since  their  ability  to  have  their 
bills  discounted  in  the  London  market  at  the  finest 
rates  is  dependent  on  their  good  name.  Most  of  the 
leading  accepting  houses  are  private  companies  and 
are  therefore  not  required  to  publish  balance  sheets. 
Their  financial  position  is,  however,  disclosed  to  the 
Bank  of  England  each  year.  The  Bank  are  also 
advised  of  any  major  projects  or  commitments  which 
individual  houses  may  be  proposing  to  undertake. 

(ii)  There  are  a number  of  similar  merchant  banking 
firms  who  provide  acceptance  facUities  but,  as  this 
does  not  represent  the  major  part  of  their  business, 
they  are  not  regarded  as  accepting  houses  in  the 
usual  sense  of  that  term. 

Representative  Body. 

The  Accepting  Houses  Committee. 

Discount  Houses 

9.  (i)  There  are  twelve  discount  houses,  all  of  whom 

possess  rediscount  and  loan  facilities  at  the  Discount 
Office  of  the  Bank  of  En^and.  With  one  exception 
these  houses  are  all  public  companies  and  publish 
their  balance  sheets  accordingly.* 

(ii)  Discount  houses  are  dealers  in  and  holders  of  bills 
and  other  short-term  securities.  They  borrow  money 
from  the  banks  and  others  at  call  or  short  notice  and 
invest  it  in  three  ways.  Firstly,  they  purchase  Treasury 
Bills  and  short-term  Government  bonds.  Secondly, 
they  purchase  corporation  bills  and  other  short- 
term municipal  securities.  Thirdly,  they  lend  to 
industry  and  trade  by  discounting  commercial  bills 
of  exchange. 

Representative  Body. 

The  London  Discount  Market  Association. 


Issuing  Houses 

10.  (i)  These  firms  specialise  in  making  new  issues  of 
stocks  and  shares,  mainly  on  behalf  of  home  industry. 
They  maintain  close  relationships  with  industry  and 
are  also  in  constant  toudi  with  stockbrokers  and 
others  in  order  to  facilitate  these  operations.  These 
firms  also  undertake  other  work,  notably  fee  manage- 
ment of  investment  trusts  ; their  close  knowledge  of 
industry  makes  them  well  suited  to  this  task. 

(ii)  Some  of  the  leading  accepting  houses  also  undertake 
new  issuing  business  on  behalf  of  their  customers,  as 
do  certain  stockbrokers. 

Representative  Body. 

The  Association  of  Issuing  Hotises. 


Hire  Purchase  Finance  Houses 


11.  (i)  There  are  eleven  large  companies  wife  a nation- 
wide business.  They  borrow  their  money  from  the 
banks  and  fee  public.  Most  of  fee  money  so 
borrowed  is  lent  to  industry,  trade,  and  fee  private 
consider,  against  hire  purchase  contracts,  but  a 
certain  amount  is  lent  to  the  discount  market  and  a 
small  quantity  is  held  in  other  securities  and  in  cash, 
(ii)  There  are  a very  great  many  other  companies  which 
have  been  formed  in  recent  years  to  finance  hire 


•to  addilion  to  the  i^ount  houses  there  ate  Sve  mon^  brokers— described 
function  is  traditionally  the  maikeling  of 
eomnierdal  bills.  These  brokers  do  not  endorse  the  bills  they  market  (i  e thS 
^ .contingtmt  Uabilitv  to  meet  them)  and  they  do  not  haie  at^ 

ft  the  Bank  of  England.  They  have,  however,  all 


-o  rediscount  or  loan  TacilttiM  

devdoped  a mow  business  of  their  own  and  6o  tender  for'fiis'w' 
on  meir  oro  behalf  and  on  behalf  of  cuatomen.  Tliey  are  not  members  of  the 
London  Discount  Market  AisociatiOD.  ’ memoers  ot  me 


purchase  but,  because  of  fee  restrictions  which  had 
been  placed  on  fee  raising  of  capital  for  this  purpose, 
the  size  of  such  companies  is  small.  They  are  mostly 
private  companies  and  therefore  do  not  publish 
balance  sheets.  Their  total  number  is  estimated  to 
be  more  than  1,000. 

(iii)  Since  the  banks  have  been  asked  to  restrict  their 
lending  for  hire  purchase,  the  finance  companies  have 
increasin^y  had  to  turn  to  fee  public  for  their  working 
capital  and  many  of  them  have  raised  such  money  by 
the  acceptance  of  deposits. 

Representative  Bodies. 

For  the  eleven  large  companies — The  Association  of 
Finance  Houses. 

For  the  smaller  companies — a few  of  them  have  recently 
founded  the  Industrial  Bankers  Association. 


Investment  Trusts  and  Unit  Trusts 

12.  These  cater  for  the  smaller  investor  who  desires  to 
have  an  interest  in  a large  number  of  securities,  as  a means 
of  spreading  his  risk,  but  has  not  the  resources  and  ability 
to  assemble  and  manage  so  diverse  a portfolio  on  Ms  own 
account. 

Representative  Body. 

The  Association  of  Investment  Trusts. 

Insurance  Companies  and  Societies 

13.  As  is  well  understood,  these  are  engaged  in  under- 
writing all  forms  of  risk  and  they  draw  their  money  from 
premiums  paid  by  the  public  in  respect  of  life  insurance  and 
other  policies.  They  invest  their  accumulated  funds,  which 
are  predominantly  those  of  life  insurance  offices,  in  a wide 
variety  of  securities  ranging  from  British  Government 
bonds  to  mortgages  and  industrial  shares. 

Representative  Bodies. 

The  British  Insurance  Association. 

The  Life  Offices  Association. 

Building  Societies 

14.  These  societies  specialise  in  the  lending  of  money 
against  mortgage  on  property,  especially  house  property. 
They  acquire  their  funds  from  the  public  by  borrowing  on 
deposit  or  on  share  account.  The  Chief  Registrar  of  Friendly 
Societies  has  an  overriding  responsibility  for  the  activities  of 
building  societies  as  a whole. 

Representative  Body. 

The  Building  Societies  Association. 

Trustee  Savings  Banks] 

15.  These  provide  facUities  for  fee  investment  of  small 
savings.  Funds  deposited  in  the  Ordinary  Departments  of 
these  banks  are  invested  by  fee  Commissioners  for  the 
Reduction  of  the  National  Debt.  Funds  deposited  in  the 
Special  Investment  Departments  are  invested  by  the  savings 
banks  themselves,  within  statutory  limits  and  subject  to 
supervision  by  the  Commissioners. 

Representative  Body. 

The  Trustee  Savings  Banks  Association. 

Pension  Funds 

16.  Numerous  public  and  private  bodies  operate  pension 
schemes  for  their  members  or  employees.  The  money 
received  in  these  funds  (some  of  which  are  arranged  through 
insurance  companies)  is  invested  by  the  administrators  in 
widely  differing  ways  as  described  under  13— insurance 
companies— except  feat  those  officially  classed  as  Friendly 
Societies  are  confined  by  statute  to  Trustee  securities. 

Representative  Body. 

The  Association  of  Superannuation  and  Pension 
Funds. 


Special  Financial  Institutions 

17.  The  following  are  fee  major  special  institutions,  but 
the  list  is  not  exhaustive  ; — 

(i)  The  Finance  Corporation  for  Industry  Limited. 

Its  object  is  to  provide  capital  (in  amounts  of  not 
less  than  £200,000)  for  companies  in  new  or  expanding 
industries  of  national  importance  which,  for  one 
reason  or  another,  are  unable,  for  the  time  being,  to 
raise  money  through  normal  channels. 


t As  opposed 
by  the  Commissi 
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Its  shareholders  are  the  Bank  of  England,  insurance 
companies,  and  investment  trusts. 

(ii)  The  Industrial  and  Commercial  Finance  Coporation 
Limited. 

Its  object  is  to  provide  capital  (in  amounts  normally 
not  exceeding  £200,000  and  not  less  than  £5,000)  for 
small  and  medium  sized  companies  in  Great  Britain. 
Its  shareholders  are  the  Bank  of  England,  the  clearing 
banks  and  the  Scottish  banks. 

(iii)  The  Agricultural  Mortgage  Corporation  Limited. 

Its  object  is  to  make  loans  on  first  mortgages  of 
agricultural  land  in  England  and  Wales  and  to  make 
loans  in  accordance  with  the  Improvement  of  Land 
Acts. 

Its  shareholders  are  the  Bank  of  England  and  the 
principal  banks. 

(iv)  The  Ship  Mortgage  Finance  Company. 

Its  object  is  to  make  medium-term  loans  on  first 
mortgages  of  ships  constructed  in  the  United  Ki^dom 
and  to  raise  money  for  this  purpose  by  the  issue  of 
debentures  or  other  securities. 

Its  shareholders  are  the  Shipbuilding  Conference, 
insurance  companies,  banks,  and  the  Industrial  and 
Commercial  Finance  Corporation. 

(v)  Air  Finance  Limited. 

Its  object  is  to  provide  funds  to  enable  approved 
(mainly  overseas)  buyers  of  British  aircraft  and  aero 
engines  to  purchase  these  on  extended  credit. 

Its  shareholders  are  the  aircraft  industry,  the  Finance 
Corporation  for  Industry,  and  certain  merchant  banks. 

(vi)  The  Commonwealth  Development  Finance  Company 
Limited. 

Its  object  is  to  provide  or  procure  financial  facilities 
of  aU  kinds  for  the  development  of  the  natural  and 
other  resources  of  any  part  of  the  Commonwealth. 

Its  shareholders  are  the  Bank  of  England  and  various 
industrial,  mining,  shipping  and  finance  companies. 

Some  Official  Bodies,  other  than  British  Monetary 
Authorities'* 

18.  (i)  The  Crown  Agents  for  Oversea  Governments  and 
Administrations.  They  act  as  commercial  and 
financial  agents  in  the  United  Kingdom  for  the 
Governments  of  certain  oversea  territories,  including 
those  for  which  the  Secretary  of  State  for  the  Colonies 
is  responsible.  An  important  function  of  the  Crown 
Agents  is  the  investment  of  various  sterling  funds  on 
behalf  of  their  clients  and.  when  necessary,  the  raising 
of  funds  by  the  issue  of  new  securities  on  the  London 
market 

(ii)  Currency  Boards. 

The  Currency  Boards  invest  the  sterling  and  other 
funds  which  constitute  the  backing  to  certain  Colonial 
and  other  oversea  currency  note  issues.  Some  of 
these  Boards  have  their  headquarters  in  London  and 
deal  directly  in  the  security  markets,  others  deal 
through  the  Crown  Agents. 

(iii)  Oversea  Central  Banks. 

These  invest  funds  in  this  country  which  are  generally 
the  sterling  reserves  of  the  countries  concerned.  The 
most  important  of  the  oversea  central  banks  in  this 
context  are  those  whose  countries  are  members  of  the 
Sterling  Area. 

(iv)  Colonial  Development  Corporation. 

Its  object  is  to  secure  the  investigation,  formulation 
and  carrying  out  of  projects  for  developing  the 
resources  of  Colonial  territories  with  a view  to  the 
expansion  of  production  therein  of  foodstuff's  and 
raw  materials  or  for  other  agricultural,  industrial  or 
commercial  development.  The  Corporation  is  a 
statutory  body.  It  is  empowered  to  borrow  up  to 
£100  million  at  long-term  and  such  borrowing  takes 
the  form  of  advances  from  the  Exchequer  via  the 
Secretary  of  State. 


Brokers  and  Dealers  in  Securities,  Foreign  Exchange  and 
Commodities 

19.  Their  functions  are  explained  in  the  section  on 
markets. 
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Representative  Bodies. 

For  brokers  and  dealers  in  securities  : — 

The  Council  of  the  Stock  Exchange. 

The  Association  of  Stock  and  Share  Dealers. 

The  Associated  Stock  Exchanges.! 

The  Provincial  Brokers’  Stock  Exchange. 

For  brokers  and  dealers  in  foreign  exchange  : — 

The  Foreign  Exchange  Committee. 

The  Foreign  Exchange  Brokers  Association. 

For  dealers  in  gold— the  Chairmanship  of  the  Gold 
Market  is  held  by  N.  M.  Rothschild  & Sons. 

For  dealers  in  commodities — there  are  representative 
bodies  for  each  of  the  principal  markets,  and  a list  can 
be  supplied  if  required. 


III.  The  Markets 


The  Discount  Market 


20.  This  is  a market  for  short-term  money,  its  principal 
function  being  to  marry  the  needs  of  the  lenders  of  such 
money  with  those  of  borrowers.  It  plays  a vital  part  in  the 
monetary  mechanism  and  is  therefore  the  subject  of  a more 
detailed  technical  paper  (see  paper  No.  5). 


The  Gilt-Edged  Market 

21.  (i)  The  “market”  consists  of  one  section  of  the 
London  Stock  Exchange  and  of  one  section  of  each  of 
the  Provincial  Stock  Exchanges.  All  the  exchanges, 
London  or  Provincial,  are  organised  into  separate 
markets  according  to  various  broad  groups  of 
securities.  The  London  Stock  Exchange  is  far  larger 
than  any  other.  The  market  is  made  by  London 
jobbers  who  deal  in  securities  as  principals,  quoting 
prices  to  brokers  who  act  on  instructions  from  their 
clients.  Only  members  of  a stock  exchange  may 
trade  there.  The  membership  of  the  London  Stock 
Exchange,  including  both  jobbers  and  brokers,  is 
about  3,500  and  the  total  nominal  value  of  securities 
quoted  there  at  March  1957  was  about  £30,000 
milhon.  This  total  was  made  up  of  some  10  000 
different  securities.  Of  the  £30,000  million,  about 
£22,000  million  represented  gilt-edged  securities. 

(ii)  The  securities  traded  in  the  gilt-edged  market  are 
principally  those  issued  or  guaranteed  by  the  British 
Government,  but  the  market  also  deals  in  the  securities 
of  British  local  authorities  and  of  Commonwealth 
administrations. 


(lii)  principal  investors  in  this  market  are  large 
institutions,  but  smaller  investors,  important  among 
whom  are  private  trustees,  are  also  present.  The 
mstitutions  include  commercial  banks,  trustee  savings 
banks,  insurance  companies,  pension  funds,  charities 
currency  boards,  oversea  central  banks  and  the 
Crown  Agents  (on  behalf  of  their  clients).  Discount 
houses  deal  in  and  hold  short  bonds. 


A>i<jA.ci,  wuu  IS  tne  senior  partner 
of  a prominent  firm  of  London  stockbrokers,  executes 
transactions  on  behalf  of  H.M.  Government  the 
Commissioners  for  the  Reduction  of  the  National 
Debt,  and  the  Bank  of  England. 

(v)  New  issues  of  British  Government  stock  are  made 
by  the  Bank  of  England  and  are  not  underwritten 
Other  new  issues  are  made  by  banks  (including  for 
this  purpose,  the  Bank  of  England),  issuing  houses  X 
stockbrokers  and  the  Crown  Agents.  Arrangements 
for  the  underwnting  of  these  latter  issues  are  made 
by  issuing  houses  with  certain  of  the  principal  firms 
of  stockbrokers  acting  on  behalf  of  clients  with  whom 
they  are  associated.  The  underwriters  agree  on 
payment  of  commission,  to  purchase  any  proportion 
of  an  issue  which  is  not  covered  by  applications  from 
the  pubhc. 


The  Market  in  Other  Quoted  Securities 
22.  (i)  This  market  constitutes  the  remaining  sections  of 
me  stock  exchanges.  Its  purpose  is  to  provide  orderlv 
facihttes,  subject  to  the  rules  of  the  exchange,  for  the 

t Provincial  excbanges  only. 

1 In  this  and  the  tc 
taken  to  include  those 
writing  business. 
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purchase,  sale,  and  new  issue  of  the  stocks  and  shares 
of  British  and  foreign  industrial  and  commercial  under- 
takings, public  utilities,  etc.  The  small  investor  is  an 
important  factor.  Large  investors,  notably  insurance 
companies,  pension  funds,  charities  and  investment 
trusts  are  a powerful  force.  As  already  explained, 
both  small  and  large  investors  operate  through 
brokers. 

(ii)  New  capital  can  be  raised  in  this  market  in  the  follow- 
ing ways  : — 

(a)  By  direct  subscription,  invited  from  the  public 
by  prospectus. 

(/>)  By  market  placing  where  shares  are  privately 
issued  at  a fixed  price  to  issuing  houses  or  stodc 
exchange  members,  who  then  offer  the  securities 
to  their  clients  at  some  other  fixed  price ; the 
shares  may  thereafter  be  freely  disposed  of  in  the 
market. 

(c)  By  offer  for  sale  whereby  a company  disposes  of 
an  entire  issue  at  an  agreed  price  to  an  issuing 
house  which  thai  offers  the  securities  for  public 
purchase,  on  a prospectus,  at  a somewhat  higher 
fixed  price. 

(rf)  By  “ rights  " issue  where  subscription  to  fi^er 
capital  is  invited  in  the  first  instance  from  existing 
shareholders  who  may  subsequently  sell  their 
rights  to  others  if  they  do  not  wish  to  make  use 
of  them. 

(e)  By  direct  subscription  limited  to  existing  stock- 
holders. 

The  underwriting  of  an  issue  of  securities  under  (a) 
above  and  in  some  cases  under  (</)  above  would  be 
undertaken  by  an  issuing  house,  by  a firm  of  stock- 
brokers, or  by  both. 

The  “ Market  ’*  for  Unquoted  Securities 

23.  Listed  below  are  the  main  sources  of  finance  open  to 
those  who  do  not,  for  one  reason  or  another,  raise  money 
in  the  discount  market  or  the  stock  exchanges  ; — 

(i)  Mortgages 

These  are  a method  of  borrowing,  normally  at  long- 
term, against  the  security  of  fixed  assets.  A substantial 
amount  is  lent  on  mortgage  by  insurance  companies 
against  the  industrial  and  commercial  properties  of 
small  businesses  and  a^inst  house  property.  The 
buUding  societies  specialise  in  the  making  of  loans  to 
private  householders. 

Many  local  authorities  rely  upon  mortgage  finance  for 
a major  part  of  their  capital  requirements.  This  they 
obtain  from  the  general  public,  from  savings  banks 
and  from  institutional  investors. 

There  is  no  formal  mortgage  market.  Such  market 
as  there  is  operates  t^ou^  the  services  of  certain 
principal  stockbroking  firms  and  certain  specialised 
firms  outside  the  stock  exchange. 

(ii)  Private  Placings 

These  consbt  of  subscriptions  to  new  issues  of  stocks 
and  shares  (other  than  mortgages)  which  are  not  at 
the  time  suitable  or  eligible  for  quotation.  Investment 
trusts,  insurance  companies  and  other  financial 
institutions  are  interested  as  buyers.  The  fact  that 
unquoted  shares  are  not  readily  marketable  limits  a 
wider  interest  in  them. 

(iii)  Hire  Purchase 

Capital  is  provided  to  individuals  and  companies  by 
hire  purchase  finance  companies  who  in  turn  raise 
money  by  borrowing  from  the  banks  (credit  restric- 
tions have,  however,  limited  this  source),  from  the 
public  directly  by  the  acceptance  of  deposits,  or  from 
the  discount  market  by  bills  drawn  on  London 
accepting  houses. 

(iv)  Specialist  Financial  Institutions 

A number  of  these,  such  as  I.C.F.C.,  F.C.I.,  and 
C.D-F.C.  have  been  mentioned  in  Section  II. 

(v)  Bank  Advances 

Some  £2,000  million  of  advances  by  members  of  the 
British  Bankers  Association  are  at  present  outstanding, 
Bank  finance  is  normally  considered  suitable  for 


working  capital  and  for  short-term  finance  pending 
longer-term  arrangements. 

24.  (a)  The  Foreign  Exchange  Market 

(i)  The  foreign  exchange  market  is  made  by  banks  who, 
under  the  Exchange  Control  Act,  must  be  appointed 
as  authorised  dealers  before  they  may  deal  in  foreign 
exchange.  There  are  over  120  banks  so  appointed. 
There  is  no  meeting  place ; all  operations  are  con- 
ducted by  telephone.  The  services  of  brokers  are 
widely  used  and  banks  accepting  a service  from 
brokers  are  expected  not  to  deal  direct  with  each 
other.  The  existence  of  exchange  control  limits  the 
type  of  transaction  which  can  be  brought  to  the 
banks  for  execution,  and  banks  deal  with  their 
customers  at  home  and  abroad  subject  to  current 
authority  given  under  the  Exchange  Control  Act. 

(ii)  The  Bank  of  England,  acting  as  managers  of  the 
Exchange  Equalisation  Account  on  behalf  of  H.M. 
Treasury,  publish  upper  and  lower  limits  to  the 
exchange  rate  between  sterling  and  the  principal 
foreign  currencies.  At  these  limits  the  Bank  are 
prepared  to  deal  in  spot  transactions  with  authorised 
dealers  and  the  latter  are  precluded  from  dealing 
outside  them.  Apart  from  these  limitations,  the  rates 
at  which  deals  are  concluded,  including  the  rates  for 
all  forward  deals,  are  determined  by  supply  and 
demand  in  the  market.  Arbitrage  is  conducted  with 
markets  in  North  America  and  on  the  Continent 
within  the  present  framework  of  transferability  of 
sterling  and  other  currencies. 

(iii)  The  function  of  the  market  is  to  provide  facilities  for 
transactions  in  foreign  exchange  brought  to  banks  by 
their  customers.  In  particular,  the  business  com- 
munity can,  through  the  mechanism  of  the  market, 
cover  either  spot  or  forward  the  greater  part  of  the 
exchange  liabilities  arising  from  their  day  to  day 
sales  and  purchases  of  goods  or  from  other  commercial 
transactions. 

(iv)  The  London  foreign  exchange  market  has  no  constitu- 
tion or  rules.  Technical  arrangements  are  regulated 
by  market  customs  which  are  observed  by  all  banks 
dealing  in  the  market.  A Foreign  Exchange  Com- 
mittee exists  where  matters  of  common  interest  can 
be  discussed  by  the  banks  ; but  this  Committee 
(working  mainly  through  a sub-committee)  is  largely 
concerned  with  exchange  control  topics  and  not  with 
the  technical  functioning  of  the  market,  although 
various  technical  points  have  recently  been  discussed 
between  a working  group  delegated  by  the  sub- 
committee to  consult  with  the  representatives  of  the 
brokers. 

(Z>)  The  Gold  Market 

(i)  While  any  bank  authorised  to  deal  in  foreign  exchange 
may  also  deal  in  gold,  the  gold  market  proper  consists 
of  six  firms.  Two  of  these  are  banks,  the  remainder 
being  bullion  houses  specifically  authorised  to  deal  in 
gold.  There  is  a daily  meeting  known  as  the  “ fixing  ” 
which  takes  place  at  10.30  a.m.,  on  Mondays  to 
Fridays,  at  the  offices  of  N.  M.  Rothschild  & Sons. 
A representative  of  that  firm  takes  the  chair  and  each 
of  the  other  firms  in  the  market  is  represented.  At 
this  meeting  a price  is  reached  at  which  a balance 
between  buyers  and  sellers  is  achieved.  This  is 
known  as  &e  “ fixing  price.”  In  addition  to  the 
deals  concluded  at  ttie  “ fixing,”  operations  take 
place  throu^out  the  day. 

(ii)  Under  existing  exchange  control,  access  by  residents 
of  the  United  Kingdom  and  the  Scheduled  Territories 
to  the  market  is,  broadly  speaking,  only  possible 
where  they  are  sellers  of  gold  ; but  residents  of  other 
parts  of  the  world  can  buy  or  sell  in  the  market 
against  payment  in  convertible  sterling  or  in  other 
convertible  currencies.  The  greater  part  of  newly- 
produced  gold  (other  than  Russian)  is  sold  in  London 
and  a high  proportion  of  the  gold  operations  of  the 
Bank  of  England  and  other  central  banks  is  con- 
ducted here.  There  is  a close  link  between  the  gold 
market  and  the  foreign  exchange  market  because 
many  operations  in  gold  also  involve  an  operation  in 
foreign  exchange.  transactions  at  the  fixing  take 
place  for  spot  delivery,  i.e.,  two  working  days  ahead 
and  there  is  no  regular  forward  market  in  gold. 
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The  Commodity  Markets 

25.  (i)  These  markets  provide  facilities  for  the  import 
and  domestic  distribution  of  bulk  supplies  of  com- 
modities and  foodstuffs  together  with  ancillary 
services  such  as  the  holding  of  stocks  and  the  provision 
of  hedging  facilities.  These  hedging  facilities  enable 
processors  and  secondary  stock-holders  to  avoid,  or 
substantially  reduce,  the  price  risk  on  commodities  in 
their  hands. 

Since  the  war  this  latter  function  has  been  less 
developed  than  formerly.  This  is  partly  because 
industrial  buyers,  after  a decade  of  governmental 
buying,  have  lost  familiarity  with  si^ed  use  of 
markets,  and  partly  because  the  organisation  of 
industry  has  been  tending  away  from  specialised  hori- 
zontal structures  in  which  minor  variations  in  the  price 
of  raw  material  can  make  or  mar  the  profit  margin 
Their  other  main  function  is  to  provide  facilities  for 
holders  of  sterling  in  any  part  of  the  world  to  buy, 


seU,  ship,  insure,  sample  and  deliver  almost  any 
primary  commodity  entering  into  international  trade. 
The  international  quality  of  sterling  as  a trading 
currency  is  greatly  enhanced  by  this  ability  to  use  it, 
without  the  need  for  conversion  into  any  other 
currency,  for  a substantial  range  of  international 
transactions. 

(ii)  Since  the  end  of  the  war  all  the  major  commodity 
markets  in  the  United  Kingdom  have  been  re-opened. 
With  the  exception  of  grain,  cotton  and  refined  sugar 
they  possess  full  facilities,  provided  by  dealers,  for 
purch^e  in  any  part  of  the  world  for  any  currency 
with  a view  to  subsequent  re-sale  for  sterling.  The 
main  channels  of  international  business  (i.e.,  excluding 
import  for  use  within  the  U.K.)  run  from  the  Sterling 
Area  to  Europe  aud  North  America  and  from  America 
to  Europe.* 

June,  1957 


4.  THE  CONTROL  OF  BANK  CREDIT  IN  THE  UNITED  KINGDOMt 


1.  The  commercial  banking  system  in  this  country  is 
dominated  by  the  eleven  banks  that  are  members  of  the 
Committee  of  London  Clearing  Bankers.  For  the  sake  of 
simplicity,  this  note  is  related  to  these  banks ; but  the 
other  banks  foDow  similar  patterns  and  adopt  similar 
attitudes. 

2.  Because  an  entry  in  the  books  of  a bank  has  come  to 
be  generally  acceptable  in  place  of  cash  it  is  possible  for  the 
banks  to  create  the  equivalent  of  cash  (i.e.,  credit).  Thus  a 
bank  may  pay  for  a security  purchased  from  a customer 
merely  by  making  an  entty  in  its  books  to  the  credit  of  that 
customer’s  account ; or  it  may  make  an  advance  by  means 
of  a similar  entry,  In  either  case,  an  increase  in  its  deposits 
will  occur. 

3.  However,  the  banks  cannot  create  credit  in  this  way 
without  limit.  For  their  customers  will  want  to  exchange 
some  part  at  least  of  the  additional  credit  for  cash,  and  cash 
the  banks  cannot  create.  Since  their  customers  would  at 
once  seek  to  withdraw  their  funds  if  they  ffiou^t  the  banks 
were  unable  to  turn  their  deposits  into  cash  on  demand,  the 
banks  are  always  concerned  to  demonstrate  that  they  hold 
ample  cash,  and  liquid  assets  that  can  quickly  be  turned  into 
cash,  to  meet  any  likely  demands  upon  them. 

4.  It  has  come  to  be  accepted  that  they  should  in  fact 
hold  an  amount  close  to  8 % of  their  deposits  in  cash,  that 
is  in  till  money  (notes  and  coin)  or  balances  on  accounts  at 
the  Bank  of  England,  the  balances  being  also  necessary  for 
settlements  between  banks.  The  proportion  of  their  deposits 
held  in  other  highly  hquid  forms,  that  is  in  money  lent  at 
call  in  the  London  money  market.  Treasury  BiUs  and  com- 
mercial bills  of  exchange,  wUl  vary  to  some  extent  with  the 
outlook,  for  example  with  expected  drawings  by  customers 
for  the  payment  of  taxes  or  calls  on  advance  facilities  already 
arranged.  As  a general  rule  die  banks  will  be  very  reluctant 
to  see  the  ratio  to  their  deposits  of  their  cash  plus  other 
liquid  assets— their  “ liquidity  ratio  ’’—fall  below  30%,  and 
at  times  they  will  be  content  to  see  it  somewhat  above  30  %, 

5-  When,  as  d«cribed  above,  the  creation  of  credit 
Mtails  an  increase  in  their  deposits  but  no  increase  in  their 
hquid  assets,  and  hence  a fall  in  their  liquidity  ratio,  the 
baruu  will  be  inCTeasingly  reluctant  to  continue  to  create 
credit.  If  the  ratio  shows  signs  of  falling  further,  they  will 
t^e  steps  to  prevent  it  from  doing  so,  if  need  be  reducing 
their  deposits  by  reversing  the  process  of  credit  creation. 
An  individual  bank  may  in  normal  times  seek  to  adjust  its 
position  by  bidding  for  deposits  and  being  reluctant  to 
make  new  advices  as  old  ones  are  reduced ; further,  it 
may  sell  securities  and  eventually  encoiuage  customers  to 
repay  outstanding  advances. 

banks  continue  to  observe  these  ratios — 
° /“an  oy  'f  deposits  to  be  maintained  in  cash  and  a minimum 
of  30%  of  their  deposits  in  liquid  assets — the  authorities 
have  a means  of  influencing  the  creation  of  credit  by  the 
ba^s  by  acting  upon  the  supply  to  the  banks  of  cash  and 
ottCT  liqmd  ^sMs.  For  example,  at  a time  of  heavy  inflow 
of  ^ mto  the  Exchequer,  the  hanks  will  lose  deposits  and 
cash  to  the  Bank  of  England  as  their  customers  pay  their 
tax^  i ctjual  loss  of  cash  and  of  deposits  will  reduce  the 
banks  liquidity  ratios  and,  if  the  process  is  carried  far 


enou^,  will  lead  them  to  take  action  themselves  to  reduce 
the  amount  of  bank  credit  in  existence  in  order  to  restore 
their  liquidity  ratio.  If,  as  is  likely,  the  Exchequer  uses  the 
proceeds  of  the  tax  payments  to  retire  Treasury  Bills  held 
by  the  public,  this  wfil  restore  the  batiks’  cash  to  its  former 
level  but  the  banks  are  still  Ukely  to  come  under  pressure. 
For  to  the  extent  that  the  Treasury  Bills  so  retired  were 
held  by  the  banks  themselves,  or  by  the  Discount  Market 
on  funds  borrowed  at  call  from  the  banks,  the  increase  in 
the  banks’  cash  will  be  matched  by  an  equal  fall  in  their 
other  liquid  assets,  leaving  their  liquidity  ratio  unchanged. 

7.  Alternatively,  working  in  the  opposite  direction,  if  Oie 
Bcchequer  borrows  by  issuing  Treasury  Bills  which  are  taken 
up  by  the  banks  and  spends  the  proceeds  (so  that  the  cash 
borrowed  finds  its  way  back  to  the  banks)  the  liquid  assets 
and  deposits  of  the  hanks  will  be  increased  and  they  will 
be  put  into  a position  to  increase  the  supply  of  bank  credit. 
Indeed,  because  only  a proportion  of  the  banks’  deposits 
requires  to  be  covered  by  cash  and  other  liqmd  assets,  a 
given  loss  or  gain  of  liquid  assets  by  the  banks  has  an  effect 
several  times  as  great  on  the  potential  volume  of  bank  credit. 

8.  Emphasis  has  been  placed  above  on  the  liquidity  ratio 
because  a loss  of  cash  need  not  in  itself  cause  the  banks  to 
fail  to  maintain  their  cash  ratio  at  8 % of  deposits  or  bring 
them  under  pressure  to  reduce  their  deposits.  Suppose,  for 
example,  that  some  security  is  sold  by  a Government  fund 
to  a private  holder.  The  buyer  will  pay  by  drawing  a cheque 
on  his  bank  account  and  when  the  cheque  is  cleared  a transfer 
of  funds  will  be  made  fi-om  that  bank’s  account  at  the  Bank 
of  England  to  a Government  account.  The  bank  concerned 
can,  however,  restore  its  cash  if  required  by  calling  for  re- 
payment some  of  the  funds  it  has  lent  to  the  London  Discount 
Market.  Since  the  Discount  Houses  do  not  hold  any 
appreciable  amomit  of  unemployed  cash  they  may  be  com- 
pelled, if  they  are  unable  to  borrow  elsewhere  the  funds 
needed  to  meet  the  call,  to  borrow  from  the  Bank  of  England 
Since  it  is  understood  that  the  Bank  of  England  will  never 
refuse  to  lend  to  one  of  the  recognised  Discount  Houses, 
at  a price  (now  normally  Bank  Rate)  and  given  satisfactory 
security,  the  authorities  will  end  by  returning  to  the  market 
the  cash  they  had  previously  drawn  in. 

9.  The  same  result  can  be  achieved  by  another  method, 
since  the  banks  normally  have  Treasury  Bills  maturing  each 
day,  the  proceeds  of  which  they  may  use  to  buy  further 
Treasury  Bills  from  the  Discount  Market.  If,  therefore 
they  allow  maturing  Treasury  Bills  to  run  off  and  keep  the 
proceeds  to  maintain  their  cash  ratio,  the  Discount  Market 
will  find  itself  short  of  funds  to  take  up  new  Treasury  Bills 
and  may  again  be  forced  to  borrow  from  the  Bank  of 
England. 

10.  In  short,  the  banks  are  able  to  transfer  a cash  shortage 
from  themselves  to  the  Discount  Market— but  only  by 
exchanging  other  liquid  assets  for  cash.  Whether  this 
process  leaves  them  with  a shortage  or  near  shortage  of 
liquid  assets  determines  whether  the  banks  come  under 
pressure  to  reduce  or  restrict  the  credit  they  create. 

0^  Evidence  Qns.  816  and  S19.  and  supplementary  note 
t See  Minutes  of  Evidence  Qns.  1 to  190, 
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11.  It  should  be  noted  that  the  creation  of  a cash  shortage 
is  not  without  effect.  For,  particularly  if  it  is  such  as  to 
compel  borrowing  from  the  Bank  of  England,  which  is 
relatively  expensive  to  the  Discount  Houses,  they  will  try 
to  reduce  such  borrowing  so  far  as  possible  by  raising  their 
bids  for  money  in  the  money  market,  thus  causing  short- 
term interest  rates  to  rise.  Further,  if  the  authorities  allow 
the  Discount  Market  to  be  subjected  to  any  substantial 
pressure  for  cash,  it  is  likely  to  be  taken  by  the  banks  and 
the  market  as  an  indication  that  the  authorities  desire  to 
exert  pressure  on  the  supply  of  bank  credit. 

12.  The  banks  can  clearly  be  brought  under  pressure  to 
reduce  or  restrict  the  supply  of  credit  if  the  Government 
draws  in  more  funds  by  way  of  taxation  than  it  is  currently 
spending  and  uses  the  surplus  to  redeem  liquid  assets  held 
by  the  public  generally.  For  some  part  of  these  liquid  assets 
will  come  from  the  banks’  own  holdings  and  some  from  those 
held  by  the  Discount  Market  on  funds  borrowed  at  cal!  from 
the  banks  (which  from  the  hanks’  point  of  view  are  equally 
liquid  assets),  and  thus  the  banks’  liquid  assets  and  their 
liquidity  ratio  will  be  reduced.  If  the  Government  borrows, 
the  same  effect  may  or  may  not  be  achieved  depending  on 
who  is  the  lender  and  on  what  security.  If,  for  example. 
Treasury  BiUs  sold  by  the  Government  are  taken  up  by  the 
banks,  the  banks’  liquid  assets  will  be  unchanged  in  total 
since  they  will  merely  have  exchanged  one  liquid  asset  (cash) 
for  another  (Treasury  Bills).  If  they  can  then  restore  their 
cash  position  by  calling  funds  from  the  Discount  Market 
the  banks’  final  position  wOl  differ  from  their  first  position 
only  to  the  insignificant  extent  of  having  exchanged  some 
call  money  for  Treasury  Bills.  If  Treasury  Bills  or  short- 
dated  Government  bonds  were  to  be  sold  to  the  Discount 
Market,  and  the  market  could  only  pay  for  them  by  borrowing 
from  the  Bank  because  the  banks  were  unwilling  to  make 
additional  call  money  available,  this  would  leave  the  banfe’ 
assets  wholly  unaffected. 

13.  On  the  other  hand,  if  securities  not  regarded  by  the 
banks  as  liquid  assets  are  sold  by  the  authorities  and  bought 
by  the  banks,  or  if  securides  of  any  sort  are  sold  to  holders 
other  than  banks  or  Discount  Houses,  the  loss  of  cash  to 
the  banks  when  the  securides  are  paid  for  is  not  offset  by 
the  acquisition  of  other  liquid  assets,  and  pressure  will 
therefore  be  ex^ed  on  the  banks  (if  the  process  goes  far 
enough)  to  reduce  the  supply  of  credit.  A purchase  of 
securities  has  the  opposite  effect. 

14.  To  sum  up,  if  it  is  desired  to  exert  direct  pressure  on 
the  banks  to  restrict  or  reduce  the  supply  of  bank  credit,  it 
is  necessary  either  that : — 

(1)  the  Government  should  be  in  surplus  on  its  general 


receipts  and  disbursements,  and  should  use  that 
surplus  to  redeem  securities  such  as  Treasury  Bills 
which  are  regarded  by  the  banks  as  liquid  assets  ; or 

(2)  sales  of  Government  stock  to  buyers  other  than 
Discount  Houses,  or  of  Treasury  Bills  to  buyers  other 
than  banks  or  Discount  Houses,  should  be  achieved 
on  a scale  more  than  sufficient  to  offset  any  Govern- 
ment deficit. 

15.  If  sufficient  pressure  is  put  upon  the  banks’  liquidity 
ratios  to  induce  them  to  take  action  to  reduce  the  volume 
of  bank  credit,  their  most  likely  course  is  either  to  sell 
investments  or  to  slow  up  in  the  granting  of  advances. 
Although  nominally  all  (or  almost  all)  bank  advances  are 
repayable  on  demand,  it  is  well  recognised  that  any  con- 
siderable calling  in  of  existing  advances  cannot  be  rapidly 
achieved  without  causing  serious  repercussions  on  the 
borrowers.  These  the  banks  are  naturally  reluctant  to 
impose  on  their  customers  and  before  going  this  far  they 
are  likely  to  sell  investments. 

16.  This  tendency  is  in  present  circumstances  reinforced 
by  the  fact  that  the  banks  at  present  hold  a larger  proportion 
of  their  assets  in  the  form  of  investments  and  a smaller 
proportion  in  the  form  of  advances  than  was  customary 
pre-war.  For  example,  in  1938  investments  were  about  28% 
and  advances  nearly  43%  of  total  deposits  whereas  now 
both  are  around  32%.  On  the  other  hand,  readiness  to  sell 
investments  will  be  affected  by  the  amount  of  any  losses 
which  may  be  realised  in  the  process.  The  banks  hold  a 
hi^  proportion  of  their  investments  in  short-dated  Govern- 
ment stocks  which  can  normaUy  be  realised  without  subs- 
tantial loss  ; but  it  must  be  remembered  that  in  the  sort 
of  circumstances  being  considered  the  capacity  of  the  market 
will  be  limited,  particularly  if  the  authorities  are  also  sellers. 

17.  It  needs  to  be  remembered  too  that  short-dated 
Government  stocks  are  included  by  the  banks  under  the 
heading  of  investments,  not  among  the  liquid  assets  which 
have  b«n  discussed  above,  even  when  they  are  within  a 
few  weeks  of  final  matmity.  It  foUows  that  if  the  banks 
hold  any  substantial  amount  of  a stock  reaching  maturity, 
they  have  then  an  exceptional  opportunity  of  adjusting  their 
liquidity  by  the  policy  which  they  follow  in  reinvesting  the 
proceeds  of  redemption.  Given  that  there  are  heavy 
maturities  (never  less  than  £648  million)  of  Government 
stocks  in  each  year  up  to  and  including  1962,  to  bring 
continuing  pressure  on  the  banks’  liquidity  ratios  is  likely 
to  require  a very  great  volume  of  sales  of  securities  by  Ae 
authorities  to  purchasers  other  than  banks. 

June,  1957 


5.  THE  LONDON  DISCOUNT  MARKET* 


1.  The  Discount  Market  consists  of  the  12  Discount 
Houses  in  the  London  Discount  Market  Association, 
together  with  some  smaller  firms  not  in  the  Association. 
There  is  no  single  market  place,  the  members  of  the  Market 
maintaining  contact  with  the  users  of  the  Market  by  personal 
contact  or  by  telephone.  The  Discoimt  Market  represents 
the  principal  element  in  the  London  short-term  money 
market  which  also  embraces  the  activities  of  certain  stock- 
broking  and  other  firms  who  accept  money  at  call  or  short 
notice  in  the  ordinary  course  of  their  business,  covering 
stock  lending,  Corporation  borrowing,  etc. 

2.  The  Market  provides  the  banks  with  a means  of 
reducing  to  the  minimum  the  amount  of  money  they  must 
keep  unemployed  to  meet  calls  made  upon  them  by  their 
customers  for  cash.  The  London  Clearing  Banks,  who  are 
those  most  concerned  since  they  handle  by  far  the  greater 
part  of  the  deposit  banking  business  of  the  country,  in  fact 
keep  for  this  purpose  only  about  8%  of  their  deposits  in 
the  form  of  notes  and  coin  and  of  balances  at  the  Bank  of 
England.  They  can  only  manage  on  so  small  a margin  if 
they  have  adequate  additional  assets  of  a kind  which  they 
can  be  sure  of  turning  into  cash  at  a moment’s  notice ; 
and  if  they  can  be  assured  of  the  liquidity  of  these  additional 
assets,  they  are  content  to  accept  a relatively  low  level  of 
earnings  on  them — since  the  alternative  would  be  to  main- 
tain larger  cash  balances  earning  nothing. 

3.  In  part  the  banks  meet  this  need  for  liquid  assets  by 
holding  Treasury  Bills  with  only  a few  weeks  at  most  to  run, 


* See  Misules  of  £videace  Qos.  191  u>  222  and  3SS  to  561. 


and  so  spread  that  some  mature  every  day  ; and  in  part 
by  lending  to  the  Discount  Market  money  repayable  at 
call.  Any  bank  which  in  the  course  of  a day’s  business 
finds  that  its  cash  reserves  are  being  drawn  down  below  the 
8 % level  will  replenish  them  by  calling  for  repayment  some 
of  the  loans  it  has  made  to  the  Discount  Market.  If  the 
shortage  has  been  caused  merely  by  the  transfer  of  funds 
to  another  bank  the  Discount  Houses  will  probably  be  able 
to  borrow  from  the  second  bank  the  funds  required  to 
repay  the  first.  They  thereby  serve  a useful  purpose  in 
evening  out  the  flow  of  money  between  the  various  banks 
in  London. 

4.  If,  however,  the  shortage  is  caused,  for  example,  by  a 
flow  of  funds  from  the  banks  to  the  Exchequer,  a number 
of  banks  will  be  calling  funds  and  none  will  have  sufficient 
fresh  funds  to  lend.  In  these  circumstances  the  Discount 
Houses  will  be  compelled  to  borrow  from  the  Bank  of 
England.  It  is  the  fact  that  they  are  permitted  to  do  so 
without  limit  of  amount,  subject  to  the  provision  of  suitable 
security,  that  guarantees  to  the  banks  the  ability  of  the 
market  to  repay  on  demand  the  funds  that  banks  have 
lent  them.  (The  smaller  firms  on  the  fringe  of  the  market 
do  not  have  access  to  borrowing  at  the  Bank).  Borrowing 
from  the  Bank  of  England  is  kept  to  the  Tninimnm  by  reason 
of  the  fact  that  the  terms  are  severe  by  comparison  with 
the  terms  on  which  money  can  normally  be  borrowed  from 
day  to  day  in  the  market.  Currently  the  Bank  are  prepared 
to  lend  for  a minimum  period  of  seven  days,  when  moderate 
amounts  only  are  involved,  and  the  interest  rate  charged  is 
Bank  Rate.  When  Bank  Rate  is  5%,  normal  day  to  day 
money  rates  will  be  from  3i%  to  4%. 
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5.  The  funds  which  the  Discount  Market  borrow  from 
the  banks  (together  with  the  Houses’  own  capital)  are  for 
the  most  part  invested  in  Treasury  Bills  and  short-dated 
Government  securities  ; these  are  deposited  as  collateral 
with  the  banks  from  whom  call  loans  are  taken.  The  Market 
also  plays  a role  (important  in  the  finance  of  commerce  but 
less  significant  nowadays  from  the  point  of  view  of  monetary 
policy)  by  dealing  in  and  holding  commercial  bills  of 
exchange.  It  also  deals  to  a lesser  extent  in  bills  issued  by 
Local  Authorities  and  short-dated  Local  Authority  stocks. 
The  market  obtains  its  principal  supply  of  Treasu^  Bills 
at  the  weekly  tender  but  also  stands  ready  to  deal  in  such 
Bills  as  buyer  or  seller  with  banks  or  other  concerns  at  any 
time.  Because  of  the  importance  of  the  Discount  Market 
to  the  Clearing  Banks  as  a means  of  employing  funds  with 
the  certainty  that  they  can  be  recalled  on  demand,  and  also 
because  the  Clearing  Banks  generally  prefer  to  hold  Treasury 
Bills  with  only  a few  weeks  (rather  than  their  whole  life  of 
91  days)  to  run,  the  Gearing  Banks  have  agreed  amongst 
themselves  not  to  compete  with  the  Discount  Market  in 
obtaining  Treasury  BiDs  for  their  own  account  at  the  weekly 
tender.  In  consequence  the  tender  tends  to  be  dominated 
by  the  Discount  Houses,  who  have  come  to  accept  as  an 
informal  responsibility  that  their  combined  tenders  should 
be  sufficient  in  total  to  cover  the  amount  of  Treasury  Bills 
on  offer.  This  is  a point  of  great  importance  to  H.M. 
Government  since  it  means  that  they  can  rely  upon  their 
weekly  need  to  borrow  on  Treasury  Bills  being  satisfied. 

6.  It  should  not  be  supposed,  however,  that  the  Discount 
Houses  monopolise  the  weekly  tender.  They  are  exposed 
to  competition  from  the  Clearing  Banks  tendering  on  behalf 
of  their  customers,  from  other  banks  and  certain  money 
brokers  tendering  both  on  their  own  accoimt  and  for 
customers,  and  from  the  Bank  of  England  themselves  who 
also  tender  on  their  own  account  and  on  behalf  of  customers 
— principally  the  Central  Banks  of  overseas  countries.  This 
competition  is  of  varying  weight  but  is  frequently  subs- 
tantial. Nevertheless,  the  dominant  position  of  the  Discount 
Houses  in  the  tender  ensures  that  the  rate  at  which  they 
tender  (which,  for  the  bulk  of  the  tender,  is  agreed  amongst 
themselves  beforehand)  normally  then  becomes  the  basis  of 
Treasury  Bill  dealing  rates  until  the  next  tender. 

7.  The  price  at  which  the  Discoimt  Market  will  tender  is 
dependent  in  part  on  the  degree  of  competition  for  BiUs 
which  they  expect  to  meet,  and  in  part  upon  their  estimate 
of  the  factors  likely  to  affect  the  level  of  interest  rat«  in 
general,  and  in  particiilar  the  cost  to  them  of  the  money  they 
expect  to  borrow  from  the  banks  and  others  in  the  period 
ahead,  A particular  factor  which  can  be  of  overriding 
importance  is  whether  or  not,  and  to  what  extent,  they 
expect  to  borrow  from  the  Bank  of  England  at  Bank  Rate. 
Since  their  expectations  on  these  matters  affect  the  rate  for 
Treasury  Bifis  and  for  commercial  bills ; the  rate  at  which 
they  are  prepared  to  accept  money  on  deposit ; and  through 
their  dealings  in  short-dated  Government  securities  the 
market  price  of  and  the  yield  on  such  securities,  the  Market 
provides  a means  for  the  Bank  of  England  to  exert  influence 
on  all  these  rates  by  operating  on  the  supply  of  cash  to  the 
Market  and  the  banks.  For  example,  the  supply  of  money 
to  the  market  can  be  increased  by  the  Bank  of  England 
buying  Treasury,.  Bills  from  the  market ; or  an  emerging 
excess  of  funds  can  be  removed  by  the  sale  of  Treasi^ 
Bills  or,  more  usually,  by  an  increase  in  the  amount  of  Bills 
offered  at  the  weeldy  tender.  The  Bank  operate  almost 
daily  in  the  Market  to  smooth  out  shortages  and  surpluses 
of  fimds  between  one  day  and  another,  which  arise  mainly 
out  of  the  uneven  incidence  of  payments  by  and  to  H.M. 
Government  ; they  operate  more  specifically  to  create 
conditions  of  continuing  ease  or  shortness  of  money  at 
times  when  it  is  desired  to  influence  short-term  rates  in  a 
particular  direction. 

8.  In  no  other  financial  centre  is  there  a mechanism 
closely  comparable  to  that  of  the  Discount  Market.  It  is 
natural,  therefore,  to  ask  what  are  its  special  virtues  and 
whether  it  makes  for  a more  or  less  effective  control  of  the 
volume  of  credit. 

9.  The  Discount  Market  as  it  exists  to-day  is  the  result 
of  historical  development.  If  it  were  not  there  some  alto- 
native  mechanism  would  undoubtedly  have  to  be  created 
to  carry  out  at  least  some  of  its  functions.  For  example  ; — 

(i)  Some  kind  of  market  machinery  would  be  required 
to  bring  together  those  who  had  commercial  bills  to 
sell  and  those  who  wished  to  invest  in  them,  if  London 
were  to  continue  to  play  its  traditional  part  in  the 
finance  of  commerce  both  in  this  country  and  overseas. 

B 


While  the  volume  of  business  now  handled  is  only  a 
small  part  of  the  turnover  of  the  Discount  Market, 
it  is  nevertheless  of  real  importance  and  a source  of 
valuable  earnings  of  foreign  exchange.  Since  dealing 
between  principals  would  be  clumsy  and  inefficient,  a 
body  of  brokers  of  some  kind  would  doubtless  emerge 
to  carry  out  veiy  much  the  sort  of  function  now 
undertaken  by  the  Discoimt  Market. 

(ii)  Some  machinery  would  also  be  needed  to  even  out 
the  day  to  day  flow  of  funds  amongst  the  various 
banks.  Here,  too,  it  seems  highly  improbable  that 
dealings  between  principals  would  prove  an  efficient 
way  of  doing  this  work  and  the  emergence  of  a body 
of  brokers  would  seem  the  probable  outcome. 

(iii)  More  important,  the  hanks  would  have  to  find  some 
substitute  for  the  “ second  line  ” of  liquid  reserves 
which  their  call  loans  to  the  Discount  Market  now 
provide.  They  would  no  doubt  to  some  extent  make 
do  with  larger  holdings  of  Treasury  BUls  but  it  seems 
probable  that  they  would  also  feel  it  necessary  to 
maintain  larger  balances  in  cash  which,  since  it  would 
involve  a greater  volume  of  idle  funds,  would  be 
plainly  uneconomic.  The  existence  of  a cushion  of 
cash  balances  of  this  sort  in  excess  of  the  minimum 
felt  necessary  for  the  volume  of  deposits  being  carried 
might  slow  reactions  on  the  part  of  the  banks  to 
pressures  from  the  Bank  of  England  aimed  at  in- 
fluencing the  volume  of  money  and  the  level  of  interest 
rates. 

10.  It  would  still  be  necessary  for  the  Bank  of  England  to 
function  as  a lender  of  last  resort,  and  it  would  presumably 
be  necessary  for  the  banks  to  borrow  direct  from  the  Bank 
of  England  for  this  purpose.  Unless  the  new  machinery 
for  evening  out  the  flow  of  funds  between  the  banks  worked 
as  smoothly  as  does  the  Discount  Market,  it  is  likely  that 
more  recourse  would  be  had  to  the  Bank  than  was  fully 
necessary. 

11.  An  important  consequence  would  be  that  H.M. 
Government  could  no  longer  rely  with  confidence  on  the 
readiness  of  the  market  to  take  up  the  total  amount  of 
Treasury  Bills  offered  for  tender  in  any  week.  For  the  banks 
could  hardly  be  expected  voluntarily  to  take  up  Bills  to  an 
extent  which  would  force  them  to  borrow  from  the  Bank 
of  England.  It  might  be  that  this  would  lead  to  the  Govern- 
ment itself  maintaining  a cushion  of  idle  funds  (as  in  the 
United  States)  as  a precaution  against  failure  by  the  Market 
to  take  up  the  number  of  Bills  required.  This,  too,  would  be 
uneconomic  and  would  be  expensive  to  H.M.  Government 
since  it  would  increase  their  need  to  borrow  funds. 

12.  So  far  as  the  Bank  of  England  are  concerned  it  would 
still  be  necessary  as  now  to  try  to  bring  influence  to  bear  on 
the  market  from  time  to  time  to  create  a shortage  or  an  ease 
of  funds,  and  at  other  times  to  intervene  to  smooth  out  such 
ebbs  and  flows.  If  there  were  no  assurance  that  the  amount 
of  Treasury  Bills  offered  for  tender  in  any  week  would  in 
fact  be  taken  up  the  task  of  creating  a shortage  of  cash  when 
necessary  would  be  rendered  highly  uncertain.  It  would 
probably  be  necessary  to  place  the  banks  under  legal  com- 
pulsion to  conform  to  some  system  of  required  cash,  liquidity, 
or  other  ratio  so  as  to  produce  the  reactions  at  present 
achieved  by  operating  in  the  Discount  Market. 

13.  Against  the  Discount  Market  in  its  present  form  it 
could  be  argued  that  intervention  by  the  Market  between 
the  Government  as  a borrower  on  Treasury  Bills  and  the 
ultimate  lenders  (principally  the  banks)  represents  an  un- 
necessary cost  to  either  the  borrower  or  the  lender  or  both. 
So  far  as  the  banks  are  concerned,  however,  they  have 
shown  clearly,  by  refraining  from  competing  at  the  tender, 
and  by  their  readiness  to  lend  at  rates  which  normally  show 
a margin  of  profit  to  the  market  in  the  running  yield  on 
Treasury  Bills,  that  they  value  the  existence  of  the  Market 
and  are  prepared  to  meet  their  share  of  its  cost  So  far  as 
H.M.  Government  are  concerned,  one  carmot  be  certain 
whether  direct  sales  of  Treasury  Bills  to  the  banking  system 
would  result  in  lower  or  higher  average  discount  rates.  It 
is  at  least  possible  that  because,  in  the  absence  of  a Discount 
Market,  the  banks  would  feel  their  Treasury  Bill  holdings 
to  be  less  liquid  than  their  present  combination  of  Bills  and 
call  money,  fliey  would  stand  out  for  a higher  rate  of  interest, 
partly  as  a compensation  for  having  to  hold  mote  cash  to 
bolster  their  liquidity.  The  withdrawal  of  the  Discount 
Market  from  their  role  in  the  market  for  short-dated 
Government  stocks  would  also  impair  the  present  organisa- 
tion of  that  market,  sind  again  add  to  H.M.  Government’s 
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costs.  It  seems  therefore  at  least  doubtful  whether  the  dis- 
appearance of  the  Discount  Market,  or  a considerable 
curtailment  of  their  activities,  would  on  balance  reduce  the 
cost  of  Government  borrowing. 

14.  A related  argument  might  be  that  if  the  banks  had  in 
case  of  need  to  borrow  direct  from  the  Bank  of  England, 
this  would  provide  the  Bank  with  a ^eater  measure  of 
control  over  the  Clearing  Banks’  activities  than  does  the 
present  system.  This  leads  to  a discussion  of  possible 
alternative  methods  of  control  that  might  be  adopted,  which 
are  dealt  with  in  a separate  paper. 

15.  It  might  also  be  suggested  that  because  the  banks 
provide  a ready  market  and  a ready  source  of  funds  the 
present  system  lacks  incentives  to  the  Discount  Market  to 
seek  aggressively  to  place  Treasury  Bills  and  short-dated 
Government  bonds  with  holders  outside  the  banking  system  ; 
and  to  mobilise  funds  from  non-banking  source  to  enable 
them  to  carry  their  own  portfolio  of  securities.  On  this  it 
should  be  said  first  that  the  extent  to  which  the  Discount 
Houses  in  fact  place  securities  and  find  funds  outside  the 
banking  system  should  not  be  under-estimated.  Secondly, 
if  the  Houses  were  to  extend  their  activities  in  this  direction 
to  an  extent  that  put  pressure  on  the  banks,  the  reaction  of 
the  latter  would  no  doubt  be  to  increase  the  attractions  of 
bank  deposits,  relative  to  those  of  Treasury  Bills  and  short- 
dated  Government  bonds  by  raising  the  rate  of  interest  on 
deposits  to  a point  which  would  remove  the  pressure. 


16.  Finally,  it  is  worth  pointing  out  that  it  is  at  least 
possible  that  the  disruption  of  the  existing  tender  system 
would  tend  to  produce  a lesser  degree  of  stabUity  in  short- 
term interest  rates  generally.  Moreover,  the  disappearance 
of  the  Discount  Market  as  a substantial  body  of  dealers  in 
and  holders  of  short-term  Government  securities,  were  this 
to  occur,  would  cause  considerable  repercussions  in  that 
field  also.  The  position  which  the  Discount  Houses  have 
built  up  as  dealers  in  this  field  was  largely  in  response  to 
the  very  great  increase  in  Government  debt  during  and 
after  the  last  war  which  drew  attention  to  the  inability  of  the 
Stock  Exchange  jobbing  system  to  handle  the  large  move- 
ments which  are  apt  to  occur  in  Government  securities 
towards  the  end  of  fiieir  life.  For  this  reason  the  Discount 
Market  were  encouraged  to  deal  in  and  become  substantial 
holders  of  short-dated  Government  bonds,  within  limits. 
Their  withdrawal  from  this  role  would  prove  a very  serious 
handicap  to  the  Government  in  its  stock  operations. 

17.  To  sum  up,  though  it  is  difficult  to  foresee  all  the 
changes  which  mi^t  be  involved  in  a substantial  curtailment 
of  the  present  scope  of  the  Discount  Market  it  seems  im- 
probable that  alternative  mechanisms  could  be  devised 
which  would  work  as  smoothly  and  efficiently.  This 
smoothness  and  efficiency  has  contributed  greatly  to  the 
present  standing  of  London  as  an  international  centre  for 
the  investment  of  funds. 

June,  1957 


6.  THE  ISSUE  OF  LEGAL  TENDER  (INCLUDING  THE  RELATIONSHIP  BETWEEN  THE 
ISSUE  DEPARTMENT  AND  THE  EXCHANGE  EQUALISATION  ACCOUNT)* 


1.  The  Bank’s  share  in  the  work  of  meeting  the  public’s 
need  for  legal  tender  currency  is  largely  centred  in  the  Issue 
Department  (the  provision  of  coin  being  the  concern  of  the 
Royal  Mint).  The  existence  of  this  Department  dates  from 
the  Bank  Charter  Act  of  1844  which  required  that  the  issue 
of  notes  should  be  kept  wholly  distinct  from  the  general 
banking  business  of  the  Bank  in  a separate  Department. 

2.  To  this  Department  the  Bank  were  to  transfer  securities 
to  the  value  of  £14  million  and  “ so  much  of  the  gold  coin 
and  gold  and  silver  bullion  then  held  by  the  Bank  of  England 
as  shall  not  be  required  by  the  Banking  Department  thereof 
whereupon  the  Issue  Department  was  to  issue  notes  to  the 
Banking  Department  to  an  amount  equal,  with  the  notes 
already  in  circulation,  to  the  aggregate  amount  of  securities, 
coin  and  bullion  held  in  the  Issue  Department.  It  was 
further  laid  down  that  the  portion  of  the  note  issue  covered 
other  than  by  gold  coin  or  gold  and  silver  bullion  (the  portion 
which  came  to  be  known  as  the  Fiduciary  Issue)  was  not  to 
exceed  £14  million,  subject  to  the  proviso  that  this  figure 
mi^t  be  increased  by  Order  in  Council  by  up  to  two  tlurds 
of  the  amount  of  the  authorised  issue  of  any  other  bank  in 
England  and  Wales  which  at  any  time  thereafter  ceased  to 
issue  its  own  notes. 

3.  Under  this  proviso  the  Fiduciary  Issue  was  gradually 
increased  to  £18,450,000  by  the  outbreak  of  war  in  1914 
(and  to  £19,750,000  by  1923  when  the  last  issue  of  notes  by 
a country  bank  was  withdrawn).  In  other  respects  the 
system  remained  unchanged  up  to  1914. 

4.  This  system  of  linking  the  amount  of  the  note  issue  to 
the  size  of  the  stock  of  gold  in  the  Issue  Department  did  not 
always  work  perfectly.  In  times  of  difficulty,  when  for  one 
reason  or  another  gold  was  drained  out  of  the  Issue  Depart- 
ment, the  Bank  were  inhibited  from  lending  money  to  other 
institutions  which  found  themselves  in  temporary  straits,  or 
from  buying  securities  or  discounting  bills  so  as  to  relieve 
the  shortage  of  money  in  the  market,  for  fear  of  being  faced 
with  demands  for  notes  which  could  not  be  met  because  of 
the  limit  on  the  note  issue.  On  three  occasions  it  was  found 
necessary  for  the  Government  to  release  the  Bank  from  the 
statutory  limit  on  the  amount  of  the  Fiduciary  Issue,  in 
order  to  allow  some  relaxation  of  the  extreme  conditions  of 
stringency  which  had  developed.  These  occasions  were  in 
1847,  1857  and  1866.  On  the  first  and  the  last  occasion, 
the  knowledge  that  the  limit  had  been  suspended  was  in 
itself  sufficient  to  allay  the  worst  of  the  market’s  anxieties  ; 
only  in  1857  was  it  necessary  actually  to  take  advantage  of 
the  suspension  of  the  limit. 

5.  Even  when  the  difficulties  were  less  extreme  and  not 
such  as  to  call  for  the  suspension  of  the  1844  Act,  the  system 
was  criticised  because  while,  on  the  one  hand,  it  did  not  of 


• See  Minutes  of  Evidence  Qns.  S62<o  61S. 


itself  sufficiently  control  a long-term  growth  of  bank  credit, 
on  the  other  it  still  linked  the  money  supply  and  the  level 
of  activity  in  the  economy  as  a whole  too  rigidly  to  changes, 
however  caused,  in  the  stock  of  gold. 

6.  The  outbreak  of  war  in  1914  naturally  brought  changes 
in  the  note  issue  arrangements.  Upder  the  Currency  and 
Bank  Notes  Act  1914,  the  Treasury  were  authorised  to  issue 
Curreno’  Notes  of  £1  and  lOs.  denomination,  without  limit 
of  amoimt  and  without  gold  backing  (although  the  notes 
were  declared,  like  the  Bank’s  own  notes,  to  be  payable  in 
gold  coin  at  the  Bank  on  demand).  The  Treasury  were  also 
empowered  to  release  the  Bank  from  the  statutory  limit  on 
the  size  of  the  Fiduciary  Issue.  Nevertheless,  the  underlying 
idea  of  a link  between  the  amoimt  of  the  gold  reserve  and 
the  size  of  the  note  issue  was  not  abandoned  ; its  application 
was  rather  regarded  as  suspended. 

7.  The  Gold  Standard  Act  1925,  although  it  removed  the 
right  of  holders  of  Bank  or  Currency  Notes  to  payment  in 
gold  coin,  provided  instead  that  the  Bank  should  be  bound 
to  sell  gold  in  the  form  of  bars  each  containing  about  400 
fine  ounces  at  a fixed  price  of  £3:17:10i  per  ounce  standard 
(eleven  twelfths  fine)  to  any  person  demanding  it  and  making 
the  necessary  payment  in  legal  tender. 

8.  The  return  to  the  pre-war  system  was  completed  in 
1928,  by  the  Currency  and  Bank  Notes  Act  of  that  year. 
Under  this  Act  the  Currency  Note  issue  was  transferred 
from  the  Treasury  to  the  Bank  of  England,  ffie  Fiduciary 
Issue  being  raised  to  £260  million  to  accommodate  the 
resultant  rise  in  the  circulation  of  Bank  Notes.  An  important 
change  was  however  made,  in  that  the  amount  of  the  Fiduciary 
Issue  was  not  rigidly  fixed  as  it  had  been  before.  The  Treasury 
was  given  power  to  increase  the  amount  of  the  issue  for 
periods  not  exceeding  six  months  ; and  such  increases  might 
be  extended  on  the  same  authority,  but  not  so  as  to  remain 
in  force  for  more  than  two  years  unless  Parliamentary 
sanction  was  obtained. 

9.  The  1928  Act  was  the  original  authority  for  the  issue 
of  Bank  of  England  notes  for  £1  and  10s.  O^reviously  the 
lowest  denomination  since  1821  was  £5)  and  it  gave  to  the 
new  notes  the  same  status  as  Currency  Notes,  i.e.,  legal 
tender  throughout  the  United  Kingdom  ; notes  of  £5  and 
upwards  remained  (as  they  had  been  for  nearly  100  years) 
legal  tender  in  England  and  Wales  only.  Further  it  provided 
that  the  profits  of  the  Issue  Department  should  be  paid  over 
to  the  Treasury.  Up  to  that  time  the  Ba^  had  made  a feed 
annual  payment  in  consideration  of  its  privileges  and  of 
exemption  from  Stamp  Duty  on  its  notes. 

10.  The  virtual  return  to  the  earlier  system  completed  by 
the  1928  Act  lasted  until  1931  when,  with  the  passage  of  the 
Gold  Standard  (Amendment)  Act,  the  right  to  demand  gold 
from  the  Bank  at  a fixed  price  was  abrogated.  There 
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followed  the  establishment  of  the  Exchange  Equalisation 
Account  under  the  Finance  Act  1932.  The  Account  was 
intended  primarily  for  “ checking  undue  fluctuations  in  the 
exchange  value  of  sterling  ” but  also  facilitated  the  insulation, 
to  some  extent  at  least,  of  the  domestic  economy  from  the 
effects  of  inflow  or  outflow  of  gold  or  exchange. 

11.  The  Account  was  equipped  by  the  Exchequer  with  a 
capital  sum  in  sterling  which,  so  far  as  it  was  not  used  at 
any  time  to  acquire  and  carry  holdings  of  gold  or  exchange, 
was  {and  is)  lent  back  to  the  Exchequer,  chiefly  by  means  of 
purchases  of  Treasury  Bills  ; a small  balance  which  may  be 
required  for  day  to  day  operations  is  placed  with  the 
Exchequer  in  the  form  of  Ways  and  Means  Advances  (Public 
Departments). 

12.  If,  therefore,  an  inflow  of  gold  (or  foreign  exchange) 
takes  place  there  is  no  longer  any  direct  reason  why  this 
should  lead  to  an  increase  in  the  note  issue.  The  gold  is 
acquired  by  the  Exchange  Equalisation  Account  against 
sterling  which  is  paid  out  to  the  London  banker  acting  for 
the  seller.  To  find  the  necessary  sterling  the  Account,  since 
it  holds  no  unemployed  balances,  caUs  from  the  Exchequer 
some  of  its  Ways  and  Means  Advances.  Alternatively  it 
may  sell  Treasury  Bills  to  another  Departmental  account 
which  in  turn  (and  ignoring  all  other  movements)  would 
have  to  call  Ways  and  Means  Advances.  Ihe  net  effect 
in  any  case  is  that  the  Exchequer  is  short  of  the  amount  of 
sterling  paid  out  by  the  Exchange  Equalisation  Account, 
and,  other  things  being  equal,  has  pro  tamo  to  increase  its 
borrowings  by  the  marketing  of  additional  Treasury  Bills. 
These  in  turn  draw  back  from  the  market  an  amount  of  cash 
equal  to  that  paid  out  by  the  Exchange  Equalisation  Account. 

13.  Similarly,  if  an  outflow  of  gold  occurs,  the  sterling 
equivalent  passes,  on  the  orders  of  the  buyer  of  the  gold, 
from  a London  bank  to  the  Exchange  Equalisation  Account. 
This  sterling  is  lent  by  the  Account  to  the  Exchequer  and 
the  Exchequer’s  need  to  borrow  from  the  market  is  pro 
tanto  reduced.  Therefore  the  amount  of  Treasury  Bills  issued 
is  less  than  would  othei^ise  have  been  the  case,  thus  off- 
setting the  drain  of  cash  from  the  market  arising  from  the 
payment  to  the  Exchange  Equalisation  Account. 

14.  The  former  automatic  link  between  movements  of 
the  gold  reserve  and  the  money  supply  via  the  note  issue 
was  severed  by  the  introduction  of  this  new  arrangement 
Some  link  remains,  but  the  effect  of  gold  movements  on  the 
money  supply  is  much  less  direct  and  depends  on  each 
occ^ion  on  the  exact  nature  of  the  transaction.  Formerly 
an  inflow  of  gold  added  both  to  the  cash  reserves  of  the 
banks  and  to  their  deposits,  unless  offset  by  open  market 
operations.  Under  the  new  system,  under  which  the  increase 
in  the  gold  reserves  is  paid  for  by  the  marketing  of  Treasury 
BiOs,  the  effect  upon  the  banks’  deposits,  and  thus  indirectly 
on  the  note  issue,  depends  upon  who  buys  the  Treasury 
Bills.  If  the  banks  buy  the  Treasury  Bills  or  lend  money 
to  the  Discount  Market  to  buy  them,  their  deposits  and  their 
liquid  assets  are  increased  by  a similar  amount.  Their  cash 
is  not  increased.  There  is  therefore  a tightening  of  cash 
ratios  ; but  this  is  not  significant  because  the  banks  can 
make  good  any  shortfall  in  their  holdings  of  cash  (as 
explained  elsewhere)  so  long  as  they  have  an  adequate 
supply  of  liquid  assets.  The  initial  rise  in  deposits  and  any 
secondary  increase  later  induced  by  the  increase  in  liquidity 
may  help  to  cause  a growth  in  spending  and  this  will  raise 
the  public’s  demand  for  notes.  But  if  the  Treasury  Bills 
are  not  purchased  by  the  banks  or  by  the  Discount  Market 
but  by  some  other  holder,  the  figures  of  the  banks  are  un- 
affected. 

15.  It  remains  true,  therefore,  that  a sustained  inflow  of 
gold  and  foreign  exchange  is  likely  to  increase  the  banks’ 
deposits  and  liquid  assets,  and  thus  their  liquidity  ratios ; 


but  the  increase  is  not  likely  exactly  to  match  the  inflow. 
An  outflow  of  gold  and  foreign  exchange  works  in  the 
opposite  direction.  The  effect  on  the  liquidity  of  the  banks 
of  an  inflow  or  an  outflow  is  no  more  than  one  factor  among 
others  to  be  taken  into  account  in  the  daily  problem  of  credit 
control. 

16.  The  insulation  of  the  Issue  Department  from  move- 
ments in  the  gold  and  exchange  reserves  was  completed 
when,  just  before  and  during  the  opening  stages  of  the  last 
war  the  whole  of  the  gold  reserve  held  in  the  Issue  Depart- 
ment (except  for  a token  amount)  was  transferred  to  the 
Exchange  Equalisation  Account,  the  Fiduciary  Issue  being 
raised  to  a level  virtually  equal  to  the  total  note  issue.  There- 
after, it  became  necessary  to  make  changes  in  the  amount 
of  the  Fiduciary  Issue  much  more  frequently,  to  provide 
both  for  normal  seasonal  fluctuations  in  the  public  demand 
for  currency  and  for  the  growth  of  the  note  issue  which 
resulted  from  the  war-time  inflation.  The  requirement  of 
Parliamentary  sanction  for  a continued  increase  in  the 
Fiduciary  Issue  over  the  figure  laid  down  by  statute  was 
removed  under  the  war-time  Defence  Regulations  and  the 
size  of  the  note  issue  increased  rapidly. 

17.  After  the  war  a return  was  made  to  a statutory  limit 
under  the  Currency  and  Bank  Notes  Act  1954,  which  set 
the  Fiduciary  Issue  at  £1.575  million.  The  Act  however 
retained  the  degree  of  flexibility  established  by  the  Act  of 
1928,  since  it  provided  that  on  representations  by  tiie  Bank 
the  Treasury  might  direct  that  the  Fiduciary  Issue  should 
be  such  amount  as  might  be  agreed  between  them  and  the 
Bank.  Such  a direction  is  not  valid  for  a period  of  more 
than  six  months  but  it  is  competent  for  the  Treasury  to  give 
a series  of  directions,  for  varying  amounts  if  necessary, 
provided  that  no  one  direction  may  be  for  more  than  six 
months  and  that  no  increase  over  the  basic  figure  of  £1,575 
million  shall  be  continued  for  more  than  two  years,  except 
under  the  authority  of  a statutory  instrument,  subject  to 
annulment  in  pursuance  of  a resolution  of  either  House  of 
Parliament.  Such  a statutory  instrument  came  into  effect 
in  March  1956  to  cover  the  two  years  to  14^  March.  1958. 

18.  The  present  position  is  that  the  Issue  Department 
plays  an  essentially  passive  role  in  the  supply  of  currency. 
The  principal  banks  draw  notes  from  the  Bank  as  necessary 
to  meet  the  demands  of  their  customers  and  to  maintain  what 
they  consider  to  be  adequate  amounts  of  till  money  ; and 
the  Fiduciary  Issue  is  adjusted  as  required  to  meet  their 
drawings.  It  stands  at  present  (June  1957)  at  £2,000  million. 
The  banks  can  obtain  notes  to  the  extent  they  think  necessary 
by  drawing  on  their  accounts  with  the  Bank  of  En^and.  If 
these  accounts  are  thereby  drawn  down  below  the  level  the 
banks  regard  as  desirable  they  replenish  them,  for  example 
by  allowing  maturing  Treasury  Bills  to  run  off  or  by  calling 
in  money  lent  to  the  London  Money  Market. 

19.  Under  the  provisions  of  the  Currency  and  Bank 
Notes  Act  1939,  the  assets  of  the  Issue  Department  are 
valued  every  week  ; any  depreciation  is  made  good  by  a 
transfer  from  the  Exchange  Equalisation  Account  and  any 
appreciation  is  disposed  of  by  transfer  to  the  Account. 
Under  the  provisions  of  the  same  Act,  the  Treasury  pay  over 
to  the  Account  the  profits  of  the  Department  and  the  Account 
also  effectively  received  the  substantial  profits  on  the  re- 
valuation of  the  gold  stock  held  in  the  Issue  Department  in 
1938/39.  FinaUy,  under  the  provisions  of  the  Currency  and 
Bank  Notes  Act,  1954,  the  Bank  may  issue  notes  of  such 
denominations  as  the  Treasury  may  approve  ; the  present 
denominations  are  £5,  £I  and  10s.  Notes  of  less  than  £5 
are  legal  tender  throughout  the  United  Kingdom  ; £5  notes 
(and  higher  denominations  if  and  when  they  are  issued) 
have  legal  tender  status  in  England  and  Wales  only. 

June,  1957 


7.  STERLING  AS  AN  INTERNATIONAL  CURRENCY* 


1 . The  pre-eminence  of  sterling  as  an  international  currency 
was  «tablished  and  grew  up  with  the  pre-eminence  of  Great 
Brit^  as  an  international  trader  in  the  19th  century.  In 
developing  the  first  modem  industrial  economy  based  on 
raw  materials  and  foodstuffs  drawn  from  distant  lands, 
Brriish  traders  not  only  handled  a larger  volume  of  merch- 
andise than  the  traders  of  other  nations  but  carried  their 
explorations  and  developments  into  more  countries  of  the 
Old  and  New  World.  Part  of  their  exploration  and  develop- 
ment  took  the  form  of  colonization.  Where  that  happened, 
the  link  with  the  metropolitan  country  was  closest,  and  the 


local  currency  of  the  colonial  territory  tended  to  be  that  of 
the  mother  country  or,  as  time  went  on,  a local  variant  of  it 
printed  or  minted  for  the  colonial  territory  but  based  on’ 
and  supported  by,  its  connection  with  sterling.  ’ 

2.  Elsewhere  the  connection  between  the  local  domestic 
currency  and  the  pound  sterling  was  less  close,  but  the  use 
of  sterling  for  international  payments  was  equally  taken  for 
granted.  New  territories,  whether  British  or  foreign  received 
sterling  in  the  natural  course  of  business  for  the  bulk  of  their 

* See  Minutes  of  Evidence  Qns.  833  to  947. 
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RESERVES  AND  OVERSEAS  STERLING  HOLDINGS  Etc. 


Chart  I 


£.  MILLIONS 


” See  note  on  page  1 5. 
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7.  Sterung  as  an  International  Currency 


[ Continued 


RESERVES  AND  OVERSEAS  STERLING  HOLDINGS  Etc. 
Chart  II 


- The  pre-war  and  post-war  figures  of  overseas  liabilities  are  not  identical  in  composition.  The  two  differ  mainly  because 
the  post-war  figures  include  the  balance  in  E.P.U.  and  exclude  acceptance  credits  and  overseas  loans  to  the  UK  Government- 
and  because  of  the  different  coverage  of  British  Government  securities.  These  dififerences  do  not  affect  the  main  conclusions 
to  be  drawn  from  the  charts. 
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exports.  _ Even  where  the  ultimate  place  of  consumption 
was  not  in  the  United  Kingdom  the  commodity  market  to 
which  the  produce  was  consigned  for  sale  or  throu^  which 
it  was  negotiated  very  often  was.  The  sterling  thus  acquired 
was  readily  acceptable  to  the  sellers  because  it  was  the 
currency  in  which  they  or  their  compatriots  would  most 
naturally  pay  for  their  imports  of  machinery  and  manu- 
factures from  these  islands  or  elsewhere,  British  agents  and 
merchant  houses  being  the  most  usual,  or  the  broadest, 
channel  through  which  such  requirements  were  supplied. 

3.  But  the  payments  system  was  not  confined  to  bilateral 
interchanges  between  outlying  British  countries  and  the 
United  Kingdom.  The  banking  connections,  branch 
establishments,  agencies  and  correspondents  which  spread 
outwards  to  all  parts  of  the  world  with  this  development  of 
British  trade  provided  the  most  widespread  and  convenient 
machinery  of  international  payments  between  third  countries 
outside  the  immediate  British  connection.  And,  backing 
this  installed  equipment  of  banking  faciiities  t^oughout  the 
world,  the  unrivsdled  credit  facilities  of  London  combined 
with  the  international  produce  markets,  ship  chartering 
markets,  insurance  facilities  and  general  merchanting 
resources  of  Great  Britain  to  enable  international  business 
to  be  transacted  in  sterling  with  the  minininTYi  of  delay  and 
expense.  This  remains  the  essential  basis  of  sterling’s 
position  as  an  international  currency  to  tMs  day. 

4.  Though,  during  the  formative  period  in  the  19th 
century,  the  system  was  built  up  very  much  more  by  process 
of  developing  relationships  between  individual  trader  and 
individual  banker  than  by  abstract  qualities  recognised  in 
sterling  as  a currency,  the  soundness  of  sterling  as  a currency 
underlay  the  whole  structure.  The  form  taken  by  domestic 
sterling  within  these  islands  was  the  golden  sovereign  and 
on  the  sovereign  the  whole  system  was  ultimately  based. 
This  applied  no  less  to  the  new  local  currencies  established 
in  British  territories  overseas  than  it  did  at  home.  The  banks 
and  note  issuing  authorities  overseas  were  required  by  their 
statutes  to  maintain  such  reserves  and  arrangements  as 
would  ensure  that  their  notes  were  ultimately  redeemable  in 
sovereigns  ; and  the  sub-divisions  of  the  local  currencies  were 
in  fact  sub-divisions  of  the  sovereign  just  as  much  as  was 
the  subsidiary  coinage  at  home.  Even  in  India,  where  the 
rupee,  an  old-established  currency,  had  long  been  based  on 
Sliver,  the  sovereign  became  the  basic  unit.  Throughout,  the 
principle  was  that  sterling  itself  and  all  currencies  faiHTig 
wiAin  the  responsibility  of  the  British  Government  should 
ultimately  be  related  to  and  founded  on  the  golden  sovereign. 
Under  the  workings  of  the  gold  standard  as  then  operated, 
this  brought  the  whole  system  to  a focus  within  the  London 
money  market  where  the  banks  and  branches  found  employ- 
ment for,  and  ensured  the  necessary  liquidity  of,  the  major 
part  of  the  reserve  moneys. 

5.  ^ inddental  consequence  of  the  system  which  thus 
established  itself  was  that  the  ultimate  net  inflow  or  outflow 
of  gold  and  foreign  exchange  arising  from  the  transactions 
of  the  system  as  a whole  was  centred  in  London.  This  did 
not  come  about  from  any  conscious  or  recognised  agreement 
for  the  pooling  of  gold  and  foreign  exchange  in  London  but 
as  the  natoal  consequence  of  sterling  being  used  as  the 
almost  umversal  medium  for  international  transactions  and 
of  London  being  left  to  take  care  of  such  foreign  exchange  or 
gold  business  as  needed  to  be  done. 

6.  As  a currency  for  flie  settlement  of  current  inter- 
national transactions,  sterling  has,  since  the  early  years  of 
this  Mntury,  found  a new  rival  in  the  American  dollar  but, 
^ually,  has  seen  the  competition  of  the  European  currencies 
fall  away.  Sterling  stiU  retains  the  lead  as  an  international 
busmess  currency  and  is  still  equipped  with  a more  extensive 
international  network  of  banking  establishments  and  con- 
nections than  any  other  currency.  As  a reserve  currency, 
on  the  other  hand,  its  position  has  changed. 

7.  In  the  development  of  this  change  there  have  been 
three  mam  stages.  The  first  came  in  1925  when  the  gold 
stand^d  was  re-«tab]ished  not  on  the  basis  of  ie  sovereign 
but  of  gold  bullion  and  when  the  world  accustomed  itself 
to  the  men  new  concept  of  the  gold  exchange  standard  by 
which  the  minor  local  currencies  based  themselves  not  on 
gold  direct  but  on  holdings  of  currencies  which  were  them- 
selves convertible  into  gold.  In  practice  this  did  not  differ 
^eatly  from  pre-3914  usages,  but  it  opened  the  way  to 
developments  of  the  greatest  practical  significance  in  sub- 
sequent years.  For,  when  the  gold  standard  was  suspended 
for  sterlmg  m September  1931,  the  currencies  of  the  sterling 
system,  faced  with  the  choice  between  maintaining  their  link 


with  gold  or  with  sterling,  all  (in  the  course  of  a relatively 
short  time)  decided  in  favour  of  sterling  not  gold.  TTience- 
forward,  the  pound  itself,  not  as  a unit  of  value  statutorily 
determined  in  terms  of  a specified  weight  of  gold,  but  as  a 
currency  unit  deriving  its  value  from  the  success  with  which 
sterling  could  be  managed  in  its  domestic  and  its  inter- 
national aspects,  became  the  value  unit  of  the  whole  system. 
The  group  of  countries  in  the  system  became  known  as  the 
Sterling  Bloc,  or  later  the  Sterling  Area. 

8.  But  even  this  step  could  not  be  recognised  at  the  time 
as  connoting  any  significant  new  departure.  Most  of  the 
countries  concerned  already  held  some  gold  in  their  reserves 
and  all  of  them  had  for  many  years  past  held,  when  they 
could  afford  it,  a considerable  margin  of  sterling  as  a matter 
of  convenience.  During  the  early  and  middle  ’thirties  none 
of  the  countries  was  in  a position  to  add  much  to  its  reserve 
m any  form.  But,  and  this  was  important,  if  any  question 
had  arisen  of  some  country  accumulating  large  sterling 
r^erves,  gold  was  still  freely  purchaseable  in  London,  so 
that  any  holder  of  sterling  who  considered  that  he  was 
accumulating  too  much  of  the  currency  was  free  to  reduce 
his  holdmg  by  converting  it  into  gold  bullion.  Sterlmg 
accumulated  in  London  was  mainly  the  counterpart  of  gold 
or  foreign  exchange  sold  in  London.  If  overseas  sterling 
holdmgs  increased,  the  gold  reserves  of  the  U.K.  increased 
m broadly  the  same  measure ; if  overseas  sterling  holdings 
lell,  the  reserves  fdl,  commensurately,  with  them.* 

9.  The  final  significant  step  was  taken  on  the  outbreak 
of  war  in  1939  in  suspending  the  right  to  buy  gold  with 
sterhag.  By  mutual  consent,  all  members  of  the  Sterlmg 
Area  then  agreed  to  limit  their  purchases  of  gold  or  foreign 
currency  to  what  was  required  for  the  settlement  of  essential 
extOTal  payments,  leaving  the  reserves  of  the  United  Kingdom 
Itself  available  to  the  utmost  possible  extent  to  buy  the 
necessities  of  war  for  the  common  defence  effort.  This 
agreement  did  no  more,  in  effect,  than  confirm  the  con- 
tinuance of  the  long-estabUshed  banking  and  business 
practice  of  usmg  sterlmg  for  international  payments  and 
l^vmg  the  gold  and  foreign  exchange  transactions  to  be 
handled  centrally  in  London.  So  far  as  banking  processes 
were  concerned  all  went  on  as  before.  But  the  peacetime 
hnk  between  the  growth  of  the  external  balances  and  the 
grovrth  of  the  U.K.  reserves  was  broken  and  the  way  was 
opened  to  the  decisive  change  in  the  shape  and  structure 
of  the  sterling  system  which  accompanied  the  great  out- 
pourmg  of  sterling  from  London  in  the  process  of  building 
up  and  deploymg  the  strategy  of  a world-wide  war. 

10.  It  was  this  effect  of  wartime  finance  in  divorcing  the 
growth  of  money  supply  from  the  movement  of  reserves  that 
produced  the  substantial  difference  between  the  pre-war  and 
post-war  sterling  system.  The  formal  definition  given  to 
toe  Sterhng  Areaf  in  the  Exchange  Control  legislation 
introduced  at  the  beginning  of  the  war  was  nothing  funda- 
mental. Nor  even  was  the  “ ring  fence  ” of  more  or  less 
standardised  Exchange  Control  methods  which  surrounded 
toe  Area,  leaving  payments  from  the  U.K.  to  other  parts 
of  toe  Area  wholly  free  ; war  required  that  Exchange  Control 
be  imposed  on  sterling,  but,  equally  the  facts  of  banking 
practice  within  toe  sterling  system  required  that  no  restraint 
be  put  on  toe  freedom  with  which  the  local  monetary  systems 
of  the  British  and  other  countries  in  the  sterling  system 
could  use  and  draw  upon  their  funds  in  the  metropolitan 
centre  of  London. 

11.  What  was  fundamental  was  the  increase  beyond  all 
previous  example  in  the  amount  of  sterling  owned  outside 
toe  United  Kmgdom  largely,  but  by  no  means  exclusively, 
by  countries  in  the  Sterling  Area.  By  the  end  of  the  war 
the  total  of  sterling  so  heldj  had  risen  to  some  £3,700  million 
of  which  £3,000  million  was  held  by  countries  in  toe  Sterling 
Area  and  £700  million  by  non-sterling  countries?  com- 
pared with  a total  of  some  £540  million  for  all  parts’  of  toe 
world  (some  £330  million  for  the  British  Empire)  in  the 
middle  of  1939.  In  the  same  period  the  total  gold  reserves 


SteriiOB  Area  as  the  Scheduled 
. c l.  ^ T Schedule  at  any  time. 

The  present  Scheduled  Terntones  are  : — ^ 

The  British  Commonwealth  (except  Canada)  : The  Irish  RemiWiV  - •Rri.i.T, 
Trust  TerritorieB ; British  ITotworates  Tni  PrgU"^  SutM  • 

Iraq;  Iceland;  The  Hashemite  Kingdom  of  the  JordM:Libyt^^^  Burma, 
t For  definition  (see  Paper  No.  II). 

'?  the  non-sterling  countries 


JUtside  the  Sterling  Area,  as  they  are  now,  the  total  for 
would  have  been  »»— - _n,.. — 


£1,200  million. 
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7.  Sterling  as  an  International  Currency 


United  Kingdom  had  risen  from  rather  over  £500 
million  to  rather  over  £600  million,  part  of  the  rise  being 
due  to  a higher  valuation  of  gold  at  the  end  of  the  period 
than  at  the  beginning. 

12.  Since  the  end  of  the  war  the  total  of  exteraally-owned 
sterling  has  fluctuated  but  has  not  been  reduced  There 
have,  however,  been  important  changes  in  the  place  of  its 
ownership,  the  holdings  of  the  non-sterling  world  and  of 
most  independent  members  of  the  Sterling  Area  (other  than 
the  oil-producing  territories)  having  fallen  and  the  holdings 
of  the  Colonial  (and  ex-Colonial)  territories  and  of  the  oU 
temtones  having  risen— as  is  traced  in  greater  detad  in 
Paper  No.  11. 

13.  Apart  from  the  difference  in  the  amount  of  the 
external  holdings  of  sterling,  the  working  of  the  sterling 
system  has  largely  re-established  itself  in  its  essentials 
Sterling  always  has  been  free  for  payments  from  the  United 
Kingdom  to  the  rest  of  the  Area  and  there  now  exists  in 
l^ctice  a high  degree  of  freedom  for  payments  in  sterling 
throughout  the  world.  The  great  majority  of  ancillary 
services  in  banking,  credit,  commodity  markets,  chartering 
msurance  and  the  like  are  again  available  to  enhance  the 


[Continued 


usefulness  of  sterling  as  an  international  commercial  currency, 
and  the  United  Kingdom  has  again  emerged  as  the  chief 
external  source  of  new  capital  for  Sterling  .^rea  countries, 
though  the  capital  now  mainly  takes  the  form  of  " direct  ” 
investment  by  concerns  which  are  developing  their  own 
business  in  the  Area  rather  than  of  new  public  issues  on 
the  Stock  Exchange. 

14.  Moreover,  the  broad  correspondence  between  move- 
men^  of  the  externally-owned  balances  and  movements  of 
the  United  Kingdom’s  own  reserves,  which  is  referred  to  in 
paragraph  8 and  traced  for  the  pre-war  period  in  Chart  I 
^ page  14,  has  again  been  apparent  during  the  ’fifties 
U*  on  page  14) — ^with  the  significant  difference 
the  reserves  tended  to  gain  on  the  external 
liabilities  over  the  pre-war  years,  the  liabilities  have  tended 
to  gam  on  the  reserves  during  the  ’fifties.  The  causes  of 
this  control  between  pre-war  and  post-war  experience  lie 
mainly  within  the  United  Kingdom  itself  and  are  to  be 
found  among  those  complex  factors  which  determine  the 
country’s  balance  of  external  payments  on  all  accounts 
both  capital  and  current.  ’ 

June,  1957 


8.  PRINCIPAL  CHANGES  IN  THE  BRITISH  MONETARY  SYSTEM  SINCE  1931 


1.  This  paper  gives  a brief  account  of  the  principal  changes 
in  the  structure  and  functions  of  the  monetary  and  credit 
^stem  which  have  occurred  since  the  “ Macmillan  ” 
Committee  on  Finance  and  Industry  made  its  Report  in 
H is  designed  to  supplement  other  Bank  papers  in 
this  series,  and  so  does  not  mention  particular  subjects 
which  have  already  been  treated  historically,  notably  the 
Bank  of  England’s  constitution  and  functions  (in  Paper 
No.  2)  ; the  issue  of  legal  tender,  and  the  esUblishment  of 
the  Exchange  Equalisation  Account  in  1932  (in  Paper  No. 
6) ; and  Ae  implications  since  the  end  of  the  war  of  tiie 
country’s  liabilities  to  overseas  holders  of  sterling  (in  Paper 
No.  11). 


3.  The  table  below  gives  figures  of  the  money  supply  avail- 
able to  the  public — defined  as  notes  and  coin  in  hand  together 
with  deposits  with  the  London  Clearing  Banks — ^for  selected 
years  from  1931  to  1956.  It  shows  an  upward  trend  over 
the  whole  period,  with  a marked  acceleration  during  the 
war.  The  money  supply  in  1956  was  nearly  three  times 
P^ter  than  in  1938,  and  nearly  four  times  greater  than  in 


Table  I : 

(average  of  months) 


Currency  with  public 
London  Clearing  Banks’ 
net  deposits  


Money  Supply! 

1931  1938  1946  1951 
£ Millions 

321  442  1,332  1.291  1,765 


1956 


Total  ... 


1,712  2,217  4,932  5,930  6,013 
...  2,033  2.659  6,264  7,221  7,778 


Index:  1938=100 


76  lOO  236  272  293 

4.  A different  measure  is  obtained  if  the  growth  in  the 
money  supply  is  related  to  the  increase  in  the  gross  national 
product  which  has  followed  partly  from  an  expansion  in  the 
volume  of  production  and  partly  from  a rise  in  the  general 
price  level.  In  the  1930’s  the  money  supply  outstanding  was 
equal  to  about  50%  of  the  annui  gross  national  product. 
The  war  and  immediate  post-war  years — ^bringing  big 
increases  in  incomes  but  with  consumption  restricted  by 
shortages  of  goods  and  rationing — saw  the  proportion  rise 
and  m 1946  it  was  as  high  as  about  70%.  Since  then  there 
has  been  a gradual  return  to  a lower  level,  the  proportion 
falling  to  about  55%  in  1951  and  about  45%  in  1956.  In 


other  words,  a comparison  between  1931  and  1956  shows 
that  over  this  period  as  a whole  the  increase  in  the  money 
supply  has  been  somewhat  smaller  than  the  expansion  in  the 
gross  national  product. 


2.  Before  dealing  in  turn  with  the  various  institutions 
which  play  an  important  part  in  the  monetary  system,  it 
seems  useful  to  trace  two  developments — the  growth  in  the 
money  supply  and  the  widening  impact  of  Government 
mance — ^which  over  the  period  covered  have  had  a con- 
siderable influence  on  financial  conditions  generally. 

Money  Supply 


fj-  division  shown  in  Table  I between  the  public’s 
holtogs  of  currency  and  of  bank  deposits  is  also  of  interest. 
In  1931  notK  and  coin  made  up  16%  of  the  total  money 
supply  and  the  proportion  in  1938  was  much  the  same  But 
of  notes  and  coin  has  been  higher  : it 
falling  to  18%  in  1951,  but  rising  again  to 
/o  in  1956.  The  greater  use  of  currency  since  the  war  can 
no  doubt  be  largely  explained  by  the  fact  that  wages— 
normally  paid  in  notes  and  coin— now  bear  a higher  pro- 
portion to  sdaries  and  other  incomes — mostly  paid  by  cheoue 
— ^than  was  formerly  the  case. 


6.  Apart  from  “ money  ” as  defined  above,  there  exist 
vanous  other  assets  wWch  should  be  considered  when 
assessmg  the  general  liquidity  of  the  public  because  they  are 
encashable  at  a fixed  money  value  either  on  demand  or  at 
short  notice.  The  chief  of  these  other  liquid  assets  are 
National  Savings,  as  shown  in  the  following  table.  It  will 
be  seen  that  in  total  they  increased  by  nearly  five  times 
between  1938  and  1957  and  by  more  than  six  times  between 
1931  Md  1957,  an  expansion  which  is  considerably  greater 
than  that  in  the  money  supply  proper. 


Table  II  : 
(at  31st  March) 


Post  Office  and  Trustee 
Savings  Banks’  deposits 
National  Savings  Certi- 
ficates . , , 

Defence  Bonds  

Premium  Savings  Bonds... 


National  Savings 
1931  1938  1946  1951 
£ Millions 


429  714  2,501  2.840  2,813 


517  1,900  2,170  2,445 
— 961  934  742 


Total  ... 


925  1,231  5,362  5,944  6,066 


Index:  1938  = 100 


75 


436  483  493 

7.  Bufiding  Societies’  shares  and  deposits  also  deserve 
mention  as  an  important  form  of  liquid  asset.  Their  total 


incre^ed  from  £347  million  in  1931  to  £760  m'illion  in  1946 
and  ^il07  million  in  1957.5  This  sixfold  expansion  over 
the  whole  pwiod  is  proportionately  much  the  same  as  that 
“ although  it  is  noteworthy  that  the  rise 

m Building  Societies’  shares  and  deposits  has  mostly  occurred 
smce  the  end  of  the  whereas  the  greater  part  of  the 
increase  in  National  Savings  took  place  during  the  war. 


t “Currency  with  Public”  represents  the  totsJ  note  issues  of  the  Bank  of 
^gland  Md  the  ^ttish  and  Northern  Irish  banks  plus  total  coin  in  circiUatioo. 
muius  holdings  of  notes  and  com  by  the  Bank  of  England  fBanking  Departrat^  - 
ScottishTnd  liorthern  Irfh 

Clearing  Banks’  n«  deposits  ’’  represent#  Current,  deposit  end 
bMks°'*’  '"'•h  and  cheques  in  course  of  colleelion  e-  - 


Pao«°No**ll  differ  in  composition  ftom  those 

FiK.  debt  tq_the .European  Payments  Union  a 


id  Development, 

In  this  way  they  are  made 
ugh  certain  differences  reman 


. Fimd  and  the  InternationsTBank'for 
excluding  Commonwealth  issues  of 

nearly  comparable  with  thn 

the  note  on  page  15). 

2255. 


in  the  year  ended  31st  January. 


Printed  image  digitised  by  the  University  of  Southampton  library  Digitisation  Unit 


18 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued'^ 


Bank  of  England 


Goverrtment  Expenditure  and  Debt 
8.  The  next  table,  which  gives  figures  of  Budgetary 
expenditure  for  years  comparable  with  those  used  before, 
shows  that  the  total  in  1956  was  five  times  greater  than  in 
1938,  and  seven  times  greater  than  in  1931  ; or,  to  give 
another  measure,  Budgetary  expenditure  was  equal  to  about 
20%  of  the  gross  national  product  before  the  war  but  has 
now  risen  to  about  30%. 


Table  III : Budgetary  Expenditure* 


(year  ended  31st 
March) 


£ Millions 

1931-2  1938-9  1946-7  1951-2  1956-7 


Ordinary 

expenditure  ...  771 

Below  the  line 

expenditure  (net)..  8 

Total 779 

Index:  1938-9=100  72 


940  3,910  4,054  4,868 

141  537t  529  621 

1,081  4,447  4,583  5,489 

100  411  424  508 


9.  One  result  has  been  an  increase  in  the  importance  of 
Government  transactions  in  the  normal  working  of  the 
banking  system.  More  significant  in  its  effect  has  been  the 
fact  that  Budgetary  expenditure — to  a substantial  extent 
during  the  war  and  to  some  extent  since — has  been  financed 
by  borrowing  as  well  as  from  taxation  ; and  that  this  has  led 
to  a large  growth  in  the  National  Debt.  Moreover,  apart 
from  the  direct  obligations  of  H.M.  Government,  there  has 
been  a big  increase  in  the  volume  of  securities  which  caip' 
a Government  guarantee.  These  represent  in  the_  m^ 
compensation  issues  in  connection  with  the  nationalisation 
measures  of  the  early  post-war  period,  but  also  include 
subsequent  issues  to  finance  the  development  programmes  of 
some  of  the  nationalised  industries. 


10.  According  to  the  figures  below,  total  Government 
and  Government-guaranteed  debt  had  in  1957  increased 
about  three  and  a half  times  on  1938  ; and  nearly  four  times 
on  1931. 


Table  IV  : National  Debt  and 
Government-Guaranteed  SecurttiesI 
£ Millions  Nominal 


(at  31st  March) 

1931 

1938 

1946 

1951 

1957 

Floating  Debt 

594 

842 

6,487 

5,740 

4,472 

(Of  which  : 

Treasury  Bills... 

(570) 

(829)  (4,423)  (5,010)  (4,195) 

Treasury 

Deposit 

Receipts 

C— ) 

(-)  (1,559) 

(284) 

C~) 

National  Savings 
securities 

496 

517 

2,861 

3,104 

3,253 

Marketable 
securities 

5,353 

5,736 

12,263 

12,629 

15,257 

Other  national  debt. 

27 

30 

1,853 

1,912 

1,582 

Total  national  debt.. 

6,470 

7,125 

23,464 

23,385 

24,564 

Guaranteed  loans  ... 

718 

811 

877 

2,644 

3,550 

Total 

7,188 

7,936 

24,341 

26,029 

28,114 

Index;  1938=100... 

91 

100 

307 

328 

354 

11.  The  above  table  also  shows  some  si^iificant  changes 
in  the  composition  of  the  total  of  British  Government 
securities  of  all  kinds.  These  changes  have  appreciably 
increased  the  proportion  of  debt  liable  for  repayment  at 
comparatively  short  notice.  Thus  Floating  Debt  rose  from 
about  8%  of  the  total  in  1931  to  about  16%  in  1957  ; and 


National  Savings  securities,  which  are  callable  on  demand  or 
at  short  notice,  rose  from  7%  to  12%.  The  proportion  for 
marketable  securities — ^that  is,  “ quoted  ” national  debt 
securities  together  with  guaranteed  loans,  nearly  all  of  which 


• “ Ordioaiy  Expenditure  ” represents  outgoings  whicE  in  normal  times  are 
wholly  met  irom  taxation  and  oth&  revenue  (mainly  debt  Interest  and  cost  of 
Defence  and  the  civil  supply  services).  " Below  the  line  expenditure  " represents 
net  payments  which,  exc^t  so  far  as  there  may  in  any  year  be  a surplus  on  revenue 
account,  are  financ^  by  Exchequer  borrowing  (in  193S-9,  mainly  special  defence 
expenditure  and,  since  I94&-T,  mainly  loans  to  the  Post  Office,  local  aulhorsties 


c bodies,  and  also  payments  ft 


I darnage,  post-war  credits, 


duding  371  for  paymais  under  Bretton  Woods  Agreements  Act. 


t “ Floating  DAt  ” comprises  Tressuiy  Bills,  Ways  and  Means  Advances 
and  Treasury  Deposit  Recdra.  ” National  Savings  securities  ” comprise  National 
Savings  Certificates  (including  accrued  interest).  Defence  Bonds  and  Premium 
Savings  Bonds  (as  shown  in  Table  Q]-  “ Marketable  secuiidet  ” comprise  ail 
national  debt  securities  quoted  on  the  London  Stock  Excbaue,  " Other  national 
debt  ” consists  mainly  of  Tax  Reserve  Certificates,  and  Terminable  Annuities 
issued  to  theNational  Debt  Commissioners.  Overseas  liabilities  of  the  Exchequer, 
whether  payable  in  foreign  currencies  or  sterling,  are  excluded  from  the  table, 


are  “ quoted”— feU  from  84%  in  1931  to  67%  in  1957  ; 
but  within  this  group  stocks  bearing  relativdy  short  matunty 
dates  now  form  a substantially  larger  part  of  the  total  than 
before  the  war.  In  1957  stocks  due  for  final  redemption 
within  five  years  totalled  24%  of  all  marketable  securities 
compared  with  8 % in  1931  and  maturities  between  five  and 
fifteen  years  25%  against  7% ; while  other  stocks,  whether 
longer-dated  or  undated,  amounted  to  51  % in  1957  against 
85%  in  1931. 

12.  These  changes  in  the  maturity  of  outstoiding  Govern- 
ment debt  need  to  be  seen  in  relation  to  the  distribution  of 
Treasury  Bills  and  marketable  securities  between  the  banking 
system — when  they  are,  in  a sense,  ” monetised ’’—and 
other  holders.  The  variations  in  the  holdings  of  the  London 
aearing  Banks  and  the  Discount  Market  which  have 
occurred  since  1931  are  discussed  below.  Here  it  is  of 
interest  to  note  that  of  the  total  of  “ market  ” Treasury 
Bills  {that  is,  bUls  other  than  those  held  by  Public  Depart- 
ments) 43%  were  in  March  1951  held  outside  the  Bank  of 
England  Banking  Department,  the  Clearing  Banks  and  the 
Discount  Market ; and  that,  although  precise  figures  are 
not  available  for  1931,  the  proportion  at  the  end  of  that 
year  was  probably  also  about  40%.  But,  whereas  in  1931 
a relatively  small  part  of  these  Treasury  Bills  can  be  identified 
as  held  by  or  for  account  of  overseas  residents,  in  1951  they 
were  chiefiy  so  held.  By  March  1957  the  proportion  of 
“ market  ” Treasury  Bills  held  outside  the  Banking  Depart- 
ment, the  Clearing  Banks  and  the  Discount  Market  had 
increased  to  53  %,  largely  as  a consequence  of  a re-expansion 
in  the  holdings  of  U.K.  residents  since  1951. 

London  Clearing  Banks 

13.  These  eleven  banks  form  the  membership  of  the 
Committee  of  London  Clearing  Bankers  and,  to-day  as  in 
1931,  transact  the  bulk  of  the  country’s  domestic  banking 
business. 

14.  The  growth  in  the  deposit  liabilities  of  the  Clearing 
BanVg  between  1931  and  1956  has  been  shown  in  Table  I. 
The  present  section  deals  with  their  assets  over  the  same  period, 
using  as  a basis  the  following  table  which — ^in  the  form  of 
averages  of  the  Clearing  Banks’  monthly  figures  for  the 
years  previously  selected — shows  the  main  categories  by 
amount  and  as  a proportion  of  total  deposits. 


Table  V : London  Clearing  Banks’ 

Main  Assets  § 

£ Millions 

% of  Total  Deposits 
in  brackets 

1931  1938  1946  1951  1956 


(average  of  months) 
Coin,  Bank  Notes  and 
Balances  with  Bank  of 
F.n gland  (Cash  Ratio)... 

Money  at  Call  and  Short 
Notice 


Treasury  Bills  Discounted 

146^ 

183 

(8-3) 

(80) 

Other  Bills  Discounted  ... 

nil 

97 

(6-3) 

(4-3) 

Total  of  above  items 

(Liquidity  Ratio) 

560 

672 

182  241  523  511  516 

(10-4)  (10-6)  (10-3)  (8-3)  (8-2) 

121  151  300  569  431 

(6-9)  (6-6)  (5-9)  (92)  (6-8) 

432  1,082  1,156 

8-5)  (17-6)  (18-4) 
25  146  114 


Treasury  Deposit  Receipts  — — 1,492  247  — 

— — (29-3)  (4-0)  — 

Investments  ...  ...  301  637  1,345  1,624  1,978 

(17-1)  (28-0)  (26-4)  (26-4)  (31-5) 

Advances  to  Customers 

and  Other  Accounts  ...  919  976  888  1,822  1,897 

(52-2)  (42-9)  (17-4)  (29-6)  (30-2) 


15.  Before  considering  the  assets  individually,  it  is 
necessary  to  mention  some  changes  in  the  method  of  com- 
pilation of  their  figures  which  have  been  made  by  the  Clearing 
Banks  since  1931.  Until  September  1939,  the  published 
monthly  statement  represented  the  average  of  returns  drawn 
up  we^y,  day  in  the  week  varying  from  bank  to  bank. 
Thereafter  imtil  December  1946,  under  an  arrangement 
intendeci  to  save  labour  in  wartime,  the  statement  related  to 
balances  on  a single  day  in  each  month,  namely  30th  June, 


§ Tea  bxnks  in  1931  and  eleven  banks  in  tlie  oilier  years  shown  : the  District 
Bank  bBCBme  a Clearing  Bank  in  January  1936,  raising  the  aggregate  deposits 
of  the  Clearing  Banks,  at  that  time,  by  about  3t%. 

II  Division  between  “Treasury  Bills  Discounted”  and  "Other  Bills  Dis- 
counted " approximate. 
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31st  December  and,  in  other  months,  a day — still  varying 
from  bank  to  bank — towards  the  end  of  the  month.  Finally, 
between  January  1947  and  the  present  time,  the  statement 
has  been  compiled  virtually  on  a common  date  throughout 
the  year,  namely  30th  June  and  31st  December  for  all 
Clearing  Banks  and  the  third  Wednesday  of  other  months 
for  all  except  the  National  Bank. 

16.  The  change  to  a common  make-up  day  from  the  begin- 
ning of  1947  was  important  because  at  the  same  time  the 
Clearing  Banks  announced  that  the  daily  ratio  of  cash  (that 
is,  Coin,  Bank  Notes  and  Balances  with  the  Bank  of  England) 
to  deposits  was  in  future  to  be  maintained  on  the  basis  of 
8 %.  This  announcement  marked  the  end  of  “ window- 
dressing,”  a practice  followed  by  most  of  the  banks  whereby 
each  of  them,  by  temporarily  calling  in  its  loans  from  the 
Discount  Market,  had  adjusted  its  cash  so  as  to  raise  it  to  a 
higher  level  than  usual  on  its  make-up  day,  the  spread  of 
make-up  days  between  the  banks— except  at  30th  June  and 
31st  December— enabling  each  in  turn  to  withdraw  the  same 
money  (see  paragraphs  368  to  370  of  the  “ Macmillan  ” 
Report).  The  change  of  practice  explains  why  the  published 
cash  ratio  is  shown  in  Table  V as  faUing  from  upwards  of 
10%  in  1931,  1938  and  1946  to  upwards  of  8%  in  1951  and 
1956  ; and  it  will  be  appreciated  that,  to  a large  extent  at 
least,  this  reduction  was  more  apparent  than  real. 

17.  The  next  asset  is  Money  at  Call  and  Short  Notice, 
which  represents  loans  to  the  Discount  Market  and,  to  a 
minor  extent,  to  the  Stock  Exchange.  Its  ratio  to  deposits 
as  shown  in  Table  V was  virtually  the  same  in  1956  as  in 
1931  (nearly  7%),  but  up  to  1946  the  published  figures  were 
artiflci^y  depressed  as  part  of  the  process  of  “ window- 
dressing”  so  that  the  true  ratio  in  1931  may  have  been 
appreciably  higher  than  in  1956.  More  significant  than  any 
such  alteration  has  been  a change  in  the  relative  size  of  the 
three  types  of  security  holding — Treasury  Bills,  commercial 
bills  and  short-term  British  Government  bonds — which 
these  loans  and  other  borrowings  enable  the  Discount 
Market  to  finance.  While  the  volume  of  each  category  has 
increased,  a considerably  greater  proportion  of  the  market’s 
portfolio  now  consists  of  bonds  than  in  1931. 

18.  Another  change  of  emphasis  is  to  be  seen  in  the 
Clearing  Banks’  own  holdings  of  Treasury  and  commercial 
bills.  Treasury  Bills  Discounted  increased  from  an  average 
of  £146  million  in  1931  to  £1,156  million  in  1956  and  their 
ratio  to  deposits  from  about  8%  to  18%.  Meanwhile, 
“Other  Bills  Discounted”  were  virtually  unchanged  in 
amount  if  the  same  two  years  are  compared  (£111  million  in 
1931  and  £114  million  in  1956),  but  their  ratio  to  deposits 
fell  from  over  6 % to  under  2 %. 

19.  The  assets  mentioned  so  far — Cash,  Money  at  Call 
and  Short  Notice,  and  Treasury  and  Other  Bills  Discounted 
— comprise  the  banks’  “ liquid  assets  ” and  their  combined 
ratio  to  deposits  represents  the  banks’  “ liquidity  ratio.” 
The  significance  at  the  present  time  of  the  liquidity  ratio  as 
a measure  in  the  control  of  bank  credit  is  described  in  the 
Bank’s  Paper  No.  4. 

20.  Here  it  may  be  pointed  out  that  the  rule  generally 
observed  by  the  banks  nowadays  that  their  liquidity  ratio 
does  not  fall  below  30  % — although  with  variations  according 
to  the  season  above  this  level — has  assumed  a degree  of 
importance  which  did  not  apply  in  the  past.  Indeed,  the 
“Macmillan”  Report,  in  describing  conditions  in  1931 
(paragraphs  80  to  84),  referred  to  the  conventional  adherence 
of  the  banks  as  a whole  to  a fairly  constant  proportionate 
distribution  of  their  various  types  of  asset  and  to  their 
practice  of  keeping  liquid  a large  proportion  of  their  total 
assets  in  re-inforcement  of  their  cash  ratio  ; but  it  contained 
ao  mention  of  a minimum  “ liquidity  ratio  ” as  such. 

21.  This  development  can  be  traced  in  Table  V.  It  will 
be  seen  that  the  liquidity  ratio  averaged  35-3%  in  1956  or 
appreciably  higher  than  the  31-8%  recorded  for  1931  and 
the  29-5%  recorded  for  1938.  (Tlie  lowest  point  touched 
for  the  bilks  as  a whole  in  any  month  in  1956  was  33-1% 
against  29-2%  in  1931  and  28-l%in  1938). 

22.  The  liquidity  ratios  for  1946  and  1951  shown  in 
Table  V are  not  strictly  comparable  with  those  for  the 
other  years  included  because  of  the  banks’  holdings  of 
Treasury  Deposit  Receipts.  This  form  of  Government 
borrowing,  which  was  used  between  1940  and  1952,  is  des- 
cribed in  the  Bank’s  Paper  No.  13.  T.D.R.,  although  a 
short-term  security,  were  not  negotiable  and  realisable  only 
under  penalty,  and  therefore  they  were  not  regarded  as  a 
liquid  asset  in  the  same  sense  as  the  conventional  liquid 
items.  But  the  banks’  holdings  of  T.D.R.  giew  so  large 


(the  average  of  £1,492  million  in  1946  was  after  the  peak 
had  been  passed)  that  the  liquidity  ratio  fell  well  below 
30%.  It  was  25-1%  in  1946,  although  the  combined  ratio 
of  liquid  assets  proper  and  T.D.R.  came  to  54-4%.  Table  V 
shows  that  by  1951  this  combined  ratio  had  filen  to  an 
average  of  41-5%  (liquid  assets  37-5%,  T.D.R.  4%). 

23.  The  last  rivo  assets  to  be  considered  are  “ Invest- 
ments ” — which  consist  almost  wholly  of  securities  quoted 
on  the  London  Stock  Exchange,  and  predominantly  of 
British  Government  stocks — and  “ Advances  to  Customers 
and  other  Accounts.”  Their  combined  ratio  to  deposits — 
which  is,  in  principle,  the  complement  of  the  liquidity  ratio 
(allowing  for  T.D.R.)  which  has  been  discussed  above — was 
appreciably  lower  in  1956  than  in  1931  (61-7%  against 
69-3%). 

24.  More  striking  than  this  movement  in  the  combined 
ratio  of  investments  and  advances  has  been  a change  in  the 
relative  importance  of  these  two  assets.  Investments  rose 
from  17%  of  deposits  in  1931  to  31  % in  1956,  whfle  advances 
fell  from  52%  to  30%.  Before  tracing  these  changes  over 
the  years,  it  should  be  mentioned,  as  a consideration  affecting 
the  general  liquidity  structure  of  the  banks,  that,  although 
both  investments  and  advances  are  classed  as  “ non-liquid  ” 
items,  investments  are  regarded  as  less  illiquid  than  advances. 
Investments  can  be  readily  sold  on  the  stock  market  and,  to 
the  considerable  extent  to  which  they  consist  of  short-dated 
Government  stocks,  normally  wiAout  substantial  loss. 
Advances,  on  the  other  hand,  are  more  difficult  to  curtail ; 
although  the  banks  are  able  to  slow  up  in  granting  new 
advances,  any  considerable  calling  in  of  existing  advances 
cannot  be  rapidly  achieved  without  causing  serious  re- 
percussions on  the  borrowers,  who  are  the  barfics’  customers. 

25.  Turning  back  to  the  run  of  figures  in  Table  V,  it  will 
be  seen  that  the  greater  part  of  the  rise  in  the  investments 
ratio  took  place  between  1931  and  1938  (from  about  17% 
to  28%)  and  that  there -has  been  relatively  little  change 
since  4en  (down  a little  to  26%  in  1946  and  1951  and  then 
up  to  31  % in  1956)  ; but  that  advances  have  followed  a 
more  uneven  course. 

26.  Between  1931  and  1938  the  volume  of  advances 
increased  from  £919  million  to  £976  million  while  their 
ratio  to  deposits  declined  from  about  52  % to  43  %.  Then, 
when  the  war  came,  advances  fell  absolutely  as  well  as 
proportionately  (to  £888  million  in  1946  or  17%  of  deposits)  ; 
production  for  private  consumption  was  heavily  restricted 
and  Government  Departments  assumed  part  of  the  responsi- 
bility for  financing  business  on  short-tenn. 

27.  The  early  post-war  years  saw  a reversal  of  the  down- 
ward trend  in  advances.  The  gradual  return  of  production 
from  Government  to  private  hands,  the  re-equipment  and 
expansion  of  private  industry  and  the  rise  in  prices  generally 
brought  a need  for  more  working  capital.  Advances  more 
&an  doubled  between  1946  and  1951  (to  £1,822  million) 
and  reached  a ratio  of  nearly  30  %. 

28.  There  has  followed  until  the  present  time  a period 
which,  compared  with  the  developments  already  outlined, 
has  been  one  of  relative  stability,  advances  in  1956  averaging 
£1,897  million  or,  as  in  1951,  about  30%  of  deposits.  The 
course  of  advances  over  the  last  five  years  is  traced  in  detail 
in  the  Bank’s  Paper  No.  9. 

29.  A salient  conclusion  that  emerges  from  the  preceding 
paragraphs  in  which  the  banks’  assets  have  been  considered 
one  by  one  over  the  period  since  1931  concerns  the  division 

'which  may  be  made  between  bank  lending  to  H.M. 
Government  and  bank  lending  to  the  private  sector  of  the 
economy.  The  former  can,  as  a rou^  approximation,  be 
taken  as  represented  by  Treasury  Bills  Discounted,  Money 
at  Call  and  Short  Notice  (largely  indirect  holdings  of 
Treasury  Bills  and  short-term  Government  bonds),  and 
Investments  ; and  the  latter  as  represented  by  Other  Bills 
Discoimted  and  Advances.  Lending  to  H.M.  Government, 
so  defined,  expanded  in  total  from  £568  million  in  1931  to 
£3,565  million  in  1956,  or  by  over  six  times.  Lending  to 
the  private  sector,  on  the  other  hand,  increased  from  £1,030 
million  in  1931  to  £2,011  million  in  1956,  which  was  rather 
less  than  double  and  considerably  less  than  the  general 
expansion  in  productive  activity  when  account  is  taken  of 
both  volume  and  prices.  If,  alternatively,  these  two  main 
divisions  of  the  banks’  assets  are  related  proportionately, 
it  will  be  seen  that  in  1931  the  Clearing  Banks’  direct  and 
indirect  holdings  of  Government  debt  amounted  to  rather 
more  than  30  % of  deposits  and  their  holdings  of  obUgations 
from  the  private  sector  to  nearly  60%  but  that  in  1956  these 
ratios  had  been  approximately  reversed. 
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30.  It  is  also  of  interest  to  relate  bank  lending  to  H.M. 
Government  to  the  totals  of  all  Treasury  Bills  and 
“ marketable  ” national  debt  securities  issued  and  out- 
standing as  shown  in  Table  IV.  This  calculation  shows  that 
the  aearing  Banks’  share  rose  from  about  one-tenth  in 
1931  to  nearly  one-fifth  in  1956. 

Discount  Market 

31.  Between  1931  and  1957  the  number  of  firms  in  the 
Discount  Market  has  been  approximately  halved  but  the 
resources  within  these  firms  have  probably  rather  more  than 
doubled.  The  reduction  in  numbers  has  been  due  mainly 
to  the  series  of  amalgamations,  designed  to  strengthen  the 
resources  of  individual  firms,  which  took  place  over  the 
period  with  the  encouragement  of  the  Bank  of  England.  The 
increase  in  the  Market’s  resources,  notwithstanding  some 
withdrawal  of  capital,  reflects  both  new  capital  brought 
in  and  a steady  ploughing  back  of  profits. 

32.  The  assets  held  by  the  Market  now  represent  a higher 
multiple  of  their  capital  and  reserves  than  was  the  case  in 
1931.  As  mentioned  in  paragraph  17,  the  absolute  amount 
of  each  category  of  asset  carried — ^Treasury  Bills,  commercial 
bills,  and  bonds — has  increased,  but  the  composition  of  the 
portfolio  has  changed,  bonds  now  representing  a consider- 
ably larger  proportion  of  the  total  portfolio  than  was  the 
case  in  1931.  In  consequence,  the  Market  have  become 
increasingly  important  as  holders  of,  and  jobbers  in,  British 
Government  short-term  securities.  As  explained  in  the 
Bank’s  Paper  No.  5,  this  position  has  come  about  mainly  in 
response  to  the  large  increase  in  outstanding  Government 
debt,  which  has  emphasised  the  difflculties  of  the  Stock 
Exchange  jobbing  system  in  handling  the  large  movements 
that  may  t^e  place  in  Government  securities  that  have  only 
a short  time  to  run  before  maturity. 

33.  An  important  factor  affecting  the  above  changes, 
and  one  which  influenced  certain'  other  developments,  was 
the  low  level  of  short-term  interest  rates  which  became 
established  in  1932  and  which  persisted  for  many  years. 
Bank  Rate  was  reduced  several  times  during  1932  until  on 
30^  June  it  had  reached  2%.  It  remained  at  this  level, 
apart  from  a brief  period  on  the  outbreak  of  war,  until 
November  1951.  From  1932  to  1938  the  Rate  was  made 
effective  only  once  or  twice  each  year,  at  the  end  of  June 
or  the  end  of  December  ; thereafter  it  was  not  made  effective 
until  the  change  in  1951.  Partly  because  of  the  low  and 
relatively  ineffective  Bank  Rate  and  partly  because  of  large 
increases  in  the  applications  of  the  Clearing  Banks  relative 
to  the  amount  on  offer,  the  average  rate  of  discount  for 
Treasury  Bills  at  the  weekly  tenders  fell  below  on  a 
number  of  occasions  during  the  second  half  of  1932.  During 
the  summer  of  1933  this  rate  generaUy  remained  below  i%, 
even  falling  to  in  September  of  that  year.  Neverthdess 
the  Clearing  Banks  maintained  a minimum  charge  of  1% 
for  the  loans  which  they  made  to  the  Market.  As  a result 
the  Discount  Houses  were  faced  with  a decline  in  the  profit- 
ability of  their  activities  and,  although  a reduction  in  port- 
folios occurred,  two  Houses  ceased  business  during  1933. 

34.  The  position  became  increasingly  diflflcult  and  in 

order  to  help  the  Market  the  Clearing  Banks  agreed  in 
■November  1934  that  for  the  next  three  months  they  would 
lend  the  Market  money  against  Treasury  Bills,  and  against 
other  Bills  discountable  at  Bank  of  England,  at  a minimum 

rate  of  i%.  This  decision  was  reaffirmed  in  February  1935 
when  the  Clearing  Banks  also  imdertook  not  to  buy  or 
tender  for  Bills  at  a rate  lower  than  their  Call  Money  rate 
for  loans  to  the  Market  against  Bills.  Later  in  1935  the 
Clearing  Banks  agreed  not  to  tender  on  their  own  behalf 
for  Treasury  Bills,  and  not  to  buy  on  their  own  behalf  any 
Treasury  Bill  within  a week  of  its  date  of  issue.  Mainly 
as  a result  of  these  measures  the  average  rate  of  discount 
rose  to  a little  over  and,  except  for  isolated  occasions, 
has  remained  above  since  April  1935. 

35.  At  the  beginning  of  the  war  the  Discount  Market 
assured  the  Governor  of  the  Bank  of  England  that  they 
could  be  relied  upon  to  cover  the  tender.  This  assurance, 
so  far  as  the  Bank  are  concerned,  was  unsolicited  and  could 
be  withdrawn  at  any  time.  It  is,  however,  unlikely  to  be 
withdrawn  in  present  circumstances,  given  the  ability  of  the 
Discount  Houses  to  borrow  from  the  Bank  to  cover  any 
deficit  of  funds.  For  not  only  have  the  Clearing  Banks 
continued  their  policy  of  not  tendering  for  Treasury  Bills 
but  over  the  years  the  individual  Discount  Houses  have 
drawn  closer  together — as  is  evident  from  the  formation  of 
an  Association. 


36.  The  effect  of  some  of  the  decisions  referred  to  above, 
together  with  the  low  and  relatively  ineffective  Bank  Rate, 
led  to  a certain  rigidity  in  the  Treasury  Bill  rate  which  ended 
in  November  1951  when  policy  was  changed  and  the  Bank 
Rate  once  more  made  effective. 

Special  Financial  Institutions 

37.  This  section  deals  with  three  present-day  institutions 
which  among  a number  having  specialised  functions  in 
financing  home  industry  and  agriculture  are  of  major 
importance.  Two  of  them — the  Finance  Corporation  for 
Industry  and  the  Industrial  and  Commercial  Finance 
Corporation — were  set  up  in  1945,  while  the  third — the 
Agricuitur^  Mortgage  Corporation — ^was  established  in 
1928  but  filled  a relatively  minor  role  until  after  the  war. 
The  F.C.I.  and  the  I.C.F.C.  derive  their  resources  almost 
wholly  from  the  commercial  banks.  The  A.M.C.  draws  its 
funds  mainly  from  the  public  issue  of  debentures  and,  unlike 
the  other  two  Corporations,  receives  financial  help  from 
H.M.  Government. 

38.  The  provision  of  new  facilities  somewhat  similar  to 
those  now  extended  by  the  F.C.I.  and  the  I.C.F.C.  was 
recommended  in  the  " Macmillan  ” Report  (paragraphs 
397  to  404),  which  expressed  the  view  that  the  machinery 
available  in  1931  for  supplying  industry  with  finance  revealed 
two  main  “ gaps.”  These  were  represented  by  the  need  for 
new  institutions  : (a)  to  assist  industrial  companies  of  any 
size  by  acting  as  financial  advisers  and  by  providing  finance 
in  anticipation  of  a capital  issue  or  in  connection  with  long- 
term contracts  or  new  developments  generally  ; and  (b) 
to  provide  relatively  long-term  capital  for  smaller-sized 
busin«ses  where  the  amounts  involved  would  not  justify  or 
possibly  permit  the  making  of  a public  issue. 

39.  During  the  I930’s  several  companies  were  formed 
which  helped  to  close  the  second  of  the  Macmillan  “ gaps,” 
although  the  scale  of  their  operations  was  small.  In  1945 
it  was  evident  that  the  dislocation  in  trade  and  industry 
resulting  from  the  war  would  create  a wider  problem  and 
that  many  sections  of  industry  would  need  to  be  rehabilitated 
and  modernised.  It  was  largely  these  considerations  which 
led,  with  encouragement  from  H.M.  Government,  to  the 
formation  of  the  F.C.I.  and  the  I.C.F.C. 

40.  The  Finance  Corporation  for  Industry  was  designed 
to  fill  the  relatively  large  scale  “ gap.”  It  is  a public  company 
with  an  authorised  capital  of  £25  million  held  as  to  30% 
by  the  Bank  of  England,  40%  by  insurance  companies  and 
30%  by  investment  trust  companies,  and  with  power  to 
borrow  four  times  this  amount  from  the  Clearing  and  Scottish 
Banks.  Compared  with  a possible  total  of  resources  of  £125 
million,  the  latest  balance  sheet  shows  that  £500,000  (2%) 
of  the  capital  had  been  called  up  at  31st  March  1957  and 
that  advances  from  the  commercial  banks  amounted  to 
£43  million. 

41.  The  function  of  the  F.C.I.  is  the  provision  of  tem- 
porary or  longer-term  capital — ^usually  in  amounts  of  £200,000 
and  upwards  — in  order  to  assist  in  re-equipping  and 
developing  large  industrial  businesses  which  appear  to  be 
essential  in  the  national  economy  but  which  are  unable  to 
obtain  finance  from  normal  sources.  It  is  thus  intended  to 
supplement  but  not  to  displace  other  channels ; and, 
although  often  acting  alone  in  financing  a particular  project, 
has  on  occasions  ^so  been  associated  with  the  Issuing 
Houses. 

42.  The  F.C.I.’s  investments  by  way  of  loans  and  parti- 
cipations (less  amounts  written  off)  totalled  £42  million  at 
31st  March  1957,  when  it  had  also  undertaken  to  make 
further  investments  of  £52  million.  Its  largest  single  project 
was  its  agreement  in  1947  to  provide  £35  million  for  the 
Steel  Company  of  Wales’  scheme  for  modernising  the  tin- 
plate industry  of  South  Wales.  Apart  from  the  steel  industry, 
the  Corporation  has  financed  development  schemes  in  the 
chemical,  engineering,  oil,  shipping  and  other  industries. 

43.  The  Industrial  and  Commercial  Finance  Corporation 
was  intended  to  fill  the  relatively  small  scale  “ gap.”  It  is 
a public  company  with  an  authorised  capital  of  £15  million 
held — apart  from  a token  holding  by  the  Bank  of  En^and — 
by  the  Clearing  and  Scottish  Banks  approximately  in  pro- 
portion to  their  size,  and  with  power  to  borrow  a further 
£30  million  from  the  shareholders  in  the  same  ratio  as  their 
shareholdings.  At  31st  March  1957,  the  latest  balance  sheet 
date,  £7-5  r^Iion  of  its  capital  had  been  cilled  up  and  its 
borrowing  powers  had  been  exercised  to  the  extent  of  £^-8 
million,  a total  of  just  over  £30  million,  compared  with  total 
possible  resources  of  £45  million. 
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44.  The  purpose  of  the  I.C.F.C.  is  to  assist  smaller 
businesses  which  require  medium-term  or  long-term  finance 
but  cannot  readily  or  easily  use  the  facilities  extended  by  the 
Stock  Exchange.  Assistance  may  be  by  way  of  loans  or  the 
subscription  of  share  capital,  and  the  amounts  involved 
normally  range  between  £5,000  and  £200,000.  The  upper 
limit  of  the  Corporation’s  facilities  (which  is  the  lower 
limit  of  the  F.C.I.)  and  the  fact  that  when  buying  securities 
it  does  so,  with  rare  exceptions,  to  hold  not  to  issue  them  to 
the  public,  to  a large  extent  prevent  overlapping  with  the 
Issuing  Houses. 

45.  The  Corporation’s  advances  and  investments  (at  cost, 
less  provisions)  totalled  £33  million  at  31st  March  1957, 
with  further  commitments  of  about  £1  million.  The  total 
was  widely  spread  over  industry  and  commerce  and  the 
LC.F.C.  had  nearly  600  customers. 

46.  The  Agricultural  Mortgage  Corporation  is  a public 
company  which  grants  long-term  loans  (up  to  60  years) 
on  the  security  of  agricultural  land  and  buildings  in  order 
to  assist  in  the  purchase  of  farms  or  in  making  additions 
and  improvements.  Its  share  capital — now  amounting  to 
£750,000 — is  held  by  the  Bank  of  England  and  the  principal 
Clearing  Banks,  but,  as  explained  above,  the  bulk  of  its 
resources  comes  from  publicly-issued  debentures,  now 
amounting  to  nearly  £32  million.  Assistance  by  H.M. 
Government  takes  the  form  of  interest-free  loans  to  provide 
a guarantee  fimd  as  additional  backing  for  the  Corporation’s 
debentures,  and  an  annual  subsidy  towards  expenses. 

47.  After  its  formation  in  1928  the  A.M.C.  initially  lent 
money  at  5%  and  by  31st  March  1932  had  advanced  £8-6 
million.  But  when  the  general  fall  in  interest  rates  occurred 
later  in  1932,  its  lending  rate  ceased  to  be  competitive  and 
could  not  be  made  so — although  lowered  to  4J%  in  1934 — 
because  of  the  high  cost  of  the  money  raised  on  debentures 
in  earlier  years.  The  Corporation  did  relatively  little  business 
for  a number  of  years  and  many  of  its  loans  were  repaid 
prematurely  ; by  31st  March  1944  loans  outstanding  had 
fallen  to  £7-3  million. 

48.  The  outlook  changed  radically  in  1944  when  the 
Government  guarantee  fund  was  enlarged  from  £650,000 
to  a maximum  of  £2-5  million  (£3,250,000  since  1956)  and 
the  annua!  Government  subsidy  increased  from  £60,000  to 
£150,000.  The  Corporation  was  thus  enabled  to  lend  at  a 
competitive  rate — 3i%  in  1944  and  7%  at  present — and  by 
31st  March  1957  its  loans  outstanding  had  risen  to  nearly 
£31  m^ion. 

Hire  Purchase  Finance  Houses 

49.  These  finance  houses  are  much  more  numerous  at 
the  present  time  than  they  were  in  1931  and  have  also 
considerably  extended  the  scale  of  their  operations.  Apart 
from  issues  of  capital  and  debentures,  they  raise  mon^  by 
borrowing  from  commercial  banks,  from  the  public  by 
accepting  deposits  and  from  the  discount  market  by  bills 
drawn  on  London  accepting  houses.  Most  of  the  money 
so  borrowed  is  lent  to  industry,  trade  and  the  private  consumer 
against  hire  purchase  contracts  but  a small  part  is  invested 
in  the  discount  market  or  held  in  other  securities  or  cash. 
An  estimated  three-quarters  of  the  business  of  all  hire 
purchase  finance  houses  is  transacted  by  eleven  large  com- 
panies with  a nation-wide  business,  nearly  all  of  which  were 
established  before  the  war.  The  smaller  companies  now 
number  probably  more  than  1,000 ; most  are  private 
companies  and  (for  reasons  explained  in  paragraph  53)  many 
have  been  formed  in  recent  years. 

50.  Statistics  collected  from  retailers — ^who  themselves 
handle  a large  volume  of  hire  purchase  business,  predomin- 
antly in  durable  consumer  goods  other  than  motor  vehicles 
— and  from  finance  houses  show  that  hire  purchase  debt 
outstanding  amounted  to  upwards  of  £390  million^  at  the 
end  of  August  1957,  the  latest  available  date.  Of  this  total, 
debt  owing  to  those  finance  houses  who  contributed  returns 
— representing  a high  proportion  of  total  finance  house 


business — came  to  about  £190  million ; but  it  needs  to  be 
noted  that  this  figure  covers  only  debt  under  agreements 
made  direct  with  hirers  and  that  a further  but  unknown 
amount  forming  part  of  the  total  of  £390  million  was  owed 
to  finance  houses  under  agreements  between  retailers  and 
their  customers  which  had  been  discounted  by  finance 
houses.  About  three-quarters  of  the  debt  at  present  due  to 
finance  companies  under  direct  agreement  with  hirers  relates 
to  private  and  commercial  motor  vehicles  and  the  remaining 
one-quarter  is  divided  fairly  equally  between  equipment  for 
farms  and  industry,  and  durable  consumer  goods  other  than 
motor  vehicles. 

51.  Between  October  1955 — the  first  date  for  which 
ofiicial  figures  of  hire  purchase  debt  outstanding  are  avail- 
able— and  August  1957,  there  has  been  a fall  of  14%  in 
total,  debt  under  agreements  made  by  retailers  being  down 
by  29  % but  direct  credit  extended  by  finance  houses  being 
up  by  12%.  The  overall  decline  illustrates  the  effect  of 
various  measures  by  H.M.  Government  designed,  as  part 
of  their  general  policy,  to  limit  the  volume  of  hire  purchase 
trading  and  so  restrain  the  pressure  of  demand  in  the 
industries  concerned,  and  affecting  both  terms  of  purchase 
and  sources  of  finance. 

52.  As  to  hire  purchase  terms,  a minimum  deposit  and 
a maximum  period  for  repaying  the  balance  of  the  cost  are 
now  legally  prescribed  for  most  durable  consumer  goods 
and  a wide  range  of  capital  goods.  Board  of  Trade  rela- 
tions of  the  present  kind  were  first  issued  in  1952 — ^following 
earlier  versions  concerned  with  the  administration  of  price 
control  during  and  after  the  war — and,  although  withdrawn 
in  July  1954,  were  reimposed  in  February  1955,  since  when 
they  have  remained  in  force  with  variations  in  stringency 
from  time  to  time.  At  present,  with  some  minor  exceptions, 
the  minimum  deposit  is  33i%  for  motor  vehicles  and  capital 
goods  and  50%  for  durable  consumer  goods  other  than 
motor  vehicles,  and  the  maximum  repayment  period  is 
24  months  in  both  cases. 

53.  The  finance  houses  themselves  have  been  additionally 
affected  by  the  control  over  capital  issues  which  has  been 
in  force  tooughout  the  post-war  period.  Until  the  middle 
of  1954  the  operation  of  this  control  virtually  limited  the 
amount  of  new  capital  which  might  be  raised  by  any  lure 
purchase  finance  company  to  a maximum  of  £50,000  a 
year,  the  fi^e  above  which  application  had  to  be  made 
tp  the  Capital  Issues  Committee.  Thereafter  there  was 
some  relaxation,  but  the  effective  limit  of  £50,000  was 
restored  in  February  1955,  and  reduced  to  the  present 
figure  of  £10,000  a year  in  March  1956.  One  consequence 
of  this  control  has  been  the  formation  of  a large  number  of 
companies  with  a capital  small  enough  to  take  advantage 
of  the  exemption  limit. 

54.  The  control  over  capital  issues  has  affected  the 
ability  of  the  finance  houses  to  borrow  from  the  banks  in 
so  far  as  the  banks  may  prefer  to  restrict  their  advances  to  a 
maximum  determined  by  reference  to  the  capital  and  reserves 
of  a company.  In- addition,  since  1947  the  banks,  at  the 
request  of  H.M.  Government,  have  limited  the  facilities 
which  they  provide  for  financing  hire  purchase  finance 
companies.  Bank  advances  to  finance  companies  are 
relatively  small,  the  latest  total  relating  to  all  members  of 
the  British  Bankers’  Association  being  £34  million  in  August 
1957. 

55.  The  difficulties  experienced  by  the  finance  houses  in 
raising  capital  or  in  obtaining  loans  from  the  banks  have  in 
recent  years  caused  them  increasingly  to  borrow  money 
direct  from  the  public  on  deposit.  The  rates  of  interest 
offered  vary  considerably  from  company  to  company,  being 
generally  lower  for  the  large  than  the  small  finance  houses, 
and  also  differ  according  to  the  terms  of  withdrawal ; but 
they  are  relatively  high  and  currently  range  up  to  8i%  or 
more. 

November,  1957 
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9.  SOME  FEATURES  OF  MONETARY  HISTORY.  1951  TO  1957* 

7 At  the  opening  of  the  period  under  review  the  financial 
Irandumry  NcU  feng  adjusted  to  more  variable  monetary 

This  paper  as  submitted  in  June  1957  was  based  on  the  gQQjjuiojjg  than  had  been  known  since  before  the  war.  In 
figures  put  forward,  at  the  same  time,  to  the  Committee  as  Movember  1951  Bank  Rate  bad  been  raised  from  2,4  to 
Appendix  2 to  the  Bank  of  England’s  evidence.  It  sub-  ,,  ^ ^ ^ brief  period  of  some  two  months  at 

sequently  proved  possible  to  extend  the  figures  given  m the  outbreak  of  war  in  1939,  the  Rate  had  stood  at  2%  for 
Appendix  2 (see  the  introductory  explanation  to_Appen(to  jhe  raising  of  Bank  Rate  indicated 

2)  ; this  paper  has  been  revised  to  m^e  it  consistent  with  would  no  longer  be  prepared  to  adjust  the 

the  revision  of  Appendix  2.  The  revision  of  this  paper  has  available  to  the  market  from  day  to  day  to  the  extent 

consisted  mainly  of  very  slight  changes  m figures  ; but  at  jje^^sary  to  maintain  the  extreme  stability  of  short-term 
two  or  three  points  the  conclusions  suggested  by  the  on^at  previously  ruling.  Interest  rates  at  short-term  became 

figures  have  needed  slight  rewording.  At  no  pomt  has  there  yaj-jg^hle  again  and  began  to  rise.  The  great  holdings  of 
been  any  change  of  substance.  Treasury  Bills  in  the  market  were  reduced  by  an  issue,  in 

Wherefiguresarequotedinthispaper  for  years  or  quarters,  exchange  for  Treasury  Bills,  of  £1,000  million  of  U%  Serial 
they  relate  to  the  periods  for  which  figures  are  given  in  Folding  Stocks.  The  greatest  part  of  the  issue  was  taken 
Appendix  2 ; these  periods  are  determined  by  the  clearing  hy  the  banks  and  by  overseas  official  bodies.  The  liquidity 
banks’  make-up  dates  in  March,  June,  September  and  of  ^he  clearing  banks  (their  cash.  Treasury  and  other 

December— see  note  (a)  to  Appendbc  2.  biUs  discotmted,  and  call  money  expressed  as  a percentege 

of  their  total  deposits)  was  thus  reduced  from  39-1  A m 

1.  Inflation  has  been  a problem  in  every  year  since  1939.  October  1951  to  32'0%  in  November.  In  June  1951  the 

This  paper  does  not  give  the  whole  account  of  war  and  post-  banks  had  announced  their  intention  of  raising  the  rate  of 
war  finance  in  which  many  of  the  more  recent  problems  find  interest  charged  on  bank  advances,  in  cases  where  the  rate 
their  origin.  It  deals  with  the  period  beginning  in  1951  comparatively  low,  by  an  amount  ranging  between  kA 

when  monetary  policy  began  to  be  used  in  severd  ways  ^nd  i%.  A further  increase  was  announced  in  Decembe^ 
more  actively  than  in  preceding  years.  The  period  has  following  upon  and  in  general  equal  to  the  increase  in  Bank 
been  one  of  real  growth  in  output.  But  it  has  been  a period  j^te.  The  banks  also  were  guided  in  making  loans  and 
too  when  inflation,  while  at  times  much  restrained,  has  still  granting  overdraft  facilities,  by  a re-statement  of  requests 
been  severe.  In  Ae  years  from  1952  to  1956,  production  ^hat  had  earlier  been  made  to  them,  in  association  with  the 

as  a whole  in  the  British  economy  is  thou^t  to  have  risen  jgsue  of  memoranda  of  guidance  to  the  Capital  Issues 

in  value  by  some  £4,000  million.  Perhaps  half  this  nse  committee,  by  the  Chancellor  of  the  Exchequer.  It  was 

reflected  higher  British  prices  ; that  is  to  say,  some  £2,000  j^j^e  clear  that  the  banks’  attitude  towards  granting  loans 

million  of  the  grov^  in  the  value  ofBritishou^ut  represented  overdraft  facilities  was  hardening.  Rates  of  interest  at 

an  inflation  of  money  demands  and  costs.  longer  term  rose  also  ; there  was  a general  fall  in  prices  on 

2.  The  damage  which  inflation  has  caused  to  the  British  the  Stock  Exchange,  led  by  the  gilt-edged  market, 

balance  of  overseas  payments  cannot  be  summarily  described  gy  January  1952  there  were  several  signs  that  the 

in  figures.  It  is  not  possible  to  tell  by  just  how  much  our  r^t'oration  of  movement  to  short-term  interest  rates,  the 
overseas  earnings  would  have  been  greater,  and  our  overseas  bi  the  banks’  advances  rates,  the  funding  of  Treasury 

payments  less,  if  home  demands  and  prices  had  been  lower  carried  out  in  November  1951,  the  fall  in  security  and 

than  they  were.  In  the  outcome,  the  effects  of  inflation  on  prices,  and  opinion  that  monetary  and  financial 

the  external  position  have  shown  themselves  most  cl^ly  procedures  were  evolving  so  as  to  strengthen  the  authorities’ 

in  the  unsteadiness  of  any  balance  that  has  bMH  obtained,  control  over  bank  credit  were  producing  a different  climate 

There  was  indeed  a continued  period  of  improvement,  opinion  about  credit  conditions  generally. 

was  brought  about  from  ear  y m 1956.  reacted  m a de^«  Q ^ P develooment  of  a new  climate 


of  external  recovery — though  it  was  obscured  and  inter- 
rupted by  the  crisis  in  the  middle  East — which  also  demons- 
trates the  closeness  of  the  link  between  domestic  and  external 
conditions. 

3.  This  note  does  not  set  out  to  analyse  the  origins  of 
these  changes  in  financial  and  economic  conditions  between 
1952  and  1956  nor  to  express  judgments  about  what  happened. 
It  is  concerned  to  outihie  the  main  monetary  changes  which 
occurred. 


of  the  market,  and  to  sustain  development  of  a new  climate 
of  opinion  about  bank  borrowing.  The  external  situation 
was  critical,  but  an  immediate  increase  of  Bank  Rate  was 
felt  to  be  inappropriate.  In  its  effects  on  the  domestic 
situation,  an  increase  of  Bank  Rate  from  2i%  to  3%  or 
3i%  was  thought  unlikely  to  add  sigi^cantly  by  itself  to 
existing  influences  on  the  cost  and  availability  of  credit  but 
at  the  same  time  as  likely,  in  view  of  the  prevailing  conditions, 
to  be  treated  in  money  and  security  markets  as  a step  towards 
a prompt  further  increase.  It  would  have  tended  to  cause 


4.  It  may  be  helpful  initially  to  summarise  the  change  unhelpful  disturWce  until  the  full  scale  of  monetary,  and 

which  occurred  in  the  supply  of  money  over  these  five  years  Budget,  measures  emerged.  In  its  immediate  effects  on  the 
as  a whole.  Currency  and  deposits  of  the  clearing  banks  external  situation,  a change  to  3i%  would  have  about 
represented  in  1952  about  53  % of  the  value  of  the  comtry’s  levelled  up  short-term  money  rates  in  London  to  those  ruling 
annual  product.  In  1956  the  pereentage  was  approximatdy  relevant  centres  abroad,  but  a slightly  higher  rate,  which 
45  %.  should  leave  some  margin,  could  be  expected  more  effectively 

5.  In  the  five  years  1952/53  to  1956/57.  the  fiduciary  issue  to  influence  the  foreign  exchanges  through  movements  of 
rose  £525  million,  37i%.  The  net  deposits  of  the  clearing  funds. 

banks  rose  by  £21 1 million,  Si  This  rise  in  net  deposits  jq  So  if  an  increase  was  to  be  made,  it  was  better  that  it 
was  reflected  in  a rise  in  their  investments  by  £59  million,  should  be  to  a level  which  very  distinctly  changed  money 
3 % ; a rise  of  advances  and  other  accounts_  by  £30  mmon,  rates  and  should  occur  in  a context  which  showed  a great 
li% ; a fall  in  commercial  bills  of  £31  million,  prospect  both  that  credit  would  effectively  be  curtailed  and 

and  a rise  in  other  liquid  assets  (cash,  Tr^ury  BiJ^,  and  would  be  curtailed  without  further  increases  of  Bank 

money  at  call  and  short  notice)  of  £166  million,  WA-  Rate  in  the  foreseeable  future.  Such  context  required  further 

increase  in  the  clearing^  banks’  holdings^  of  Treasury  Buis  demonstration  that  fiscal,  economic  and  financial  policies 


more  than  accounted  for  the  rise  in  these  liquid  assets. 
Treasury  Bills  discounted  by  the  clearing  banks  rose  by 
£237  i^lion,  35%. 

6.  The  total  of  investments,  Treasury  Bills  and  call 
money  may  be  treated  as  a broad  approximation  to  the 
direct  and  indirect  holdings  of  National  Debt  by  the  clearing 
hanks.  This  total  rose  by  £215  million.  7%.  The  total  of 
advances  and  other  bills  discounted  may  similarly  be  regarded 
as  an  approximation  to  their  holding  of  obligations  from 
industry  as  a whole,  trade  and  persons  ; this  total  fell  by  £1 
million. 

* SflA  Miautcs  of  Evidence  Qns.  1816  lo  1840  and  1914  to  2246. 


were  mutually  reinforcing  ; action,  if  necessary,  could  most 
suitably  be  taken  at  or  soon  after  the  time  of  the  Budget. 

11.  One  technical  change  was  completed  in  February 
1952,  when  the  remaining  amount  of  Treasury  Deposit 
Receipts  ran  off  and  their  issue  was  suspended.  T.D.R. 
proved  in  peace-time  conditions  not  only  to  be  unsuitable 
for  day-to-day  adjustment  of  money  in  the  market  but  to 
embarrass  that  adjustment. 

12.  Certain  technical  changes  were  also  made  in  January 
and  February  1952  in  the  field  of  credit  given  for  overseas 
trade.  Money  rates  prevailing  in  London  were  still  suffici- 
ently low  to  attract  an  overseas  demand  for  facilities  to 
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finance  international  trade  on  a scale  that  was  over-large  in 
the  li^t  of  the  pressure  on  the  foreign  exchanges.  Facilities 
formerly  given  by  custom  in  certain  trades  for  providing 
finance,  in  advance  of  shipment,  for  imports  into  the 
Scheduled  Territories  were  suspended ; and  the  maximum 
duration  normally  allowed  for  drafts  drawn  under  credits 
on  United  Kingdom  banks  was  reduced  from  120  to  90  days. 

13.  Itoe  purchase  regulations  were  altered  in  February, 
and  again  in  April  1952,  on  a wide  range  of  consumer  goods, 
raising  the  minimum  deposit  and  shortening  the  period  of 
repayment. 

14.  In  the  four  months  between  the  change  of  Bank  Rate 
in  November  1951  and  the  Budget  in  mid-March  1952,  the 
advances  and  other  accoimts  of  the  dearing  banks  rose  by 
£21  million,  wholly  due  to  advances  to  nationalised  industries, 
M contrasted  with  increases  of  £144  million  and  £120  million 
in  these  months  of  the  two  preceding  years.  This  relative 
stability  was  no  doubt  partly  a result  of  factors  other  than 
monetary,  but  it  certaMy  was  also  in  part  evidence  of  a 
stiffening  in  the  attitude  of  the  banks  towards  such  lending 
and  of  hesitation  on  the  part  of  some  borrowers  about  reliance 
upon  bank  borrowing  in  the  new  conditions. 

15.  The  Discount  Market  frequently  borrowed  from  the 
Bank  during  this  period ; firmness  in  money  market  rates 
was  maintained. 

16.  The  total  of  net  deposits  of  the  clearing  banks  came 
down  during  the  first  quarter  of  1952  by  £344  million,  a 
distinctly  larger  reduction  than  in  this  quarter  of  the  pre- 
ceding year.  Four-fifths — £285  million — of  this  reduction 
was  matched  by  a fall  in  their  Treasury  Bills,  T.D.R.  and 
call  money.  The  liquidity  ratio  of  the  clearing  banks  fell 
to  31-8%  in  March  from  a December  figure  (excluding 
Treasury  Deposit  Receipts)  of  33-2%.  The  total  of  govern- 
ment floating  debt  outstanding  in  the  market  had,  however, 
been  reduced  much  more.  It  fell  by  £545  millioa.  But  some 
holdings  of  floating  debt  outside  the  banks,  particularly 
those  of  some  overseas  official  bodies,  who  were  drawing 
heavily  upon  their  sterling  assets,  had  fallen  sharply.  The 
fall  in  these  holdings  weakened  the  impact  on  the  banking 
system  of  the  reduction  in  the  government’s  market  borrowing 
through  floating  debt. 

17.  The  reduction  of  floating  debt  in  the  market  did  not 
result  from  sales  of  stocks  by  the  authorities.  It  was  a 
direct  result  of  the  surplus  on  the  Budget  overall  during  these 
months  and  of  the  substantial  sterling  receipts  accruing  to 
the  Exchequer  from  the  sale  of  foreign  exchange. 

18.  Prices  of  gilt-edged  securities  were  falling,  partly 
because  of  the  critical  external  and  economic  situation  and 
in  part  in  response  to  some  selling.  The  banks  began  to  sell 
investments,  in  contrast  to  the  long  period  of  gradual  rise, 
or  stabihty,  in  their  investments  which  had  preceded  the 
very  considerable  rise  in  their  holdings  during  the  previous 
November,  when  Serial  Funding  Stock  had  been  issued  in 
replacement  of  Treasury  Bills.  Prices  of  industrial  shares 
were  also  falling  ; the  index  of  prices  of  ordinary  shares  fell 
8%  between  December  1951  and  February  1952.  A distinct 
rise  of  yields  was  proceeding  in  long-term  capital  markets. 
Thus  this  opening  quarter  of  1952  showed  a widely  spread 
change  in  monetary  and  credit  conditions. 

19.  At  the  time  of  the  Budget — 11th  March  1952 — the 
decision  was  made  to  increase  Bank  Rate  from  2i  % to  4 %. 
The  diange  was  made,  in  line  with  the  considerations 
mentioned  in  para.  10  above,  with  a view  to  influencing 
both  the  general  internal  and  the  immediate  external 
situation. 

20.  On  the  domestic  side,  the  move  was  expected  to  assist 
the  Bank’s  operations  in  the  money  market  in  the  months 
ahead,  when  governmental  finances  would  normally  be  in 
deficit  with  a consequential  tendency  for  ease  in  the  market. 
Secondly,  the  move  to  4 %,  which  would  certainly  be  regarded 
as  high,  was  expected  to  help  to  promote  more  settled 
conditions  in  the  gilt-edged  market.  For  that  market,  having 
assessed  the  probable  effects  of  the  Budgetary  and  monetary 
changes  announced,  could  regard  the  level  of  prices  it 
established  as  unlikely  to  be  disturbed  by  further  major 
changes  in  short-term  rates  and  credit  policy.  An  opinion 
that  yields  on  securities  generally  had  reached  a higher 
level  than  was  likely  to  prevail  for  very  long  mi^t  be 
established  and  encourage  saving.  Generally  the  prospects 
for  sales  of  stock  by  the  authorities  should  be  improved. 

21.  In  particular  it  was  expected  that  the  sharp  move  to 
4%  would  reinforce  business  caution  about  carrying  stocks 
and  undertaking  capital  expenditures,  especially  by  means  of 


bank  borrowing.  The  rates  charged  for  advances  were  likely 
to  rise  as  those  prevailing  since  the  end  of  1951  corresponded 
to  a Bank  Rate  of  about  3%  or  3i%.  It  was  expected  that 
both  the  banks’  and  borrowers’  assessments  of  the  prospects 
for  extension  of  bank  advances  would  become  more  guarded. 

22.  The  increase  in  Bank  Rate  to  4%  was  accompanied 
by  retention  of  a separate  rate  for  borrowing  from  the  Bank 
against  Treasury  Bills  and  by  an  increase  in  that  rate  from 
2%  to  34%.  This  separate  rate  encouraged  the  market  to 
discount  Treasury  Bills  at  a rate  lower,  by  more  than  a 
customary  amoimt,  than  the  level  of  rates  for  commercial 
bills.  The  higher  level  for  commercial  bills  was  desirable 
as  a brake  on  borrowing  in  this  form  and  to  keep  them 
better  aligned  with  those  current  in  financial  centres  abroad 
and  with  bank  advances  rates.  This  lower  Bank  Rate  for 
lending  against  Treasury  Bills  had  been  introduced  in 
November  1951  essentially  on  an  experimental  basis.  Now, 
by  March  1952,  the  differential  between  market  rates  for 
Treasury  and  for  commercial  bills  was  already  showing 
signs  of  stress.  A differential  of  4%  was  regarded  as  the 
maximum  which  it  might  be  practicable  to  attain. 

23.  The  direct  effect  on  the  external  situation  of  the 
Budgetary  and  monetary  measures  showed  in  promptly 
higher  quotations  for  ail  forms  of  non-resident  sterling  and 
in  some  movements  of  funds  in  response  both  to  improved 
confidence  and  to  higher  rates.  There  was  a lasting  in- 
fluence on  external  finance  ; balance  of  paymeuts  estimates 
suggest  that  the  net  outflow  on  account  of  investment  and 
miscellaneous  “ capital  ” transactions,  excluding  govern- 
mental, from  the  U.K.  in  1952  was  about  one  third  of  that 
in  1951.  The  immediate  improvement  in  the  foreign 
exchange  situation  merged  into  the  general  recovery  in 
external  payments,  which  was  already  proceeding  and  which 
developed  primarUy  through  a great  diminution  in  U.K. 
expenditures  on  imports  and  through  an  improvement  in 
the  external  position  of  other  members  of  the  sterling  area. 

24.  A primary  influence  upon  the  fall  of  imports  was  the 
behaviour  of  stocks  of  goods  and  of  work-in-progress.  After 
a very  great  increase  in  their  value  during  1951,  these  stocks 
ran  about  level  during  1952.  There  were  many  special 
factors  influencing  this  swing.  In  1951,  the  continued  effects 
of  the  Korean  crisis  ; in  1952,  a fall  in  consumers’  demands, 
notably  for  textiles,  that  had  begun  the  previous  year ; 
import  restrictions ; sharp  changes  in  markets  abroad  and 
a fall  in  the  prices  of  imported  materials,  though  this  reflected 
the  deflationary  measures  now  operating  in  the  U.K.  and 
in  many  countries  abroad.  Similarly  home  investment  and 
consumption  were  subjected  to  both  fiscal  and  direct  regula- 
tion. A conspicuously  wide  range  of  factors  was  interlocked 
with  credit  restraint  in  modifying  home  demands  and  in 
reducing  the  credit  taken  by  private  borrowers. 

25.  Advances  began  to  fall  rapidly  soon  after  March 
1952.  Those  made  to  private  borrowers  within  Great 
Britain  by  members  of  the  British  Bankers  Association  fell 
until  November  and  then  ran  level.  Advances  to  nationalised 
industries  fell  until  the  summer,  repayment  being  made  out 
of  the  proceeds  of  the  new  issues  of  stock  by  these  industries, 
and  then  rose.  The  Quarterly  Analysis  of  Advances  published 
by  the  B.B.A.  shows  that  the  total  of  advances  made  within 
<^eat  Britain  by  the  members  of  the  B.B.A.  fell  £187  mUIion 
between  February  1952  and  February  1953.  It  had  risen 
by  £249  million  during  the  preceding  twelve  months.  If 
advances  to  Public  Utilities  (other  than  Transport),  Iron  and 
Steel  and  Allied  Trades,  and  to  Local  Government  are 
excluded,  the  fall  between  February  1952  and  February 
1953  was  £217  million,  nearly  one  eighth,  as  contrasted 
with  a rise  of  £180  million  during  the  previous  year. 

26.  The  fall  in  the  credit  extended  to  private  borrowers 
was  most  marked  during  the  nine  months  between  March 
1952  and  December  1952.  “ Advances  and  Other  Accounts  ” 
of  the  clearing  banks,  excluding  advances  to  nationalised 
industries,  feU  by  £190  millioa.  Their  commercial  bills 
discounted  fell  from  £176  million  in  March  to  £66  million 
in  December.  It  is  probable  that  holdings  of  commercial 
bills  by  the  Discount  Market  fell,  but  that  this  fall  was  at 
least  offset  by  an  increase  in  government  debt  held  by  the 
Discount  Market,  thus  maintaining  their  demand  for  money 
at  caU. 

27.  Thus  credit  directly  extended  by  the  banking  system 
to  private  borrowers  fell  by  over  £300  million  in  the  nine 
months  following  March  1952.  But  in  these  same  months 
the  Exchequer  needed  to  raise  £998  million  for  Budgetary 
and  Extra-Budgetary  requirements  and  to  finance  an  increase 
in  the  exchange  reserves,  and  in  addition  £221  million  was 
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required  for  nationalised  industries  against  calls  on  issues 
of  stock  and  for  departmental  loans  to  the  Post  Office — a 
total  requirement  of  £1,219  million.  The  requirement  was 
met  from  “ National  Savings  ” and  T^  Reserve^  Certificate, 
which  together  provided  net  £21  million  ; additions  to  the 
Fiduciary  Note  Issue,  £175  million ; and  borrowing  from 
the  market  through  sales  of  Goverrunent  and  Guaran^a 
Stock  and  through  Treasury  Bills,  £1,023  million.  This 
market  borrowing  led  to  a rise  in  direct  holdings  of  govern- 
ment debt  by  the  clearing  banks.  Their  Treasury  Bills  rose 
by  £504  million  ; their  investments  by  £213  million,  together 
£717  million  or  about  three  quarters  of  the  nmket  borrowmg 
undertaken  by  the  Exchequer  and  Nationalised  Industnes. 

28,  The  net  effect  of  these  movements  was  a rise  of  £468 
million  in  the  net  deposits  of  the  clearing  banks  between 
March  and  December  1952.  This  matched  a fall  of  £^7 
million  in  their  advances  and  other  accoimts  and  in  other 
bills  discounted  ; and  a rise  of  £775  million  in  their  invest- 
ments, Treasury  Bills  and  cash.  Their  liquidity  ratio  rose 
to  36-0%. 

29.  The  growth  in  market  borrowing  by  means  of  Treasury 

Bills  was  most  marked  in  the  quarter  April  to  June.  It  was 
undertaken  primarily  to  meet  a Budget  deficit  but  also  to 
provide  finance  to  repay  the  bank  advances  taken  by 
nationalised  industries.  The  authorities  sold,  net,  £27 
million  of  stock  during  this  quarter  as  a whole,  but  essentially 
at  the  beginning  of  the  period  ; in  the  second  half  of  the 
quarter  the  market  was  weak.  Prices  of  gilt-edged  stock  had 
fallen  immediately  after  the  increase  in  Bank  Rate  was 
announced  on  1 1th  March,  thereafter  they  had  risen  slowly 
until  mid-April,  recovering  a good  part  of  the  initial  fall. 
Then  from  mid-April  prices  again  fell,  with  some  fluctuation, 
until  July.  The  market  was  weakened  by  the  figures  of 
overseas  trade  for  April  and  for  May,  which  still  were 
disturbing,  by  the  announcement  of  issues  of  Guaranteed 
Stock,  and  more  generally  by  the  fact  that  uncertainty  about 
the  whole  economic  situation  led,  for  a time,  to  fears  of  a 
still  further  rise  in  interest  rates.  Sales  of  investments  by 
the  banks  continued,  but  on  a smaller  scale.  _ The  prices  of 
ordinary  shares  were  falling  even  more  rapidly  ; they  fell 
10%  from  April  to  June.  However,  in  view  of  the  prospective 
capital  requirements  of  nationalised  industries,  the  level  to 
wHch  their  bank  advances  had  already  risen  and  in  order 
to  implement  policy  directed  to  a contraction  of  advances 
gener^y,  £170  million  of  new  issues  of  Guaranteed  Stock 
were  made.  Payments  to  nationalised  industri^  against 
calls  on  these  stock  issues  were  £128  million : additionally  a 
net  £2  million  of  departmental  loans  were  made  for  Post 
Office  capital  expenditures.  Thus  the  cash  provided  to 
nationalised  industries  against  their  stock  issues,  and  loans 
to  the  Post  Office,  exceeded  the  net  total  of  all  stock  sales 
by  the  authorities  by  £103  million.  To  finance  this,  and 
the  general  requirements  of  the  Exchequer,  Treasury  Bills 
in  the  market  rose  by  £345  million.  The  impact  of  this  on 
the  Clearing  Banks  was  strengthened  by  a further  fall  in 
some  overseas  holdings  of  Treasury  Bills. 

30.  The  stock  market  improved  after  July  1952 ; by 
September  prices  regained  most  of  their  losses  during  the 
previous  three  months.  There  were  rather  larger  net  sales 
of  stock  by  the  authorities  in  the  quarter  from  July  to 
September  but  the  net  sales  were  limited  by  purchases  of 
stock  falling  due  for  redemption  in  the  near  future.  £972 
million  of  Government  Stoci,  as  well  as  £60  million  of  one 
year  Guaranteed  Stock  issued  directly  to  National  Debt 
Commissioners  in  December  1951,  were  due  for  redemption 
between  November  1952  and  March  1953.  Net  sales  in 
this  September  quarter,  1952,  almost  covered  further  cash 
paid  to  the  nationalised  industries  against  their  stock  issues 
of  the  previous  quarter  and  to  the  Post  Office  as  depart- 
mental loans,  leaving  the  remaining  Exchequer  requirement, 
£205  million,  to  be  met  almost  wholly  from  further  issues  of 
Treasury  Bills.  Treasury  Bills  and  call  money  of  the  Gearing 
Banks  rose  by  £243  million. 

31.  In  the  last  quarter  of  1952,  it  was  evident  that  both 
the  external  position  and  industrial  production  were  im- 
proving. In  the  gilt-edged  market  prices,  after  some  initial 
fall  late  in  September  largely  in  anticipation  of  Government 
Stock  Issues  to  meet  redemptions  falling  due,  rose  until 
early  Decemb«.  Offers  of  Serial  Funding  Stock,  1953, 
1954  and  1955  were  made  in  October  both  as  conversion 
offers  and  for  cash.  The  response  to  these  offers  was  con- 
siderable ; it  was  not  prompted  by  requests  from  the 
authorities  to  financial  institutions  to  subscribe  specified 
amounts.  Issues  to  a nominal  value  of  £1,037  million  were 
made  and  these,  together  with  other  stock  transactions, 


enabled  £288  million  cash  to  be  raised  from  the  market  for 
the  Exchequer  and  nationalised  industries,  after  including  a 
cash  redemption  of  maturing  Serial  Funding  Stock  of  £105 
million  Calls  on  the  stock  issues  of  nationalised  industnes 
and  departmental  loans  to  the  Post  Ofiice  were  £50  tr^hon. 
so  that  of  this  £288  miffion,  £238  million  was  available  to 
meet  general  Exchequer  requirements.  The  £60  million  of 
Guaranteed  Stock,  referred  to  in  paragraph  30  above,  was 
converted  into  a longer-dated  Guaranteed  Stock,  and  in 
addition  £719  million  of  the  stocks  falling  due  for  redemption 
at  that  time  and  in  March  1953  were  converted  into  the  new 
issues  of  Serial  Funding  Stock. 

32.  These  stock  sales  by  the  authorities  were  accompanied 
by  a rise  of  £227  million  in  the  investments  of  the  clearing 
Viankfi  but  by  a fall  of  only  £50  million  in  their  Treasury  Bills 
and  call  money.  Two  conflicting  factors  were  operating  on 
their  Treasury  Bill  holdings.  On  the  one  hand,  while  proceeds 
from  the  stock  sales  reduced  the  amount  of  Treasury  Bills 
it  was  necessary  to  issue,  they  still  left  a residual  Exchequer 
requirement  of  £131  million  to  be  met  in  this  way.  On  the 
other  hand,  sterling  balances  as  a whole  were  now  rising  and 
this  was  accompanied  by  greater  holdings  of  Treasury  BOls 
by  overseas  holders  ; additionally  various  home  holdings 
outside  the  banking  system  appear  to  have  risen.  The  rise 
in  these  overseas  and  home  holdings  more  than  absorbed 
the  increase  in  Treasury  Bills  in  the  market.  The  net  effect 
of  these  two  factors  produced  the  fall  in  Treasury  Bills  with 
the  clearing  banks. 

33.  The  cumulative  effect  to  December  1952  of  the 
operations  conducted  during  these  three  quarters  has  already 
been  summarised  in  paragraphs  27  and  28  above.  The 
period  illustrates  several  recurrent  problems  in  govern- 
mental finance  ; these  are,  for  example,  those  arising  out  of 
a seasonal  period  of  Exchequer  deficit ; Exchequer  support 
to  the  raising  of  long-term  capital  for  nationalised  industries  ; 
changes  in  the  exchange  reserves  and  in  overseas  sterling 
holdhigs  ; large  amounts  of  maturing  stock  ; and  the 
dependence  of  conditions  in  the  gilt-edged  market,  and  the 
praaicability  of  stock  sales  by  the  authorities,  upon  general 
economic  prospects. 

34.  The  January/March  quarter  1953  similarly  illustrates 
recurrent  features  of  that  time  of  the  year.  There  was  a 
large  seasonal  surplus  in  the  Budget  but  this  was  not  fully 
reflected  in  Exchequer  repayments  to  the  banking  system. 
The  financial  surplus  of  the  Exchequer  was  reduced  by 
encashment  of  Tax  Reserve  Certificates  ; by  growth  of  the 
exchange  reserves  hastened  by  a seasonal  strength  in  the 
balance  of  external  payments  ; and  by  a seasonal  reduction 
in  the  note  issue.  A reduction  in  non-bank  holdings  of 
market  Treasury  Bills,  reflecting  tax  payments,  diminished 
the  reduction  in  Treasury  Bills  held  by  the  banks — though 
in  1953  this  was  offset  by  a rise  in  some  overseas  holdings 
which  was  not  a regular  seasonal  movement. 

35.  There  was,  between  January  and  March  1953,  a net 
repayment  to  the  market  of  £202  million,  an  amount  just 
under  one-fifth  of  the  total  borrowing  from  the  market  by 
Treasury  Bills  and  sales  of  stock  during  the  previous  nine 
months. 

36.  The  repayment  was  essentially  a reduction  of  Treasury 
BUls,  for  net  stock  sales  continued,  though  almost  £150 
million  of  stock  maturing  in  March  was  still  outstanding 
and  was  redeemed  for  cash.  The  continued  improvement 
in  the  economic  situation  was  accompanied  by  a moderate 
but  steady  rise  in  gilt-edged  prices.  An  issue,  for  cash,  of 
£100  million  3%  Exchequer  Stock,  1960,  was  made.  This, 
and  other  sales,  brought  in  £67  million,  after  allowing  for 
redemptions.  Thus  Treasury  Bills  in  the  market  were 
reduced  by  £269  million,  though  leaving  a net  increase  on 
the  year  1952/53  of  £401  million. 

37.  The  clearing  banks’  Treasury  Bills  and  call  money 
fell  by  rather  more  than  the  fall  in  total  market  Treasury 
Bills.  Additionally  in  this  quarter  they  sold  £26  million  of 
investments  and  increased  their  advances  by  £49  million. 
About  one-third  of  the  increase  in  advances  was  made  to 
nationalised  industries. 

38.  Thus  over  the  whole  year  1952/53,  the  clearing  banks 
were  left  with  an  increase  of  £223  million  in  their  Treasury 
Bills  and  c^  money.  They  increased  their  investments  by 
£187  million.  Their  advances  as  a whole  fell  £148  million, 
thou^  with  but  slight  net  change  in  their  advances  to 
nationalised  industries  ; their  discounts  of  commercial  bills 
fell  by  £107  million.  Their  net  deposits  correspondingly 
rose  by  £158  rnillion,  or  rather  over  2i%.  Their  liquidity 
ratio  fell  to  just  under  33%,  a net  rise  on  the  year  of  M %. 
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9.  Some  Features  of  Monetary  History,  1951  to  1957 


39.  Tliroughout  the  financial  year  1953/54  industrial 
output  and  home  toade  continued  to  expand  and  recovery 
m the  external  position  was,  in  most  respects,  maintained. 
The  exchange  reserves  went  on  rising,  though  accompanied 
by  an  increase  in  overseas  sterling  holdings.  Import  prices 
fell  further.  Export  earnings  began,  though  at  first  slowly, 
to  recover  from  their  setback  in  the  previous  year. 

40.  The  expansion  of  home  output  and  trade  did  nob 
initially,  lead  to  an  expansion  in  bank  advances.  In  the 
first  six  months,  between  April  and  September  1953,  the 
advance  of  the  clearing  banks  fell  £136  million  ; of  this  fall 
about  one-third  was  in  advances  to  private  borrowers. 
There  was  some  further  faU  in  discounts  of  commercial  bills 

41.  The  nationalised  industries  repaid  bank  advances  out 
of  the  proceeds  of  new  issues  of  Guaranteed  Stock,  calls  on 
which  amounted  to  nearly  £200  million  in  this  half  year. 
The  total  of  Government  and  Guaranteed  Stock  sales  made 
by  the  authorities  slightly  more  than  covered  this  amount. 

42.  The  general  economic  recovery  that  was  proceeding 
led  confidence  to  be  maintained  in  gilt-edged  market ; 
prices  were  rising  subject  to  relatively  few  fluctuations.  An 
issue  of  a further  £100  million  of  3%  Exchequer  Stock, 
1960,  was  made  in  June  1953.  There  were  no  redemptions 
at  this  time.  But  £577  million  of  Serial  Funding  Stock 
would  fall  due  for  redemption  in  November  1953  and  £810 
million  of  National  War  Bonds  in  March  1954,  and  some 
departmental  purchases  of  thee  Stocks  were  made  in  antici- 
pation of  their  redemption.  The  net  total  of  stock  sales 
reulting  from  all  these  transactions  was  maintained  at  the 
high  level  of  £211  million  and,  following  an  ofier  made  in 
July  1953,  £398_milhon  of  the  24%  National  War  Bonds 
due  for  redemption  in  March  were  converted  in  September 
into  24%  National  War  Bonds  1954/56. 

43.  Effectively,  however,  only  £16  million  of  the  proceeds 
from  these  stock  sales  was  available  to  finance  the  Exchequer’s 
general  requirements  after  meeting  the  c^s  on  nationalised 
industries’  stock  issues.  These  general  requirements,  for  the 
Budget,  E.E.A.,  etc,,  led  to  an  increase  in  market  Treasury 
Bills  of  £498  million.  The  associated  rise  in  the  clearing 
banks’  Treasury  Bills  and  call  money  was  only  £370  million. 
Thei'C  was  a large  rise  in  other  holdings,  probably  both 
domestic  and  overseas,  of  Treasury  Bills. 

44.  During  these  months  the  trend  of  interest  rates  abroad 
appeared  to  have  changed  direction.  The  general  trend  had 
been  upwards  in  1952  and,  in  particular,  early  in  1953  rates 
in  the  U.S.A.  began  first  to  harden  and  then  to  rise  distinctly 
from  April  to  June.  Thereafter  U.S.  interest  rates  began  to 
decline.  Similar  downward  trends  were  observable  in 
several  European  countries. 

45.  In  the  London  market  the  considerable  reduction  in 
the  supply  of  commercial  bills  since  March  the  previous  year 
had  tMided  for  some  time  to  bring  down  the  market  discount 
rates  for  these.  The  differential  between  the  Treasury  Bill 
rate  and  commercial  bill  rates  was  proving  more  difiicult  to 
maintain.  A lowering  of  rates  abroad  could  be  expected 
to  reduce  still  more  the  volume  of  commercial  bills  in  London. 
AdditionaUy,  the  opinion  was  widely  held  that  the  level  of 
rates  and  the  restriction,  since  early  in  1952,  of  facilities  for 
financing  international  trade,  were  hindering  exports.  At 
the  end  of  July  1953,  the  facilities  were  restored,  but  pressure 
on  the  commercial  bill  rate  continued.  By  early  September 
the  case  for  a lowering  of  commercial  bill  rates  was  strong. 

46.  On  the  other  hand  no  widely  spread  easing  of  monetary 
policy  was  warranted  by  the  general  economic  situation. 
Inflationary  pressure,  while  better  contained,  had  dearly  not 
passed.  None  the  less,  it  was  desirable  to  avoid  a position 
developing  where  rates  became  fixed  without  any  adjustment 
to  market  trends  and  to  lesser  acuteness  of  pressures  externally 
and  at  home.  To  make  some  adjustment  should  make  it 
easier  to  operate  towards  tighter  or  easier  conditions  in  the 
coming  months,  as  might  prove  suitable.  This  argument 
had  been  present  for  some  time  but  market  conditions  had 
not  been  so  pressing  nor  had  it  been  so  evident  how  interest 
rates  were  moving  abroad.  Now,  however,  another  objection 
applied  to  any  positive  action  to  lower  the  general  level  of 
rates.  Just  ahead  lay  substantial  issues  of  stock  to  refund 
maturing  debt,  and  the  ^ssue  by  I.S.H.R.A.  of  shares  in  steel 
undertakings,  under  the  provisions  of  the  Iron  and  Steel 
Act  1953.  It  is  a cardinal  principle  of  policy  Qiat  Bank 
Rate  should  not  be  used  to  influence  security  prices  in  close 
comection  with  a stodc  operation.  TTie  situation  at  this 
point  illustrated  the  limitation  on  discretion  to  influence 
rates  that  is  caused  by  frequent  maturities  of  Government 
stock. 


[Continued 


47.  There  was,  therefore,  a balance  of  considerations 
whether  Bank  Rate  should  be  lowered  ; technical  considera- 
tions clearly  favoured  a reduction,  general  considerations 
were  divided.  Unification  of  the  Bank  Rate  with  the  Special 
Rate,  then  standing  at  34%,  provided  means  by  which 
levels  of  commercial  bill  rates  could  be  adjusted,  and  some 
mobility  restored  to  other  short-term  rates — wMe  keeping 
Bank  Rate  in  touch  with  market  rates — and  yet  resist  inter- 
pretation of  these  moves  as  a return  towards  easy  money. 

48.  On  the  17th  September  1953  Bank  Rate  was  reduced 
from  4%  to  34%  and  the  previously  existing  Special  Rate 
was  merged  with  Bank  Rate.  The  differential  between 
commercial  and  Treasury  Bill  rates  diminished,  although 
the  average  rate  of  discount  on  Treasu^  Bills  also  fell,  by 
nearly  J%,  following  this  change.  The  interest  rate  allowed 
by  the  Banks  on  deposit  accounts  was  reduced  from  2% 
to  1|%.  The  average  rate  of  interest  charged  on  bank 
advances  decreased  slightly.  There  was  a general  fall  in 
yields  on  gilt-edged  securities  ; the  yield  on  24%  Consols 
fell  from  4T4%  at  the  beginning  of  September  to  3-91% 
at  the  end.  Prices  of  ordinary  shares  had  been  rising  since 
May  and  the  actual  dividend  yield  on  them  had  been  falling  ; 
these  movements  continued,  at  about  the  same  speed  as 
before. 

49.  In  the  remaining  months  of  the  year,  from  October 
1953  to  March  1954,  the  clearing  banks  increased  both  their 
investments,  by  £132  million,  and  their  advances,  by  £98 
million.  Their  liquidity  ratio  at  the  beginning  of  this  period 
was  37-4%.  The  increase  in  advances  was  mainly  to  private 
borrowers ; the  B.B.A.  analysis  suggests  that  tte  increase 
was  spread  over  most  classes  of  trade  and  industry  and,  to 
the  extent  of  about  £12  million,  was  in  the  group  “ Personal 
and  Professional.”  The  pressure  of  demands  for  advances 
increased  after  the  lowering  of  Bank  Rate  in  September. 

50.  During  these  six  months,  net  sales  of  stock  were 
maintained  and  further  very  considerable  conversion  issues 
were  made.  In  October  1953  there  was  an  issue,  for  cash,  of 
£341  million  3%  Exchequer  Stock,  1962/63  and  £552  million 
of  the  maturing  Serial  Funding  Stock  was  converted  into 
further  Serial  Funding  Stocks  1954  and  1957.  In  February 
£341  million  of  the  outstanding  amount  of  National  War 
Bonds,  1952/54,  was  converted  into  34%  Conversion  Stock, 
1969.  Despite  these  large  conversions,  there  were  redemp- 
tions of  just  under  £100  million  but.  after  including  this 
disbursanent,  a net  total  of  £240  million  was  raised  by  stock 
sales  between  October  1953  and  March  1954.  Further  issues 
of  guaranteed  stodc,  to  a nominal  £95  million,  ware  made 
in  February  and  March.  Additionally,  in  October  the  first 
public  offer  for  sale  was  made  by  I.S.H.R.A.,  followed  by 
other  offers  in  January.  Initially  a range  of  government 
stocks,  later  narrowed  to  one  stock,  could  be  tendered  in 
lieu  of  cash  with  applications  for  these  steel  shares.  The 
Bank  of  England  acted  as  receiving  banker  for  these  public 
offers,  but  cash  received  from  these  is  not  treated  as  part  of 
the  stock  sales  by  the  authorities.  (The  net  cash  received, 
or  disbursed  by  way  of  fresh  investment  for  the  development 
of  steel  companies,  by  LS.H.R.A.  is  treated  as  part  of  the 
general  Exchequer  surplus  or  requirement  for  the  period 
concerned). 

51.  Out  of  the  net  £240  millioa  raised  by  stock  sales, 
£116  mUlion  was  required  for  nationalised  industries  to  meet 
calls  on  their  stock  issues,  and  for  departmental  loans  to  the 
Post  Office,  so  that  £124  million  was  provided  towards  general 
Exchequer  finance.  The  revenue  season  brought  this  into 
surplus.  So  floating  debt  was  substantially  reduced. 

52.  The  Treasury  Bills  and  caU  money  of  the  clearing 
banks  fell  so  sharpb'  as  very  largely  to  reverse  the  rise  that 
occurred  in  the  first  half  year.  This  fall  in  the  banks’  Treasury 
Bill  assets  resulted  from  two  main  factors. 

53.  First,  as  already  indicated,  in  this  half  year  Treasury 
Bills  in  the  market  as  a whole  fell  by  over  £300  million,  due 
to  the  Exchequer  surplus  between  January  and  March  and 
to  stock  sales.  It  may  be  noted  here  that  one  financial  change 
had  assisted  to  limit  Budget  expenditure  throughout  the  year. 
After  December,  1952,  local  authorities  had  been,  allowed 
and  indeed  encouraged  to  go  to  the  market  for  their  capital 
needs.  Loans  to  local  authorities,  appearing  as  Budget 
below-the-line  expenditure,  fell  from  £412  million  in  1952/53 
to  £299  miUion  in  1953/54. 

54.  The  second  main  factor  leading  to  the  faU  in  the 
clearing  banks’  Treasury  BUls  and  caU  money  was  a very 
considerable  rise  in  “ outside  ” holdings  of  Treasury  Bills. 
In  1952/53  overseas  and  domestic  holdings  of  Treasury  BiUs 
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outside  those  held  by  the  Banking  Department  of  the  Bank 
of  England,  by  the  clearing  banks,  or  by  the  Discount 
Market  rose  about  £100  million  over  the  year  as  a whole. 

In  this  year,  however,  they  rose  by  the  order  of  £250  million, 
about  two  thirds  of  this  rise  being  in  the  latter  half  of  the 
year.  The  rise  probably  reflected  not  only  larger  overseas 
sterling  holdings  but  also  a steadily  growing  response  to  the 
higher  yields  (as  compared  with  the  days  of  cheap  short-term 
money)  obtained  by  buying  Treasury  Bills.  A lowering  of 
interest  rates  abroad,  to  which  reference  is  made  in  para- 
graph 56  below,  encouraged  acquisition  of  sterling  balances 
and,  by  arousing  expectations  of  a similar  reduction  in  the 
United  Kingdom,  may  have  added  temporarily  to  the  attrac- 
tions of  Treasury  Bills  as  a short-term  investment. 

55.  Thus  by  March  1954,  as  compared  with  a year  before, 
the  clearing  banks  were  left  with  a net  rise  of  only  £35  million 
in  their  Treasury  Bills  and  call  money.  As  commercial  bills 
and  cash  also  rose,  their  liquid  assets  as  a whole  rose  £64 
million.  Their  investments  were  higher  by  £147  million. 
Their  advances  still  showed  a net  fall  on  the  year,  advances 
to  nationalised  industries  having  fallen  by  £50  million  and 
other  advances  having  risen  by  £12  million.  These  change 
were  associated  with  a rise  of  £168  million,  nearly  3%,  in 
their  net  deposits,  and  a fractional  rise  in  their  liquidity 
ratio,  to  33%. 

56.  Early  in  1954  there  was  a renewed  lowering  of  money 
rates  in  centres  abroai  On  4th  February  discount  rates 
were  lowered  both  in  the  U.S.A.  and  in  France,  and  monetary 
conditions  were  easing  elsewhere.  The  prevailing  general 
strengfe  of  sterhng  in  foreign  exchange  markets  maintained 
forward  exchange  rates  at  a level  which  made  it  attractive 
for  overseas  money  to  take  advantage  of  what  had  become 
relatively  high  short-term  yields  here.  There  was  an  inflow 
of  funds.  The  immediate  reaction  to  lower  rates  abroad  was 
a distinct  rise  in  gilt-edged  prices,  and  in  equities,  and  a 
slight  fall  in  the  Treasury  Bill  rate  at  the  next  tender.  The 
discount  houses  reduced  their  rate  for  prime  bank  bills  by 

% in  mid-February  but  the  Treasury  Bill  rate  was  steadied  ; 
diere  was  a small  amount  of  borrowing  from  the  Bank. 

57.  At  the  beginning  of  the  new  financial  year,  April  1954, 
the  immediate  external  situation  was  relatively  strong.  The 
exchange  reserves  were  rising,  not  solely  becaxise  of  an  inflow 
of  short-term  funds.  The  rest  of  the  sterling  area  was  in 
larger  surplus  with  non-sterling  coimtries.  British  exports 
were  rising  steadily,  rather  faster  than  was  industrial  output ; 
there  were  complaints  toat  inadequacy  of  credit  hindered 
more  rapid  grow^.  The  rate  quoted  for  transferable  sterling 
had  improved  from  a discount  of  1 -ft  % on  the  ofBcial 
rate  in  March  to  J%  in  April.  This  followed  on  the 
unification,  in  March,  of  the  Transferable  Account  Area 
and  re-opening  of  the  London  Gold  Market.  Other  facilities, 
directed  both  to  assisting  British  overseas  trade  and  to 
maintaining  the  international  acceptability  of  sterling,  had 
been  under  way  for  some  time  and  their  development  con- 
tinued. Notable  among  these  were  the  re-opening  of 
commodity  markets,  with  wide  facilities  for  international 
use  of  sterling,  and  1he  resumption  of  foreign  currency 
arbitrage.  The  home  situation  showed  a considerable 
growth  in  industrial  output,  and  productivity.  There  had 
been  relative  stability  in  the  prices  of  manufactured  goods, 
thougji  lower  import  prices  had  contributed  largely  to  this. 
On  the  other  handj  there  was  necessarily  uncertainty  as  to 
how  the  situation  would  develop.  There  were  definite 
prospects  of  hi^er  home  demands,  on  governmental  account 
and  by  consumers  as  well  as  for  industrial  investment,  to 
which  special  encouragement  was  given  by  investment 
allowances  in  the  Budget  of  April  1954. 

58.  The  external  situation,  generally,  and  associated 
trends  in  market  rates  warranted  some  lowering  of  short- 
term rates  in  London ; such  a lowering  was  already  subs- 
tantially anticipated  in  prevailing  gilt-edged  prices.  The 
internal  situation  appeared  consistent  with  some  lowering 
of  rates,  thou^  not  with  any  m^ior  easing  of  credit  The 
general  desirability  of  obtaining  movement  in  rates,  if 
monetary  measures  were  not  to  appear  and  to  be  frozen 
into  a rigid  pattern,  was  decisive  in  determining  that  in 
these  conditions  Bank  Rate  should  be  lowered  by  i%. 
Bank  Rate  was  reduced  to  3%  on  13  th  May  1954,  viewed 
as  an  adjustment  to  prevailing  market  conditions  in  the 
normal  operation  of  a flexible  monetary  policy.  Treasury 
BUI  rates  came  down  and  continued  to  ease  until  July,  when 
they  steadied  about  i%  below  the  level  before  Ba^  Rate 
was  changed.  The  Committee  of  London  Clearing  Bankers 
decided  upon  appropriate  changes  in  their  money  market 
rates  and  in  their  deposit  rate,  which  was  reduced  to  Ii%. 


59.  In  July  1954  restrictions  were  lifted  on  minimum 
deposits  and  periods  of  repayment  in  hire-purchase  contracts. 
The  following  month  the  Chancellor  of  the  Exchequer 
informed  the  Capital  Issues  Committee  that  they  need  not 
impose  a rigid  ban  on  all  new  finance  for  hire-purchase, 
but  that  they  should  bear  in  mind  that  an  excessive  expansion 
of  consumer  credit  would  not  be  in  the  national  interest. 
Hire  - purchase  finance  companies  subsequently  raised 
additional  long-term  finance  and  bank  advances  made  to 
them  rose. 

60.  Advances  by  clearing  banks  continued  the  increase 
that  had  begun  late  in  1953.  Advances  rose  both  to  private 
borrowers  and  to  nationalised  industries,  except  between 
June  and  September  1954,  when  advances  to  nationalised 
industries  and  those  to  private  borrowers  both  fell  slightly. 

61.  Influenced  by  rising  security  markets,  net  sales  of 
securities  were  increasing  before  the  lowering  of  Bank  Rate 
in  May  1954  and  continued,  initially,  at  a fairly  high  level. 
But  extensive  refunding  of  maturing  stock  lay  ahead.  £321 
million  of  3%  National  Defence  Loan,  1954/58,  was  called 
for  repayment  in  September  ; £535  million  of  Serial  Funding 
Stock  was  to  mature  in  November ; £734  million^  of 
Exchequer  Stock  in  February  1955 — a total  of  £1,590  million. 
Offers  of  2%  Conversion  Stock,  1958/59,  for  cash  and  in 
conversion  of  the  National  Defence  Loan  were  made  at 
the  end  of  May,  followed  in  July  by  offers  of  3i%  Funding 
Stock,  1999/2004,  and  of  24%  Exchequer  Stock,  1963/64, 
in  conversion  of  the  Serial  Funding  Stock.  These  issues 
totalled  over  £1,000  miUion  nominal ; £300  million  was 
for  cash  and  just  over  £700  miUion  was  assented  for  con- 
version. In  August,  there  was  an  issue  of  £100  million  of 
British  Electricity  Guaranteed  Stock. 

62.  The  effect  of  these  issues,  and  of  other  stock  trans- 
actions, was  that  a net  £231  million  was  raised  in  cash  from 
the  market  between  April  and  September  (after  including  a 
cash  redemption  of  £28  million  in  September)  and  in  addition 
assent  had  been  obtained  for  the  conversion  of  £413  million 
of  stock  maturing  later  in  the  year.  The  cash  raised  from  the 
market  at  this  time  would,  it  may  be  presumed,  have  been 
larger  had  it  not  been  for  continuing  departmental  purchases 
of  the  stock  maturing  in  November  and  in  February  1955. 
This  limiting  influence  was  more  marked  in  the  September 
quarter. 

63.  This  cash  raised  from  the  market  by  stock  sales 
between  April  and  September  exceeded  the  payments  made 
to  nationalised  industries  against  calls  on  their  stock.  Of 
the  £231  million  raised,  £122  million  was  available  to  meet 
the  market  requirements  of  the  Exchequer. 

64.  The  Exchequer’s  market  requirements  were  smaller 
than  in  the  two  previous  years,  partly  because  the  Budget 
overall  was  in  lesser  deficit,  partly  because  of  a substantial 
increase  in  national  savings  and  T.R.C.  These  more  than 
offset  increased  requirements  for  E.E.A.  and  external  debt, 
which  resulted  from  more  rapid  growth  of  the  exchange 
reserves  until  June  and  from  repayment  of  debt  to  E.P.U. 
in  July  and  to  LM.F.  in  August.  The  total  of  market 
Treasury  Bills  increased  in  the  half  year  from  April  to 
September  by  only  £267  million,  as  compared  with  £539 
million  and  £498  million  in  the  corresponding  months  of 
1952/53,  1953/54  respectively.  There  was  a net  increase  in 
outside  holdings  of  Treasury  Bills,  the  outcome  of  divergent 
movements  on  the  part  of  different  holders.  At  least  some 
overseas  holdings  fell  distinctly  but  in  the  September  quarter 
other  holdings,  probably  home  holdings,  rose  by  more  than 
enough  to  offset  this.  The  net  result  was  that  the  Treasury 
Bills  and  call  money  of  the  clearing  banks  rose  by  £136 
million. 

65.  However  towards  the  end  of  the  September  quarter 
market  Treasury  Bills  were  rising  more  rapidly  and  con- 
tinued to  do  so.  The  cause  did  not  lie  in  increased  Exchequer 
requirements.  The  primary  factor  lay  in  a net  payment  to 
the  market  of  £117  million  on  account  of  stock  transactions. 
Out  of  the  November  maturity,  £122  million  was  redeemed 
for  cash.  £8  million  was  expended  by  Sinking  Funds. 
Other  stock  transactions  brought  in  a net  £13  million. 

66.  Two  factors  largely  influenced  the  smallness  of  the 
total  of  net  sales.  Firstiy,  there  was  the  large  redemption, 
mentioned  above,  of  the  November  maturity  and  there  were 
also  continuing  preparations  for  the  £734  million  of  stock 
maturing  in  February  1955.  Secondly,  the  market  weakened. 
There  was  industrial  dispute  in  October.  Then  from  mid- 
November  prices  began  to  fall,  influenced  by  a hardening  of 
short-term  rates  and  by  fears  of  a strengthening  of  inflation 
and  doubts  about  the  foreign  exchange  situation  (to  which 
references  are  made  in  paragraphs  68  and  69  below). 
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outside  those  held  by  the  Banking  Department  of  the  Bank 
of  England,  by  the  clearing  banks,  or  by  the  Discount 
Market  rose  about  £100  million  over  the  year  as  a whole. 

In  this  year,  however,  they  rose  by  the  order  of  £250  million, 
about  two  thkds  of  this  rise  being  in  the  latter  half  of  the 
year.  The  rise  probably  reflected  not  only  larger  overseas 
sterling  holding  but  also  a steadily  growing  response  to  the 
higher  yields  (as  compared  with  the  days  of  cheap  short-term 
money)  obtained  by  buying  Treasury  Bills.  A lowering  of 
interest  rates  abroad,  to  which  reference  is  made  in  para- 
graph 56  below,  encouraged  acquisition  of  sterling  balances 
and,  by  arousing  expectations  of  a similar  reduction  in  the 
United  Kingdom,  may  have  added  temporarily  to  the  attrac- 
tions of  Treasury  Bills  as  a short-term  investment. 

55.  Thus  by  March  1954,  as  compared  with  a year  before, 
the  clej^rips  banks  were  left  with  a net  rise  of  only  £35  million 
in  their  Treasury  BUls  and  call  money.  As  commercial  bills 
and  cash  also  rose,  their  liquid  assets  as  a whole  rose  £64 
million.  Their  investments  were  hi^er  by  £147  million. 
Their  advances  stiM  showed  a net  fall  on  the  year,  advances 
to  nationalised  industries  having  fallen  by  £50  niillion  and 
other  advances  having  risen  by  £12  million.  These  change 
were  associated  with  a rise  of  £168  million,  nearly  3%,  in 
their  net  deposits,  and  a fractional  rise  in  their  liquidity 
ratio,  to  33%. 

56.  Early  in  1954  there  was  a renewed  lowering  of  money 
rates  in  centres  abroad.  On  4th  February  discount  rates 
were  lowered  both  in  the  U.S.A.  and  in  France,  and  monetary 
conditions  were  easing  elsewhere.  The  prevailing  gerieral 
strengUi  of  sterling  in  foreign  exchan^  markets  maintained 
forward  exchange  rates  at  a level  which  made  it  attractive 
for  overseas  money  to  take  advantage  of  what  had  become 
relatively  high  short-term  yields  here.  There  was  an  inflow 
of  funds.  The  immediate  reaction  to  lower  rates  abroad  was 
a distinct  rise  in  gilt-edged  prices,  and  in  equities,  and  a 
slight  fall  in  the  Treasury  Bill  rate  at  the  next  tender.  The 
discount  houses  reduced  their  rate  for  prime  bank  bills  by 
■A-  % in  mid-February  but  the  Treasury  Bill  rate  was  steadied  ; 
there  was  a small  amount  of  borrowing  from  the  Bank. 

57.  At  the  beginning  of  the  new  financial  year,  April  1954, 
the  immediate  external  situation  was  relatively  strong.  The 
exchange  reserves  were  rising,  not  solely  because  of  an  inflow 
of  short-term  funds.  The  rest  of  the  sterling  area  was  in 
larger  surplus  with  non-sterling  countries.  British  exports 
were  rising  steadily,  rather  faster  than  was  industrial  output ; 
there  were  complaints  that  inadequacy  of  credit  hindered 
more  rapid  growth.  The  rate  quoted  for  transferable  sterling 
had  improved  from  a discount  of  l-^r%  on  the  official 
rate  in  March  to  J%  in  April.  This  followed  on  the 
unification,  in  March,  of  the  Transferable  Account  Area 
and  re-opening  of  the  London  Gold  Market.  Other  facilities, 
directed  both  to  assisting  British  overseas  trade  and  to 
maintainiog  the  international  acceptability  of  sterling,  had 
been  under  way  for  some  time  and  their  development  con- 
tinued. Notable  among  these  were  the  re-opening  of 
commodity  markets,  wiffi  wide  facilities  for  international 
use  of  sterling,  and  the  resumption  of  foreign  currency 
arbitrage.  The  home  situation  showed  a considerable 
growth  in  industrial  output,  and  productivity.  There  had 
been  relative  stability  in  the  prices  of  manufactured  goods, 
though  lower  import  prices  had  contributed  largely  to  this. 
On  the  other  hand,  there  was  necessarily  uncertainty  as  to 
how  the  situation  would  develop.  ITiere  were  definite 
prospects  of  higher  home  demands,  on  governmental  accoiont 
and  by  consumers  as  well  as  for  industrial  investment,  to 
which  specM  encouragement  was  given  by  investment 
allowances  in  the  Budget  of  April  1954. 

58.  The  external  situation,  generally,  and  associated 
trends  in  market  rates  warranted  some  lowering  of  short- 
term rates  in  London ; such  a lowering  was  already  subs- 
tantially anticipated  in  prevailing  gilt-edged  prices.  The 
internal  situation  appeared  consistent  with  some  lowering 
of  rates,  thou^  not  with  any  major  easing  of  credit.  The 
general  desirability  of  obtaining  movement  in  rates,  if 
monetary  measures  were  not  to  appear  and  to  be  frozen 
into  a rigid  pattern,  was  decisive  in  determining  that  in 
these  conditions  Bank  Rate  should  be  lowered  by  i%. 
Bank  Rate  was  reduced  to  3%  on  13th  May  1954,  viewed 
as  an  adjustment  to  prevailing  market  conditions  in  the 
normal  operation  of  a flexible  monetary  policy.  Treasury 
BUI  rates  came  down  and  continued  to  ease  until  Jrily,  when 
they  steadied  about  below  the  level  before  Ba^  Rate 
was  changed.  The  Committee  of  London  Clearing  Bankers 
decided  upon  appropriate  changes  in  their  money  market 
rates  and  in  their  deposit  rate,  which  was  reduced  to  U%. 


59.  In  July  1954  restrictions  were  lifted  on  minimum 
deposits  and  periods  of  repayment  in  hire-purchase  contracts. 
The  following  month  the  Chancellor  of  the  Exchequer 
informed  the  Capital  Issues  Committee  that  they  need  not 
impose  a rigid  ban  on  all  new  finance  for  hire-purchase, 
but  that  they  should  bear  in  mind  that  an  excessive  expansion 
of  consumer  credit  would  not  be  in  the  national  interest. 
Hire  - purchase  finance  companies  subsequently  raised 
additional  long-term  finance  and  bank  advances  made  to 
them  rose. 

60.  Advances  by  clearing  banks  continued  the  increase 
that  had  begun  late  in  1953.  Advances  rose  both  to  private 
borrowers  and  to  nationalised  industries,  except  between 
June  and  September  1954,  when  advances  to  nationalised 
industries  and  those  to  private  borrowers  both  fell  slightly. 

61.  Influenced  by  rising  security  markets,  net  sales  of 
securities  were  increasing  before  the  lowering  of  Bank  Rate 
in  May  1954  and  continued,  initially,  at  a fairly  high  level. 
But  extensive  refunding  of  maturing  stock  lay  ahead.  £321 
million  of  3%  National  Defence  Loan,  1954/58,  was  called 
for  repayment  in  September  ; £535  million  of  Serial  Funding 
Stock  was  to  mature  in  November ; £734  million  of 
Exchequer  Stock  in  February  1955 — a total  of  £1,590  million. 
Offers  of  2%  Conversion  Stock,  1958/59,  for  cash  and  in 
conversion  of  the  National  Defence  Loan  were  made  at 
the  end  of  May,  followed  in  July  by  offers  of  3i-%  Funding 
Stock,  1999/2004,  and  of  24%  Exchequer  Stock,  1963/64, 
in  conversion  of  the  Serial  Ftinding  Stock.  These  issues 
totalled  over  £1,000  million  nominal ; £300  mUlion  was 
for  cash  and  just  over  £700  million  was  assented  for  con- 
version. In  August,  there  was  an  issue  of  £100  million  of 
British  Electricity  Guaranteed  Stock. 

62.  The  effect  of  these  issues,  and  of  other  stock  trans- 
actions, was  that  a net  £231  million  was  raised  in  cash  from 
the  market  between  April  and  September  (after  including  a 
cash  redemption  of  £28  million  in  September)  and  in  addition 
assent  had  been  obtained  for  the  conversion  of  £413  million 
of  stock  maturing  later  in  the  year.  The  cash  raised  from  the 
market  at  this  time  would,  it  may  be  presumed,  have  been 
larger  had  it  not  been  for  continuing  department  purchases 
of  the  stock  maturing  in  November  and  in  February  1955. 
This  limiting  influence  was  more  marked  in  the  September 
quarter. 

63.  This  cash  raised  from  the  market  by  stock  sales 
between  April  and  September  exceeded  the  payments  made 
to  nationalised  industries  against  caDs  on  their  stock.  Of 
the  £231  million  raised,  £122  million  was  available  to  meet 
the  market  requirements  of  the  Exchequer. 

64.  The  Exchequer’s  market  requirements  were  smaller 
than  in  the  two  previous  years,  partly  because  the  Budget 
overall  was  in  lesser  deficit,  partly  because  of  a substantial 
increase  in  national  savings  and  T.R.C.  These  more  than 
offset  increased  requirements  for  E.E.A.  and  external  debt, 
which  resulted  from  more  rapid  growth  of  the  exchange 
reserves  until  June  and  from  repayment  of  debt  to  E.P.U. 
in  July  and  to  I.M.F.  in  August.  The  total  of  market 
Treasury  Bills  increased  in  the  half  year  from  April  to 
September  by  only  £267  million,  as  compared  with  £539 
million  and  £498  million  in  the  corresponding  months  of 
1952/53,  1953/54  respectively.  There  was  a net  increase  in 
outside  holdings  of  Treasury  Bills,  the  outcome  of  divergent 
movements  on  the  part  of  different  holders.  At  least  some 
overseas  holdings  fell  distinctly  but  in  the  September  quarter 
other  holdings,  probably  home  holdings,  rose  by  more  than 
enough  to  offset  this.  The  net  result  was  that  the  Treasury 
Bills  and  call  money  of  the  clearing  banks  rose  by  £136 
million. 

65.  However  towards  the  end  of  the  September  quarter 
market  Treasury  Bills  were  rising  more  rapidly  and  con- 
tinued to  do  so.  The  cause  did  not  lie  in  increased  Exchequer 
requirements.  The  primary  factor  lay  in  a net  payment  to 
the  market  of  £117  mOlion  on  account  of  stock  transactions. 
Out  of  the  November  maturity,  £122  million  was  redeemed 
for  cash.  £8  million  was  expended  by  Sinking  Funds. 
Other  stock  transactions  brought  in  a net  £13  million. 

66.  Two  factors  largely  influenced  the  smallness  of  the 
total  of  net  sales.  Firstly,  there  was  the  large  redemption, 
mentioned  above,  of  the  November  maturity  and  there  were 
also  continuing  preparations  for  the  £734  million  of  stock 
maturing  in  February  1955.  Secondly,  the  market  weakened. 
There  was  industrial  dispute  in  October.  Then  from  mid- 
November  prices  began  to  fall,  influenced  by  a hardening  of 
short-term  rates  and  by  fears  of  a straigthening  of  inflation 
and  doubts  about  the  foreign  exchange  situation  (to  which 
references  are  made  in  paragraphs  68  and  69  below). 
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outside  those  held  by  the  Banking  Department  of  the  Bank 
of  England,  by  the  clearing  banks,  or  by  the  Discount 
Market  rose  about  £100  million  over  the  year  as  a whole. 

In  this  year,  however,  they  rose  by  the  order  of  £250  million, 
about  two  thirds  of  this  rise  being  in  the  latter  half  of  the 
year.  The  rise  probably  reflected  not  only  larger  overseas 
sterling  holdings  but  also  a steadily  growing  response  to  the 
higher  yields  (as  compared  with  the  days  of  cheap  short-term 
money)  obtained  by  buying  Treasury  Bills.  A lowering  of 
interest  rates  abroad,  to  which  reference  is  made  in  para- 
graph 56  below,  encouraged  acquisition  of  sterling  balances 
and,  by  arousing  expectations  of  a similar  reduction  in  the 
United  Kingdom,  may  have  added  temporarily  to  the  attrac- 
tions of  Treasury  Bills  as  a short-term  investment. 

55.  Thus  by  March  1954,  as  compared  with  a year  before, 
the  clearing  banks  were  left  with  a net  rise  of  only  £35  million 
in  their  Treasury  Bills  and  call  money.  As  commercial  bills 
and  cash  also  rose,  ^eir  liquid  assets  as  a whole  rose  £64 
million.  Their  investments  were  higher  by  £147  million. 
Their  advances  still  showed  a net  fall  on  the  year,  advances 
to  nationalised  industries  having  fallen  by  £50  million  and 
other  advances  having  risen  by  £12  million.  These  changes 
were  associated  with  a rise  of  £168  million,  nearly  3%,  in 
their  net  deposits,  and  a fractional  rise  in  their  liquidity 
ratio,  to  33  %. 

56.  Early  in  1954  there  was  a renewed  lowering  of  money 
rates  in  centres  abroad.  On  4th  February  discount  rates 
were  lowered  both  in  the  U.S.A.  and  in  France,  and  monetary 
conditions  were  easing  elsewhere.  The  prevailing  general 
stren^  of  sterling  in  foreign  exchange  markets  maintained 
forward  exchange  rates  at  a level  which  made  it  attractive 
for  overseas  money  to  take  advantage  of  what  had  become 
relatively  high  short-term  yields  here.  There  was  an  inflow 
of  funds.  The  immediate  reaction  to  lower  rates  abroad  was 
a distinct  rise  in  ^t-edged  prices,  and  in  equities,  and  a 
slight  fall  in  the  Treasury  Bill  rate  at  the  next  tender.  The 
discount  houses  reduced  their  rate  for  prime  bank  bills  by 

% in  mid-February  but  the  Treasury  Bill  rate  was  steadied  ; 
Aere  was  a small  amount  of  borrowing  from  the  Bank. 

57.  At  the  beginning  of  the  new  financial  year,  April  1954, 

the  immediate  external  situation  was  relatively  strong._  The 
exchange  reserves  were  rising,  not  solely  because  of  an  inflow 
of  short-term  fun^.  The  rest  of  the  sterling  area  was  in 
larger  surplus  with  non-sterling  countries.  British  exports 
were  rising  steadily,  rather  faster  than  was  industrial  output ; 
there  were  complaints  that  inadequacy  of  credit  hindered 
more  rapid  growth.  The  rate  quoted  for  transferable  sterling 
had  improved  from  a discount  of  1 % on  the  official 

rate  in  March  to  i%  in  April.  This  followed  on  the 
unification,  in  March,  of  the  Transferable  Account  Area 
and  re-oi>enmg  of  the  London  Gold  Market.  Other  facilities, 
directed  both  to  assisting  British  overseas  trade  and  to 
maintaining  the  international  acceptability  of  sterling,  had 
been  under  way  for  some  time  and  their  development  con- 
tinued. Notable  among  these  were  the  re-opening  of 
commodity  markets,  with  wide  facilities  for  international 
use  of  sterling,  and  the  resumption  of  foreign  currency 
arbitrage.  The  home  situation  showed  a considerable 
growth  in  industrial  output,  and  productivity.  There  bad 
been  relative  stability  in  the  prices  of  manufactured  gootk, 
though  lower  import  prices  had  contributed  largely  to  this. 
On  the  other  hand,  there  was  necessarily  uncertainty  as  to 
how  the  situation  would  develop.  There  were  definite 
prospects  of  higher  home  demands,  on  governmental  accoimt 
and  by  consumers  as  well  as  for  industrial  investment,  to 
which  special  encouragement  was  given  by  investment 
allowances  in  the  Budget  of  April  1954. 

58.  The  external  situation,  generally,  and  associated 
trends  in  market  rates  warranted  some  lowering  of  short- 
term rates  in  London  ; such  a lowering  was  already  subs- 
tantially anticipated  in  prevailing  gilt-edged  prices.  The 
internal  situation  appeared  consistent  with  some  lowering 
of  rates,  though  not  witii  any  maior  easing  of  credit  The 
general  desirability  of  obtaining  movement  in  rates,  if 
monetary  measures  were  not  to  appear  and  to  be  frozen 
into  a rigid  pattern,  was  decisive  in  determining  that  in 
these  conditions  Bank  Rate  should  be  lowered  by 
Bank  Rate  was  reduced  to  3%  on  13th  May  1954,  viewed 
as  an  adjustment  to  prevailing  market  conditions  in  the 
normal  operation  of  a flexible  monetary  policy.  Treasury 
Bill  rates  came  down  and  continued  to  ease  unffi  July,  when 
they  steadied  about  below  the  level  before  Bank  Rate 
was  changed.  The  Committee  of  London  Clearing  Bankers 
decided  upon  appropriate  changes  in  their  money  market 
rates  and  in  their  deposit  rate,  which  was  reduced  to  1J%. 


59.  In  July  1954  restrictions  were  lifted  on  minimum 
deposits  and  periods  of  repayment  in  hire-purchase  contracts. 
The  following  month  the  Chancellor  of  the  Exchequer 
informed  the  Capital  Issues  Committee  that  they  need  not 
impose  a rigid  ban  on  all  new  finance  for  hire-purchase, 
but  that  they  should  bear  in  mind  that  an  excessive  expansion 
of  consumer  cr^t  would  not  be  in  the  national  interest. 
Hire  - purchase  toance  companies  subsequently  raised 
additional  long-term  finance  and  bank  advances  made  to 
them  rose. 

60.  Advances  by  clearing  batiks  continued  the  increase 
that  had  begun  late  in  1953.  Advances  rose  both  to  private 
borrowers  and  to  nationalised  industries,  except  between 
June  and  September  1954,  when  advances  to  nationalised 
industries  and  those  to  private  borrowers  both  fell  sli^tly. 

61.  Influenced  by  rising  security  markets,  net  sales  of 
securities  were  increasing  before  the  lowering  of  Bank  Rate 
in  May  1954  and  continued,  initially,  at  a fairly  high  level. 
But  extensive  refunding  of  maturing  stock  lay  ^ead.  £321 
million  of  3%  National  Defence  Loan,  1954/58,  was  called 
for  repayment  in  September  ; £535  million  of  Serial  Funding 
Stock  was  to  mature  in  November ; £734  million  of 
Exchequer  Stock  in  February  1955 — a total  of  £1,590  million. 
Offers  of  2%  Conversion  Stock,  1958/59,  for  cash  and  in 
conversion  of  the  National  Defence  Loan  were  made  at 
the  end  of  May,  followed  in  July  by  offers  of  3i%  Funding 
Stock,  1999/2004,  and  of  2i%  Exchequer  Stock,  1963/64, 
in  conversion  of  the  Serial  Ftinding  Stock.  These  issues 
totalled  over  £1,000  million  nominal ; £300  million  was 
for  cash  and  just  over  £700  million  was  assented  for  con- 
version. In  August,  there  was  an  issue  of  £100  million  of 
British  Electricity  Guaranteed  Stock. 

62.  The  effect  of  these  issues,  and  of  other  stock  trans- 
actions, was  that  a net  £231  million  was  raised  in  cash  from 
the  market  between  April  and  September  (after  including  a 
Cjish  redemption  of  £28  million  in  September)  and  in  addition 
assent  had  been  obtained  for  the  conversion  of  £413  million 
of  stock  maturing  later  in  the  year.  The  cash  raised  from  the 
market  at  this  time  would,  it  may  be  presumed,  have  been 
larger  had  it  not  been  for  continuing  department^  purchases 
of  the  stock  maturing  in  November  and  in  February  1955. 
This  limiting  influence  was  more  marked  in  the  September 
quarter. 

63.  This  cash  raised  from  the  market  by  stock  sales 
between  April  and  September  exceeded  the  payments  made 
to  nationalised  industries  against  calls  on  their  stock.  Of 
the  £231  million  raised,  £122  million  was  available  to  meet 
the  market  requirements  of  the  Exchequer. 

64.  The  Exchequer’s  market  requirements  were  smaller 
than  in  the  two  previous  years,  partly  because  the  Budget 
overall  was  in  lesser  deficit,  partly  because  of  a substantial 
increase  in  national  savings  and  T.R.C.  These  more  than 
offset  increased  requirements  for  E.E.A.  and  external  debt, 
which  resulted  from  more  rapid  growth  of  the  exchange 
reserves  until  June  and  from  repayment  of  debt  to  E.P.U. 
in  July  and  to  I.M.F.  in  August.  The  total  of  market 
Treasury  BOls  increased  in  the  half  year  from  April  to 
September  by  only  £267  million,  as  compared  with  £539 
million  and  £498  million  in  the  corresponding  months  of 
1952/53,  1953/54  respectively.  There  was  a net  increase  in 
outside  holdings  of  Treasury  Bills,  the  outcome  of  divergent 
movements  on  the  part  of  different  holders.  At  least  some 
overseas  holdings  fell  distinctly  but  in  the  September  quarter 
other  holdings,  probably  home  holdings,  rose  by  more  than 
enough  to  offset  this.  The  net  result  was  that  the  Treasury 
Bills  and  c^l  money  of  the  clearing  banks  rose  by  £136 
million. 

65.  However  towards  the  end  of  the  September  quarter 
market  Treasury  Bills  were  rising  more  rapidly  and  con- 
tinued to  do  so.  The  cause  did  not  lie  in  increased  Exchequer 
requirements.  The  primary  factor  lay  in  a net  payment  to 
the  market  of  £117  million  on  account  of  stock  transactions. 
Out  of  the  November  maturity,  £122  million  was  redeemed 
for  cash.  £8  million  was  expended  by  Sinking  Funds. 
Other  stock  transactions  brought  in  a net  £13  million. 

66.  Two  factors  largely  influenced  the  smallness  of  the 
total  of  net  sales.  Firstly,  there  was  the  large  redemption, 
mentioned  above,  of  the  November  maturity  and  there  were 
also  continuing  preparations  for  the  £734  million  of  stock 
maturing  in  February  1955.  Secondly,  the  market  weakened. 
There  was  industrial  dispute  in  October,  Then  from  mid- 
November  prices  began  to  fall,  influenced  by  a hardening  of 
short-term  rates  and  by  fears  of  a strengthening  of  inflation 
and  doubts  about  the  foreign  exchange  situation  (to  which 
references  are  made  in  paragraphs  68  and  69  below). 
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80.  None  the  less,  the  Budget  surplus  and  receipts  from 
the  E.E.A.  had  allowed  a net  reduction  of  m^ket  Treasury 
Bills  over  the  March  quarter  by  £373  million.  F^her. 
outside  holdings  of  Treasury  Bills  had  mcreased  sharply, 
an  increase  presumably  much  influenced  by  a further  nse 
in  the  differential  between  the  deposit  rate  and  the  Treasi^ 

Bill  rate.  After  the  increase  of  Bank  Rate  in  February,  this 
differential  had  risen  to  about  U %.  (In  the  months  pre^mg 
November  1954  the  differential  had  been  about  one-thud  ot 
one  per  cent).  Together  these  factors  led  in  this  quarter 
to  a fall  of  £350  million  in  the  holdings  of  Treasu^  Bills  by 
the  clearing  banks.  Holdings  of  Treasury  Bills  by 
Discount  Market  fell  sharply  too,  but  this  fall  was  not  fully 
reflected  by  the  decrease  in  the  call  money  loaned  by  the 
clearing  banks.  There  must  have  been  changes  m the 
Discount  Market’s  assets  other  than  Treasury  Bills,  and  m 
the  funds  loaned  to  the  Discount  Market  oAer  than  by  the 
clearing  banks,  which  were  offsetting  the  faU  in  their  Treasury 
Bills.  But  the  fall  that  did  occur  in  call  rnoney,  £60  i^on, 
and  the  large  fall  in  the  banlis’  Treasury  Bills,  were  sufficient 
to  reduce  these  assets  of  the  clearing  banks  by  £176  million 
on  the  year  1954/55  as  a whole.  All  their  other  assets  were 
higher  on  the  year  ; commercial  bills  by  £33  milhon,  advances 
by  £264  nflUion,  and  investments  by  £11  million.  There  was 
a corresponding  rise  of  £128  million  in  their  net  deposits 
during  1954/55  and  a fall  in  their  liquidity  ratio  of  three 
points,  to  just  below  30  %. 

81.  Over  the  three  years  1952/53  to  1954/55  there  had 
now  been  an  increase  in  the  Fiduciary  Note  Issue  of  £325 
million,  23  %,  and  in  the  net  deposits  of  the  clearing  banks 
of  £454  million,  8 %.  Advances  by  the  clearing  banks  were 
higher  by  £78  million  (just  over  one  half  of  the  mcrease 
being  to  private  borrowers)  but  their  commercial  bills  were 
lower  by  £60  million.  Their  investments  had  risen  £346 
million.  Their  Treasury  BOls  had  increased  by  £171  milhon 
hut  their  call  money  was  down  by  £88  million  (one  factor  in 
this  last  change  having,  presumably,  been  a fall  in  com- 
mercial bill  holdings  of  the  Discount  Market ; another,  a 
movement  of  Treasury  BOls  from  the  Discount  Market  to 
outside  holders).  Holdings  of  Treasury  Bills  outside  the 
Banking  Department  of  the  Bank  of  England  and  the  dearmg 
banks,  directly  or  through  call  money  to  the  Discount 
Market,  rose  by  £665  million.  The  total  of  Treasury  Bills 
in  Ae  market  had  been  mcreased  by  £696  million. 

82.  Net  sales  of  stock  by  the  authorities,  including 
redemptions  of  maturing  stock,  had  reached  just  over  £900 
million  during  these  three  years,  but  of  this  borrowing 
through  stock  sales  just  over  £750  million  may  be  treated 
as  required  to  meet  nationalised  industries’  borrowing 
against  issues  of  guaranteed  stock  or  as  made  in  net  depart- 
mental loans  towards  Post  Office  capital  expenditures.  In 
addition  £3,949  million  of  government  stock  had  matured 
during  the  period,  of  which  £3,366  million  had  been  con- 
verted and  £583  nflllion  redeemed. 

83.  In  the  course  of  1955  boom  conditions  developed  in 
all  the  main  manufacturing  countries.  Industrial  investment 
rose  generally.  In  the  United  Kingdom,  a swift  rise  in  the 
capital  expenditures  of  industry  was  accompanied  by  larger 
additions  to  stocks  and  work-in-progress  ; apart  from 
rev^uations  due  to  price  changes,  these  additions  were  three 
or  four  times  as  large  as  in  the  previous  year.  Personal 
income  rose  faster.  Heavy  demands  falling  on  the  metal- 
using industries,  for  exports,  for  home  investment  and  for 
cars  and  other  “ durables  ” on  which  consumers’  expenditure 
Tnainly  rose,  led  to  a great  rise  in  imports  of  fuels  and  metals. 
Imports,  partly  for  stock,  of  foods  and  feeding-stuffs  also 
rose.  Exports  grew,  but  at  a lower  rate.  Net  earnings  from 
current  invisibles  fell,  largely  due  to  transactions  on  account 
of  oil  operations  in  the  Middle  East  and  to  greater  expendi- 
ture on  shipping  freights. 

84.  The  exchange  reserves  were  additionally  affected  by 
complex  movements  on  capital  account.  There  was  a 
reduction  in  British  overseas  lending  (to  which  reference  is 
made  in  paragraph  97  below)  but  there  was  a withdrawal  of 
overseas  sterling  holdings.  This  withdrawal  was  partly  a 
reflection  of  net  expenditures  of  external  reserves  by  overseas 
sterling  countries.  But  to  a greater  extent  it  denoted, 
especiSly  in  the  summer  of  1955,  withdrawals  also  by  non- 
stCTling  countries  due  to  rumours  of  a future  depreciation 
of  sterling.  The  attraction  of  hi^  short-term  interest  rates 
here  was  overcome  by  distrust  of  sterling  and,  later,  by  a 
rise  of  interest  rates  abroad. 

85.  The  rising  economic  activity  showed  in  a continued 
increase  of  advances  until  mid-summer.  There  was  no 


conviction  among  the  public  that  a curtailment  of  creffit 
would  effectively  be  enforced  or  that  the  boom  would  be 
curtailed  A renewed  rise  in  the  prices  of  mdustrial  ordinary 
shares  to  a peak  level  in  July,  was  evidence  of  the  momenturn 
behind  the  boom  and  of  the  strength  of  feeling  that  developed 
that  inflation  was  under  way.  At  least  by  April  the  ba^s 
were  action  to  review  overdraft  facilities.  But  their 

customers  drew  further  upon  the  facilities  still  available. 

86  Pressure  was  maintained  on  the  banks’  liquidity  ; from 
March  untfl  June  1955  the  liquidity  stayed  close  to  30  %,  «en 
thou^  the  banks  realised  investments  on  a large  scale.  Their 
liquidity  ratio  was  restrained  partly  through  the  nse  m their 
advances  but  equally  through  limitation  on  the  supply  ot 
Treasury  Bills.  The  proceeds  from  stock  sales,  and  from  a 
seasonal  expansion  in  the  note  issue,  enabled  the  addition 
to  market  Treasury  Bills  during  the  Jime  quarter  to  be  kept 
down  to  £2  million,  although  the  total  financial  requirement 
of  the  Exchequer  and  nationalised  industries  was  £304 
million.  But  as  overseas  holdings  of  Treasury  Bills  fell,  the 
Treasury  Bills  and  call  money  of  the  clearing  banks  rose  by 
£43  million. 

87.  Conditions  in  the  gflt-edged  market  were  variable, 
but  extensive  departmental  net  sales  were  possible,  con- 
currently with  large  sales  by  the  banks.  Prices,  as  a whole, 
rose  between  the  change  of  Bank  Rate  in  February  1955 
and  mid-April.  There  was  then  a new  and  sharp  fall— 
partly  under  pressure  of  sales,  partly  reflecting  renewed 
doubts  about  the  genial  situation— but  this  was  followed 
by  a much  more  moderate  downward  drift  until  July.  During 
the  quarter  from  April  to  June  1955,  the  authorities  sold, 
net,  £137  Tnillinn  ; the  clearing  banks  reduced  their  invest- 
ments by  £182  million. 

88.  From  June,  the  movements  of  advances  and  of 
Exchequer  borrowing  both  swung  round.  The  advices 
and  other  accounts  of  the  clearing  banks  fell  £51  million 
between  30th  June  and  20th  July.  This  was  largely  a 
reduction  of  “ other  accounts,”  which  normally  fall  sharply 
after  the  banks’  mid-year  statement.  But  it  was  also  the 
beginning  of  a reversal  in  the  trend  of  advances  generally. 

In  part  it  was  a delayed  response  to  earlier  action  by  the 
banks  on  overdraft  facilities  but  the  banks,  too,  _ were 
strengthening  their  action.  At  the  end  of  June  the  chairman 
and  the  deputy  chairman  of  the  Committee  of  London 
Clearing  Bankers  published  the  following  letter  : 

“ It  is  by  now  well  known  that  it  is  the  policy  of  Her 
Majesty’s  Government  to  restrict  the  total  volume  of 
credit  in  order  to  curtail  internal  demand  in  the  interests 
of  the  national  balance  of  payments. 

Such  a policy  makes  it  necessary  for  the  banks  to  restrict 
their  advances,  and  they  have  had  to  be,  and  must  continue 
to  be,  more  stringent  in  their  attitude  in  regard  to  advances 
to  customers,  large  and  small  alike,  however  reasonable 
those  advances  would  be  in  normal  times. 

The  banks  therefore  hope  that  their  customers  will 
understand  that  the  present  stringency  is  a matter  of  public 
policy  and  will  co-operate  with  the  banks  by  keeping  their 
credit  requirements  as  small  as  possible.” 

(Times,  30th  June  1955). 

89.  Curtailment  of  credit  by  the  banks  was  intensified 
and  aided,  when  on  25th  July  1955  the  Chancellor  of  the 
Exchequer  issued  a request  to  the  banks  to  help  in  reducing 
the  total  demand  on  the  country’s  resources  by  making  a 
positive  and  significant  reduction  in  their  advances  over  the 
next  few  months.  On  25th  July  1955  the  Chancellor  made  a 
statement  in  the  House  of  Commons  on  the  economic 
situation,  in  which  he  referred  to  a letter  he  had  that  day 
written  to  the  Governor  of  the  Bank  of  England.  The 
letter,  which  was  circulated  with  the  Official  Report, 
stated  : 

“ I should  be  glad  if  you  would  urgently  call  the  attention 
of  the  British  Bankers  Association  and  other  bodies 
concerned  to  the  statement  which  I have  just  made  in  the 
House  of  Commons  on  the  economic  situation  of  the 
country.  For  convenience,  I enclose  a copy  of  that 
statement. 

The  essential  need  of  the  moment  is  for  a reduction  in 
the  total  demand  on  the  country’s  resources.  Only  a part 
of  that  demand  is  financed  by  bank  advances ; but  it  is 
an  important  part  and  one  which,  with  the  co-operation 
of  the  banks,  can  be  readily  affected  by  the  granting  or 
withholding  of  credit.  In  such  circumstances,  I have  no 
doubt  that  the  banks  will  agree  that  it  is  their  duty  to 
reduce  the  amount  of  bank  credit  below  what  they  would 
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100  However  there  appeared  to  be  no  sufficient  modera- 
tion either  of  investment  expendi^ 

spending  within  the  United  Kmgdom  and  the 
world  economic  activity  and  trade  wm  continuing. 
condition  of  the  stock  market  had  become  even  rnore 
resistant  to  sales.  Further  action  evidently  was  needed. 

101  New  governmental  measures  were  indic^d  in  a 
statement  by  the  ChanceUor  of  the  Exchequer  on  ^tirsday 
I6tb  February,  1956,  and  followed  &e  next  day  by  a ^ 
statement  from  the  ChanceUor  on  the  economc  simahom 
On  the  Thursday  morning,  the  Bank  of 
announced  an  increase  of  Bank  Rate 

The  Chancellor  stated  that  the  move  wiU  r^orce  the 
further  disinflationary  measures  on 

have  decided.”  He  stated  further  : I should  have  1^ 

very  much  averse,  and  so  would  the  authonties,  to  the 
of  Bank  Rate  by  itself  until  we  were  in  a poadon  to  fortify 
it  by  a statement  of  the  Government  decisions  which  we 
have  now  taken,  because  1 believe  that  aU  over 
announcement  of  a rise  m Bank  Rate— had  h bem 
few  weeks  ago  when  I first  took  office— would  have  l«en 
regarded  as  a sign  of  weakness  and  fear ; whereas  I 
that,  combined  with  these  measures,  it  will  be  r««arded  as  a 
sign  of  strength.” 

102  The  measures  announced  by  the  ChanceUor  relat^ 
to  the  fields  of  pubUc  expenditure,  capital  ^d  ciment ; 
private  investment ; and  hire-purchase  credit. 
expenditures  both  of  nationalised  industnes  and  ofl^ 
auffiorities  were  to  be  reduced  or  reph^  Investment 
aUowances  were,  in  general,  replaced  by  midal  aUowances. 
Hire-purchase  credit  regulations  were  d^tened  in  respect 
both  of  mini'miim  down-payments  and  of  the  range  of  goods 
covered.  The  range  was  extended  to  cover  a comprehensive 
range  of  capital  goods. 

103.  The  ChanceUor  also  stated  that  he  looked  to  the 
banks’  to  continue  their  efforts  to  reduce  the  tot^  of  advance, 
and  that  the  C.I.C.  should  recommend  apphcadons  only 
when  it  was  ^tisfied  they  had  a definite  urgency  when  judged 
in  the  conditions  prevailing. 

104.  This  announcement  was  immediately  followed  by  a 
revival  of  buying  in  the  gilt-edged  market.  The  nse  of  Ba^ 
Rate  was  felt  at  least  to  have  consoUdated  pnces  at  the 
prevailing  level.  Indeed  a rise,  rather  than  any  fall,  m pnces 
was  now  regarded  as  the  likely  prospect.  Fiscal  a^d  monet^ 
restraints  were  deemed  to  have  reached  a peak  in  seventy 
and  likely  to  be  effective,  so  that  relaxations,  m due  comse 
might  be  awaited.  Prices  rose  until  March— when  distur- 
bance in  the  Middle  East  was  a factor  in  bringing  about  a 
faU  of  prices  from  which,  however,  the  market  bad  recovered 
by  May.  There  were  renewed  net  sales  of  stock  by  the 
authorities.  There  were  also  some  fiirthw  reductions  m the 
banks’  investments,  although  their  liquidity  ratio  stMd  at 
34'3%  on  15th  February  1956.  On  2nd  March  an  offer  of 
£300  mirnon  5%  Exchequer  Stock  for  cash  was  announced. 
On  the  other  hand,  there  were  departmental  purchases  of 
stock  made  in  early  preparation  for  the  maturity,  iti  Au;^st 
1956  of  £824  miUion  of  National  War  Bonds,  1954/5^ 
The  outcome  of  all  these  transactions  was  that  in  the  March 
quarter  £89  million  net  cash  was  raised  from  the  market  by 
stock  sales,  nearly  the  whole  of  which  was  due  to  sales 
foUowing  the  rise  of  Bank  Rate,  and  distinct  progress  was 
made  towards  preparing  for  conversion  of  the  National 
War  Bonds  maturing  in  August. 

105.  In  the  three  months  Janua^  to  March  1956  the 
Budget  overall  surplus,  at  £680  milhon,  was  larger  than  m 
the  previous  years.  Payments  by  the  E.E.A.  to  rneet  the 
increase  in  exchange  reserves  which  had  now  set  m were 
covered  by  receipts  from  various  extra-budgetary  funds,  so 
that,  after  net  repayment  of  £242  milUon  of  tax  reserve 
certificates,  Exchequer  market  borrowing  was  reduced  by 
£462  million.  The  receipts  from  sto^  s^es  enabled  this  to 
give  rise  to  a reduction  of  £551  milhon  in  market  Treasu^ 
Bills.  There  appear  again  to  have  been  complex  changes  in 
outside  holdings  of  Treasury  Bills  and  in  the  behaviour  of 
Discount  Market  assets  and  borrowings  as  a whole,  such 
that  the  Treasury  Bills  and  call  money  of  the  clearing  banks 
were  reduced  by  only  £405  million,  leaving  them  £85  million 
hi^er  over  the  year. 

106.  At  the  same  time,  there  was  a rise,  of  £54  milhon,  in 
the  advances  of  the  clearing  banks.  Rather  over  one  half  of 
this  was  due  to  advances  to  nationalised  industries — ^no  new 
issues  of  Guaranteed  stock  were  being  made.  The  increase 
in  advances  to  private  borrowers  was  noticeable^^in  the 
categories  “ Engineering  ” and  “ Eon  and  Steel.”  The 


B p A analysis  shows  an  increase  in  advances  to  these  two 
groups  of  £20  million  between  November  1955  and  February 
fo56^  This  increase  may  to  some  extent  have  been  due  to 
teefact  that  the  batiks  were  extending  then  credits  for  exports 

into  the  medium-term  field.  The  “ThMweL*^Mmch 
riep  nf  advances  both  in  these  months  and  between  M^cn 
Sd  Jme  m?(when  they  rose  by  a ffirffier  £70  million 
% ffout  equally  divided  between  private  and  other 
tSrowS  wS  coListent  with  strong  contmumg  pressure 
on  the  generality  of  pnvate  borrowers. 

107  These  changes  left  the  clearing  banks  with  a fall  in 
theh  net  deposits  of  £428  million  over  the  M^ch  quarter. 
Siis  far  more  than  offset  the  incre^e  that  had  orairred 
during  the  December  quarter.  <>er  whole  y^ 

the  net  deoosits  of  the  clearing  banks  fell  by  £312  milhon, 
fv  ^ was  matched  by  a fall  of  £119  milhon  m.  advances  ; 
a f^  of  £288  million  in  investments ; and  an  mcrease  of 
£95  million  in  liquid  assets,  of  which  cash  and  commCTCial 
bSs^r£10  milhon.  Their  liquidity  ratio  came  down 
as  compared  with  its  peak  level  m.  nud-Januaiy 
(3^%).  but  the  fall  in  non-liquid  assets  left  it  three  pomts 
higher  over  file  year,  at  33-1  %. 

108  By  the  time  of  the  Budget  on  17th  April  1956  there 
were  more  signs  that  the  several  measures  taken  w«e  having 
Sir  effect.  &y  in  April  the  rate  for  transferaWe  rterlmg 
rose  above  ?2-78  ; both  m February  ^d  m March  the 
^ible  deficit  on  overseas  trade  was  well  over  £20  milhon 
Ser  than  in  January.  Sales  of  durable  consumers  goods 
had  fallen. 


aa  laucu.  _ 

109  The  Budget  included  two  major  features  affecting 
the  structure  of  Exchequer  finance.  Oianges  m mterMt 
rates  and  tax  liabilities  affecting  » smah  savmgs  , and  the 
introduction  of  Premium  Savmgs  Bonds,  were  announced 
with  the  object  of  maintaining  and  extendmg  tos  form  of 
Bovemmental  borrowing.  Net  receipts  from  ffiese  sources, 
and  from  T.R.C.,  proved  in  1956/57  to  yield  £129  million  cash 
to  the  Exchequer,  as  contrasted  with  a net  out-payment  ot 
£117  miUion  cash  in  1955/56.  Secondly,  fin^ce  for  the 
nationalised  industries’  long-term  capital  requirements  was 
brou^t  into  the  Budget  below-the-lme.  These  industries 
were  for  a period  of  two  years,  to  receive  their  requirements 
for  long-term  capit^  expenditures  as  duect  Exchequer 
advances,  instead  of,  as  under  the  previous  arrangement,  by 
issues  of  Guaranteed  Stock,  formally  made  as  market  issues 
and  tpVpn  up  by  market  subscriptions  but  in  practice  given 
departmental  support  when  necessary,  T^ir  b^k  advances 
were  to  be  reduced  so  that  they  should  rely  on  bank  accom- 
modation solely  for  working  capital.  One  effect  expected 
from  this  change  was  that  it  would  facilitate  debt  manage- 
ment Issues  of  government  stock  could  be  bettCT  suited 
to  tiie  conditions  of  the  market,  both  in  respect  of  timing 
and  in  respect  of  terms  of  issue,  than  had  prov^  manage- 
able with  issues  of  Guaranteed  Stock.  A third  featoe  ot 
ffiis  Budget  reflected  the  action  taken  in  October  1955  wiffi 
respect  to  borrowing  by  local  authorities  (described  m 
paragraph  91  above).  Loans  to  local  authorities,  below-the- 
Hne  were  estimated  at  £220  milhon  for  the  financial 
as  against  loans  of  £331  million  made  in  1955/56.  In  the 
out-turn  for  1956/57,  these  loans  proved  to  total  £109  i^io^ 
less  than  one  half  the  estimated  amount.  Very  considerable 
use  of  the  mortgage  market,  by  local  authonties,  as  well  as 
stock  issues  of  £66  million  (nominal)  which  local  authorities 
made  directiy  to  the  market,  permitted  this  substantial 
reduction  in  capital  advances  made  to  them  by  the  Exchequer. 

110.  One  major  financial  problem  of  the  new  flnanc^ 
year  was  represented  by  the  maturity,  in  August  1956,  of  the 
£824  ^r.illir.n  of  National  War  Bonds.  Continued  depart- 
mental purchases  of  this  stock,  in  preparation  for  its 
conversion,  offset  large  sales  of  other  stock  by  the  authorities, 
althou^  conditions  in  the  gilt-edged  market  remained 
steady  until  mid-May.  In  April  a further  tranche,  £202 
million  (£250  million,  nominal),  of  3}%  Treasury  Stock, 
1979/81,  was  offered  for  cash.  On  6th  July  4i%  Conversion 
Stock,  1962,  was  offered  in  exchange  for  the  National  War 
Bonds.  £658  million  was  converted,  leaving  £166  million 
to  be  redeemed  for  ca^  in  August.  Late  in  May,  security 
markets  had  rather  suddenly  weakened,  perhaps  at  first 
unsettled  by  announcements  of  certain  price  increases, 
particularly  of  coal  and  of  steel,  and  by  a rather  heavy  load 
of  issues  by  local  authorities.  Then  various  factors — 
prospects  of  industrial  dispute  followed  by  anxieties  due  to 
international  developments  in  middle-East— continued  the 
unsettlement.  There  were  intramissions,  particularly  follow- 
ing announcement  of  good  figures  for  overseas  trade,  but 
not  until  after  the  redemption  in  August  were  there  net 
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sales  of  stock.  Over  the  first  half  of  the  financial  year 
1956/57,  from  April  to  September,  there  was  a net  cash 
payment  to  the  market  on  account  of  stock  transactions  of 
£205  million.  Essentially  this  reflected  the  stock  maturity 
of  August. 

111.  In  these  same  months  the  Exchequer  was  substantially 
in  deficit.  The  Budget  overall  was  in  deficit  of  £522  million. 
Though  receipts  from  T.R.C.  had  improved,  substantial 
receipts  from  small  savings  did  not  accrue  until  the  October 
to  December  quarter,  following  the  sales  of  new  forms  of 
National  Savings  Certificates  and  Premium  Savings  Bonds. 
E.E.A.  operations  had  at  first  added  to  Exchequer  require- 
ments, as  the  exchange  reserves  still  grew.  Then,  following 
a bre^  in  confidence  in  sterling  associated  with  the  crisis 
in  the  Middle  East,  sterling  accrued  to  the  Exchequer  as  a 
result  of  the  loss  of  reserves.  Over  these  six  months,  from 
April  to  September  1956,  E.E.A.  and  repayment  of  external 
debt  added  a net  £23  million  to  the  ExchequCT’s  needs. 

112.  Thus  a large  part  of  the  Exchequer’s  needs  had  to 
be  met  from  market  borrowing.  This,  supplemented  by  the 
out-payments  on  account  of  stock  transactions,  added  £519 
million  to  market  Treasury  Bills  between  April  and  Septem^r. 
But  the  Treasury  BUls  and  call  money  of  the  clearing  banks 
rose  only  £334  million.  There  was  again  a substantial 
increase,  well  over  £100  million,  in  outside  holdings  of 
Treasury  Bills.  Treasury  Bill  rates  had  been  tending  down- 
wards, after  their  sharp  rise  following  the  increase  of  Bank 
Rate  in  February.  The  rise  in  outside  holdings  may  have 
reflected  a rise  in  funds  available  through  redemptions  and 
disposals  of  the  stock  that  matured  in  August. 

113.  The  banks  had  continued  to  realise  investments. 
After  falling  by  £367  million  between  October  1954  and 
March  1956,  the  investments  of  the  clearing  hardcs  were 
reduced  by  a further  £30  million  by  June  and  by  an  additional 
£45  million  by  August.  Part  of  the  reduction  in  their  invest- 
ments before  August,  as  well  as  a large  part  of  the  reduction 
in  August,  was  due  to  sales  or  redemptions  of  the  National 
War  Bonds.  Indeed  the  August  figure  for  investments  was 
partly  fortuitous,  for  the  date  of  the  clearing  banks’  August 
statement  coincided  with  the  redemption  date  for  the  National 
War  Bonds,  so  that  certain  redemption  moneys  had  not  been 
reinvested.  But  the  downward  trend  of  investments  at  this 
time  when  their  liquidity  ratio  was  rising — it  stood  at  35-6% 
by  August  1956 — ^would  appear  unusual.  However,  there 
was  an  evident  possibility  that  there  would  be  abnormal 
pressure  on  their  liquidity  later  in  the  year.  The  impact  on 
their  hquid  assets,  and  deposits,  of  a prospectively  large 
Budget  surplus  wotild  he  combined  wifli  that  of  subscriptions 
to  Premium  Savings  Bonds  and  other  new  “ national  savings  ” 
securities. 

114.  Advances  as  a whole  had  been  rising,  but  reached 
their  peak  in  June.  Between  March  and  June  this  increase 
was  equally  divided  between  nationalised  industries  and 
other  borrowers.  Thereafter  “ other  accounts  ” and  advances 
to  other  borrowers  began  to  diminish,  whUe  those  to  national- 
ised industries  still  rose.  No  Exchequer  loans  to  nationalised 
industries  (other  than  coal)  were  made  until  after  the  banks’ 
August  statement.  By  then,  advances  to  nationalised 
industries  from  the  clearing  banks  were  £80  million  higher 
than  at  the  beginning  of  the  year,  while  other  advances  and 
other  accounts  had  filen  by  £1  million.  But  the  appearance, 
by  mid-summer,  from  published  figures,  that  bank  advances 
were  rising  generally  had  led  to  some  public  comment 
suggesting  that  the  banks  were  relaxing  their  restraint  on 
this  form  of  hank  lending.  A meeting  was  held  on  24th 
July  1956  between  the  Chancellor  of  the  Exchequer,  the 
Governor  of  the  Bank  of  England,  and  representatives  of 
the  clearing  banks  and  the  main  hanking  associations. 

A communique  issued  after  this  meeting  explained 
that ; “ The  meeting  discussed  the  economic  situation. 
The  Chancellor  emphasised  that  the  control  of  inflation 
was  an  essential  condition  of  success  in  dealing  with  all 
other  economic  problems.  It  was  recognised  that  effective 
action  could  only  be  taken  if  the  Government  and  the 
banking  organisations  worked  in  close  co-operation.  The 
Chancellor  reviewed  the  measures  taken  by  the  Govern- 
ment before,  in  and  since  this  year’s  Budget,  including 
measures  influencing  the  supply  of  money.  He  indicated 
that  the  Government  would  press  on  with  these  measures, 
the  effectiveness  of  which  would  increase  as  the  year  went 
on.  The  Government  recognised  the  valuable  part  already 
played  by  the  banking  system  in  maintaining  credit  restric- 
tions in  the  face  of  considerable  difficulties.  But  the 
Chancellor  asked  that  the  contraction  of  credit  should  be 


resolutely  pursued  and  that  there  should  be  no  relaxation 

in  the  present  critical  attitude  towards  applications  for 

bank  finance.  The  representatives  of  the  ban^g  organisa- 
tions took  note  of  the  Chancellor’s  statement  and  undertook 

to  meet  the  Chancellor’s  wishes  and  the  national  needs.” 

115.  This  meeting  took  place  shortly  before  the  clearing 
banks’  July  statement  was  published.  Between  the  date  of 
that  statement  and  the  date  of  their  October  statement,  their 
advances  other  than  to  nationalised  industries  fell  by  just 
over  £50  milUon.  There  was  then  a moderate  rise  for  two 
months,  hut  by  January  there  had  been  a further  net  fall 
of  £11  million. 

116.  After  the  August  maturity  of  stock,  Treasury  Bills 
in  the  market  at  first  increased  more  slowly  and  then,  from 
October,  began  to  be  reduced.  This  reversal  of  direction 
resulted  primarily  from  an  increase  in  small  savings,  from 
net  sales  of  stock,  and,  most  of  all,  from  a very  substantial 
loss  of  exchange  reserves.  The  exchange  reserves  were 
replenished,  in  December,  by  a purchase  from  the  I.M.F. 
of  U.S.  dollars  equivalent  to  about  £200  million,  but  this, 
since  the  sterling  equivalent  paid  to  the  I.M.F.  was  lent  back 
to  the  Exchequer,  did  not  add  to  the  Exchequer’s  domestic 
financial  requirements. 

117.  Conditions  in  security  markets  varied  considerably 
throughout  the  autumn  of  1956,  primarily  influenced  by 
international  developments.  The  authorities  made,  however, 
net  sales  of  stock  from  time  to  time.  From  August  the 
clearing  banks’  investments  began  to  rise ; they  rose  £62 
mMoa  by  December  1956,  and  by  a further  £13  million  by 
March  1957,  leaving  no  net  change  over  the  whole  financial 
year.  From  November  1956,  net  sales  of  stock  by  the 
authorities  became  much  more  steady.  The  earlier  tendency 
for  short-term  interest  rates  to  fall  had  been  re-asserted  and 
this  carried  over  into  security  markets,  where  an  expectation 
that  interest  rates  generally  were  in  process  of  decline  (i.e. 
that  security  prices  would  rise)  now  developed.  In  the 
December  quarter  as  a whole,  the  authorities  sold  a net 
£149  million  of  stock  and  the  volume  of  their  selling  increased 
still  more  in  the  early  part  of  1957. 

118.  Some  tendency  for  short-term  rates  to  fall  had  been 
observable  since  not  long  after  the  sharp  rise  encouraged  in 
February  1956.  The  level  then  established  was  abnormally 
high  and  the  market’s  »pectation  was  that  it  would  he 
reduced.  At  the  Mansion  House  in  October  the  Governor 
of  the  Bank  of  England  had  said  that  a somewhat  lower 
pattern  of  short-term  rates  would  be  welcome  when  conditions 
would  permit.  By  late  November,  when  the  crisis  in  the  Middle 
East  had  eased,  market  expectations  of  a fall  in  rates  began 
to  strengthen.  External  trade  had  clearly  improved  j in 
several  respects  the  domestic  economic  situation  had  become 
more  sound.  Hie  supply  of  market  Treasury  Bills  was  also 
falling  and,  even  though  outside  holdings  of  Treasury  Bills 
diminished  as  a whole,  the  fall  was  sufficient  to  produce 
keener  competition.  This  general  movement  strengthened 
in  the  early  weeks  of  1957.  The  movement  was  not  opposed 
by  the  authorities.  By  early  February  it  could  be  seen  that 
there  was  an  easing  of  pressure  on  the  foreign  ex^ange ; 
that  a Budget  surplus  was  being  realised  which  would  sustain 
the  fan  in  Treasury  Bills  ; and  that  the  recovery  in  gilt-edged 
markets  had  enabled  considerable  sales  of  stock. 

119.  By  the  beginning  of  February  1957,  short-term 
interest  rates  had  been  lowered  by  the  market  to  a level  whidi 
it  could  not  be  expected  to  maintain  if  Bank  Rate  remained 
at  5i  %.  The  vigorous  competition  for  bills,  while  founded 
on  the  diminution  in  their  supply,  rested  also  on  an  expecta- 
tion that  the  authorities  would  now  be  able  to  infinarra  credit 
conditions  without  recourse  to  the  previous  high  level  of 
short-term  rates,  A possible  reduction  of  Bank  Rate  by 
had  been  much  disclosed  and  its  effect  upon  short-term 
rates,  and  upon  security  prices,  had  effectively  been  dis- 
counted. In  these  circumstances,  a rise  of  short-term  rates 
would  have  ensued  if  Bank  Rate  were  unchanged ; there 
would  have  been  a relapse  in  the  market  for  gilt-edged 
securities. 

120.  On  7th  February  1957,  Bank  Rate  was  reduced 
from  5i  % to  5 % as  an  adjustment  to  these  market  conditions. 
As  in  1 953  and  in  1954,  if  advantage  were  not  taken  to  lower 
Bank  Rate  when  technical  conditions  were  right,  and  when 
the  general  situation  had  improved,  there  was  danger  of 
becoming  lodged  on  a high  Bank  Rate  and  of  increasing  the 
difficulty  of  making  a move  later  without  suggesting  a 
reversal  of  policy.  The  Chancellor  of  the  Exchequer 
emphasised  in  the  Hoi«e  of  Commons  that  it  would  be 
wrong  to  interpret  the  move  as  a change  in  economic  policy 
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and  that  it  was  not  a signal  for  bankers  or  others  controlling 
sources  of  finance  to  relax  credit  or  to  ease  restrictions  on 
len^g. 

1 21 . Following  the  reduction  in  Bank  Rate,  the  Committee 
of  London  aearing  Bankers  resolved  upon  appropriate 
changes  in  their  deposit  and  money  market  rates.  The 
deposit  rate  was  reduced  to  3%  ; the  rate  for  tall  mono' 
was  reduced  to  3J%  minimum.  The  Treasury  Bill  rate  fell 
A %,  to  approximately  41  %,  and,  after  a temporary  reaction, 
decreased  again,  touching  4%  on  1st  March.  Early  in 
March,  industrial  dispute  caused  uncertainty  about  pros- 
pects ; the  Treasury  Bill  rate  again  rose,  ending  the  month 
at  4A%. 

122.  The  reduction  in  Bank  Rate  was  not  followed  by 
further  rise  in  the  prices  of  gilt-edged  securities.  The 
authorities  remained  prepared  to  sell  stock  at  prevailing 
prices.  On  Ilth  February  1957,  a further  issue,  for  cash, 
of  £300  million  of  the  3i%  Funding  Stock,  1999/2004,  was 
offered  on  terms  strictly  in  accord  with  current  prices.  Net 
sales  of  stock  by  the  authorities  over  the  whole  January  to 
March  quarter,  1957,  totalled  £226  million,  but  in  the  latter 
part  of  the  quarter  the  scale  of  their  sales  had  diminished 
considerably.  The  absence  of  a further  rise  in  prices  and 
the  new  uncertainties  induced  by  industrial  dispute  held  back 
s^es. 

123.  The  amount  and  form  of  market  borrowing  by  the 
Exchequer  had  by  now  undergone  considerable  change. 
The  total  of  net  sales  of  securities  by  the  authorities,  £375 
million  over  the  six  months  October  1956  to  March  1957  ; 
the  inaease  in  National  Savings  in  the  autumn  ; the  large 
receipts  from  depletion  of  the  exchange  reserves  until 
December  1956  ; and  the  large  Budget  surplus  early  in 
1957  tod  brought  down  Treasury  Bills  in  the  market  by 
£867  million  between  the  dates  of  the  clearing  banks’  state- 
ments to  September  1956  and  in  March  1957.  The  associated 
fall  in  the  Treasury  Bills  and  call  money  of  the  clearing 
banks  was  £345  million.  Two  factom  appear  largely  to  have 
been  responsible  for  the  considerable  difference  between 
these  two  figures.  Firstly,  there  was  a fall,  probably  of  the 
order  of  not  less  than  £300  million,  in  outside  holdings  of 
Treasury  Bills.  The  greater  part  of  this  fall  had  occurred 
by  end-December.  It  probably  reflected  withdrawals  of 
sterling  by  some  overseas  holders  and  use  in  trading  activity 
of  liquid  funds  by  some  domestic  holders,  both  largely 
arising  out  of  events  in  the  Middle  East.  It  is  likely  that 
it  reflected  purchases  of  securities.  Falling  short-term 
rates  and  rising  security  prices  probably  induced  a switch, 
by  some  holders,  from  Treasury  Bills  into  securities.  Secondly, 
the  total  of  call  money  lent  by  the  clearing  banks  rose  slightly 
while  the  Treasury  BID  holding  of  the  Discoimt  Market  may 
be  expected  to  have  substantially  decreased.  The  demand 
for  short-dated  securities  notably  increased  during  the  period 
that  short-term  interest  rates  were  falling  and  it  may  be 
presumed  that  holdings  of  short  bonds  by  the  Discount 
Market  rose,  thus  maintaining  the  total  of  call  money 
employed  by  them. 

124.  This  large  fall  in  the  clearing  banks’  Treasury  Bills 
and  call  money  was,  however,  little  greater  than  the  increase 
which  had  occurred  during  the  summer  months.  Ovct 
1956/57  as  a whole,  the  reduction  in  these  assets  was  £11 
million. 

125.  Both  in  February  and  in  March  1957,  advances 
other  than  those  to  nationalised  industries  rose  swiffly. 
They  increased  by  £168  million  in  all,  an  amount  about 
three  times  as  large  as  in  these  months  of  1956.  Advances 
to  nationalised  industries  fell  £55  million.  Tlie  excess  of 
this  rise  in  advances  to  other  borrowers  over  that  which 
may  be  regarded  as  a seasonal  expansion  appeared  to  have 
been  fairly  widely  spread.  The  B.B.A.  analysis  suggested 


there  were  few  groups  which  showed  decreases  in  advances. 
There  were  relatively  large  increases  to  engineering,  iron  and 
steel  and  textUes,  also  to  food  and  tobacco  industries  and  to 
retail  trade.  Some  part  of  the  demand  for  these  advances 
probably  was  caused  by  delays  to  shipping  through  the 
closing  of  the  Suez  Canal ; some  further  part  probably  arose 
from  export  credits.  A strong  general  demand  for  bank 
accommodation  for  normal  purposes,  to  be  anticipated  after 
two  years  of  creto  restriction,  was  strengthened  by  special 
demands  for  longer  finance  for  tanker  construction  and  for 
the  export  of  capital  goods,  both  somewhat  new  departures 
for  the  banks.  There  was  also,  at  this  time,  a considerable 
revival  of  business  confidence,  after  the  setback  in  the 
autumn,  and  consumers’  expenditure,  which  had  been 
greatly  restrained  in  1956,  began  to  rise. 

126.  This  rise  of  advances  in  the  last  two  months  of 
1956/57  led  to  a net  increase  in  the  clearing  banks’  advances 
and  other  accounts  of  £72  million  over  the  year  as  a whole. 
Tlieir  investments  were  unchanged  in  total  as  between 
March  1956  and  March  1957.  Liquid  assets  scarcely 
changed,  some  rise  in  commercial  bills  nearly  offsetting  the 
small  decrease  in  Treasury  Bills  and  call  money  and  in 
cash  ; the  net  fall  was  £5  million.  Thus  their  net  deposits 
rose  only  £69  million  over  the  year.  The  liquidi^  ratio 
fell  by  half  of  one  per  cent,  to  32-6%. 

127.  The  Chancellor  of  the  Exchequer,  when  referring  to 
monetary  measures  in  his  Budget  speech  on  9th  April  1957, 
emphasised  the  necessity  that  the  banks  should  continue  to 
maintain  a restrictive  attitude  towards  advances  and  should 
be  particularly  critical  towards  advances  for  the  less  essential 
purposes. 

128.  In  paragraph  81  and  82  above,  the  cumulative 
changes  in  ^e  Fiduciary  Note  Issue  and  in  deposits  over  the 
earlier  financial  years  1952/53  to  1954/55  were  summarised. 
The  Fiduciary  Note  Issue  had  increased  by  £325  million  ; 
net  deposits  had  increased  £454  million.  In  the  last  two 
financial  years,  1955/56  and  1956/57,  the  Fiduciary  Note 
Issue  rose  by  a further  £200  million  ; net  deposits  fell  £243 
million.  Matching  this  fall  in  net  deposits,  the  largest 
change  in  the  assets  of  the  clearing  banks  was  in  investments. 
These,  after  having  risen  by  £346  million  in  the  first  three 
years,  fell  by  £287  million  during  the  last  two.  Advances, 
as  a whole,  which  had  risen  £78  million  fell  by  £48  million 
— those  to  nationalised  industries  being  reduced  by  £109 
million  and  those  to  other  borrowers  rising  by  £61  million. 
Treasury  Bills  and  call  money,  which  together  had  risen  £82 
million,  rose  another  £74  million. 

129.  Net  sales  of  stock  by  the  authorities  were  just  over 
£400  million  over  the  two  years  1955/56  and  1956/57.  In 
the  same  period,  payments  to  nationalised  industries  against 
calls  on  their  stock  issues  or  as  Exchequer  advances  under 
the  Finance  Act  1956  were  just  under  £600  million.  It  would 
appear  that  the  scale  of  purchases  of  gilt-edged  securities 
outside  those  made  by  banks  and  the  Discount  Market 
changed  considerably  as  between  1955/56  and  1956/57.  In 
the  earlier  year,  the  authorities  sold  a net  £254  million  and, 
in  addition,  the  clearing  banks  reduced  their  investments  by 
£288  million,  In  1956/57,  the  authorities  sold  a net  £170 
million,  but  there  was  no  change  in  the  total  of  investments 
of  the  clearing  banks  while  the  Discount  Market’s  holdings 
of  short-dated  government  securities  probably  rose  very 
distinctly.  • 

130.  The  probleim  of  conversion  of  maturing  stock 
became  even  more  severe  in  the  last  two  years,  though  the 
totals  involved  were  somewhat  smaller.  The  total  amount 
falling  due  was  £1,347  million,  of  which  £1,084  million  was 
converted  and  £263  million  redeemed. 

June,  1957  (revised  February,  1959)  f 


10.  THE  INFLUENCE  OF  BORROWING  BY  GOVERNMENT,  NATIONALISED 
INDUSTRIES  AND  LOCAL  AUTHORITIES* 


1.  At  the  end  of  the  1939-45  war  there  were  enormous 
arrears  of  capital  expenditure  to  be  made  good — partly 
because  of  destruction  at  enemy  hands,  partly  because  of 
the  nm-down  of  existing  capital  assets  which  bad  been 
allowed  to  occur  in  the  interests  of  concentrating  resources 
on  the  prosecution  of  the  war,  and  partly  b^use  the 
creation  of  new  capital  assets  for  peace-time  uses  had  been 
for  so  long  forgone  (and  in  some  industries,  at  least,  had 
been  inadequate  for  some  time  before  the  war).  At  the 


• Se«  Minutes  of  Evidence  Qns.  616  to  747. 


same  time,  inflationary  war-time  expenditure  had  combined 
with  patriotic  responses  to  savings  campaigns  and  with  the 
effect  of  direct  controls  on  private  expenditure  to  leave  the 
public,  individuals  and  companies  alike,  with  an  unusually 
high  level  of  “ savings  ” largely  held  in  the  form  of  Govern- 
ment securities  and  bank  deposits. 

2.  The  public  naturally  regarded  these  accumulated 
savings  as  available  to  be  applied  against  their  arrears  of 


t See  Appcadix  to  Minutes  of  Evidence,  note  to  Qa.  13416,  for  supplement  to 
this  paper  covering  period  from  April  19S7  to  December  1958. 
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10.  The  Influence  of  Borrowing  by  Government,  Nationalised  Industries  and  Local  Authorities  [Continued 


investment  and  were  determined  to  employ  them  in  real 
capital  expenditures.  Additionally  there  was  dis-saving  to 
meet  arrears  of  consumption  expenditure.  The  Government 
also  had  very  great  programmes  to  be  financed  and  further 
had  a heavy  series  of  maturing  obligations  to  deal  with. 
Finally,  the  banking  system  was  excessively  liquid  ; at  the 
end  of  March  1951  fioating  debt  (including  for  this 
purpose  Treasury  Deposit  Receipts  which  were  then  in  the 
process  of  being  replaced  by  Treasury  Bills)  at  £5,740  millinn 
amounted  to  over  24%  of  the  National  Debt  (excluding 
external  debt),  as  compared  with  an  average  of  about  1U% 
for  the  four  years  1935-38.  When  action  was  taken  in 
October  1951  to  fund  a large  part  of  the  floating  debt  held 
by  the  banks  and  the  money  market  into  short  bonds,  this 
added  greatly  to  the  list  of  maturing  stocks  requiring  to  be 
dealt  with  in  the  early  future. 

3.  This  already  difficult  situation  of  the  public  debt  was 
aggravated  by  the  financial  obliga.tions  assumed  by  Govern- 
ment in  respect  of  the  nationalised  industries  and  Local 
Authorities. 

4.  Although  it  is  true  that  many  of  the  electricity  and 
some  of  the  gas  undertakings  were  nationally  or  municipally 
owned  before  nationalisation  these  measures  nevertheless 
led  to  the  replacement  of  a wide  range  of  stocks  and  shares 
(in  collieries,  utilities,  railways  and  other  transport  under- 
takings) each  with  its  individual  features  and  attractions,  by 
a virtually  homogeneous  class  of  Government  or  Government- 
guaranteed  Securities.  Whereas  previously  large  investment 
portfolios  would  normally  hold  x % of  Government  securities, 
y % of  public  utilities,  z % of  railway  stock  etc.  these  all  came 
to  be  lumped  together  under  the  same  head.  Moreover,  they 
aU  came  to  be  fixed  interest  securities,  whereas  previously 
many  of  them  had  been  equity  issues  ; and  this  occurred  at 
a time  when  experience  of  inflation  and  fears  of  more 
inflation  were  increasin^y  inducing  both  the  institutional 
investor  (relatively  more  important  than  previously)  and  the 
private  investor  (relatively  less  important)  to  switch  away 
from  gilt-edged  and  other  fixed  interest  securities  to  equities. 
In  the  period  from  1945  to  the  end  of  March  1951  the  market 
was  caUed  upon  to  adjust  itself  to  an  addition  to  the  gilt- 
edged  category  of  stocks  of  over  £2,000  million  nominal 
by  way  of  compensation  issues  alone.  Further  it  was  clear 
ffiat  a continuing  series  of  new  gilt-edged  fixed  interest 
issues  would  have  to  be  made  for  the  nationalised  industries 
to  finance  their  large  development  programmes,  and  the 
fact  that  these  were  overhanging  the  market  had  a depressing 
effect. 

5.  In  general  the  practice  adopted  by  the  nationalised 
industries*  was  for  capital  expenditure  to  be  financed 
ini^Hy  from  bank  advances  guaranteed  by  H.M.  Treasury 
which,  when  a certain  level  had  been  reached,  were  funded 
by  the  issue  of  Government-guaranteed  Stock.  In  maVing 
these  issues  the  authorities  had  little  freedom  of  manoeuvre. 
Since  they  carried  the  Government’s  guarantee,  the  issues 
directly  involved  the  Government’s  credit  and  had  to  be 
supported  where  necessary  by  the  use  of  Departmental 
funds.  Even  where  support  was  not  necessary,  these  issues 
on  the  Government’s  credit  reduced  the  capacity  of  the 
market  for  the  Government’s  own  issues.  The  rate  of 
expenditure  by  the  Industries  concerned  and  the  undesir- 
ability of  building  up  bank  advances  beyond  a certain  level 
set  narrow  limits^  to  the  possible  timing  of  issues  for  the 
particular  Industries.  The  stocks  too  bad  generally  to  be  of 
relatively  long-term  to  match  the  financial  structure  of  the 
issuing  authorities. 

6.  As  a result  the  Government  has  been  less  able  to 
raise  its  own  requirements  at  long-term  and  so  has  been 
unable  to  reduce  the  heavy  stock  maturities  facing  it  for  a 
number  of  years  ahead. 

7.  The  Government’s  own  needs  were  in  turn  greatly 
increased  by  the  requirements  of  the  Local  Authorities, 
which  also  had  big  programmes  to  undertake,  particularly 
in  the  fields  of  education  and  housing.  From  1945  until 
December  1952  the  Local  Authorities  were  largely  confined 
to  borrowing  from  the  Public  Works  Loan  Board.  They 
were  not  allowed  to  make  stock  issues  (except  to  deal  with 
maturing  issues)  and  mi^t  raise  only  limited  amounts  in 
the  mortgage  racket.  Borrowing  from  the  Board  was 
done  at  rates  which  refiected  the  credit  of  the  Government 


The  Transport  Commission  was  an  exception  ; its  practice  was  to  issue 
stock  in  advance  of  its  capital  expenditure.  Other  authorities  from  time  to  time 
issued  stock  sufficient  to  cover  their  overdrafts  and  some  future  capital  expenditure 
The  Coal  Industry  was  financed  throughout  by  advances  from  the  Excoeiiuer 


itself  (having  regard  to  the  length  of  the  borrowing)  and  not 
that  of  the  Authority  concerned.  Thus  the  Authorities 
obtained  their  funds  at  the  finest  possible  rates  and  in  the 
process  added  very  substantially  to  the  amount  which  the 
Government  had  to  borrow  from  one  source  or  anoffier  ; 
in  1951/52  for  example  net  issues  to  the  P.W.L.B.  for  lending 
to  Local  Authorities  totalled  £365  million. 

8.  In  December  1952  the  provision  limiting  the  borrowing 
of  the  Local  Authorities  other  than  from  the  P.W.L.B.  was 
allowed  to  lapse  and  the  Authorities  were  encouraged  to 
t^  to  the  stock  and  mortgage  markets.  There  was  a 
distinct  response,  clearly  shown  in  the  fall  in  net  issues  by 
the  P.W.L.B.  in  liie  following  year.  But  at  the  same  time  the 
response  was  limited  by  the  fact  that  borrowing  from  the 
P.W.L.B.  was  still  possible  at  the  rates  at  which  ffie  Govern- 
ment itself  could  borrow.  The  relative  cheapness  of  borrow- 
ing from  the  P.W.L.B.  became  more  pronounced  in  1955, 
when  market  rates  were  rising,  and  P.W.L.B.  loans  began 
again  to  increase.  The  following  table  shows  the  amount 
of  net  issues  from  the  Exchequer  to  the  P.W.L.B.  and  the 
amount  raised  by  Local  Authorities  by  way  of  market  issues 
and  other  borrowing  (e.g.,  on  mortgage)  in  the  period  between 
1st  April  1946  and  the  end  of  December  1955  : — 


(£  Millions) 


Net  Issues 

Market 

Other 

1946/47 

to  P.W.L.B. 

Issues 

Borrowingf 

49 

13 

42i 

1947/48 

225 

14 

51i 

1948/49 

231 

24 

694 

1949/50 

268 

604 

1950/51 

305 

— 

594 

1951/52 

365 

— 

604 

1952/53 

394 

6 

1014 

1953/54 

278 

184 

2134 

1954/55 

328 

14 

1354 

1955/56 
Quarter  : 
June 

82 

N/A 

Sept.... 

119 



N/A 

Dec. . . . 

62 

84 

N/A 

N.A.  Not  available. 


9.  In  the  October  Budget  in  1955  a change  in  this  system 
was  introduced.  It  was  announced  that  for  ffie  future,  before 
Local  Authorities  were  to  be  allowed  to  borrow  from  the 
P.W.L.B.,  they  would  have  to  show  that  they  had  first  made 
fuU  use  of  the  resources  of  both  the  stock  and  the  mortgage 
markets.  Further,  the  rate  of  interest  payable  on  money 
borrowed  from  the  P.W.L.B.  by  the  Authorities  was  in 
future  to  reflect  the  rate  which  Local  Authorities  of  good 
standing  would  have  to  pay  in  the  market  for  an  equivalent 
term,  rather  than  the  rate  applicable  to  borrowing  by  H.M. 
Government.  The  following  table  shows  the  extent  to  which 
this  policy  reduced  the  calls  on  the  P.W.L.B.  and  the  extent 
to  which  Local  Authorities  were  able  to  borrow  by  market 
issues  of  stock  and  the  amount  which  it  is  estimated  they 
raised  from  the  mortgage  market : — 


1955/56 
Quarter  : 

Net  Issues 
to 

P.W.L.B. 

(£  Millions) 
Market 
Issues 

Mortgage 

Market 

(estimated) 

Dec 

62 

84 

314(a) 

March 

1956/57 

34 

7 

62 

June... 

17 

154 

674 

Sept 

17 

34 

614 

Dec 

17 

294 

424 

March 

16 

154 

584 

(a)  Two  months  only. 


10.  The  effect  of  this  move  on  the  Government’s  own 
financing  problem  must  not  be  judged  solely  in  the  light  of 
the  figures  quoted.  While  the  relief  to  the  Exchequer 
resulting  from  the  reduced  lending  by  the  P.W.L.B.  was  very 
real,  there  was  another  side  to  the  picture.  The  number  of 
issues  made  by  the  Local  Authorities  and  the  number  of 
Authorities  known  to  be  waiting  for  an  opportunity  to 
approach  the  market  had  a weakening  impact  not  only 
upon  the  market  in  Corporation  stocks  but  also  on  the 
gilt-edged  market  as  a whole. 


t Estimated  Local  Authorities  in  England  and  Wales  only. 
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Bank  of  England 


11.  A change  was  also  made  in  the  method  of  financing 
the  nationalised  industries.  This  was  annoxinced  in  the 
Budget  in  April  1956  and  brought  into  effect  for  a period 
of  two  years  by  the  Finance  Act  in  August  1956.  Under 
the  new  arrangements  the  nationalised  industries  (other  than 
coal,  which  as  mentioned  above  has  throughout  been  financed 
by  way  of  advances  from  the  Exchequer)  no  longer  finance 
their  capital  requirements  initially  by  bank  advances  sub- 
sequently repaid  by  the  issue  of  stock  in  their  own  names 
and  carrying  the  guarantee  of  H.M.  Government.  Instead 
they  draw  advances  from  the  Exchequer  each  month  to 
cover  expected  capital  expenditure.  They  further  borrowed 
in  the  same  way  during  the  opening  months  of  the  new 
arrangement  sums  sufficient  to  reduce  their  bank  advances 
outstanding  to  the  level  broadly  of  their  working  capital 
needs. 

12.  This  change  has  given  H.M.  Government  considerably 
greater  room  for  manoeuvre  in  market  operations.  In  the 
matter  of  timing  it  need  no  longer  have  regard  to  the  level 
to  which  the  nationalised  industries  bank  advances  have 
risen  nor  is  it  limited  on  the  choice  of  the  term  of  the 
borrowing  to  stock  issues  which  match  the  financial  structure 
of  a particular  nationalised  industry.  This  freedom  of 


manoeuvre  has  facilitated  the  operation  of  the  Government’s 
borrowing  and  funding  programme. 

13.  There  might  at  first  si^t  appear  to  be  some  in- 
consistency in  excluding  the  nationalised  industries  from 
market  borrowing  in  their  own  name  while  at  the  same 
time  compelling  the  Local  Authorities  to  borrow  as  far  as 
possible  from  the  market.  The  cases  are,  however,  entirely 
different.  The  nationalised  industries  borrow  under  Treasury 
Guarantee  and  their  stock  operations  therefore  are  essentially 
a part  of  the  Government’s  own  operations.  Their  issues 
must  in  case  of  need  be  supported  by  the  use  of  Departmental 
funds  ; such  support  usually  involves  the  issue  of  additional 
Treasury  Bills,  with  a consequent  increase  in  the  liquidity 
of  the  banks.  The  Local  Authorities,  on  the  other  hand, 
borrow  on  the  strength  of  their  own  credit.  Their  stocks  do 
not  carry  a Treasury  guarantee.  They  are  underwritten 
in  the  market  and,  since  they  do  not  directly  involve  the 
credit  of  H.M.  Government,  do  not  receive  support  from 
Departmental  fimds ; nor,  hy  reason  both  of  tiieir  nature 
and  their  size,  do  they  directly  compete  with  issues  by  H.M. 
Government. 
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11.  OVERSEAS  HOLDINGS  OF  STERLING* 


1.  An  important  feature  of  the  British  monetary  system 
is  the  volume  of  sterling  (or  liquid  claims  to  sterlkg)  held 
by,  or  for  accotmt  of,  overseas  holders. 

2.  At  the  outset  it  is  necessary  to  make  clear  how  far 
this  volume  of  sterling  is  identifiable  and  measurable.  The 
Bank  of  England  compile  figures  of  overseas  sterling  holdings 
from  confidential  returns  made  by  banks,  currency  authorities. 
Crown  Agents,  etc.  These  figures  are  loosely  referred  to  as 
“ sterling  balances  ” ; but  in  fact  the  funds  comprise  cash, 
funds  employed  at  short-term  in  the  London  Money  Market, 
bills  of  exchange,  particularly  Treasury  Bills,  and  securities 
predominantly  of  the  British  Government  and  mainly  (but 
not  entirely)  of  short  or  short-medium  date.  The  figures 
do  not  include  commercial  indebtedness  outstanding,  direct 
investment  in  the  U.K.,  nor  security  investments  other  than 
those  (mainly  Government  securities)  held  by  or  for  overseas 
Governments  and  banking  offices.  They  are  balances  struck 
at  a point  of  time  and  take  no  account  of  contracts  not  yet 
matured.t 

3.  On  the  other  hand,  the  nature  of  the  reporting  institu- 
tions indicates  that,  in  whatever  form  they  may  be  hdd,  the 
fimds  are  primarily  liquid  resources  in  the  hands  of  their 
ultimate  owners,  held  as  working  balances,  as  reserves 
against  local  currency,  or  against  future  liabilities  to  be 
discharged  in  sterling.  Not  all  the  funds  will  ever  be  required 
at  the  same  time  ; some  of  them  are  held  against  liabilities 
well  in  the  future,  e.g.,  accruing  pension  fimds  and  sinking 
funds  on  sterling  Colonial  loans  are  held  by  the  Crown 
Agents.  But  movements  in  them  depend  on  whether  the 
owners — ^for  their  own  reasons — are  adding  to  or  drawing 
on  their  working  balances  and  reserves  ; and  secondly 
whether — given  the  level  of  their  working  balances  and 
reserves — tiiey  decide  to  keep  a larger  or  smaller  proportion 
of  them  in  another  currency  or  in  gold  instead  of  sterling. 

4.  The  holders  themselves  may  be  roughly  divided  into 
the  following  four  groups  : — 

A.  Countries  outside  the  Sterling  Aiea.t 

B.  Independent  Commonwealth  Countries  (plus  the 

Irish  Republic,  Iceland  and  Burma). 

C.  Colonial  Territories,  including  those  becoming 

Independent. 

D.  The  Middle  East. 

A.  Countries  outside  the  Sterling  Area 

5.  At  the  end  of  the  last  war,  many  of  these  countries 
held  more  sterling  than  they  wanted.  By  the  end  of  1956, 
their  holdings  seem  to  have  been  reduced  to  a natural  (perhaps 
low)  working  level — except  for  the  £128  million  of  Egypt 


* See  Minutes  orEvidence  Qnj.  94S  to  971. 

t The  figures  given  below  in  this  paper  differ  from  the  setiea  published  in 
Balance  of  Payments  White  Papers  by  inciudlDg,  in  addition,  sterling  securities 
issued  by  Dominions  or  Colonies  and  held  with  the  Crown  Agents  for  Oversea 


and  Administrations  and  by  Currency  Boar^  a 


X See  Paper  No.  7. 


(a  special  case)  and  the  debtor  position  of  the  U.K.  in  the 
European  Payments  Union  of  £125  million  of  which  almost 
the  whole  will  be  paid  off  under  consolidation  agreements 
over  the  next  four  to  eight  years.  At  any  rate  the  pressure 
on  sterling  in  December  1956  left  the  total  (£570  inillion§) 
only  £5  million  down  on  the  month,  and  subsequently  there 
has  bMn  some  increase.  It  is  not  from  these  quarters  that 
further  major  and  continuing  problems  are  most  likely  to 
arise. 

B.  Independent  Commonwealth  etc.  Countries 

6.  This  group  comprises  Australia,  New  Zealand,  South 
Africa,  India,  Pakistan,  Ceylon,  Rhodesia,  Irish  Republic, 
Iceland  and  Burma.  Each  of  these  countries  has  a monetary 
system  of  its  own.  Only  Australia,  New  Zealand,  Ceylon, 
Iceland  and  India  (up  to  a certain  point)  are  free  to  meet 
local  currency  needs  without  having  to  maintain  a minimum 
relationship  between  them  and  the  reserves.  With  the 
exception  of  Ceylon,  Burma  and  Rhodesia,  each  holds  some 
gold  in  its  monetary  reserves,  that  in  South  Africa  being 
the  main  reserve.  Sterling  is  held  as  a convenient  external 
reserve  although  in  most  cases  sterling  is  not  specifically 
mentioned  as  tiie  reserve  currency.  The  holding  of  any  one 
country  in  this  group  can  fall  to  a level  regarded  by  that 
country  as  a minimum,  having  in  mind  its  own  external 
needs  and  the  internal  difficulties  of  righting  an  external 
deficit. 

7.  These  coimtries  have,  with  fluctuations,  reduced  their 
total  holdhigs  from  £1,777  million  at  the  end  of  1950  to 
£1,260  million  at  the  end  of  1956.  None,  with  the  exception 
of  India  whose  holdings  have  fallen  markedly  during  the 
past  year,  now  holds  sterling  much  in  excess  of  a reasonable 
minimum.  The  main  problem  set  by  these  coimtries  for  the 
United  Kingdom  is  the  impact  of  fluctuations  in  their 
external  position  as  reflected  in  changes  in  their  holdings 
of  sterling ; the  recent  large  fall,  and  subsequent  rise,  in 
Australian  holdings  is  a case  in  point.  The  more  syn- 
chronised these  fluctuations  the  greater  the  problem.  But, 
apart  from  a further  reduction  in  the  Indian  balances  in 
coimection  with  development  programmes,  no  great  fall  in 
the  aggregate  holdings  of  this  group  need  be  looked  for, 
given  ffie  continuance  of  reasonably  prosperous  international 
trading  conditions. 

C.  Colonial  Territories 

8.  During-  the  last  five  years,  the  internal  volume  of 
currency  and  bank  money  in  the  Ojlonies  has  greatly 
increased,  with  a corresponding  increase  in  sterling  cover. 
Between  31st  December  1950  and  31st  December  1956 
Currency  Board  funds  and  currency  funds  held  by  the 
Crown  Agents  have  risen  by  £182  million  to  £464  million, 
and  sterling  held  by  the  Colonies  with  U.K.  banks  by  £58 
million  to  £250  million.  In  the  same  period  the  reserve 
fimds  of  Colonial  Governments  and  Marketing  Board 
funds  rose  by  £406  million  to  £740  million.  Some  two- 
thirds  of  this  last  total  was  held  for  West  Africa,  Malaya 
and  Singapore.  Over  the  six  years  the  total  of  reported 
Colonial  holdings  rose  from  £808  million  to  £1,454  million. 

} Exdu^B  the  £12S  million  in  B.P.U.  ~ 
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11.  Overseas  Holdings  of  Sterung 


[Continued 


9.  The  combioation  of  high  commodity  prices,  rising 
monetary  circulation,  conservative  government  finance  and 
the  provision  of  new  capital  for  development  mainly  from 
U.K.  sources,  both  governmental  and  private,  has  thus 
resulted  in  a total  of  sterling  holdings  for  the  Colonial  group 
now  larger  than  that  of  the  Independent  Commonwealth 
group. 

10.  For  various  reasons,  not  least  because  important 
Colonial  areas  have  reached  or  are  reaching  independent 
status,  the  picture  is  changing ; the  growth  in  Colonial 
sterling  holdings  had  virtually  come  to  a halt  in  1956. 

11.  First,  all  important  Colonies  are  now  at  liberty  to 
substitute  local  securities  for  at  least  20%  of  the  sterling 
backing  of  their  note  issue.  As  local  currency  requirements 
rise,  larger  total  monetary  r«erves  will  be  needed,  with  the 
result  that,  despite  larger  fiduciary  issues  (which  are  not 
yet  being  urgently  pressed),  the  absolute  amount  of  sterling 
held  in  the  reserves  may  not  be  much  lower  ; but  if  the  total 
of  sterling  backing  does  not  fall,  its  rate  of  increase  may  be 
expected  at  least  to  fall  away. 

12.  Secondly,  recent  consultations  between  the  Colonies 
and  H.M.  Government  on  development  envisage  that 
development  schemes  which  have  been  set  in  train  in  recent 
years  are  likely  to  call  for  expenditure  during  the  next  three 
years  at  about  one  and  a half  times  the  recent  rate.  In  view 
of  the  likely  difficulty  of  meeting  more  than  a small  part  of 
this  expenditure  by  way  of  loans  or  grants  the  pressure  to 
draw  on  sterling  holdings  will  be  increased. 

13.  Thirdly,  there  is  likely  to  be  a continuing  trend 
towards  higher  imports  for  consumption  ; this  would  put 
a further  strain  on  the  sterling  resources  of  the  Colonies. 

14.  Over  a period,  the  aggregate  effect  of  these  factors 
could  lead  to  substantial  drawings  bn  the  sterling  holdings 
of  this  group,  particularly  on  those  which  represent  general 
reserve  funds  or  Marketing  Board  funds. 

D.  The  Middle  East 

15.  This  is  mainly  a story  of  oil.  Sterling  held  fay  Iraq, 
Jordan,  Libya  and  the  Persian  Gulf  Territories  rose  from 
£71  million  at  the  end  of  1950  to  £338  million  at  the  end  of 
1956.  It  will  continue  to  grow  as  long  as  oil  royalties  accrue 
and  are  held  or  invested  in  sterling  faster  than  local  develop- 
ment is  taking  place. 

16.  Thus  the  four  groups  show  to  some  extent  different 
tendencies ; and  it  is  noteworthy  how  far  their  movements 
offset  each  other  during  the  six  years  1951/56  : — 


(£  Million) 


Group  A — “ Non-Sterling  ” Countries  ...  -369 

B — Independent  Commonwealth  ...  —517 

C — Colonial -}-646 

D — Middle  East  4-267 

Net  ...  -F  27 


In  addition  a net  £205  million  was,  in  effect,  borrowed  from 
the  European  Payments  Union.  The  economy  of  the  United 
Kingdom  was  not  unaffected  by  these  large  movements, 
but  their  offsetting  character  reduced  the  strain. 

17.  Looking  ahead,  the  first  group  may  not  change  much 
either  way  ; the  second  is  likely  to  fluctuate ; the  third 
may  well  fall  appreciably  ; it  would  be  rash  to  count  on 
the  fourth  as  an  adequate  stabiliser.  These  suggestions  rest 
on  the  assumption  of  reasonably  fair  weather  in  economic 
conditions  over  the  world  as  a whole.  If  in  the  interplay  of 
trade  and  payments  which  is  settled  in  London,  sterling 
released  by  one  overseas  holder  is  not  absorbed  by  another, 
it  must  be  absorbed  by  a United  Kingdom  resident  or  add 
to  the  demand  upon  the  gold  and  exchange  reserves.  If 
the  latter  is  to  be  avoided,  a continuous  effort  will  be  required, 
in  the  form  of  an  export  surplus  ; and  a continuing  export 
surplus  would,  in  turn,  have  important  consequences  both 
for  the  control  of  infiation  at  home  and  for  the  amount  of 
savings  available  for  investment  programmes  here  or  overseas 
— since  an  increase  in  the  reserves  or  a reduction  of  overseas 
liabilities  are  themselves  forms  of  investment  which  call  for, 
and  absorb,  savings. 

18.  There  would  also  be  important  market  consequences. 
The  overseas  holdings  that  may  be  run  down  are  pre- 
dominantly in  Treasury  Bilb  or  in  gilt-edged  securities.  If 
the  former,  then  the  task  of  maintaining  market  Hoating 
Debt  within  manageable  limits  is  made  more  difficult.  If 
the  latter,  then  the  volume  of  sales  (which  may  include  some 
securities  of  Commonwealth  borrowers)  represents  as  much 
of  a strain  on  the  capacity  of  the  gilt-edged  market  as  an 
equivalent  amount  of  new  securities,  including  those  of  or 
guaranteed  by  H.M.  Government. 

19.  It  is  not  practicable  to  put  any  figures  on  these 
possibfiities  ; but  the  existence  of  these  balances  represents  a 
potential  call  on  the  current  savings  and  on  the  reserves  of 
the  United  Kingdom.  Thus  they  are  extremely  relevant 
both  to  the  size  of  what  can  be  found  for  long-term  lending 
or  for  grants  to  the  Commonwealth  or  the  rest  on  the  world  ; 
and  also  to  the  size  of  investment  programmes  at  home. 
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12.  CURRENT  MONETARY  POLICY  ; SOME  GENERAL  CONSIDERATIONS  AND  THE 
INFLUENCE  OF  INTEREST  RATES* 


A.  General  Considerations 

1 . The_  main  concern  of  the  monetary  authorities  is  with 
the  stability  of  the  domestic  economy  and  of  the  value  of 
sterling.  But  they  are  abo  concerned  with  the  management 
of  Government  finances.  Government  obligations  must 
be  met  and  the  borrowings  of  Government  must  be  made 
with  due  regard  to  cost ; thb  consideration  sometimes 
conflicb  with  the  main  objective. 

2.  Monetary  policy  aims  to  affect  savings  on  the  one  hand 
and  spending  on  the  other,  particularly  by  influencing  the 
public’s  judgment  about  the  profitability  of  investment  and 
about  the  cost  and  difficulty  of  raising  money, 

3.  The  monetary  authorities  can  do  a good  deal  directly 
to  determine  the  cost  of  borrowing,  by  changes  in  Pgnir 
Rate  together  with  supporting  action  in  the  money  market 
and  by  purchases  or  sales  of  securities.  They  are  less  able, 
in  present  circumstances,  directly  to  control  the  supply  of 
money  (mainly  in  this  context  bank  deposib).  The  total 
amount  of  deposib  is  the  result  of  actions  taken  by  the 
monetary  authorities,  by  the  banks  themselves,  by  the 
public,  and  by  Government  in  other  fields. 

4.  The  authorities  influence  the  total  both  by  operations 
that  affect  the  banks’  customere  and  by  operations  that 
affect  the  banks.  For  example,  deposib  can  be  reduced  if 
the  authorities  sell  securities  to  the  banks’  customers ; but 
what  can  be  done  depends  on  how  much  the  customers 
are  prepared  to  buy.  The  demand  for  loans  by  the  banks’ 
customers  can  be  affected  through  changes  of  interest  rates, 
through  modifying  views  about  the  prospecb  for  trade,  and 
through  doubts  about  the  banks’  willingness  to  lend  ; but 


customers’  demands  are  also  affected  by  many  other  factors, 
such  as  existing  commitments,  circumstances  in  their  parti- 
cular markets,  or  variations  in  supplies  of  material. 

5.  The  banks  themselves  may  reduce  their  deposib  by 
selling  securities  or  reducing  the  total  of  their  loans  ; but 
this  again  depends  on  the  public’s  appetite  to  buy,  and  on 
their  customers’  abflity  to  repay  loans.  The  banks’  willing- 
ness to  lend  can  be  infiuenced  both  by  guidance  from  the 
authorities  and,  as  is  explained  in  the  paper  on  " The  Control 
of  Credit,”  by  operating  on  their  liquid  assets.  The  most 
important  factor  in  their  liquid  asseb  is  the  Treasury  Bill. 
To  control  the  volume  of  these  Bills  in  the  market  is  a first 
and  necessary  step  to  exerting  influence  on  the  actions  of  the 
banks. 

6.  The  Treasiuy  Bill  is  the  means  by  which  the  require- 
menb  of  the  Exchequer  are  financed  week  by  week  so  far 
as  they  cannot  be  met  out  of  current  receipb.  These 
requirements  indude  the  finance  of  debt  redemption,  of 
additional  exchange  reserves,  and  of  local  authorities  and 
nationalised  bodies  so  far  as  they  fall  on  the  ^chequer. 
If  the  “ climate  ” is  such  that  any  balance  needed  after 
taking  credit  for  current  receipts  of  revenue,  small  savings, 
etc.  camiot  be  met  by  the  sale  of  longer-term  Government 
securities  to  the  public,  the  Treasury  Bill  issue  will  rise. 

7.  This  rise  is  most  likely  to  lead  to  an  increase  in  the 
Treasury  Bill  holdings  of  the  banks.  On  ffie  one  hand, 
net  out-payments  by  the  Exchequer  are  reflected  in  an 
increase  in  bank  deposits  and  on  the  other  die  banks  invest 


* See  Minutes  of  Evidence  Qns.  2256  to  2319. 
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Bank  of  England 


this  increase  in  their  deposits  in  Treasury  Bills  bought,  m 
the  main,  from  the  Discount  Market.  This  causes  a nse  m 
the  banks’  liquidity.  Their  other  assets  as  a whole 
initially  not  be  changed  in  the  process.  What  in  effect  the 
Exchequer  has  done  has  been  to  borrow  from  the  banks  on 
Treasury  Bills  in  order  to  be  able  to  finance  outgoings  whi^ 
could  not  otherwise  be  met.  The  increase  in  bank  deposits 
will  make  the  existing  cash  resources  of  the  barfcs  m- 
sufficient  to  maintain  their  normal  8%  proportion.  But  the 
banks  will  rectify  thig  by  calling  funds  from  the  Discount 
Market  who  in  turn  have  access  to  the  Bank  of  England 
for  whatever  additional  cash  they  may  need  in  order  to  be 
able  to  take  up  the  amount  of  Treasury  Bills  allotted  at  the 
tender.  Thus  the  system  requires  that,  if  the  Exchequer 
cannot  meet  its  outgoings  in  any  other  way,  the  Bank  of 
England  must  in  the  last  resort  ensure  that  the  Discount 
Market  and  the  banking  system  are  not  prevented  by  a 
cash  shortage  from  taking  up  the  full  amount  of  Treasury 
Bills  on  offer. 

8.  If  the  Exchequer  were  unable  to  cover  its  requirements 
by  these  means,  the  alternative  would  be  direct  borrowing 
from  the  Bank  of  England  on  Treasury  Bills  or  on  Ways  & 
Means  Advances.  This  would  lead  to  a similar  inflation 
of  deposits  in  the  hanks,  but  one  aixompanied  by  an  equ^ 
rise  in  the  banks’  deposits  at  the  Bank  of  England.  Their 
liquidity  would  rise  in  the  form  most  damaging  to  the 
authorities’  control  and  in  its  effect  on  opinion. 

9.  A change  in  the  supply  of  money  is  not  rigidly  associated 
with  a similar  change  in  the  amount  of  spending.  Views  about 
the  ease  and  cost  of  bonrowing  may  not  change  in  line  with 
what  is  happening  at  the  moment  to  the  supply  of  money. 
For  example,  boom  conditions  on  the  Stock  Exchange  have 
on  occasion  continued  when  credit  restraint  was  introduced, 
because  it  was  not  believed  that  restraint  would  be  main- 
tained or  would  be  supported  to  the  necessary  extent  by 
action  in  other  fields.  The  response  to  changes  in  views 
about  the  ease  and  cost  of  borrowing  depends  on  many 
other  factors  such  as  the  level  of  taxation,  the  likely  behaviour 
of  wage  and  other  costs,  and  the  level  of  stocks.  Some 
money  also  is  held  against  general  contingencies  rather  than 
specific  commitments,  and  a marked  change  in  conditions 
leads  to  a reassessment  by  the  holders  of  the  need  for  such 
relatively  inactive  balances. 

10.  Four  points  may  be  made  in  present  conditions  about 
the  relation  between  the  supply  of  money  and  the  extent  of 
spending.  First,  all  post-war  Governments  have  laid  great 
stress  on  the  maintenance  of  full  employment.  This  in- 
evitably makes  business  basically  more  optimistic  about 
trade  prospects  than  in  pre-war  times.  Control  by  monetary 
means  is  more  difficult  than  at  times  when  good  and  bad 
trade  alternated  more  sharply.  Secondly,  in  the  early  stages 
of  the  present  period  of  titter  money,  spending  for  capital 
development  was  still  encouraged ; Government  action 
outside  the  monel^  field  at  first  left  the  public  in  doubt 
whether  the  situation  was  so  grave  that  moneta^  restraint 
would  be  long  maintained,  and  later  whether  it  could  be 
stifficient.  Thirdly,  at  the  beginning  of  the  period  under 
review  there  was  a legacy  from  earlier  years  of  large  liquid 
holdings  of  money  by  industrial  and  other  companies. 
Fourthly,  since  the  end  of  the  war,  the  banks’  advances 
have  never  been  as  large  a proportion  of  their  assets  even 
as  in  the  immediate  pre-war  years,  and  the  banks,  had  it 
not  been  for  restraint  by  guidance  from  the  authorities  and 
by  technical  pressures,  would  have  been  willing  to  increase 
them.  For  all  these  reasons  monetary  control  in  recent 
years  has  had  to  operate  against  a strong  tide. 

11.  It  is  impracticable  to  rely  in  monetary  policy  on  any 
automatic  remedy  to  meet  any  particular  change  in  the 
situation.  Where  to  act,  how  to  act  and  when  to  act  are 
matters  of  judgment,  not  to  be  decided  in  isolation  from 
other  measures.  Experience  has  shown  that,  in  the  general 
objective  of  moderating  fluctuations  in  the  economy,  the 
Treasury  and  the  Bank,  acting  together  and  with  the  co- 
operation of  the  banking  community,  can  do  much  by 
formal  and  informal  methods  to  control  the  level  of  advances, 
the  banks’  policies  towards  securities,  liquidity  and  so  on. 
But  the  basic  need  remains  the  ability  to  regulate  the  total 
quantity  of  currency  and  bank  deposits.  Monetary  measures 
will,  in  the  long  run,  only  be  effective  if  Government  policy 
as  a whole  is  directed  to  keeping  the  money  supply  under 
control  and  the  public  are  persuaded  that  this  objective  will 
be  achieved. 

B.  The  Rate  of  Interest 

12.  No  factor  in  monetary  control  has  been  the  subject 


of  more  debate  over  recent  years  than  the  influence  of 
interest  rates.  The  whole  subject  is  lar^ly  a nmtter  of 
judgment : widely  divergent  opinions,  both  in  general  and 
in  detail,  can  reasonably  be  held.  This 
attempt  to  make  a comprehensive  review  either  ot  tne  tneo^ 
or  of  the  practice  of  interest  rates,  but  rather  to  indicate 
some  of  the  factors  which  have  proved  most  notable  over 
recent  years  and  to  suggest  certain  general  conclusions.  It 
follows  that  the  background  of  this  paper  is  rather  one  of 
seeking  to  control  inflation  than  of  combating  an  incipient 
depression. 


13.  The  effects  of  changes  in  interest  rates  in  general, 
and  of  changes  in  one  set  of  rates  on  others,  are  partly 
actual  and  partly  psychological.  For  example,  expectafron 
of  a change  in  Bank  Rate  will  often  have  as  much  effect 
as  an  actual  change ; so  that  when  the  expected  change 
does  occur,  it  may  appear  to  have  little  influence. 


14.  It  is  not  possible  to  choose  the  directiori  of  movement 
of  interest  rates  and  of  the  quantity  of  money  independently. 
In  the  field  of  short-term  rates,  it  is  not  practicable  to  hold 
rates  fixed  and  at  the  same  time  to  increase  monetary  pressure. 
In  the  field  of  long-term  rates,  it  is  not  practicable  to  hold 
rates  at  a level  below  that  which  market  opinion  regards  as 
likely  to  endure  ; the  authorities  would  find  themselves 
compelled  to  buy  securities  and  so  increase  b^k  deposits. 
Conditions  in  money  markets  abroad  and  considerations  of 
exchange  policy  also  have  some  influence  on  the  range 
within  which  it  is  suitable  to  try  to  keep  interest  rates, 
particularly  short-term  rates. 

15.  The  authorities  can  have  some  influence  on  the 
general  interest  rate  structure,  on  lines  discussed  below,  but 
both  the  level  of  rates  in  the  long-term  field  and  the  relation 
of  one  set  of  rates  to  others  will  always  depend  on  other 
factors,  chief  among  them  the  economic  outlook  and  the 
supply  of  and  demand  for  capital.  The  pattern  of  yields 
results  from  the  whole  complex  of  market  organisation  and 
opinion,  and  the  cost  of  raising  money  through  issues  of 
ordinary  capital  can  be  influenced  only  indirectly. 

16.  Two  features  are  conspicuous  in  present  conditions. 
First,  bi^  rates  of  taxation  now  cause  a rise  in  interest  rates 
to  have  much  less  effect  in  discouraging  borrowing  than  it 
appears  to  have  had  formerly.  Secondly,  while  there  is 
uncertamty  about  the  success  with  which  inflation  will  be 
controlled  and  therefore  about  the  future  real  value  of 
fixed-interest  securities,  an  increase  in  long-term  rates  by 
DO  means  necessarily  brings  about  an  increased  demand  for 
such  securities.  The  last  few  years  have  illustrated  more 
than  once  the  close  connection  between  the  success  of  the 
authorities  in  selling  securities  and  the  prospect  of  success 
of  the  whole  range  of  economic  measures — including 
Government  expenditure  and  wage  restraint.  At  the  times 
when  it  has  been  felt  that  the  economic  situation  was  being 
brought  under  control  by  a combination  of  measures, 
interest  rates  have  been  effective  in  inducing  purchases  of 
securities  and  thus  strengthening  the  whole  apparatus  of 
monetary  control. 

17.  The  abUity  to  bring  the  Discount  Market  “ into  the 
Bank,”*  and  the  power  to  vary  Bank  Rate,  enable  the 
authorities  to  bring  very  strong  direct  pressure  to  bear  on 
the  money  market  to  raise  the  general  level  of  its  rates  ; 
that  is,  call  money  rates,  commercial  bill  rates,  and  the 
Treasury  Bill  Rate.  In  this  country  the  rates  paid  by  the 
banks  on  deposit  accounts  and  the  rates  charged  by  them 
for  advances  are  also  closely  linked  with  Bank  Rate. 


18.  A marked  change  in  the  Treasury  Bill  rate  affects  the 
yield  obtainable  on  short-dated  Government  bonds  and  also 
tpnHg  to  affect  the  yield  on  longer-dated  Government 
securities.  Longer-term  rates  may  also  be  affected  through 
transactions  by  the  authorities  directly  ; but  there  is  no 
fixed  pattern  to  which  these  different  rates  conform.  How 
widely  and  how  strongly  a rise  in  short-term  rates  will 
spread  largely  depends  on  current  states  of  mind.  Very 
much  rests  upon  how  long  the  prevailing  level  of  short-term 
rates  is  expected  to  last.  This  in  turn  depends  upon  whether, 
for  example,  the  changes  in  short-term  rates — or  other 
concurrent  events  and  policies  that  very  possibly  lie  outside 
the  strictly  monetary  field — are  believed  to  herald  an 
increasing  scarcity  of  money  in  the  future  or  whether,  on 
the  other  hand,  they  suggest  that  a peak  of  such  scarcify 
has  ^en  reached.  Equally  long-term  rates  may  rise,  and  in 
some  post-war  years  have  risen,  independently  of  a change 


* See  Paper  No,  5. 
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in  short-term  rates.  But  over  a period  long-term  rates  tend 
to  follow  the  direction  of  a sustained  movement  in  short- 
term rates. 

19.  An  upward  movement  in  yields  on  the  whole  range  of 
gilt-edged  stocks  is  commonly  followed  by  a similar  move- 
ment in  various  other  interest  rates.  The  Government 
may  need  to  raise  the  rate  of  interest  on  Savings  Certificates, 
Defence  Bonds  and  Tax  Reserve  Certificates.  Building 
Societies  may  have  to  raise  the  rates  payable  to  their  share- 
holders and  depositors  and  in  consequence  increase  the 
charges  paid  by  mortgagors. 

20.  Yields  on  industrial  debentures  and  fixed-interest 
shares  are  likely  to  be  affected,  but  the  dividend  yield  on 
ordinary  shares  need  not  behave  in  the  same  way.  If  there 
should  be  a conviction  that  inflationary  conditions  exist, 
and  if  this  conviction  should  not  be  shaken  by  the  rise  in 
interest  rates,  the  dividend  yield  on  ordinary  shares  may  be 
maintained  or  even  fall  while  yields  on  fixed-interest  securities 
are  rising.  For  ordinary  shares  are  then  felt  to  provide  a 
hedge  against  inflation  and  the  demand  for  them  is  sustained. 
In  fact  it  has  lately  been  not  uncommon  for  business  borrowers 
deliberately  to  base  their  judgment  on  a prospect  of  con- 
tinuing inflation  and  therefore  to  commit  themselves  to 
projects  which  would  be  uneconomic  at  existing  price  levels. 
In  order  to  exert  an  effective  influence  on  the  market  for 
ordinary  shares  it  is  necessary  to  ensure  that  the  totality  of 
measures  taken,  in  the  field  of  economic  policy  generally 
as  well  as  in  the  strictly  monetary  sphere,  is  regarded  as 
sufficient  to  secure  its  objectives. 

21.  Thus  the  influence  of  Bank  Rate  (both  by  actual 
changes  and  by  the  public’s  attitude  to  likely  future  changes) 
tends  to  work  through  to  other  rates,  but  the  range  and 
strength  of  this  tendency  depend  on  the  context  provided  by 
other  events,  not  least  in  the  commercial  field  on  the  view 
taken  about  future  business  prospects  and  the  actual  supply 
of  and  demand  for  capital. 

22.  A rise  in  interest  rates  has  important  effects,  both 
direct  and  indirect,  upon  those  who  borrow,  those  who 
save  and  those  who  lend,  and  also  on  the  movement  of 
funds  to  and  from  the  United  Kingdom.  This  is  still  the 
case  even  though  the  effects  are  weakened  by  the  growth  of 
the  public  sector,  by  the  high  level  of  taxation,  by  the  resilience 
of  business  optimism,  and  on  the  overseas  side  by  exchange 
controls  and  by  the  greater  importance  of  various  confidence 
factors. 

23.  Two  broad  classes  of  important  home  borrowers  may 
be  distinguished  ; those  who  borrow  at  short-term,  by  bank 
advances  or  by  the  discount  of  commercial  bills,  to  finance 
the  holding  of  stocks  of  raw  materials  or  finished  goods,  and 
those  who  borrow  at  longer-term  to  finance  the  purchase 
of  new  fixed  capital  assets. 

24.  A rise  in  interest  rates  can  be  stifficient  to  tilt  the 
balance  in  the  decisions  of  holders  of  commodity  stocks 
whether  to  run  down  stocks  or  at  least  to  cease  from  making 
further  additions  to  them.  This  is  most  likely  to  be  so  when 
the  rise  in  interest  charges  is  imposed  on  a situation  in  which 
there  has  been  some  speculative  buying,  accompanied  by  a 
rise  in  commodity  prices  and  by  relatively  large  dependence 
upon  short-term  borrowing  by  holders  of  such  stocks. 
Holders  then  not  only  have  become  sensitive  to  a rise  in 
costs  but  may  be  ready  to  change  their  views  about  the  likdy 
course  of  prices.  In  such  circumstances  the  burden  of 
financing  stocks  tends  to  be  thrown  back  more  on  to 
producers,  and  prices  will  weaken.  Changes  in  commodity 
stocks  can  have  a considerable  effect  upon  the  level  of 
imports  into  the  United  Kingdom  and  can  also  affect  the 
flow  of  orders  to  home  industry.  The  full  effect  does  not 
last  long  ; but  it  can  none  the  less  provide  a steadying 
influence  for  a time  dining  which  longer-term  adjustments 
can  be  made. 

25.  The  high  liquidity  of  many  big  companies  in  the 
post-war  period  has  made  them  less  susceptible  to  higher 
costs  of  borrowing  and  conditions  in  capital  markets,  when 
considering  extensions  to  their  fixed  capital  assets.  Nor  is 
a higher  interest  charge  a sufficient  deterrent,  if  delay  is 
expected  to  result  in  higher  costs  of  construction  and  equip- 
ment. Nevertheless,  plans  for  longer-term  capital  expendi- 
tures which  will  entaQ  market  borrowing  in  future  years  are 
likely  to  be  reviewed  in  so  far  as  a rise  in  interest  rates  is 
regarded  as  a symptom  of  prospective  tightness  in  capital 
markets.  Not  only  may  money  b«ome  less  easy  to  come  by, 
but  the  borrower  may  find  himself  having  to  pay  higher 
rates  for  a longer  term  than  he  intended.  Plans  will  also 


be  reviewed  when  the  general  outlook  leads  business  con- 
cerns to  reduce  their  estimate  of  profits  and  to  begin  to 
question  their  ability  to  pay  higher  interest  rates. 

26.  Apart  from  these  effects  of  changes  in  interest  rates 
on  opinion,  for  some  enterprises  interest  costs  are  a critical 
part  of  the  total  outlays  that  will  have  to  be  made  over  the 
life  of  the  real  capital  assets  concerned.  This  is  particularly 
true  of  investment  in  housing,  where  the  interest  paid  by  a 
mortgagor  is  an  important  part  of  his  total  outlay  over  the 
life  of  a house.  These  consideratiODS  apply  with  less  force 
to  short-lived  industrial  equipment  on  which  charges  for 
depreciation  and  obsolescence  are  very  high  and  on  which 
the  expected  rate  of  gross  profit  is  usually  large  in  relation 
to  the  rate  of  interest  upon  loans.  Equally,  those  who  use 
hire-purchase  attach  much  greater  importance  to  their  ability 
to  meet  the  down-payment  and  regular  instalments  than  to 
the  service  charge  on  the  loan. 

27.  A sharp  rise  in  interest  rates  can  be  expected,  given 
time,  to  increase  the  more  desirable  kinds  of  savings,  partly 
by  direct  incentive  and  partly  as  a component  of  general 
anti-infiationary  measures.  It  is  true  that  during  a period 
of  inflation  apparent  savings  may  be  large  ; but  ffie  land  of 
saving  that  is  nourished  by  inflation — largely  out  of  profits 
swollen  by  rising  prices  and  profit  margins — is  itself  unstable. 
It  is  accompanied  by  damage  to  personal  savings  and  to 
orderly  long-term  provision  for  the  replacement  and  expansion 
of  industrial  capital.  These  are  forms  of  saving  on  which 
steady  and  continued  growth  of  the  economy  must  rest. 
When  a halt  is  imposed  on  inflation  a rise  in  interest  rates 
can,  in  the  new  context,  give  a real  stimulus  to  personal 
saving.  A rise  in  the  yields  on  the  various  securities  offered 
through  the  National  Savings  organisation  has  certainly 
on  occasion  shown  improved  results.  The  nominal  total  of 
business  savings  out  of  retained  profits  may  fall  off  at  the 
outset ; but  in  the  new  conditions  industry  has  the  more 
inducement  to  work  for  and  to  rely  on  internal  sources  of 
new  finance. 

28.  Personal  saving  as  a whole  is  encouraged  when  the 
feeling  exists  that  assets  whose  money  value  is  fixed  will 
retain  their  real  value  and  when  those  who  go  into  debt 
can  no  longer  look  forward  to  a lightening  of  the  resulting 
burden  throu^  a rapid  rise  in  their  money  incomes,  Savings 
may  also  be  increased  by  the  joint  pressure  of  higher  interest 
rates  and  of  lesser  availability  of  credit  for  personal  uses, 
both  in  current  consumption  and  in  house  buying,  l^rther, 
if  for  some  time  before  a rise  in  interest  rates  the  stock 
markets  have  been  rising,  some  people  will  have  b«n 
tempted  to  save  less  or  to  live  beyond  their  incomes  by 
realising  capital  gains.  If  the  rise  in  the  stock  markets  is 
halted  or  reversed,  this  “ dissaving  ” is  reduced. 

29.  A small  rise  in  interest  rates  may  induce  a greater 
immediate  caution  among  financial  lenders  generally  about 
entering  into  new  commitments  than  the  size  and  range  of  the 
interest  rate  movement  might  suggest.  This  rests,  however, 
upon  past  experience  having  shown  that  wider  movements 
in  credit  conditions  may  follow  later.  If  past  experience 
is  not  borne  out,  or  if  other  pointers  to  probable  conditions 
conflict  with  the  movement  of  interest  rates,  tois  effect  will 
be  much  weakened. 

30.  A rise  in  interest  rates  induces  reconsideration 
of  the  relative  advantages  of  holding  bank  deposits  as  against 
acquiring  securities  or  making  loans.  If  deposits  are  drawn 
upon  to  acquire  long-term  government  securities,  the 
monetary  auAorities  are  better  placed  to  fund  floating 
debt  and  to  reduce  the  total  of  deposits  ; if  they  are  drawn 
upon  to  buy  Treasury  Bills,  the  banks  lose  (subject  to  any 
separate  offsetting  factors)  both  liquid  assets  and  deposits. 
In  both  cases  monetary  control  is  strengthened.  In  fact 
“ outside”  holdings  of  Treasury  Bills  have  grown  by  large 
amounts  during  recent  years.  A rise  in  the  absolute  level 
of  the  yield  on  Treasury  Bills,  and  more  particularly  a rise 
in  their  yield  relatively  to  that  on  bank  deposits,  has 
attracted  outside  holders.  Changes  in  the  yield  on  Tax 
Reserve  Certificates  have  similarly  increased  dieir  attrac- 
tion. 

31.  As  in  the  case  of  savings,  the  influence  of  interest 
rates  on  lenders  stems  at  least  as  much  from  its  contribution 
to  general  disinflationary  measures  as  from  its  more  direct 
effects.  If  high  interest  rates  can  help  to  create  the  expecta- 
tion that  inflation  will  be  halted,  institutional  investors  wfil 
be  less  willing  to  realise  fixed-interest  securities  at  a loss  and 
more  willing  to  buy  fixed-interest  stocks.  At  the  same 
time  they  will  make  a more  conservative  estimate  of  the 
credit-standing  of  private  borrowers.  If  lenders  remain  of 
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opinion  that  inflation  is  stiU  the  most  likely  prospect  for  the 
longer-term  future,  their  desire  to  protect  themselv«  against 
it  by  investment  in  real  property  and  in  equities  will  outweigh 
short-term  considerations. 

32.  A change  in  short-term  rates  in  London  has  shown 
itself  still  capable  of  influencing  the  movement  of  funds  to 
and  from  the  United  Kingdom.  But  the  actual  change  in 
the  level  of  interest  rates  is  subsidiary  nowadays  to  the  effect 
on  confidence  in  sterling  which  a change  of  Bank  Rate  can 
exercise,  when  it  is  taken  abroad  as  a sign  that  measures 
are  in  hand  which  will  fundamentally  improve  the  economy. 
In  post-war  years  there  have  been  periods  when  confidence 
has  been  lacking  and  a level  of  rates  in  London  higher 
than  in  other  centres  has  failed  to  attract  funds  from  abroad. 
Equally  there  have  been  periods  when,  with  confidence 
in  sterling  stronger,  the  interest  differential,  taking  into 
account  the  cost  of  forward  cover,  has  made  it  attractive  to 
bring  funds  to  London.  {It  is  normal  in  present  circums- 
tances to  hedge  the  exchange  risk  that  accompanies  the 
movement  of  short-term  funds ; this  itself  widens  the 
discount  on  forward  sterling,  so  that  the  margin  of  profit 
decreases  and  the  inflow  slows  down).  An  inflow  of  short- 
term funds  arising  from  a rise  in  interest  rates  is  therefore 
likely  to  be  less  massive  than  formerly,  but  a rise  may  still 
have  a marked  immediate  effect. 

33.  Similarly  a rise  in  short-term  rates  tends  to  reduce 
the  amount  of  short-term  borrowing  for  overseas  account. 
Borrowers  are  influenced  both  by  the  comparative  cost  and 
by  the  comparative  tightness  of  money  in  different  centres  ; 
they  will  wish  to  borrow  where  money  is  cheapest  but  may 
be  prepared  to  pay  higher  rates  of  interest  in  a market  where 
funds  are  more  easily  obtainable.  Here  too  the  confidence 


factor  plays  a part ; when  the  exchange  value  of  a currency 
is  under  suspicion,  overseas  dealers  are  not  only  less  likely 
to  hold  that  currency  but  also  more  likely  to  borrow  it. 

34.  Long-term  overseas  investment  by  the  U.K.  in  recent 
years  has  not  been  made  primarily  through  issues  of  stocks  or 
shares  in  the  market  but  rather  thiou^  direct  investment 
by  companies.  Access  to  the  market  by  means  of  stock 
issues  h^  been  regulated  by  the  Capital  Issues  Committee  ; 
it  is  unlikely  that  higher  interest  rates  have  deterred  many 
borrowers  who  could  obtain  permission  for  an  issue.  How- 
ever, balance  of  payments  estimates  for  recent  years  suggest 
that  during  some  periods  of  higher  interest  rates  and  tighter 
monetary  conditions  net  long-term  investment  overseas  has 
been  reduced.  The  reduction  in  this  “ net  ” investment 
has  been  due  partly  to  larger  long-tenn  investment  in  the 
United  Kingdom  by  other  countries,  partly  to  realisations 
of  British  assets  abroad,  and  partly  to  a lesser  amount  of 
gross  investment  overseas. 

35.  From  these  various  considerations  two  general 
conclusions  may  be  drawn.  The  experience  of  recent  years 
had  confirmed  that  it  is  impossible  to  quantify  the  effect  of 
interest  rate  movements  or  to  see  an  exact  link  between  one 
wt  of  rates  and  another.  But  it  has  also  confirmed  that 
interest  rate  movements  remain  a vital  component  of  monetary 
measures ; if  in  recent  years  the  authorities  had  not  used 
influence  on  the  interest  rate  structure,  it  would  have  proved 
more  difficult  to  ke^  the  money  supply  within  tolerable 
limits,  and  the  impact  of  monetary  measures  on  the  economy 
would  have  been  less  strong. 

July,  1957 


13.  SOME  POSSIBLE  MODIFICATIONS  IN  TECHNIQUE* 


1.  Earlier  papers  submitted  by  the  Bank  of  England  have 
argued  that  monetary  conditions  cannot  be  controlled  solely 
by  operations  on  the  cash  reserves  of  the  banking  sj^tem. 
If  bankers’  balances  at  the  Bank  are  increased  by  open- 
market  operations,  the  banks  have  a strong  inducement  to 
increase  their  earning  assets  and  thus  their  deposits ; but 
if  they  are  reduced,  the  banks  can  adjust  their  position 
by  calling  upon  their  most  liquid  assets  other  than  cash. 
The  Bank  can  control  the  price  at  which  this  can  be  done, 
by  making  effective  or  altering  the  rate  at  which  they  will 
lend  or  rediscount,  action  that  first  affects  the  Discount 
Market  but  also,  through  the  Market,  the  general  structure 
of  interest  rates.  But  their  power  is  limited  by  the  need  to 
be  lender  of  last  resort,  which  in  practice  today  means 
ensuring  that  the  current  requirements  of  government  are 
met.  In  the  last  resort  these  requirements  must  be  met  by 
direct  advances  from  the  Bank  which  have  the  effect,  as  the 
disbursements  take  place,  of  restoring  the  cash  reserves  of 
the  banking  system. 

2.  Increasing  attention  has  accordin^y  been  paid,  in 
recent  years,  to  the  factors  which  affect  the  scale  of  the  most 
liquid  assets  of  the  banking  system.  “ Liquidity  ” is  not  an 
independent  quality — it  depends  on  the  times  and  the  cir- 
cumstances. However,  a tradition  is  now  established  that 
the  aearing  Banks’  liquidity  ratio  shall  not  fall,  more  than 
temporarily  and  then  very  slightly,  below  30%.  To  secure 
that  a natural  preoccupation  with  liquidity  is  a quasi- 
automatic restraint  on  the  operations  of  the  banking  system 
is  exttemely  difficult  when  the  banks  are  large  holders  of 
Hoating  Debt,  and  large  lenders  at  call  and  short  notice 
against  it ; and  when  they  also  hold  a considerable  volume 
of  other  government  debt  maturing  within  a few  years  at 
most.  Moreover,  in  so  far  as  any  net  increase  in  the  cash 
requirements  of  the  Exchequer  is  met  in  the  first  instance 
by  an  increase  in  the  Floating  Debt,  and  in  so  far  as  this 
tends  to  be  reflected  immediately  in  the  holdings  of  banks, 
an  Exchequer  deficit  tends  to  have  a direct  monetary  effect. 
Seasonal  fluctuations  apart,  the  most  direct  sign  that  govern- 
ment short-term  borrowing  is  mounting  dangerously  is  an 
upward  drift  occasioned  by  it  in  the  liquidity  ratio  of  the 
banks. 

3.  The  importance  in  the  monetary  , field  of  the  size  of, 
and  particularly  of  increases  in,  government  debt  has  led 
to  the  su^estion  that  a formal  li^t  should  be  set  to  the 
Stte  of  the  debt.  This  suggestion  raises  constitutional  issues, 
« v/ell  as  more  technical  questions  of  the  operation  of  the 
Exchequer,  which  are  outside  the  competence  of  the  Bank. 


• Sm  Minutes  of  Evidence  Qn*.  2120  to  23  end  2616  to  2798. 


From  the  monetary  point  of  view,  the  following  observations 
may  be  made  : — 

(a)  Appropriate  allowance  must  be  made  for  seasonal 
variation. 

{b)  Borrowing  by  governmental  or  para-govemmental 
agencies  that  did  not  count  towards  the  maximum, 
although  it  ml^t  cany  a government  guarantee, 
would  give  an  inducement  to  evade  the  rigours  of  the 
maximum,  without  prime  regard  to  what  is  most 
sound  or  economical. 

(c)  Special  exception  would  be  necessary  for  changes  in 
debt  arising  from  changes  in  exchange  reserves. 

id)  The  significant  figure,  which  could  fluctuate  widely 
within  any  maximum,  is  the  total  of  “ market  ” 
debt,  (i.e.,  total  debt  ©ccluding  that  held  by  public 
funds  appropriately  defined)  or  the  total  of  “ market  ” 
debt  and  fiduciary  issue. 

4.  But  the  main  weakness  of  this  idea,  from  the  monetary 
point  of  view,  is  that  it  has  no  direct  bearing  on  who  holds 
the  total  of  “ market  ” debt  that  is  outstanding.  This  is  to 
some  extent  a function  of  the  types  of  security  in  issue.  The 
aim  is  to  place  as  much  of  the  debt  as  possible  in  forms 
attractive  to  non-banking  holders,  including  for  ftis 
pu^ose  the  various  types  of  small-savings  securities.  While 
it  is  not  claimed  that  improvements  in  the  form  of  securities 
cannot  be  made,  it  may  be  doubted  wheflier  the  Committee 
will  wish  to  consider  in  detafl  the  pros  and  cons  of  alternative 
types  of  securities. 

5.  Whatever  the  form  of  securities  offered,  promotion  of 
the  flow  of  securities  into  non-banking  hands  is  subject  to 
four  important  limitations  : — 

(fl)  There  must  be  confidence  in  the  future  value  of  money, 
which  depends  on  general  economic  policy. 

(5)  There  may  be  a conflict  between  the  desire  to  prevent 
government  debt  gravitating  into  the  banking  system 
and  the  desire  to  finance  the  Exchequer  at  the  least 
possible  cost, 

(c)  Overseas  holdings  of  government  debt,  regarded  as 
non-banking  in  this  context,  may  vary  for  reasons  of 
their  own. 

id)  Interest-rate  policy  must  accept  the  essential  character- 
istics of  a market,  that  if  a buyer  can  afford  to  wait  no 
price  will  be  attractive  if  he  believes  it  will  be  less  in 
the  not  distant  future,  and  conversely. 

6.  The  main  monetary  weapon  for  influencing  market 
expectations  lies  in  the  Bank  Rate,  and  the  question  arises 
whether  the  customary  frequency  and  scale  of  changes  is 
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best  adapted  to  present-day  conditions.  In  particular,  an 
alternative  method  would  be  to  adjust  Bank  Rate  weekly 
to  changes  in  market  rates.  An  argument  for  this  system 
is  that  the  responsibility  for  change  in  rates — ^including 
induced  changes  in  longer-term  rates — is  then  seen  to  lie  in 
the  interplay  of  supply  and  demand  in  the  market  for  money. 
It  should  not  he  inferred  that  this  interplay  is  not  influential 
when  Bank  Rate  moves  only  occasionally,  and  by  steps  of 
customary  size ; in  fact  a continuing  upward  pressure  on 
market  rates  can  virtually  force  an  increase  in  Bank  Rate, 
if  the  Bank  seek  to  set  a limit  to  their  lending  by  exacting  a 
penal  rate  of  interest.  On  occasion  it  suits  the  authorities 
to  follow  rather  than  lead  the  market.  But  the  practice  of 
moving  by  steps  can  give  a positive  and  direct  indication 
whether  the  authorities  axe  desirous  (or  at  least  content)  to 
see  the  rate  determined  by  the  market  move  in  a particular 
direction  ; and  on  the  rise  can  force  an  immediate  change 
in  market  rates.* 


7.  If  interest-rate  policy,  even  when  acting  with  the  full 
support  of  general  economic  policy,  is  unable  sufficiently  to 
ensure  that  government  debt  does  not  gravitate  into  the 
banking  system,  the  difficulty  remains  that  the  monetary 
situation  will  be  more  liquid  ffian  is  expedient.  The  system 
M a whole  will  be  enabled  to  increase  the  credit  extended 
in  the  private  sector  without  being  restrained  by  regard  for 
ffie  availability  of  cash,  or  liquid  resources  readUy  convertible 
into  cash.  In  recent  years  it  has  been  found  necessary  to 
supplement  normal  measures  by  informal  arrangements 
with_  the  banks  directed  to  limiting  this  increase  in  private 
credit.  It  has  been  recognised  that  such  arrangements  are 
not  satisfactory,  notably  in  their  long-run  effect  on  the 
efficiency  of  the  services  rendered  by  the  banking  system. 
They  also  tend  to  divert  some  business  into  institutions 
which  may  lie  outside  the  ousting  machinery  of  control, 
and  which  through  numbers  and  lack  of  organisation  may 
be  less  easy  of  approach.  Various  suggestions  have  been 
made  for  amending  the  system  to  deal  with  this  situation 
if  it  persists,  while  continuing  to  ensure  that  the  current 
needs  of  the  Exchequer  are  provided.  They  all  must  have 
one  feature  in  common,  namely,  a measure  of  compulsion. 

8.  The  following  comments  may  be  made  on  the  effect  of 
compulsion  : — 


(а)  At  present  the  banks  observe  cash  and  liquidity 
conventions  which  rest  upon  the  traditional  and  proper 
attitude  of  a banker  that  he  must  seek  to  be  in  all 
circumstances  good  for  his  engagements.  To  modify 
such  conventions  from  the  outside  would  be  to 
impose  on  those  affected  a standard  of  conduct  not 
founded  upon  experience  of  their  own  business  It 
would  be  evident  that  the  object  of  the  change  was 
not  to  secure  a sounder  position  of  individual  banks. 
For  that  very  reason  the  economic  policies  of  govern- 
ment might  be  brought  in  question  and  government 
credit  suffer  in  the  process. 

(б)  The  more  the  distribution  of  bank  assets  was  dictated 
by  government,  the  more  responsibility  would  be 
implied  for  their  ultimate  solvency. 

(c)  Much  is  at  present  achieved  by  co-operation  between 
bankers  and  authorities.  To  introduce  an  arbitrary 
standard  on  a compulsory  basis  must  give  the  banks 
incentive  to  rearrange  their  affairs  so  as  to  secure 
the  greatest  advantage  that  the  law  allowed  The 
virtues  of  informal  and  flexible  methods  of  persuasion 
would  be  lost,  and  this  would  not  be  without  influence 
on  mternational  opinion. 

(d)  It  cannot  be  presumed  that  compulsory  measures 
could  be  limited  to  banks  whose  business  is  primarily 
mffie  United  Kingdom.  The  U.K.  business  of 
British  and  other  banks  operating  mainly  overseas 
is  hi^y  individual  . To  apply  uniform  methods  of 
regulation  would  be  difficult ; might  prejudice  the 
st^dmg  and  operations  overseas  of  British  banks  and 
might  even  provoke  unpleasant  political  and  monetary 
reactions  in  their  main  centres  of  operation. 

9.  No  amen<toents  to  the  present  system  will  be  wholly 
free  from  the  disadvantages  set  out  above.  But  recognisine 
the  disadvantages,  it  seems  reasonable  to  accept  the  followins 
aims  for  any  alternative  : — ® 

(o)  To  regulate  the  ability  of  the  banking  system  to  erant 
aao^odation  to  the  private  sector.  The  meffiod 
should  be  one  whose  existence  and  application  was 


evident  not  only  to  the  banks  but  to  all  borrowers 
from  the  banks.  Its  application  should  take  the 
form  of  a monetary  measure,  variable  from  time  to 
time  as  credit  conditions  indicated  and  not  in  direct 
relation  to  government  borrowing  requirements. 
Government  borrowing,  in  tlie  conditions  presumed, 
may  be  expected  to  be  a major  cause  of  the  use  of 
the  method  as  a brake,  in  order  that  undue  scope  for 
the  banks  to  extend  other  forms  of  credit  should  not 
result.  But  circumstances  may  well  arise  in  which, 
without  an  accompanying  change  in  government 
borrowing,  general  conditions  warranted  ffiat  private 
borrowing  should  be  made  easier  or  more  difficult. 
Any  new  regulator  would  be  of  most  service  if  it 
could  be  used  as  an  additional  instrument  of  general 
credit  control,  as  distinct  from  being  solely  an  instru- 
ment to  minimise  certain  consequences  of  current 
government  borrowing. 

(6)  To  adopt  a method  of  regulation  whose  introduction 
causes  the  least  disturbance  to  banking  structure  and 
to  the  organisation  of  the  market.  First,  the  banking 
system  should  be  left  able  to  compete  within  itself 
and  to  adjust  its  behaviour,  within  the  general  limits 
set  and  subject  to  any  overriding  considerations  of 
public  policy,  in  accordance  with  banking  and  com- 
mercial requirements.  There  should  be  the  rntnirmim 
inducement  for^  this  behaviour  to  be  modified  solely 
in  order  to  avoid  the  rigoiur  of  the  particular  method 
applied.  Secondly,  it  is  preferable  to  retain  those 
features  of  the  present  banking  and  discount  market 
orgamsation  which  permit  a high  degree  of  flexibility 
in  the  market  financing  of  government  requirements 
including  the  preparedness  of  the  market  to  cover 
the  Treasury  Bill  tender.  Nevertheless  correctives 
must  be  applied  if  the  total  or  distribution  of  short- 
term debt  changes  so  as  to  endanger  credit  control 
These  correctives  should  not  be  such  as  to  appear 
(or  such  as  could  easily  be  used)  primarily  as  measures 
to  eiwure  finance  from  the  commercid  banking  system 
for  the  Exchequer.  Replacement  of  market  flexibility 
by  regular  use  of  some  special  borrowing  instrument 
would  be  undesirable  from  this  point  of  view. 

(c)  To  ^ve  warning  when  government  short-term  borrow- 
ing from  the  banking  system  puts  strains  upon  the 
supply  of  money  or  upon  tlie  provision  of  bank 
^commodation  to  private  borrowers.  To  this  end 
the  operation  of  monetary  controls  should  be  clearly 
recorded  for  public  observation  and  be  necessarily 
the  subject  of  deliberate  action  by  the  authorities  in 
the  light  of  general  monetary  conditions. 

10.  The  following  paragraphs  briefly  review  certain 
alternative  techmques  m the  light  of  the  above  objectives 
Betore  considering  these,  mention  should  perhaps  be  made 
of  changmg  the  control  over  the  supply  of  ultimate  legal 
tender,  m the  shape  of  the  note  issue,  in  effect  the  Fiduciary 
Issue.  The  Bank  do  not  regard  a formal  maximum  on  the 
total  note  issue  as  an  effective  method  of  securing  monetary 
control.  The  banks  must  meet  the  demands  of  their 
depositors  for  cash  ; the  Bank  of  England  in  turn  must  meet 
depositors,  the  banks.  Any  limit 
tnat  had  the  effect  of  interfering  with  this  process  would 
merely  result  m confusion,  if  not  chaos  ; and  would  be  duly 
suspended,  as  has  happened  in  the  past.  Changes  in  the 
reserve  of  unissued  notes  would  not  now  give  an  additional 
^d  useful  indication  of  the  ease  or  severity  with  which 
monetary  control  should  be  applied ; there  can  be  no 
^alogy  with  the  days  in  which  the  sovereign  was  current 
com,  and  the  bank  note  acceptable  so  long  as  it  was  exchange- 
^le  into  gold.  Nevertheless  the  size  of  the  note  issue® is 
important  as  mdimtmg  (subject  to  the  ill-defined  effects  of 
change  m public  habits)  the  success  or  failure  of  monetary 
“ general.  _ Therefore  on  monetary  grounds,  apart 
f ^ co^titutional  question,  it  is  not  suggested  that 

ita?;  fs 

o J ^teraative  monetary  techniques  considered  below 

are  as  loUows  : 

A.  Liquidity  Ratio. 

Advances  Ratio. 

Advances  Limits. 

Investment  Ratio. 

Cash  Ratio. 

Ways  and  Means  Advances. 

Treasury  Deposit  Receipts. 

Special  Deposits. 


B. 

C. 

D. 

E. 

F. 
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. centage  reduction  in  its  advances  than  another.  Even  if 

A.  Uijuidtty  Ratio  aUowInce  were  made  for  this,  unequal  pr«sures  on  the 

12  In  substitution  for  the  existing  tradition  of  30'j,,  a would  be  produced  by  the  fact  that  me  busings  of 

compulsory  minimum  ratio  could  be  imposed,  the  level  of  various  banks  is  not  umform,  some  kmds  customer 
w°^h  me  authorities  might  adjust  wimrn  certain  limits  niaking  larger  demands  for  advances  from  time  to  time  than 
and  on  due  notice.  others. 

13  This  could  certainly  be  used  to  prevent  an  increase  20.  A further  general  consideration  is  that  advance 
in  floating  debt  in  the  banking  system  (whether  arising  ^ ^ banking  asset  whose  na^  would  not  for  long  pen^ 

from  a ctenge  in  the  distribution  or  in  the  total  of  market  m^fonn  direct  control  to  be  apphed.  There  would  be 

floating  debt)  becoming  me  liquidity  base  for  a still  further  concern  mat,  if  only  through  acadents  of  toning,  me  1^ 
RTOwth  in  bank  credit.  While  it  would  not  necessarily  entai  essential  needs  of  industry  and  other  borrowers  might  be 
dianecs  in  the  organisation  of  the  market,  it  would  have  all  the  more  essential  were  excluded.  The  aumonttes 

me  disadvanUges  of  a standard  based  on  outade  considera-  .yvould  most  probably  be  presented  with  many  instances  m 

lions,  to  which  reference  is  made  in  paragraph  8 (o)  atove.  ^j^ch  temporary  and  special  relation  of  conttol  wm 

It  also  would  risk  encouraging  changes  in  the  form  of  bank  sought  to  meet  hard  cases.  If  uniform  dnect  control  were 
accommodation  which  were  based  not  on  the  requirements  jo„g  maintained,  it  would  be  a short  and  perhaps 

of  customers  but  in  order  to  raise  additional  liquid  assets,  inevitable  step  for  them  to  attempt  to  control  advances  in 
For  example,  bank  advances  could,  within  limits,  be  replaced  ^g^il  by  reference  to  their  purpose, 
by  commercial  bills.  Further,  liquid  assets  such  as  Treasu^' 

Bills  miehf  be  attracted  frMn  other  holders,  possibly  partly  ^ Advances  Limits 

in  replacement  of  assets  classified  as  investments ; 21  A ceiling  might  be  imposed  upon  advances  instead 

ments  might  also  be  run  off  at  matunty,  enabling  additional  ^ certainly  is  possible  as  a temporary  measure  ; 

Treasury  Bills  to  be  obtained.  The  partial  withdraw^  ot  type  of  expedient  as  is  currently  employed, 

me  banks  from  the  gilt-edged  market  might  h&  expected  to  without  use  of  statutory  powers.  When  regarded 

have  a weakening  effect  on  that  market,  with  consequent  ^ ^ tonporaiy  measure,  to  meet  an  immediately  urgent 

Hamflgg  to  me  success  of  funding.  situation,  me  responses  in  banking  practice  to  which 

14  To  minimise  some  of  these  effects,  and  also  the  need  permanent  enforcement  might  be  expected  to  lead  are  largely 
to  make  additional  increases  in  the  required  liquidity  ratio  absent.  It  has  most  dearly  me  demerits  of  checking  competi- 
to  offset  the  multiplication  of  liquid  assets  in  the  banking  tion  between  banks  and  of  deflecting  some  finance  away 

system,  it  mi^t  be  desirable  to  impose  a special  defimUon  fjom  me  banks  to  omer  institutions  (not  necessarily  m 

of  liquid  assets  for  the  purposes  of  the  ratio,  primarily  by  themselves  wimout  a useful  role  in  me  general  economy) 
excluding  commerdal  biUs.  But  this  would  not  itself  prevent  and,  very  largely,  me  omer  demerits  of  an  advances  rauo. 
an  inducement  to  leave  commercial  bills  to  be  held  by  me 

Discount  Market,  wim  a corresponding  shift  of  Treasury  D.  Investment  Ratio 

Bills  from  the  Discount  Market  to  the  banks  ; nor  prevent  ^2.  A further  possibility  would  be  a compulsory  invest- 
an  increased  use  of  commercial  bills,  in  replMsnBnt  of  ment  ratio.  Investments  for  this  purpose  would  need  to  be 
advances,  from  being  carried  by  the  Discomt  Market  on  so  as  to  include  Government  (and  Govenment* 

additional  call  loans  from  the  banks  and  so  indirectly  mnaung  guaranteed)  securities  only,*  in  order  mat  the  objective 
the  total  of  liquid  assets.  should  not  be  defeated,  for  example,  by  me  replacement  of 

15.  The  application  of  a ratio  whkh  effectively  required  bank  advances  to  industrial  borrowers  by  notes  or  debentures, 

me  banks  directly  to  hold  additional  amounts  of  government  23  Jq  ttmit  me  definition  of  investments  in  this  way 
debt  (a  result  which  would  be  the  more  evn^t  u hquid  operation  of  this  systan  with  particular 

assets  were  defined  so  as  to  «clude  comronnal  b^)  dariQ'  to  me  borrowing  needs  of  government.  The  probable 

conflict  wim  the  aim  of  finding  a memod  of  contrm  whicn  egrets  on  me  gilt-edged  market  are  complex.  There  might 
did  not  appear  primarily  as  a device  for  Exchequer  Borrow-  certain  immediate  benefits  but  in  me  long  term  the  general 
ing.  appetite  for  gilt-edged  securities  would  not  be  strengfriened. 

16.  Changes  in  the  liquidity  ratio  would  certainly  be  me  it  could  scarcely  be  regarded  as  an  additional  instrument  of 
subject  of  publi  announcement  and  so  draw  attention  to  general  credit  control. 

me  condition  of  government  finances.  The  total  of  borrowing 

undertaken  by  the  government  through  this  device  would  not,  L.  Lasn  nano 

however,  be  inimediateiy  apparent,  mough  of  course  calcul-  24.  The  point  has  been  made  in  paragraph  1 above  that 
able  from  me  balance  sheets  of  the  banks  concerned.  under  present  arrangements  monetary  control  cannot  be 

achieved  soldy  by  operations  on  me  cash  reserves  of  the 
banking  system.  This,  in  me  first  instance,  is  because  the 
B.  Advances  Ratio  Discount  Houses  are  able,  at  will  and  wimout  specific  limit, 

17  A maximum  ratio  between  the  banks’  advances  and  to  turn  certain  liquid  assets  into  cash  by  borrowing  from  (or 
meir’ total  deposits  might  be  prescribed.  As  the  dividing  discounting  at)  the  Bank  of  England.  It  would,  however, 
line  between  advances  and  investments  would  present  be  possible  so  to  alter  me  present  system  as  to  provide  a 
problems  of  definition,  while  some  business  could  reasonably  basis  on  which  a compulsory  and  variable  cash  ratio  could 
be  switched  from  advances  to  commercial  bills,  it  would  be  operated. 

probably  be  necessary  to  apply  the  ratio  to  the  level  of  cr^it  25.  It  would  be  necessary  for  the  Bank  to  set  a limit  to 
extended  to  me  private  sector,  by  whatever  means,  rather  loans  to  me  Discount  Market,  so  as  to  prevent  the 

than  simply  to  advances.  banks  from  obtaining  cash  by  this  route  to  frustrate  the 

18  This  again  would  provide  a brake,  aimough  because  operation  of  me  system.  The  banks  could  then  he  required 

bank  advanctt^t  in  practice  be  called  in  at  short  notice  to  k«p  a given  reserve  of  cash  m me  form  of  w™ 

on  any  wide  scale,  conriderable  notice  would  have  to  be  me  Ba^  of  Engl^i  The  required  cash  /“ery«^might 
given  of  any  substantial  reduction  in  the  ratio.  The  com-  * ‘ ^ ‘ 


plement  of  this  ratio  would  be  me  proportion  to  meir  total 
deposits  of  government  indebtedness  held  by  me  banking 
system  and  merefore  it  would  appear  as  a device  to  alter 
the  total  of  goveniment  borrowing  from  me  banks. 

19.  There  would  be  practical  difficulties.  First,  U.K. 
banla  allow  their  customers  to  overdraw  their  accounts, 


represent  a certain  proportion  of  meir  total  deposits  < 
represent  a proportion  of  meir  total  deposits  and  a further 
amount  related,  for  example,  to  the  excess  of  meir  total 
deposits  over  me  total  at  some  base  date.  The  authorities 
could  be  empowered  to  vary  the  size  of  the  required  cash 
reserves  within  defined  limits  and  after  a period  of  notice, 
either  by  altering  me  cash  ratio  or  by  altering  the  percentage 

. . 1 of  me  increase  in  total  deposits  since  the  base  date  which 

within  agreed  limits  subject  to  penodical  reviw,  ins^d  of  required  to  hold  in  cash. 

taking  formal  advances.  This  system  would  be  mcom-  i rt,;..  crtTt 

pstible  with  a compulsoiy  advances  latio  and  a widespread  . The  pnnapal  objecUon  to  an  ariangeme^  ot  tte 
Sange  of  practice  by  bankers  and  their  customers  would  tti®  f^dament^  ^sturbance  of  &e  present 
theirfote  be  required.  Secondly,  to  a much  greater  extent  hire  wteh  woMd  be  entatied  d >mut  was  set  to 

than  cash  or  liquidity  ratios,  present  ratios  of  advances  boramvmg  by  the  Discount  Market  from  the  BaA  the  b^ 
differ  widely  as  between  banks.  There  could  be  no  question  ”■>  long*  have  any  assurance  thaUoam  to  the  Discount 

of  prescribing  a single  ratio  applicable  to  ^ banks,  since  Market  would  be  repaid  on  demand,  for  the  market  would 
mere  is  no  reason  why  in  me  interests  of  stabilising  or  reducing  • tub  definition  might  alio  include  spedfle  investmenW  soch  as  securities 

bankina  accommodation  to  me  private  sector  generally  one  by  *e  Finance  corporation  for  industry,  the  IndusuiaU  .and  ComiMtcial 

, ‘ M 1/  _.,„u  Finance  Corporation,  the  Agricultural  Mortgage  Corporation  and  credits 

bank  should  be  called  upon  to  make  a much  greater  per-  guaranteed  by  the  Export  Crecfils  Guarantee  Department. 
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[Continued 


have  no  certain  source  of  alternative  funds.  Such  loans 
could  Aerefore  no  longer  be  regarded  by  the  banks  as 
undoubtedly  liquid  and  the  banks  would  reduce  their  volume 
sharply.  This  would  prevent  the  Discount  Market  from 
taking  up  in  full  the  Treasury  Bills  offered  at  the  weekly 
tender.  If  ^e  Exchequer’s  financial  requirements  were  to 
be  met,  the  Bank  of  England  would  need  to  make  up  the 
shortfall  by  taking  up  the  Treasury  Bills  or  by  making  Ways 
and  Means  Advances. 

27.  A rise  of  interest  rates  would  not  necessarily  make 
good  the  shortfall  by  bringing  about  an  increase  in  holdings 
of  Treasury  Bills  outside  the  banks  and  the  Discount  Market. 
Indeed,  if  Treasury  Bill  rates  were  to  vary  considerably  and 
with  some  frequency,  such  outside  holdings  might  be  dis- 
couraged rather  than  attracted.  “ Outside  ” holders  of 
Treasury  Bills  do  not  necessarily  bold  Bills  to  maturity.  The 
risk  of  a further  rise  in  interest  rates  by  the  time  they  wished 
to  dispose  of  their  Treasury  Bills,  with  the  loss  on  selling  the 
Bills  which  that  might  imply,  would  deter  purchasers.  In 
such  conditions  the  Bank  might  well  be  required  to  make 
good  a shortfall  in  market  subscriptions  to  the  tender  to  an 
amount  in  excess  of  the  additional  cash  requirement  pres- 
cribed to  the  banks,  and  the  banks  would  then  acquire 
deposits  at  the  Bank  of  England  in  excess  of  the  prescribed 
reserve.  A cash  shortage  would  not  in  fact  have  been 
imposed. 

28.  Even  without  recourse  to  the  Discount  Market  the 
banks  can  build  up  their  cash  reserves  by  accumulating  in 
cash  the  proceeds  of  their  maturing  Treasury  Bills  and  other 
Government  securities.  They  would  therefore  have  frequent 
opportunities  of  releasing  themselves  from  the  pressures 
exerted  by  any  increase  in  the  ratio,  and  might  so  compel 
the  authorities  to  raise  the  ratio  to  extremely  high  levels. 

F.  Ways  and  Means  Advances 

29.  Ways  and  Means  Advances  by  the  Bank  of  England 
could  be  substituted  for  Treasury  Bills  as  a means  of  pro- 
viding for  the  residual  borrowing  needs  of  government. 
The  immediate  effect  would  be  an  exchange  by  ttie  banks  of 
Treasury  Bills  for  balances  at  the  Bank.  This  woiffd  be 
the  strongest  encouragement  to  a further  extension  of  hantr 
credit ; so  that  some  other  measure  to  absorb  the  excess 
cash  would  be  immediately  needed.  Continued  Ways  and 
Means  Advances  would  not  be  good  for  co:^dence,  parti- 
cularly abroad,  bearing  in  mind  the  history,  in  the  different 
circumstances  of  other  countries,  of  government  borrowing 
from  the  central  bank. 

G.  Treasury  Deposit  Receipts 

30.  The  banks  could  be  compelled  to  hold  a presca-ibed 
but  variable  amount  of  a special  Government  obligation, 
such  as  the  war-time  Treasury  Deposit  Receipts  which 
could  not  be  included  in  liquid  assets  for  ratio  purposes. 
These  were  direct  obligations  of  the  Exchequer  with  a life 
of  154,  182  or  210  days  (say,  5,  6,  or  7 months)  bearing  a 
rate  of  interest  fixed  in  relation  to  the  current  yields  on 
Treasury  Bills  and  short  bonds  ; not  negodable  but  en- 
cashable  by  the  holder  at  the  Bank  of  England  at  a penalty 
rate,  a facility  which  did  not  prove  of  any  practical  import- 
ance. The  list  of  holders  was  arbitrarily  confined  to  the 
Clearing  and  Scottish  banks  and  a very  short  list  of  other 
banks.  The  banks  were  informed  each  week  of  the  total 
they  were  required  to  subscribe,  and  divided  it  among  them- 
selves in  the  knowledge  that  the  cash  position  of  the  banks 
as  a whole  would  be  maintained  at  a level  sufficient  to  enable 
them  to  honour  their  commitment. 

31.  This  was  a volimtary  arrangement  introduced  as  a 
measure  of  war-time  finance  and  readily  worked  as  such  by 
the  banks.  It  was  a method  of  re-borrowing  money  as  it 
was  spent,  so  as  to  secure  the  maximum  purchasing  power 
for  the  prosecution  of  the  war  with  the  minimiTm  inflation 
of  bank  deposits.  Its  ad  hoc  character  was  emphasised  by 
the  provision  that  Treasury  Deposit  Receipts  could  be 
encashed  without  penalty  and  without  notice  to  enable  the 
banks  to  meet  subscriptions  to  national  loans  by  themselves 
or  by  their  customers. 

32.  In  time  of  peace  it  would  be  necessary  to  prescribe 
the  allocation  of  any  such  security,  presumably  on  the  basis 
of  deposits  at  periodical  intervals  ; the  distribution  of  the 
remainder  of  a bank’s  assets  would  be  within  its  own  deter- 
mination. If  the  Exchequer  were  in  net  cash  deficit  for  a 
period,  this  would  provide  a ready  means  of  finance  though 
the  banking  system  without  adding  to  the  floating  debt 
m a form  which  would  tend  to  increase  the  liquidity  of  the 


banks.  It  would  not,  however,  be  primarily  an  instrument 
of  general  credit  control  but  wo^d  plainly  be  directly 
related  to  the  needs  of  Government  borrowing. 

33.  Moreover,  it  would  not  prevent  the  banks  from 
acquiring  Treasury  Bills  or  other  Government  securities  from 
their  customers  or,  over  time,  exchanging  their  holdings  of 
Government  debt  into  more  liquid  forms.  If  the  banks  were 
intent  on  securing  their  liquidity,  the  market  in  short  and 
medium-dated  Government  securities  would  suffer  more 
than  proportionately  ; and  apart  from  any  net  Exchequer 
deficit  the  extent  of  borrowing  by  this  special  means  would 
have  to  be  increased. 

H.  Special  Deposits 

34.  At  such  times  as  general  economic  conditions  and 
the  structure  of  commercial  bank  assets  required,  the  banks 
could  be  called  upon  to  hold  some  form  of  special  deposit 
with  the  Bank  of  England.  These  special  deposits  would 
not  count  as  part  of  bankers’  cash  or  of  their  liquid  assets  ; 
thus  they  would  not  constitute  a base  for  the  superstructure 
of  bank  credit.  To  this  end,  they  could  be  withdrawn  only 
under  penalty  and  with  the  consent  of  the  Bank  of  England  ; 
it  would  on  general  principle  be  undesirable  to  introduce  an 
asset  to  be  held  by  banks  which  was  wholly  unrealisable  on 
their  initiative. 

35.  The  special  deposits  would  properly  bear  interest  in 
order  not  to  penalise  the  banks  while  this  portion  of  their 
previously  earning  assets  was  set  aside  in  this  “ sterilised  ” 
form.  The  cash  required  by  the  banks  to  make  the  deposits 
would  be  provided  by  the  Bank  of  England  (Banking 
Department)  normally  by  the  purchase  of  Treasury  BUls,  or 
possibly  of  stock  maturing  in  the  near  future  which  was 
widely  held  as  a money  market  asset.  In  the  weekly  Bank 
Return  these  Treasury  Bills  (and  stock)  would  form  the 
counterpart  of  the  special  deposits.  If  the  holdings  of 
Treasury  Bills  by  the  Banking  Department  b^ame  sizeable 
in  relation  to  the  weekly  Tender,  it  mi^t  be  desirable  to 
replace  them  in  part  by  some  other  marketable  form  of 
government  indebtedness  which  could  suitably  form  part 
of  the  Banking  Department’s  portfolio. 

36.  The  role  of  these  special  deposits  would  be  to  adjust 
the  liquidity  of  the  banking  system.  They  would  provide  a 
long-stop  to  the  consequences  upon  that  liquidity  of  a 
heavy  load  of  governmental  borrowing ; but  they  would 
be  explicitly  designed  to  be  a general  monetary  regulator 
operated  by  the  monetary  authorities,  not  an  alternative 
and  facile  method  of  short-term  financing.  Short-term 
finance  would  be  raised  as  now  through  the  offer  of  Treasury 
Bills  by  tender.  If  the  total  of  market  Floating  Debt  went 
on  rising  for  more  than  seasonal  reasons,  ffie  decision  to 
make  a call  would  be  a public  announcement  which  should 
draw  sharp  attention  to  the  adverse  trend  of  government 
finance.  The  outstanding  total  of  special  deposits,  though 
needing  interpretation  in  the  light  of  all  the  factors  that  could 
have  led  to  calls,  would  be  a record  kept  in  public  view. 

37.  A question  for  further  consideration  is  the  range  of 
banks  which  should  be  liable  to  make  special  deposits,  and 
how  fax  their  application  should  be  uniform  between  different 
types  of  banks.  The  greatest  part  of  the  problem  would  be 
covered  by  inclusion  of  all  the  clearing  banks  ; but  con- 
siderations of  equity  and  the  risk  that  finance  may  be 
improperly  encouraged  to  flow  through  channels  other  than 
the  clearing  banks,  must  be  given  considerable  weight. 

38.  An  arrangement  of  this  kind  would  suffer,  as  has 
already  been  emphasised,  from  the  drawbacks  of  any 
comp^sory  scheme.  Pressure  on  banking  liquidity  must 
represent  some  encouragement  to  the  rearrangement  of 
banking  portfolios  towards  more  liquid  assets.  The  forms 
of  Investments  held  and,  for  example,  the  relationship 
between  Advances  and  bill  financing  might  be  reconsidered, 
as  in  the  instances  of  some  alternative  measures  earlier 
discussed.  Shifts,  within  fairly  wide  limits,  of  banking  assets 
as  between  Investments  and  Advances  could  not  directly 
be  controlled,  should  that  be  desirable,  solely  by  liquidity 
pressure.  On  the  other  hand  the  device  of  special  deposits 
would  not  be  directly  related  to  Government  needs  but 
would  serve  as  a general  control  of  credit,  used  periodically 
in  the  same  way  and  after  the  same  sort  of  consideration  as 
Bank  Rate. 

Conclusion 

39.  The  objectives  which  any  change  of  technique  should 
aim  at,  and  the  objections  to  various  types  of  change,  have 
been  set  out  in  the  preceding  paragraphs.  None  of  the 
suggestions  is  free  from  serious  drawbacks  arising  from  the 
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introduction  of  compulaon  and  rigidity  into  a banking 
system  doing  a large  volume  of  international  business.  They 
are  all  likely  to  prejudice  the  close  and  helpful  co-operation 
which  exists  between  the  authorities  and  the  banking  system. 
Th^  all  operate  primarily  on  the  business  of  credit-giving  ; 
and  thOTfore  do  not  replace  instruments,  such  as  Bank 
Rate,  whkh  affect  also  the  willingness  to  take  credit.  The 
Bank  would  stress  these  drawbacks,  and  do  not  at  present 
consider  that  an  amendment  to  the  present  system  is  necessary 
or  would  on  balance  be  advantageous.  Should  it  prove 


impossible  at  a later  stage  to  achieve  adequate  results  by  the 
present  system,  while  the  Bank  do  not  feel  able  dehnitely  to 
recemmend  which  form  of  amendment  (m  circumstances 
which  must  at  present  be  largely  hypothetical)  might  most 
usefully  be  considered,  their  present  view  is  that  the  Special 
Deposit  arrangement  set  out  in  paragraphs  34  to  38  goes 
further  to  reach  the  objectives  and  to  avoid  the  objections 
than  the  other  arrangements  described. 

November,  1957 


14.  INTEREST  ARBITRAGE  AND  THE  GOLD  AND  DOLLAR  RESERVES* 


1.  This  paper  is  sutaiitted  in  advance  of  oral  evidence 
with  the  obje«  of  setting  out  the  main  connections  between 
relative  movements  of  sort-term  interest  rates  and  forward 
exchange  rales,  and  through  these  rates  the  level  of  U.K. 
gold  and  dollar  reserves.  But  it  must  be  remembered  that 
the  whole  buriness  of  forward  exchange  on  the  one  side 
and  international  financial  movements  on  the  other  is  by  its 
nature  complex,  and  to  attempt  to  set  it  down  in  short 
compass  is  to  run  the  risk  of  over-simplification.  It  is  even 
more  complex  now  than  it  was  before  1939  because  of  the 
existence  in  various  countries  of  exchange  controls  no  two 
of  which  operate,  in  relation  to  this  subject,  in  precisely 
the  same  way ; but  no  account  has  been  taken  of  these 
comj^ications.  For  convenience  of  presentation,  the  paper 
relates  to  the  sterling/doUar  exchange,  and  assumes  a higher 
short-leim  rate  of  interest  in  London  than  in  New  York. 
A similar  nexus  of  transactions  cannot  arise  between  every 
pair  of  national  currencies  because  of  the  lack  of  the  necessary 
financial  institutions  with  the  ^propriate  turnover  (see 
paragraph  19). 

Backgroiotd 

1.  It  may  be  well  to  begin  by  recalling  that  official  buying 
and  selling  rates  are  quot^  by  the  Bank  of  England  for  all 
the  principal  foreign  currencies.t  But  these  rates  apply 
only  to  spot  transactions  and  not  to  forward.  Forward 
rates  are  determined  by  the  free  play  of  supply  and  demand. 
Althou^  there  are  no  upper  or  lower  limits  to  the  rates  for 
forw^  operations,  those  rates  are  of  course  materially 
influenced  by  the  existence  of  the  official  buying  and  selling 
rates  for  spot  transactions.  While  a trader  will  always  be 
given  an  '■  outri^t  ” rate  for  a forward  transaction  by  his 
bank  (say  *2-79i  to  the  £ for  delivery  in  three  months’ 
time)  the  markets  quote  forwards  in  terms  of  a margin 
against  the  spot  rate  (say,  2J  cents  premium  for  three  months 
dollars  against  a going  spot  rate  of  2-Sli). 

Basis  for  forward  rates 

3.  At  times  when  there  are  neither  strong  seasonal  factors 
in  operation  affecting  the  flow  of  trade  nor  speculative  views 
bdng  taken  by  traders  on  the  future  course  of  the  exchanges, 
forward  rates,  at  least  for  periods  up  to  three  months,  will 
tend  to  reflect  the  difference  between  short-term  money 
rates  in  the  two  centres  concerned.  For  example,  if  short- 
term rates  are  1 % in  New  York  and  5 % in  London,  the 
forward  dollar  ^ould  in  normal  circumstances  be  at  a 
premium  in  London  (and  forward  sterling  similarly  at  a 
discount  in  New  York)  equivalent  to  the  differance  of  4% 
per  annum  in  the  short-term  rates ; that  would  produce  a 
three  months’  margin  of  about  2 ft  cents!  premium  over  the 
spot  rate.  If  the  rate  were  in  fact  quoted  at  cents  under 
those  circumstances  the  maiiet  would  say  that  the  three 
months  forward  rate  was  at  parity  with  the  interest  differential. 
Seasonal  factors,  etc. 

4.  In  practice  seasonal  factors  in  trade  are  powerful, 
operating  generally  in  favour  of  sterling  in  the  early  months 
of  the_  year  and  against  sterling  in  late  summer  and  autumn. 
They  influeice  the  level  of  both  sjjot  and  forward  rates.  In 
addition  the  speculative  movements  which  take  place  from 
time  to  time  lave  an  even  more  potent  effect  upon  forward 
rates : they  tend  to  encourage  larger  forward  sales  of  the 
suspect  currency  and  larger  forward  purchases  of  exchange 
by  traders  in  that  currency. 

Basis  of  interest  arbitrage 

5.  When,  owing  to  seasonal  factors  in  trade  or  to  specu- 
lative movements  (which  may  include  the  reversal  of  earlier 


* Sec  MmutaoTEvldaxic  Qas.  9685  to  9694. 
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speculative  movements),  the  actual  forward  rate  quoted  m 
the  market  diverges  significantly  from  the  interest  differential 
between  two  centres,  as  defined  in  paragraph  3,  interest 
arbitrage  wfll  tend  to  take  place. 

Advance  covering 

6.  Take  first  the  case  when  forward  sterling  is  strong  in 
terms  of  dollars  and  when  therefore  the  three  months’  rate 
is  less  than  the  interest  differential.  The  first  thing  which 
will  normally  happen  is  that  American  banks  who  ^ve  sold 
sterling  for  three  months’  delivery  to  American  importers 
will  tend  to  buy  sterling  spot  in  cover  and  hold  it  invested 
in  London  until  required  to  meet  the  maturing  forward  sale 
contract,  instead  of  covering  that  contract  by  a purchase  of 
sterling  forward  in  the  market.  Thus  a normal  demand  for 
forward  sterling  in  the  markets  will  have  been  replaced  by 
a demand  for  spot  sterling  and  the  amount  of  money  in- 
volved will  have  come  across  the  exchanges  three  months 
earlier  than  usual. 

Inward  interest  arbitrage  (covered) 

7.  If  this  margin  between  the  forward  rate  and  the  interest 
differential  persists,  interest  arbitrage  proper  may  start,  that 
is  to  say  a movement  of  short-term  funds  from  one  centre  to 
another  (New  York  to  London  in  this  instance)  not  associated 
with  international  trade  as  such  but  purely  on  interest 
considerations.  “ Covered  interest  arbitrage  ” arises  from 
the  possibility  of  earning  a greater  return  on  short-term 
investments  in,  for  example,  the  London  market  than  in 
the  New  York  market  while  remaining  completely  hedged 
against  fluctuations  in  the  exchange  rate.  Accordingly,  the 
arbitrageur  buys  spot  sterling  and,  at  the  same  time,  sells 
the  same  amount  of  sterling  in  the  forward  market,  thereby 
setting  the  rate  and  assuring  the  reconversion  into  dollars 
of  the  sterling  proceeds  to  be  received  at  the  maturity  of  the 
investment.  Tlius  a new  demand  for  spot  sterling  will  have 
arisen  and  concurrently  the  same  amount  of  sterling  wiU 
be  offered  in  the  markets  for  forward  delivery. 

Inward  interest  arbitrage  (uncovered) 

8.  Hurdly,  if  London  interest  rates  are  attractive  and  the 
future  prospects  of  sterling  are  considered  favourable 
“ uncovered  arbitrage  ” may  take  place ; that  is  to  say, 
funds  may  be  switched  out  of  dollars  (or  other  currencies) 
into  sterling  in  order  to  profit  by  the  higher  rates  ruling  in 
London  without  the  sterling  in  question  being  sold  forward. 
That  was  the  classic  kind  of  movement  of  short-term  funds 
which  used  to  take  place  under  the  gold  standard.  It  is 
comparatively  rare  now  because  the  maintenance  of  currency 
values  is  no  longer  accepted  without  question  since  the  gold 
standard  has  been  abandoned.  In  this  case  a new  demand 
for  sterling  will  have  been  created  without  any  immediate 
counter-balancing  effect  elsewhere. 

Effect  of  funds  attracted  by  high  interest  rates 

9.  Thus,  to  summarise  so  far,  when  short-term  interest 
rates  are  high  in  London,  taken  in  relation  both  to  short- 
term rates  in  other  centres  and  to  the  discount  on  forward 
sterling,  we  may  have  inward  movements  of  funds  of  three 
kinds ; — 

(a)  spot  cover  taken  against  forward  commercial  purchases 
of  sterling ; 

(b)  covered  interest  arbitrage  ; 

(c)  uncovered  interest  arbitrage. 

The  effect  of  the  first  will  be  to  introduce  what  is  called 
a “ lead  ” ; as  a country  we  are  receiving  payment  in 
advance  for  an  export.  But  it  is  a lead  due  to  financial  and 
not  to  speculative  considerations.  This  will  exert  an  upward 
pressure  on  the  spot  rate  (or  counterbalance  an  existing 
downward  one)  or  bring  dollars  into  the  reserves  or  both, 
earlier  than  would  otherwise  have  been  the  case. 
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Interest  Arbitrage  and  the  Gold  and  Dollar  Reserves 


{Continued 


The  effect  of  the  second  is  much  less  clear  and  will  be 
examined  in  greater  detail  bdow. 

The  effect  of  the  third  will  be  similar  to  that  of  the  first 
except  that  in  this  case  the  movement  is  not  one  which  would 
in  any  case  have  been  made  at  a later  date.  It  is  an  additional 
and  reversible  movement.  In  fact,  it  is  “ hot  ’’  money  and 
liable  to  be  withdrawn  at  any  time. 

Theoretical  analysis  versus  practical  experience 

10.  Before  attempting  to  examine  the  effect  of  covered 
interest  arbitrage,  it  should  be  emphasised  that,  while  such 
movements  do  occur,  it  is  not  possible  in  practice  to  identify 
them  when  they  are  taking  place.  The  exchange  markets  are 
active  and  broad.  Arbitrage  is  allowed  between  the  London 
market  and  markets  abroad  in  both  spot  and  forward  in 
order  to  prevent  different  rates  for  sterling  from  ruling  in 
diffCTent  places.  Consequently,  at  any  given  time,  interest 
arbitrage  transactions  and  ordinary  commercial  transactions 
lose  their  individual  identity  in  the  pool  of  btisiness  passing 
throu^  the  market. 

11.  Furthermore,  it  is  not  possible  to  calculate  with 
certainty  when  the  movements  described  above  are  likely 
to  take  place.  The  analysis  has  spoken  in  general  terms  of 
short-term  interest  rates  ; but  when  an  actual  movement  of 
funds  from  one  centre  to  another  is  in  question,  the  calculation 
varies  according  to  the  circumstances.  On  the  one  hand 
dollars  required  to  pay  for  spot  sterling  to  be  placed  at 
interest  in  London  may  come  from  : — 

(fl)  bank  deposits  ; 

(b)  call  money ; 

(c)  Treasury  Bills ; 

(d)  commercial  paper ; 

(e)  financial  paper  ; or 
(/)  overdraft. 

The  rates  for  all  of  which  in  New  York  are  different.  On 
the  other  hand  in  London  the  sterling  may  be  put  on  bank 
deposit,  invested  in  Treasury  BiUs  or  even  paid  over  early 
to  the  final  creditor  under  rebate,  where  again  rates  will 
vary. 

12.  In  addition  to  the  uncertainty  as  to  which  of  the 
short-term  rates  in  each  of  the  centres  concerned  will  apply 
at  any  given  time,  there  is  the  further  complication  that  the 
three  months  rate  against  dollars  for  sterling  (Amoican 
account)  in  the  official  markets  and  that  for  transferable 
sterling  in  the  free  markets  in  Zurich  and  New  York  are 
seldom  the  same.  For  a considerable  period  ffie  discount 
on  forward_  transferable  sterling  was  larger  than  that  ruling 
in  the  official  market.  For  the  past  six  months,  however, 
the  reverse  has  been  true  and  consequendy  it  has  been 
cheaper  to  use  the  transferable  sterling  market  as  the  channel 
for  switching,  by  way  of  covered  arbitrage,  out  of  dollars 
into  sterling.  This  channel  is,  however,  by  no  m(»gns 
universally  used  since  it  has  the  disadvantage  to  any  resident 
of  the  doDai  area  that  sterling  so  obtained  cannot  be  held 
direct  (because  American  residents  may  not  have  trans- 
ferable accounts)  and  must  therefore  be  held  in  the  name  of 
an  agent  or  nominee  resident  in  one  of  the  countries  in  the 
transferable  account  area. 

Effects  of  inward  interest  arbitrage  (covered) 

13.  Turning  to  examine  the  effect  of  covered  interest 
arbitrage  out  of  dollars  into  sterling,  the  transaction,  as 
explained  in  paragraph  7,  consists  of  buying  sterling  against 
doUars  spot  and  simultaneously  selling  ffie  same  amount  of 
sterling  against  dollars  forward  for  say  three  months  delivery. 
That  is  known  as  a swap.  It  is  in  this  case  essentially  nothing 
more  than  the  borrowing  of  sterling  against  dollars  by  means 
of  a double  exchange  transaction,  spot  in  and  forward  out 
the  cost  of  which  is  represented  Sie  forward  margin,  i.e.’ 
the  difference  between  the  spot  and  forward  rates.  ' ’ 

14.  It  is  a necessary  feature  of  any  developed  foreign 

exchange  market  that  there  should  be  a ready  market  in 
swaps.  Swaps  are  a normal  part  of  day  to  day  business  and 
may  arise,  for  example,  from  such  origins  as  the  following  : 

(fl)  when  a bank  buys  -dollars  forward  from  a customer  it 
normally  (thou^  not  invariably)  covers  by  selling 
spot  straightway  and  then  swaps  at  leisure  (i.e.,  buys 
spot  against  forward)  in  order  to  square  its  book 
(in  the  case  of  forward  sales  of  dollars,  the  converse 
applies) ; 

(b)  banks  need  to  maintain  balances  with  their  many 
correspondents  abroad  in  order  to  provide  for  their 
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normal  banking  operations.  These  balances  are 
usually  provided  by  way  of  swaps,  the  amounts  in 
question  being  sold  forward  to  avoid  exchange  risk, 
^^en  such  forward  sales  mature  they  will  be  “ pushed 
on  ” by  means  of  a fresh  swap  ; 

(c)  banks  having  to  furnish  dollar  credit  to  their  customers 
will  frequency  provide  the  wh«ewitfaal  by  means  of  a 
swap  ; 

(d)  arbitrage  with  foreign  markets,  particularly  New 
York. 

15.  It  is  into  this  pool  of  regular  swap  operations  that  the 
pebble  of  interest  arbitrage  falls.  If  the  pool  is  large  and  the 
pebble  small,  the  pebble  will  disappear  from  sight.  But  if 
the  pool  is  not  large  wMe  the  pebbles  are  large  and  numerous 
the  l«wel  of  the  pool  will  rise  ; that  is  to  say  that  the  forward 
margin  will  widen  and  the  cost  of  the  swap  will  become 
more  expensive,  thus  reducing  the  profit  on  the  interest 
arbitrage,  until  ultimately  it  is  eliminated  when  arbitrage 
will  cease.  The  rapidity  with  which  the  forward  margin  will 
widen  and  the  amoimt  of  arbitrage  funds  which  will  have  to 
flow  before  the  profit  margin  on  the  arbitrage  is  ftliminatpH 
can  vary  considerably  from  time  to  time,  dependent  upon 
the  elasticity  in  supply  and  demand  for  the  two  currencies. 
In  other  words  it  will  all  depend  upon  the  state  of  the  market. 
It  is  extremely  important  to  appreciate  this  in  order  to  reaUse 
the  impossibility  of  anything  approaching  precision  of 
analysis. 

16.  The  general  effect  of  covered  arbitrage  into  sterling 
will,  however,  be 

(а)  to  bring  into  the  market  for  a period  of  three  months 
a supply  of  dollars  which  would  not  otherwise  have 
been  ffiere  ; and 

(б)  to  have  introduced  simultaneously  into  the  market  a 
factor  tending  (relatively  at  least)  to  widen  the 
forward  margin. 

The  result  of  (a)  should  be  to  increase  the  supply  of  doUais 
in  the  market.  Some  of  these  dollars  may  be  absorbed  by 
Authorised  Banks  if  their  liquid  dollar  holdings  were  fadow 
normal.  Otherwise,  the  additional  supply  will  tend  to  exert 
upward  pressure  on  the  spot  rate  and  improve  the  prospects 
of  the  authorities  taking  in  dollars  for  the  reserves.  To 
attempt  to  apportion  the  impact  between  rate  and  reserves 
is  not  possible  because  of  the  varying  elasticity  of  demand 
and  supply  in  the  market  (see  paragraph  15).  To  the  extent, 
however,  that  a temporary  inflow  of  funds  by  way  of  interest 
arbitrage  leads  to  gains  to  the  reserves,  it  must  follow  that 
those  gains  will  be  cancelled  out  when  the  funds  are  with- 
drawn. This  leads  to  the  theoretical  conclusion  that  any 
gains  to  the  reserves  attributable  to  interest  arbitrage  re- 
present the  anticipated  receipt  of  dollars  which  would 
otherwise  not  have  been  received  until  later  ; in  other 
words,  a lead,  as  in  the  case  mentioned  in  paragraph  6, 
albeit  in  a much  less  definable  degree. 

The  result  of  (b)  will,  in  general  terms,  be  corrective, 
that  is  to  say,  by  widening  the  forward  margin  it  wfll  tend 
progressively  to  diininish  the  profitability  of  covered  arbitrage 
until  it  ceases. 

Outward  arbitrage 

17.  So  far  we  have  been  examining  the  position  when 
forward  sterling  is  strong  and  when,  consequently,  the  interest 
differential  taken  together  with  the  forward  margin  en- 
courages an  inflow  of  funds  into  London.  That  is  the  more 
important  aspect  of  the  subject  because  the  potential  total 
of  inward  arbitrage  is  much  greater  than  that  of  outward 
arbitrage.  The  reason  for  this  is  two-fold  : — 

(o)  because  of  the  breadth  and  absorptive  capacity  of  the 
London  money  market ; and 

(6)  because  of  the  restrictions  of  exchange  control  on 
the  extent  to  which  residents  (banks,  corporations  and 
individuals)  can  switch  funds  abroad  for  short-term 
investment. 

18.  When  forward  sterling  is  weak  in  terms  of  dollars 
and  when,  therefore,  the  three  months  forward  margin  is 
greater  than  the  interest  differential,  there  will  be  a tendency 
for  British  banks  who  have  sold  dollars  for  three  months 
delivery  to  resident  importers  to  buy  spot  dollars  in  cover 
and  to  hold  them  invested  in  New  York  until  required  to 
meet  the  maturing  forward  dollar  sale  contract,  instead  of 
covering  that  contract  by  a purchase  of  forward  dollars  in 
the  market.  This  is  the  reverse  of  the  process  described  in 
paragraph  6.  But  whereas  in  the  case  of  inward  arbitrage 
there  is  in  theory  no  limit  to  the  extent  to  which  American 
banks  may  buy  spot  sterling  in  cover  of  their  forward  sales 
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in  the  case  of  outward  arbitrage  there  are  defined  limits. 
Fjach  Authorised  Bank  here  is  given  a limit,  for  each  currency, 
on  ^ amount  of  spot  exchange  which  it  may  hold  against 
its  forward  commitments.  These  limits  are  expected  to 
cover  all  of  the  btuiks’  requirements  and  may  not  be  exceeded 
without  the  Bank  of  England’s  agreement.  The  global 
total  of  these  limits  for  the  whole  of  the  market — there  being 
some  130  Authorised  Banks— is,  of  course,  very  consider- 
able. But  experience  suggests  that  the  largest  swing  between 
minimum  and  maximum  usage  of  the  limits  is  of  the  order 
of  magnitude  of  £25  million.  This  will  mean  that,  when  the 
interest  differential  cum  forward  margin  swings  from  a 
position  favourable  to  London  (when  British  banks  will 
tend  to  run  down  their  balances  abroad)  to  a position  adverse 
to  London  (when  British  banks  will  tend  to  run  up  their 
balances  abroad),  the  maximum  adverse  movement,  eman- 
ating from  Briti^  banks,  may  be  reckoned  to  be  of  the 
order  of  magnitude  of  £25  million — whether  the  movement 
stems  from : — 

(fl)  spot  purchases  of  dollars  to  cover  forward  sales  to 
commercial  clients  as  described  above ; or 

(h)  outward  interest  arbitrage,  namely,  the  reverse  of  the 
process  described  in  paragraph  7. 

It  will  be  realised  that,  when  the  constellation  of  rates  changes 
suddenly  so  as  to  m^e  outward  interest  arbitrage  possible, 
it  can  happen  that,  at  the  same  time,  foreign  fhnds  which 
had  previously  come  in  by  way  of  inward  interest  arbitrage 
will  be  being  withdrawn  as  the  short-term  investments 
mature  (see  paragraph  16).  It  is  thus  possible  to  have  the 
impact  of  outvrard  arbitrage  occurring  at  the  same  time  as 
the  liquidation  of  inward  arbitrage  is  taking  place.  They 
do  not  always  coincide  but  they  may  do. 

Influence  of  local  exchange  controls  and  money  markets 

19.  What  has  been  described  so  far  has  been  mainly  in 
relation  to  movements  between  dollars  and  sterling.  The 
same  holds  good  in  the  broadest  sense  in  reg^d  to  other 
currencies  vis-a-vis  sterling.  But  the  extent  to  which  arbitrage 
is  likely  to  operate  varies  greatly  according  to  the  degree  of 
the  development  of  the  lo^  money  market  and  also  to  the 
nature  of  exchange  control  regulations  in  the  country  con- 
cerned. There  is  little  doubt  that,  under  present  conditions, 
the  potential  total  of  arbitrage  between  sterling  and  the 
dollar  is  of  far  greater  importance  than  that  of  arbitrage 
between  sterling  and  other  currencies  all  taken  together. 

Conclusions 

20.  To  endeavour  to  evaluate  the  final  impact  upon  the 
reserves  of  money  movements  prompted  by  interest  con- 
siderations wheth«  their  origin  is  basically  commercial 
(paragraphs  6 and  18)  or  purely  financial  (para^phs  7 
and  18)  is  not  possible  without  taking  into  consideration 
the  forward  market  as  a whole  where  the  major  part  of  the 
operations  consists  of  the  covering  of  exchange  risks  arising 


from  commercial  contracts  in  international  trade — to  which 
at  times  of  stress  must  be  added  a certain  amount  of  com- 
mercial hedging. 

21 . When  there  is  a fairly  balanced  situation  in  the  forward 
markets,  their  impact  upon  the  reserves  is  nil ; purchases 
broadly  are  matched  up  aga^t  sales  through  the  market 
machinery  and  any  transient  disequilibrium  is  easily  absorbed 
by  toe  cushion  of  toe  banks’  positions  (both  spot  against 
forward,  referred  to  in  paragraph  18,  and  open  positions 
proper — which  are  ^so  limited).  When,  however,  there  are 
strong  forward  movements  either  into  or  out  of  sterling, 
they  are  not  without  their  effect  upon  toe  reserves. 

22.  From  toe  statistical  viewpoint,  it  can  be  argued  quite 
convincingly  that,  except  to  toe  extent  that : — 

(a)  E.E.A.  itself  provides  toe  counterpart  to  forward 
operations  in  toe  market  by  swapping  dollars  (i.e., 
simultaneously  buying  dollars  spot  and  re-selling 
them  forward  or  vice  versa) ; and/or 

(b)  there  is  a switch  of  currency  between  E.E.A.  and  toe 
authorised  dealers’  balances  to  enable  the  latter  to 
increase  or  decrease  the  cover  held  against  their  own 
forward  sales  of  exchange, 

forward  operations  in  the  markets  can  have  no  impact  upon 
toe  reserves. 

23.  This,  however,  is  not  toe  whole  story.  For  example, 
for  most  of  this  year,  London  short-term  rates  have  exceeded 
New  York  short-term  rates  by  more  than  the  cost  of  swapping 
doUars  into  sterling.  As  a result  money  has  been  flowing 
into  London  by  way  of  interest  arbitrage.  This  movement 
should  have  widened  toe  forward  margin  until  the  inflow 
ceased  because  it  was  no  longer  profitable.  But  for  a long 
time  forward  margins  appeared  to  be  very  resistant  to  the 
inward  movement.  That  was  presumably  because  offerings 
of  forward  dollars  were  in  fact  available  in  the  markets  to 
meet  toe  demand  for  them  which  arose  from  the  interest 
arbitrage  operations.  There  is  no  statistical  information 
avaUable  to  indicate  where  these  additional  supplies  of 
forward  doUars  came  from.  The  answer  may  be  a com- 
bination of  a number  of  different  factors  but  it  is  difficult 
if  not  impossible  to  assess  the  extent  to  which  these  various 
factors  have  been  responsible  for  what  has  taken  place. 

24.  Experience  over  a number  of  years  demonstrates 
that  a weak  forward  rate  for  the  pound  tends  to  increase 
spot  losses  to  toe  reserves  whilst  a strong  one  tends  to 
increase  toe  inflow  of  foreign  currency.  It  does  not  seem 
safe  to  go  very  far  beyond  this  general  conclusion.  To 
identify  interest  arbitrage  movements  is  difficult,  while  to 
quantify  them  is  not  possible  with  any  hope  of  precision. 
Even  if  it  were  possible,  their  exact  impact  upon  the  reserves 
would  be  capable  of  considerable  variation  depending  upon 
conditions  ruling  in  the  market  at  toe  time. 

June,  1958 


15.  PART-TIME  DIRECTORS  (MEMORANDUM  SUBMITTED  BY  THE  PART-TIME  DIRECTORS)* 


1.  Arising  out  of  toe  Bank  Rate  enquiry  under  Lord 
Justice  Parker,  there  have  been  debates  in  the  House  of 
Commons  and  publicity  in  the  Press  about  the  position  of 
part-time  Directors  of  toe  Bank  of  En^and.  Criticism 
has  been  leveUed  at  toe  system,  both  in  toe  House  of 
Commons  and  in  the  Press.  In  the  circumstances,  it  might 
be  helpful  to  review  toe  position  as  seen  from  the  angle  of  a 
part-time  Director. 

2.  Under  the  provisions  of  toe  Bank  of  England  Act, 
1946  toe  Court  of  Directors  comprises  a Governor,  a Deputy 
Governor  and  16  Directors.  They  are  all  appointed  by  toe 
Crown.  The  Governor  and  toe  Deputy  Governor  are 
required  to  render  exclusive  services  to  the  Bank.  The 
Court  of  Directors  may,  from  time  to  time,  engage  toe 
exclusive  services  of  Directors  in  number  not  exceeding  4 ; 
there  Me  4 such  at  toe  present  time  and  they  are  called 
Bceculive  Directors.  Of  toe  remainmg  12  Directors,  who  are 
p^-time,  3 are  Prmcipals  of  Merchant  Banking  Houses  in  the 
City  of  London,  1 isa  Principal  of  one  of  the  smaller  Clearing 
B^ks  and  1 has  his  main  work  as  Executive  Chairman  of  a 
Joint  Stock  Bank  trading  overseas.  The  remaining  7 are 
^wn  from  Indus^,  Commerce  and  Shipping  and  included 
in  this  number  is  a leading  Trades  Unionist.  No  one 
appointed  a Director  can  act  in  that  office  unless  he  has 
made  in  person  a solemn  declaration  to  the  Governor  as 

* Sec  Minutes  sf  Evidence  Qns.  12066  to  I2IS8. 


pre^bed  in  toe  Act,  pledging  that  he  will  give  his  best 
advice  and  assistance  for  the  support  and  good  government 
of  toe  Bank  and  that  he  will  ^have  faithfully  and  honestly. 
This  declaration  is  renewed  to  toe  Governor  by  each  Director 
in  person  at  the  time  of  his  re-appointment  for  any  further 
period  of  office. 

3.  The  Act  also  provides  that  the  Treasury  may  from  time 
to  lime  give  such  directions  to  the  Bank  as,  after  consultation 
with  the  Governor  of  the  Bank,  they  think  necessary  in  the 
public  interest ; but  subject  to  any  such  directions — and 
none  so  far  has  been  given— the  affairs  of  the  Bank  are 
managed  by  toe  Court  of  Directors. 

4.  All  part-time  Directors  attend  the  weekly  meetings  of 
toe  Court  of  Directors.  In  addition  there  is  a Committee 
of  Treasury  which  also  meets  regularly  once  a week.  This  is 
toe  policy  Committee  of  toe  Bank  which,  inter  alia,  sifts  the 
reports  of  all  toe  other  Committees  before  submission  to 
the  Court.  It  comprises  7 members,  including  the  Governor 
who  presides  at  toe  meetings,  and  the  Deputy  Governor. 
Not  more  than  one  of  the  other  5 members  may  be  an 
Executive  Director.  At  toe  present  time  the  members 
other  _ than  toe  Governor  and  the  Deputy  Governor  are 
part-time  Directors  ; 4 are  from  industry  and  commerce 
and  1 from  merchant  banking.  Part-time  Directors,  in  fact, 
always  represent  a majority  both  on  the  Court  and  on  the 
Committee  of  Treasury. 
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15.  Part-Time  Directors 


[Continued 


5.  In  addition  to  theii  work  on  the  Court  and  the 
Committee  of  Treasury,*  all  part-time  Directors  are  members 
of  one  or  more  of  the  other  Standing  Committees — of  which 
a list  is  attached.  A number  of  9iem  also  serve  on  the 
Joint  Council  of  Directors  and  Staff,  while  from  their  ranks 
are  drawn  members  to  serve  on  such  Special  Committees 
as  may  from  time  to  time  be  set  up.  Except  for  the  Com- 
mittee of  Treasury,  Standing  Committees  concern  themselves 
with  issues  that  are  common  to  most  large  businesses. 

6.  Apart  from  these  regular  duties,  part-time  Directors, 
all  of  whom  are  actively  engaged  in  businesses  which  cover 
a wide  variety  of  industries  and  countries,  are  at  the  call  of 
the  Governors  for  advice  upon  any  problem  or  points  upon 
which  they  desire  information.  Part-time  Directors  initiate 
discussions  with  the  Governors  on  problems  upon  which 
they  feel  that  the  guidance  and  experience  of  the  latter 
would  assist  them.  They  also  give  the  Governors,  from 
^e  to  time,  their  views  in  regard  to  personalities,  and 
information  upon  any  matters  and  likely  developments 
which  come  within  their  knowledge  and  of  which  they 
think  the  Governors  should  be  seiz^.  Indeed  they  impart 
and  receive  such  information  with  a freeness  and  to  an 
extent  which  must  be  rare  outside  the  field  of  partnership. 
The  interchange  of  ideas  that  springs  from  the  system  of 
part-time  Directors  is  thus  a constant  two-way  traffic  and 
covers  a wide  variety  of  subjects,  both  in  the  domestic  field 
and  in  business  and  financial  contacts  with  the  Common- 
wealth, Europe,  the  U.S.A.  and  other  countries. 

7.  In  these  ways,  in  course  of  time,  there  grows  up 
between  the  Governors,  the  Executive  Directors  and  the 
part-time  Directors  a relationship  of  intimacy,  of  confidence 
and  of  common  thinking  that  has  a specii  value  to  any 
councils  in  which  any  of  them  may  take  part  whether  inside 
or  outside  the  Bank.  It  is  difficult  to  believe  that  this 
relationship  could  be  buUt  up  to  anything  like  the  <tamp. 
extent  between  file  Governor  and  a body  of  outside  advisers 
—as  has  been  suggested  in  certain  quarters— for  it  springs 
essentially  from  the  fact  that  those  who  are  affected  by  it 
are  working  closely  and  continuously  together  on  a whole 
range  of  practical  problems,  as  well  as  on  issues  of  principle. 
Moreover,  part-time  Directors,  in  view  of  their  position,  bear 
a direct  responsibility  for  such  advice  as  they  tender,  which 
would  not  be  so  in  the  case  of  a body  of  outside  advisers. 

8.  It  has  been  stressed  in  recent  public  discussions  that 
part-time  Directors,  owing  to  their  access  to  confidential 
information,  can  be  placed  in  an  embarrassing  position  in 
the  operation  of  their  business,  or  when  attending  Board 
Meetings  of  other  Companies  of  which  they  may  be  Directors. 
This  feature  has  been  greatly  exaggerated.  The  occasions 
when  problems  come  up  for  discussion  outside  the  doors  of 
the  Bank  upon  which  part-time  Directors  should  not 
volunteer  opinions,  because  of  confidential  knowledge,  are 
rare  and  relate  principally  to  the  matter  of  Bank  Rate.  It 
is  commonly  the  accepted  practice  for  their  colleagues  to 
avoid  questioning  them  on  subjects  oa  which  it  is  appreci- 
ated that  it  would  be  improper  for  them  to  express  a view 
Apart  from  that,  it  requires  no  great  skill  to  avoid  being 


drawn  into  discussion  on  points  on  which  a Director  would 
not  wash  to  express  an  opinion.  Moreover,  it  is  quite 
normal  for  Directors  of  one  business  to  have  information 
which  they  have  gleaned  at  Board  Meetings  elsewhere  which 
is  confidential  and  which  should  not  be  disclosed.  It  is 
probable  that  part-time  Directors  have  on  occasions  been 
more  embarrassed  by  such  circumstances  in  their  outside 
businesses  than  by  any  confidential  information  they  may 
possess  through  ffieir  contact  with  the  Bank  of  England. 

9.  If  it  is  suggested  that  part-time  Directors  cannot,  in 
consequence  of  their  Declaration,  be  conscientious  and 
efficient  Members  of  the  Boards  of  outside  Companies,  this 
is  sxirely  a matter  for  their  fellow  Directors  on  those  Boards 
to  decide  ? In  general,  it  might  be  said  that  the  wide 
experience  and  contacts  that  flow  from  being  a Director  of 
the  Bank  of  England  lead  outside  Boards  to  respect  and 
value  the  judgment  of  sudi  men.  Experience  has  shown 
that  they  are  welcomed  rather  than  the  contrary. 

12th  June,  1958 

BANK  OF  ENGLAND 
Standing  Committees  1958-1959 
Committee  of  Treasury 
The  Governor 
The  Deputy  Governor 
Sir  John  Hanbury- Williams  Mr.  Eley 

Mr.  Sanderson  Lord  Bicester 

Sir  Alfred  Roberts 
Audit  Committee 
Mr.  Babington  Smith 
Sir  George  Bolton 
Mr.  Keswick 
tMr.  Stevens 

Staff  Committee 
tSir  George  Abell 
Sir  Charles  Hambro 
Sir  George  Bolton 
tSir  Cyril  Hawker 

deputy  Chairman) 

Sir  Alfred  Roberts 
tMr.  Stevens 

XDebden  Committee 
Sir  Harry  Pilkington 
Mr.  Eley 

tSir  George  Abell 

(Deputy  Chairman) 
tSir  Cyril  Hawker 
Mr.  Keswick 

Committee  on  Bank  Premises 
Sir  Charles  Hambro 
Sir  John  Hanbury-Williams 
tSir  George  Abell 
Mr.  Keswick 


Committee  on  Permanent 
Control  of  Expenditure 
Mr.  Cadbury 
Sir  George  Bolton 
Mr.  Babington  Smith 
tMr.  Parsons 

^Committee  to  consider  the 
Securities  of  certain  Funds 
Sir  Charles  Hambro 
Lord  Kindersley 
Lord  Bicester 
tSir  Ctyril  Hawker 

Charitable  Appeals 
Committee 

Sir  John  Hanbury-Williams 
tSir  George  Abell 
tSir  Cyril  Hawker 


The  Secretary  (ex  officio) 


16.  CANADA  CONVERSION  LOAN 


1.  The  Canada  Conversion  Loan,  announced  by  the 
Canadian  Minister  of  Finance  on  14th  July  1958,  has  been  the 
largest  single  financing  undertaking  in  the  history  of  Canada  It 
involved  the  exchange  of  new  bonds  for  old  to  a maximum 
of  some  $6,400  million— more  than  40%  of  the  national 
debt,  or  close  to  60%  of  all  outstanding  Government 
securities  excluding  the  special  categories  of  Treasury  Bills 
and  Canada  Savings  Bonds. 

2.  The  Conversion  Loan  was  an  offer  to  replace  all  un- 
matured 3 % Victory  Loan-Bonds  issued  during  the  Second 
World-War  by  new  longer-term  bonds  carrying 
interest  rates.  Holders  of  any  amount  of  Victory  Bonds 
from  $50  upwards  were  offered  in  each  case  an  exchange 
into  an  equal  principal  amount  of  bonds  of  the  new  Canada 
Conversion  Loan,  together  with  a cash  payment  representing 
both  accrued  interest  on  the  old  bonds  up  to  1st  September 
1958,  and,  in  all  cases  except  the  1966  maturity,  a premium 
for  lengthening  the  period  of  the  loan.  The  new  bonds  were 
to  bear  interest  from  1st  September  1958. 

3.  The  unmatured  Victory  Bonds  consisted  of  five  very-large 
issues  amounting  in  total  to  $6,416  million  maturing  in 

’ 0(li«r  thm  the  OuUnnan  of  the  Joint  Council  of  Direclor*  ud  Sl»ff  ihe 
calls  upon  wnose  tune  are  in  this  respect  heavy.  ’ 


1959,  1960,  1962,  1963  and  1966  (unless  called  for  payment 
earlier  at  the  option  of  the  Government).  All  the  old  bonds 
could  be  ecchanged  by  their  holders  for  new  4i%  25-year 
Bonds  or  4i%  14-year  Bonds  ai  their  choice.  The  three 
Victory  Loan  Bonds  maturing  in  1959,  1960  and  1962  had 
the  additional  choice  of  being  exchanged  into  3}%  7-year 
Bonds  and  the  two  Victory  Loan  issues  maturing  in  1959 
and  1960  had  the  further  choice  of  being  exchanged  into  3 V 
Bonds  maturing  1st  December  1961.  The  new  bonds  were 
offered  in  denominations  from  $50  to  $100,000,  except  in 
the  case  of  the  3 % Bonds  for  which  the  available 
denominations  ran  from  $1,000  to  $1,0(W,000. 

4.  The  Minister,  in  his  announcement  of  the  operation, 
explained  that  it  was  primarily  aimed  at  reorganising  the 
national  debt  with  a view  to  putting  it  on  a longer-term  basis 
and  reducing  for  the  Government  the  amount  of-r^ancing 


t Executive  Directors. 
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to  be  done  over  the  next  few  years.  The  plan  would  by  its 
success  encourage  investors  to  take  a renewed  interest  in 
all  bond  markets,  including  the  market  for  provincial  and 
municipal  bonds  as  well  as  for  Government  of  Canada 
bonds. 

5.  It  may  be  noted  that  the  average  term  to  maturity  of  the 
outstanding  Government  marketable  debt  had  declined  from 
lOJ  years  in  1938  to  8i  years  in  1948  and  5i  years  in  June 
1958,  the  main  factor  in  the  situation  having  been  the  shorten- 
ing period  to  maturity  of  the  large  long-term  Victory  Loan 
issues  sold  during  the  Second  World  War  to  the  general 
public.  *2,100  million  of  the  outstanding  Victory  Loan 
Bonds  were  described  in  one  statement  by  the  Minister  of 
Finance  as  being  held  by  2 million  small  investors  ; other 
holders  were  stated  to  be  : — 


Bank  of  Canada *1,^0  million 

Chartered  b^s 

Larger  financial  and  other  institutions...  §1,200  mmion 

Various  government  accounts §435  million 

6 The  conversion  offer  remained  open  until  15th  Sept- 
ember Provisional  data  as  at  14th  October  published  by  the 
Department  of  Finance  showed  that  90  % of  the  outstanding 
Victory  Bonds  had  been  converted.  Details  are  given  in 
Appendix  “ A.”  The  extent  to  which  the  operation  has  eased 
the  Government’s  refinancing  task  in  the  next  ten  years  is 
illustrated  by  the  figures  in  Appendix  “B.”  The  average 
maturity  of  the  outstanding  Government  marketable  debt 
has  been  extended  to  over  ten  years.  Appendix  “ C ” seeks 
to  relate  the  terms  of  the  conversion  offer  to  market  yields 
prevailing  immediately  before  its  announcement. 

February,  1959 


APPENDIX  “ A ” 

Department  of  Finance  Release. 

Dated  2lst  October  1958. 

Canada  Conversion  Loan 
Statistics  as  of  October  14,  1958 
(Millions  of  Dollars) 


Out- 

Out- 

standing 

standing 

July  14/58  Converted  Oct.  14/58 

5lhV.L.U959)  . 

947 

932 

15 

6th  V.L.  (I960)  . 

...  1,165 

1,118 

7th  V.L.  (1962)  . 

...  1,316 

1,254 

8th  V.L.  (1963)  . 

...  1,296 

1,080 

216 

9th  V.L.  (1966)  . 

...  1,692 

1,419 

273 

...  6,416 

5,803 

613 

% of  total  . 

— 

90-4% 

9-6% 

II.  Conversion  Loan  Bonds  Issued^ 

3%  1961  ... 

...  1,053 

3i?ol965... 

4i%  1972... 
4i%  1983  ... 

...  1,415 

...  2,070 

Total ... 

...  5,803 

Appendix  “ B 

Maturities  of  Canadian  Government  Debt 

OVER  THE  NEXT  TEN  YEARS 

(Excluding  Canada  Savings  Bonds  and  Treasury  Bills) 

(S  Millions) 

Maturities  position 

Matunties  position 

as  at 

as  at 

14th  July  1958 

16th  Sept.  1958 

(before  Conversion 

(after  Conversion 

Calender  Year 

Loan) 

Loan) 

1958  (second  half) 

400 

800J 

1959 

1,697 

765 

1960 

1,565 

447 

1961 

400 

1,453 

1962 

1,316 

62 

1963 

1,498 

418 

1964 





1965 



1,265 

1966 

1.692 

273 

1967 





1968 

350 

350 

Note  : The  figures  in 

■e  first  column  above  are 

a siatemeat  of  the 

Ofida!  Report.  I7tli  Jane  11..  ... 

adjuWad  for  tbe  refiudine  of  S600  ton.  c 
H>e  Stmu  in  the  second  coluam  above 
accounc  of  tbe  *400  sm.  2iy.  Bonds  isa 
results  of  tbe  conversion  operation  as  | 
reiense  of  21st  OtfobCT  1956. 


Papen,  pi^  95).  Tbey  have  

bonds  whkb  matured  1st  May  1958. 
ire  tbe  same  figures  idjusled  to  take 
ltd  in  July  1958  end  the  preliminary 
ven  in  tbe  Department  of  Finance's 


* Preliminary  recorded  figures,  subject  to  minor  revisions, 
t Allocatioo  of  tbe  total  among  the  four  nevr  issues  based  on  reports  from 
authorirad  agents  dming  the  carn^lgn  Subject  to  revision  on  compleiioD  of 
final  accounting  by  issuing  agents. 

{ Including  *400  mn.  2\y,  5.moath  Bonds  issued  in  July  195$  and  matuiisg 


Appendix  “ C ” 


Relationship  between  existing  bond  yields 
AND  THE  Conversion  Loan  Terms 

Comparison  of  the  terms  of  the  conversion  operation  with 
the  previously  prevailing  level  of  bond  prices  and  yields  is 
made  difficult  by  the  fact  that  offering  prices  for  the  new 
bonds  can  only  be  calculated  indirectly,  from  tbe  prices 
ruling  for  bonds  eligible  for  conversion ; and  also  by  the 
fact  that,  while  Ihe  conversion  offer  was  made  on  tbe  14th 
July  1958,  interest  on  the  new  bonds  only  started  to  run 
from  1st  September  1958. 

The  best  available  basis  of  comparison  seems  to  be  to 
start  from  the  yields  ruling  before  the  announcement  of  the 
conversion  operation  on  the  bonds  eligible  for  conversion ; 
calculate  therefrom  the  prices  at  which  these  bonds  would 
have  had  to  stand  on  1st  September  1958  to  show  the  same 
yid^ ; adjust  these  prices  by  flie  amounts  of  the  cash 
payments  offered  on  conversion  (excluding  any  element  of 
int^est  accrued  on  the  old  bonds)  ; and  use  these  adjusted 
prices  to  calculate  notional  redemption  yields  on  the  bonds 
into  which  conversion  was  offered. 

Table  I below  shows  the  notional  yields  that  emerge  from 
this  calculation.  Table  II  shows  redemption  yields  as  at 
9th  July  1958  (i.e.  before  the  announcement  of  the  con- 
version offer)  on  issues  of  roughly  comparable  life. 

Table  I 

Notional  Yields  as  at  1st  Sept.  1985  on  Conversion 
Bonds  Based  on  Victory  Loan  Prices 
AS  AT  IlTH  Jin-Y  1958 

Conversion  into  : 


Conversion 

3% 

Bonds 

3i% 

Bonds 

4i% 

Bonds 

4i% 

Bonds 

from 

1.12.61 

1.9.65 

1.9.72 

1.9.83 

5th  Victory  Loan  3 % 
1.1.59 

, 3-2967 

4-0667 

4-4343 

4-6299 

6th  Victory  Loan  3% 
1.6.60 

. 3-3733 

4-1051 

4-4569 

4-6458 

7th  Victory  Loan  3 % 
1.2.62 

4-2136 

4-5200 

4-6903 

8th  Victory  Loan  3 % 
1.10.63  

4-6270 

4-7655 

9th  Victory  Loan  3% 
1.9.66 

_ 

4-7786 

4-8727 

Table  n 

Redemption  Yields  on  Issues  of  Comparable  Life 
as  at  9th  July  1958 

3%  3%  3i%  C.N.R.  4% 

May  1961  Sept.  1961/66  May  1970  Feb.  1981 
(9th  Viaory 
Loan) 

3-28  3'83  3-95  4-40 

N»t«  : Though  ihe  issues  quoted  above  are  similar  in  length  of  life  to  the 
ConvenionBonds,  they  have  in  the  last  three  cases  an  appreciably  lower  coupon, 
which  for  tax  reasons  normally  results  in  a lower  market  yield. 
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APPENDIX  1.  EXTRACTS  FROM  GOVERNOR’S  SPEECHES 


Mansion  House,  October  1th,  1952 

1.  Nearly  a year  has  passed  since  new  monetary  measures 
were  introduced,  and  some  conclusions  can  now  be  drawn. 
In  the  first  place  it  has  been  demonstrated  that,  in  very 
different  conditions  from  those  ruling  before  1939,  move- 
ments in  Bank  Rate  and  monetary  policy  generally  can  still 
have  a very  potent  effect.  Seconi^y  some  ^osts  have  been 
laid ; it  has  been  proved  that,  when  conditions  require  it, 
a sharp  rise  in  the  Bank  Rate  is  not  inevitably  followed  by 
widespread  unemployment  or  by  a lack  of  money  for 
essential  purposes.  Thirdly  it  has  been  proved  that  Bank 
Rate  and  monetary  policy  alone  cannot  work  miracles  but 
must  be  supported  by  Government  fiscal  and  expenditure 
policy. 

2.  The  comparative  effect  on  the  national  economy  of 
private  borrowing  and  spending  on  floe  one  hand  and  of 
public  borrowing  and  spending  on  the  other  has  completely 
changed  since  Bank  Rate  policy  was  used  in  earlier  days. 
It  follows  that  action  through  the  credit  system  on  the 
borrowing  and  spending  of  individuals,  firms  and  com- 
panies can  now  be  much  more  easily  outweighed  than  formerly 
by  the  action  of  Government,  local  authorities  and  the 
nationalised  industries. 

3.  In  the  domain  of  private  borrowing  and  expenditure 
there  has  been  a strong  and  healthy  reaction  to  the  measures 
taken ; but  much  remains  to  be  done  in  other  directions. 
Recent  statistics  and  banking  fi^es  show  very  clearly  that 
results  in  the  private  sphere  are  in  danger  of  being  neutral- 
ised by  heavy  expenditure  on  official  account  and  by  the 
resultant  necessity  of  heavy  borrowings  for  Governmental 
needs. 

4.  It  is  generally  held  in  the  City  that  this  is  the  most 
important  question  of  the  day  for  our  further  progress  in 
strengthening  the  currency.  1 am  sure  that  the  Chancellor 
of  the  Exchequer  has  it  in  the  forefront  of  his  mind.  The 
City  will  follow  with  eagerness  and  sympathy  his  progress, 
when  framing  his  estimates  and  Budget  proposals,  in  bringing 
public  demands  on  the  country’s  resources  of  labour, 
materials  and  money  within  the  bounds  of  what  we  can 
afford. 

Mansion  House,  October  14/A,  1953 

5.  In  the  domestic  field,  1952  had  proved  that  in  modern 
conditions  monetary  poHcy  can  still  have  a potent  and 
helpful  effect  on  the  general  economy.  In  1953  that  con- 
clusion has  been  reinforced. 

6.  Much  has  been  written  in  the  last  few  weeks  about  the 
recent  changes  in  Bank  Rate  and  money  rates,  and,  though 
some  divergent  conclusions  have  been  drawn,  comment 
has  been  full  and  fair.  I only  wish  to  add  a brief  postcript. 
Whatever  the  arguments  for  and  against  making  these 
adjustments,  the  resulting  position  is  certainly  more  realistic. 
Muence  can  now  be  exerted  more  effectively  in  either 
direction — up  or  down — ^if  it  comes  to  be  judged  advisable. 
But  one  thing  the  changes  did  not  imply  was  any  prophecy 
about  the  future.  I do  not  believe  that  anybody  can  be 
sure  in  which  direction,  if  at  all,  the  influence  of  monetary 
policy  may  be  needed  in  coming  months. 

7.  The  prominence  given  to  changes  in  interest  rates  and 
to  their  effect  over  the  last  18  months  carries  a danger  with 
it— -that  too  much  may  be  expected  of,  or  left  to,  monetary 
policy.  In  these  days  public  expenditure,  .direct  and  in- 
direct, central  and  local,  is  predominant  in  the  economic 
picture  as  a_  whole.  Monetary  policy  can  only  work  effec- 
tively if  it  is  supported  by,  and  in  line  with,  the  general 
financial  policy  of  the  Government. 

Mansion  House,  October  20th,  1954 

8.  In  the  matters  which  chiefly  interest  the  Gty,  the 
development,  favoured  perhaps  by  some  good  fortune,  has 
been  better  than  most  of  us  would  have  expected  a year  ago. 
The  City  has  been  in  cheerful  mood — at  some  times  during 
the  year  one  might  have  said  over  cheerful — for  there  are 
many  problems  still  ahead  of  us,  not  least  the  long-term 
effects  of  high  expenditure  and  taxation. 

9.  There  have  been  further  adjustments  in  interest  rates 
during  the  year  giving  fresh  proof  that  monetary  policy 
remains  a useful  and  flexible  instrument.  But  I would 
repeat  that  too  much  should  not  be  expected  of  the  Bank 
Rate : its  usefulness  in  recent  years  should  not  lead  any- 
body to  suppose  that  it  can  work  miracles  by  itself  or  that 
it  could  offset  the  effects  of  wrong  policies  in  other  fields. 


10.  I would  judge  that  the  economy  is  at  the  moment 
running  at  high  speed  but  still  on  a fairly  even  keel ; with 
the  barometer  rather  more  towards  inflation  than  towards 
deflation.  I see  little  in  the  monetary  and  credit  picture  to 
suggest  that  we  are  as  yet  running  beyond  a healthy  active 
economy.  Nevertheless  we  shall  do  well  to  be  watchful  and 
to  remember  that  the  margin  between  healthy  activity  and 
less  healthy  boom  is  only  a narrow  one. 

Mansion  House,  October  Ath,  1955 

11.  I propose  this  evening  to  review  briefly  the  operation 
of  monetary  policy  during  the  past  year  and  to  suggest 
some  conclusions.  The  post-war  use  of  monetary  controls 
is  still  expermental.  This  is  not  an  exact  science.  Nobody 
can  tell  precisely  what  effect  measures  have  bad  or  precisdy 
what  would  have  happened  if  other  measures  had  been 
adopted.  Different  opinions  can  reasonably  be  held  and 
final  conclusions  will  only  be  possible  much  later. 

12.  Since  the  late  Autumn  of  last  year  monetary  policy 
has  been  directed  to  steady  and  progressive  tightening.  By 
the  turn  of  the  year  short-term  rates  had  moved  up  sharply, 
the  OTSting  level  of  Bank  Rate  was  effective,  and  the 
techmcal  foundations  had  been  laid  for  further  monetary 
action.  To  cany  the  process  a stage  further  and  to  give  a 
warning  signal,  Bank  Rate  was  raised  in  January,  liiis 
warning  was  largely  disregarded.  In  February  a further 
rise  was  judged  necessary  ; the  Chancellor  also  announced 
measures  to  restrict  hire  purchase  and  to  deal  with  the 
market  in  transferable  sterling. 

13.  On  the  foreign  exchange  position  the  effect  of  these 
combined  measures  was  immediate  and  decisive.  The 
disturbing  markets  in  cheap  sterling  which  had  been  growing 
up  over  ie  previous  four  months  disappeared  almost  over- 
night and  have  since  given  very  little  trouble.  Sterling 
generally  took  on  a more  favourable  look,  which  it  retained 
until  Jijy,  when  bad  trade  figures  came  out,  doubts  were 
expressed  about  the  effectiveness  of  our  anti-inflationary 
measures,  and  rumours  circulated  about  changes  in  our 
exchange  arrangements. 

14.  At  the  same  time  the  tightening  of  money,  coupled 
with  a similar  but  less  pronounced  tendency  in  the  U.S.A., 
began  to  influence  commodity  prices,  with  a consequent 
improvement  to  our  terms  of  trade. 

15.  It  is  less  easy  to  gauge  the  effect  of  the  February 
measures  and  the  tight  monetary  policy  of  the  succeeding 
months  on  the  internal  economy.  The  immediate  results 
were  disappointing ; for  a monffi,  or  so  the  view  persisted 
that  tight  conditions  would  not  be  maintained  for  long  and 
need  not  be  taken  seriously.  But,  from  April  onwards, 
the  measures  were  probably  more  effective  than  has  been 
generally  supposed.  Without  them  there  is  little  doubt  that 
bank  advances  would  have  climbed  much  more  steeply  and 
the  upsurge  of  hire  purchase  might  have  got  out  of  band. 
Against  a general  atmosphere  of  boom  and  expansion, 
the  steady  pressure  of  monetary  policy  through  those  months 
was  gradually  building  up  resistance  to  an  exceptionally 
heavy  demand  for  credit. 

16.  It  became  clear,  however,  during  the  Summer  that 
the  banks  would  not  succeed  in  bringing  advances  down 
quickly  enough  and  to  the  necessary  extent  without  the 
support  of  a statement  of  Government  policy.  The  state- 
ment made  by  the  Chancellor  of  the  Exchequer  in  July 
greatly  reinforced  the  technical  “ squeeze  ” and,  although 
the  banks  still  find  themselves  up  against  difficult  problems, 
the  tide  of  advances  has  turned. 

17.  Experience  since  1951  suggests  certain  conclusions 
about  the  use  and  effect  of  monetary  policy  in  modem 
conditions  ; to  some  of  these  I have  referred  on  this  occasion 
in  earlier  years. 

18.  The  proportioa  of  the  economy  which  is  directly 
affected  by  credit  policy  through  the  banking  system,  both 
as  to  investment  and  as  to  consumption  spending,  is  much 
smaller  than  it  used  to  be.  With  the  enormous  growth  of 
the  public  sector,  monetary  action  to  restrict  the  borrowing 
and  spending  of  individuds,  firms  and  companies  can  be 
outweighed  by  the  action  of  Government,  local  authorities 
and  the  nationalised  industries.  Moreover,  with  the  re- 
distribution of  mcome  since  before  the  war,  the  immediate 
impact  of  credit  pohcy  on  consumption  spending  is  out- 
weighed by  the  level  of  earnings  and  by  fiscal  policy, 
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19  Secondly,  with  present  high  taxation  levels,  b^mcM 
people  are  less  sensitive  to  an  increase  m the  cost  of 
bOTOwing.  International  capital  movements  are  le«  free 
than  before  the  war  and  also  less  sensitive,  though  by  no 
means  wholly  insensitive,  to  interest  rate  changes. 

20  Thus  in  its  direct  impact,  monetary  policy  works  on 

a field  than  it  used  to.  But  it  stffl  exercises  a 

gradual  and  pervasive  influence  over  a much  wder  field. 
Bank  Rate  movements  are  an  integral  part  of  monetary 
policy  and  still  have  their  psychological  effect. 

21  The  experience  of  these  years  diows  that  it  would  be 
most  unwise  not  to  make  full  use  of  these  instruments  ; _ it 
would  be  equally  unwise  to  blunt  them  by  loading  them  with 
more  responsibilities  than  they  can  effectively  discharge. 

22  In  the  past  year  the  continuing  high  level  of  expendi- 
ture and  borrowing  on  Government  and  other  public  account 
has  hampered  the  effective  working  of  a tight  credit  poliy. 
Both  psychologically  and  in  technical  management,  it  has 
made  the  task  of  the  monetary  authorities  more  difficult. 
Out  friends  and  critics  therefore  greatly  welcomed  the 
definite  statement  made  by  the  Chancellor  of  the  Exchequer 
about  public  expenditure  in  his  speech  at  Stamboul,  and 
will  be  further  heartened  by  his  remarks  this  evening.  People 
at  home  and  abroad  are  now  waiting  eagerly  for  action  by 
H.M.  Government. 

Glaigow,  December  2Ijr  1955 

23.  In  spite  of  similar  symptoms  and  in  spite  of  the  fact 
that  the  monetary  authorities  in  the  United  States  and  here 
are  facing  some  of  the  same  problems  there  is  one  very 
fundamental  difference.  The  United  States  with  their  great 
natural  resources  and  their  vast  home  market  do  not  need 
to  worry  over  much  about  the  effect  of  inflationary  pressures 
on  their  import  and  export  figures  and  on  their  balance  of 
payments.  Their  main  preoccupation  must  be  to  prevent 
a boom  from  developing  to  such  an  unhealthy  extent  that  it 
is  in  danger  of  being  foUowed  by  a slump.  Here,  on  the 
contrary,  where  we  are  running  a large  international  trading 
and  banking  business  on  comparatively  small  overseas 
resources  and  where  we  have  to  import  a great  deal  of  our 
essenti^  requirements  and  export  to  pay  for  them,  the  balance 
of  payments  is  the  first  consideration  in  all  our  minds  when 
considering  these  problems.  The  United  States  can  afford 
to  tsdte  some  risks  and  allow  a boom  to  develop  some  way 
without  undue  anxiety.  Here  in  this  country  we  are  forced 
by  the  import  and  export  problem  to  deal  with  a boom  at 
an  earlier  stage  because  if  we  allowed  our  imports  to  run 
up  and  our  exports  to  run  down  we  should  very  soon  get 
into  trouble. 

24.  Our  meeting  to-day  is  concerned  with  savings  and  I 
do  not  want  to  speak  at  any  length  about  general  questions 
of  monetary  policy  or  credit  control.  I would  like  just 
briefly  to  repeat  what  I have  said  on  other  occasions,  that 
credit  policy  can  be  a most  usefiil  influence  in  combatting 
inflation  but  .caimot  do  the  whole  job  by  itself.  To  bring 
about  an  effective  change  in  the  economic  climate,  at  least 
to  bring  it  about  at  all  quickly,  it  needs  not  only  governmental 
support  in  the  fields  of  pubhc  expenditure  and  development 
but  also  general  support  from  the  community  in  going  slow 
in  their  demands  on  the  nation’s  resources.  It  is  not  only 
as  consumers  that  we  are  making  too  heavy  demands, 
producers  we  have  embarked  during  the  last  year  on  much 
larger  plans  for  capital  development ; individually  the 
development  is  needed  and  the  plans  are  doubtless  good, 
but  their  total  effect  coining  at  ffie  same  time  has  put  too 
heavy  an  immediate  strain  on  our  economy. 

25.  I would  suggest  that  it  is  a mistake  to  see  the  objectives 
of  credit  policy  too  much  in  terms  of  specific  percentage 
reductions  by  specific  dates.  In  implementing  the  requests 
which  have  been  made  to  them,  the  great  banking  institu- 
tions obviously  need  to  fix  some  target  at  which  to  work. 
But  it  would  certainly  be  a misreading  of  the  position  to 
suppose  that  if  a reduction  of  x % in  bank  advances  had  been 
achieved  by  date  y,  that  would  be  the  end  of  it  and  we  could 
all  live  happily  ever  after.  I see  it  much  more  as  a question 
of  climate  where  pressures  may  have  to  be  maintained  for 
some  long  time,  and  where  the  principal  test  must  be  return 
to  an  adequate  surplus  in  our  overseas  balance  of  payments. 

Mansion  House,  October  9th,  1956 

26.  I propose  again  tonight  to  speak  mainly  about 
monetary  policy,  which  has  been  under  much  discussion 
throughout  the  year.  Controversy  has  centred  both  on 
the  technical  machinery  and  on  the  general  effects. 


27  To  take  first  the  mechanics,  doubts  have  been  expressed 
whether  our  technical  arrangements  are  up  to  date.  There  is 
no  advantage  in  sticking  to  old  anangements  merely  for  the 
sake  of  tradition.  But  equaUy  we  see  no  advantage  m 
changing  arrangements  which  work  well,  unless  we  are  sure 
that  change  would  be  for  the  better. 

28  The  spotlight  has  beai  on  the  movement  of  bank 
advances.  In  the  five  years  since  we  began  to  operate  a 
more  flexible  monetary  policy,  inflation  has  not  in  this 
country  been  fed  by  any  run-away  increase  m total  advances. 
Over  the  period,  and  against  a background  of  nsing  prices 
and  strong  demand  for  money,  the  level  has  remained 
remarkably  steady.  In  fact  the  total  of  aearmg  Bank 
advances  is  now  sli^tly  lower  than  it  was  just  five  years 
ago— a very  different  experience  from  that  m,  for  example, 
the  United  States  or  Germany. 

29  Twice— once  at  the  beginning  of  this  period  and 
^.pain  in  the  Spring  of  1955— signs  emerged  of  an  ym- 
desirable  increase.  Both  times,  by  a combmation  of  techmcal 
measures  and  of  co-operation  between  the  authorities  and 
the  banking  system,  the  movement  was  held  and  reversed. 

30  The  level  of  bank  advances  is  by  no  means  the  whole 
story.  The  total  level  of  bank  deposits,  influenced  very 
greatiy  by  the  size  and  form  of  Government  borrowing,  is 
no  less  important.  Our  consistent  objective  has  been  to 
keep  the  floating  debt,  vastly  expanded  during  the  war. 
down  to  manageable  size.  By  a series  of  funding  operations 
over  the  post-war  years,  a more  healthy  position  was  restored. 
Unfortunately,  at  some  periods  during  more  recent  years, 
it  has  not  proved  possible  to  matdi  the  total  requirements 
of  Government  and  public  bodies  by  the  sale  of  long-term 
securities.  Hoating  debt  has  again  at  times  become  excessive, 
bank  deposits  too  high  and  technical  pressures  more  diflficult 
to  maintain. 

31.  The  authorities  had  to  choose  early  this  year  between 
two  broad  alternative  courses.  Either  they  had  to  press 
on  with  measures  to  reduce  the  creation  of  new  short-term 
debt  and  to  fund  existing  short-term  debt— by  economies, 
a savings  drive  and  a general  funding  programme.  Or  they 
had  to  accept  ffiat  this  could  not  be  achieved  and  to  introduce 
new  techniques — ^for  example,  an  enforced  and  movable 
liquidity  ratio. 

32.  I believe  that  the  right  decision  was  taken  and  that 
we  should  concentrate  on  making  a success  of  the  policy 
now  being  pursued,  with  its  emphasis  on  savings,  funding 
and  economy.  The  great  merit  of  the  existing  technical 
arrangement  is  that  it  rings  two  different  warning  bells. 
When  Government  borrowing  is  in  hand  but  bank  advances 
are  increasing  too  fast,  the  liquidity  ratio  rings  a bell  of 
warning  to  the  banks,  as  in  the  flrst  part  of  1955.  When 
bank  advances  are  in  hand  but  Government  short-term 
borrowing  is  mounting  dangerously,  it  rings  a beL  of  warning 
to  Government,  as  it  did  most  properly  in  the  latter  part  of 
last  year.  A mandatory  increase  in  the  liquidity  ratio,  by 
forcing  the  banking  system  to  hold  more  Treasury  Bills, 
would  work  in  absolute  contradiction  with  a policy  of 
funding  and  reducing  bank  lending  to  the  Government. 

33.  I turn  to  the  general  contribution  of  monetary  policy 
to  the  fi^t  against  inflation.  Appraisal  is  difficult  and  must 
be  a matter  of  opinion.  My  own  view  is  that,  after  a slow 
start,  monetary  policy  has  been  increasingly  effective  since 
about  April  1955.  In  the  Summer  and  Autumn  of  last  year 
its  effects  were  mainly  negative  ; without  a la’edit  squeeze 
and  without  an  increase  in  interest  rates  consumption  and 
investment  demand  would  have  soared,  prices  would  have 
risen  further  and  we  should  have  been  in  much  more  serious 
b^ance  of  payments  trouble. 

34.  Since  the  turn  of  this  year,  slowly  and  with  inter- 
ruptions, but  nevertheless  steadily,  I judge  that  we  are  seeing 
more  positive  effects.  The  economy  is  still  overstrained  but 
rather  less  than  some  months  ago — the  tempo  has  not 
increased  and  seems  to  be  diminishing  a little.  The  battle 
against  inflation  has  been  effectively  joined  but  it  is  certainly 
not  yet  won.  The  coming  months  are  crucial.  The  deter- 
mining events  lie  in  the  fields  of  industrial  costs  and  public 
finance,  but  the  banking  system  can  help  by  holding  fast  to 
present  policies.  There  is  no  room  for  any  letting  up. 

35.  As  to  the  future,  I should  be  reluctant  to  prophesy,  even 
without  Suez.  Certainly  no  commitment  has  been  given,  or  will 
be  given,  to  anybody  about  the  future  course  of  Bank  Rate. 
As  usual  it  will  be  considered  week  by  week  and  left  unchanged 
or  altered  in  either  direction  as  circumstances  require.  But  we 
shall  obviously  feel  more  comfortable  when  circumstances 
justify  a somewhat  lower  pattern  of  short-term  interest  rates. 
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36.  I make  no  apology,  my  Lord  Mayor,  for  thinVing 
the  British  banking  system  the  soundest  and  the  most 
efficient  in  the  world.  It  is  certainly — partly  by  reason  of 
centralised  organisation  and  partly  by  tradition— the  most 
responsive  of  any  large  banking  system  to  indications  of 
official  policy.  This  very  responsiveness  and  organisation 
carries  dangers  with  it.  It  may  often  look  easier  to  d^ 
with  an  inflationary  position  by  restricting  bank  lending 
than  by  attacking  inflation  at  its  real  source,  which  lies  more 
often  than  not  in  public  expenditure  and  in  fiscal  policies. 
That  was  certainly  the  experience  in  the  earlier  stages  of  the 
present  phase. 

37.  I hold  that  restriction  of  bank  credit  is  a necessary 
brake  which  should  be  applied  when  consumption  and 
investment  are  running  too  fast.  But  it  should  not  be 
envisaged  as  a long-term  method  of  off-setting  other  in- 
flationary forces.  You  cannot  drive  the  economic  machine 
with  one  foot  on  the  accelerator  of  public  expenditure  and 
the  other  on  the  brake  of  credit  restriction.  As  soon  as  tite 
speed  of  the  machine  is  under  control,  the  brake  should 
be  taken  off  and  kept  for  emergency  use.  An  indefinite 
period  of  severe  credit  restriction,  whether  by  persuasion,  by 
present  technical  methods  or  by  newly-devised 

would  starve  the  economy  and,  by  inhibiting  free  com- 
petition amongst  the  banks,  would  prejudice  both  their 
efficiency  and  their  services  to  the  public. 

38.  Conditions  have  changed  very  much  since  the  years 
before  1930.  The  compass  of  monetary  policy  has  been 
affected  by  the  growth  of  the  Government’s  share  of  the 
total  economy,  by  high  taxation,  by  exchange  controls  and 
not  least,  by  the  political  and  social  developments  of  the 
last  25  years. 

39.  In  particular,  we  must  seek  to  carry  public  opinion 
with  us  in  understanding  and  approval  of  what  we  are  trying 
to  do.  The  jargon  and  technique  of  monetary  control  are 
complicated  and  obscure.  The  objective  is  simple  Our 
task  is,  as  the  Chairman  of  the  Federal  Reserve  Board  has 
put  it,  to  lean  against  the  wind.  When  more  is  being  spent 
on  consumption  and  investment  than  the  country  can 
afford,  our  duty  is  to  try,  by  making  money  more  difficult 
and  more  expensive  to  borrow  and  by  malring  interest 
rates  on  savings  more  attractive,  to  encourage  people  to 
spend  less  and  save  more. 

40.  The  use  of  high  interest  rates  and  credit  restriction  in 
conditions  like  the  present  is  very  far  from  being  directed 
towards  causing  unemployment  or  reduction  in  the  standard 
of  hvmg.  On  the  contrary  it  is  directed  wholly  towards 
avoidmg  the  disasters  which  alternating  boom  and  slump 
would  bring  to  employment  and  to  living  standards. 


Coventry,  February  \2th,  1957 

41.  These  questions  of  credit  policy  always  sound  very 
complicated.  It  is  true  that  they  are  closely  tied  up  with  a 
grwt  many  different  problems,  investment,  employment, 
pubhc  finance,  balance  of  payments  among  them.  But  in 
many  ways  the  decisions  which  face  us  are  very  like  the 
decisions  which  face  most  of  you  in  this  room  week-in  and 
week-out.  There  is  help  to  be  got  from  statistical  information 
—a  very  necessary  badcground— and  the  more  complete  and 
more  up-to-date  you  can  get  it,  the  better.  There  is  help 
to  be  got  from  current  information  about  market  views  and 
ttends,  collected  from  varied  sources  at  home  and  abroad. 
But  m the  end,  in  our  business  as  in  yours,  there  is  no  rule 
of  thi^b,  and  decisions  must  depend  on  judgment.  One 
must  judge  how  much  relative  importance  to  give  to  different 
indicators  (which  do  not  often  all  point  in  the  same  direction) 
Above  all  one  must  try  to  judge  what  the  future  holds— 
and  on  this  subject  statistics  unfortunately  do  not  give  you 
much  help. 


42.  This  is  not  an  occasion  to  go  deeply  into  the  economic 
history  of  the  past  few  years.  It  has  by  now  been  generally 
recognised  that  m late  1954  and  throughout  1955  the  demands 
on  the  economy  were  too  heavy  and  were  increasing.  It  is 
now  also  generally  recognised  that  some  restrictive  action 
was  needed.  There  is  still  much  argument  as  to  whether 
action  was  taken  over  a wide  enough  fidd  and  whether  it 
was  taken  in  the  right  doses  and  at  the  right  times.  But  the 
consensus  of  opinion  is,  I would  judge,  that  the  measures 
taken  in  1955  and  1956  have  had  a considerable  effect  and 
that  alffiou^,  as  you  here  very  well  know,  they  have  borne 
hardly  m p^ticular  directions,  the  United  IGngdom  economy 
m general  is  now  a deal  stronger  than  it  would  have  been 
without  them. 


43.  It  is  a familiar  criticism  of  these  measures  that  they 
have  fallen  more  heavily  on  private  business  than  on  Govern- 
ment and  near-Government  activities.  Alfliough  some 
sections  of  public  expenditure  have  been  brought  pro- 
gressively more  into  line,  this  criticism  is  still  valid.  I repeat 
what  I said  at  the  Mansion  House  in  October  : “ you  cannot 
drive  the  economic  machine  with  one  foot  on  the  accelerator 
of  public  expenditure  and  the  other  on  the  brake  of  credit 
restriction.” 

44.  _ It  is  no  part  of  the  Central  Bank’s  duty  to  suggest  on 
what  items  economies  in  public  expenditure  should  fall.  That 
is  a political  judgment.  But  the  Central  Bank  is  very  much 
concerned  with  the  overall  monetary  position.  And  it  is  one 
of  its  prime  duties  to  sound  warning  bells  when  Government 
and  near-Government  spending  is  putting  too  heavy  a 
burden  on  the  country’s  resources. 

45.  We  are  now  entering  a new  phase.  We  have  survived 
some  critical  months  in  the  exchanges,  and  sterling  has 
regained  its  strength  in  the  markets.  But  this  has  been  done 
largely  by  negotiating  big  credits  ; and  to  the  extent  that  we 
draw  on  those  credits,  repayment  will  add  to  our  future 
burdens. 

46.  Of  recent  years  our  foreign  exchange  position  has 
been  on  a see-saw,  swinging  sometimes  just  above  and 
sometimes  just  below  the  danger  line.  There  are  signs  that 
we  may  now  be  due  for  one  of  the  swings  in  the  right  direction. 
Confidence  is  returning  and  the  technical  position  of  sterling 
is  strong.  But  this  time,  having  mobil^d  our  exchange 

defences,  the  country  as  a whole  must  really  give  a heave 

so  that  we  pull  ourselves  well  clear  of  the  danger  line  and 
give  ourselves  that  margin  for  future  swings  wMch  recently 
we  have  not  had. 

47.  The  first  need  of  the  moment  is  to  take  advantage  of 
sterling’s  new  strength  and  to  ensure  beyond  doubt  the 
value  of  the  currency,  both  the  domestic  value  and  the 
international  value.  I hear  too  many  people  say  that  when 
the  pound  is  weak  it  is  because  naughty  foreign  bankra-s  are 
speculating  against  it.  Obviously,  if  the  value  of  the  pound 
looks  doubtful,  foreigners  will  be  disinclined  to  hold  sterling 
in  their  reserves.  But  what  really  matters  is  to  ensure  the 
value  of  the  pound  for  British  traders,  British  workers  and 
British  savers.  So  long  as  we  do  this,  our  overseas  friends 
will  deal  in  sterling  happily  enough. 

48.  To  put  the  value  of  sterling  beyond  question  for  a 
period  of  years,  we  must  have  a bigger  safety  margin  in  our 
domestic  finances  and  in  our  balance  of  payments,  and  we 
must  have  it  soon.  It  is  so  easy  to  say  “ Oh,  we’ve  heard 
all  this  before,  but  we  always  seem  to  get  through  the  next 
crisis.”  I am  no  pe^imist  about  the  future  of  this  country. 
The  standards  of  living,  production  and  employment  we  all 
hope  for  are  within  our  grasp.  But  they  will  not  be  handed 
to  us  on  a plate.  We  have  several  years’  hard  plodding  in 
front  of  us.  And  it  is  not  safe  to  risk  another  crisis. 

49.  In  the  last  two  months  the  monetary  authorities  have 
naturally  had  very  much  in  mind  this  need  to  keep  a margin 
on  the  right  side.  The  objections  to  a very  high  level  of  short- 
term interest  rates  are  obvious  enough.  As  long  ago  as 
October  I looked  forward  to  the  time  when  circumstances 
would  justify  some  reduction.  In  November  we  ran  into 
exchange  and  other  troubles  which  put  those  hopes  back 
for  a while.  During  Decranber  and  January,  mainly  because 
of  a heavy  demand  for  Treasury  Bills  at  a time  when  the 
supply  was  decreasing,  short-term  market  rates  came  down 
quite  sharply,  providing  a little  welcome  relief  to  the 
Exchequer. 

50.  A change  in  Bank  Rate,  with  its  wider  implications, 

seemed  to  us  to  need  a cautious  approach.  There  seemed 
much  to  be  said  in  the  circumstances  for  &st  allowing  market 
rates  to  move  to  a new  level  and  settle  down,  and  there^ter 
adjusting  Bank  Rate  to  take  account  of  the  new  structure. 
This  procedure  follows  the  same  line  of  as  that 

recently  introduced  by  the  Canadian  authoritiw,  who  are 
now  adjusting  their  Bank  Rate  to  every  movement  of  their 
Treasury  Bill  rate.  I am  not  suggesting  that  adoption  of  the 
Canadian  technique  in  full  would  suit  the  very  different 
conditions  of  this  market.  I do  not  think  it  would— not 
least  because  there  are  many  occasions  when  we  here  shnnid 
wish  to  use  Bank  Rate  more  positively,  to  mark  a change  of 
policy  or  a reinforcement  of  policy.  But  the  present  is  not 
one  of  those  occasions. 

51.  The  5i%  Bank  Rate  (for  which  I make  no  apology 
and  which  I believe  helped  us  materially  in  weathering  last 
year’s  storm)  was  a crisis  rate.  It  was  obviously  desirable 
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stress  Unless  we  can  all  accustom  ourselves  to  adjustments 
to  make  some  adjustoent  as  soon  of^ank  Rate  to  the  requirements  of  the  moment,  without 

If  an  abnormal  rate  is  maintamed  for  herald^Sor  reductions  from  crisis  levels  as  a signal  for 

become  technicaUy  unneces»ry,  it  only  .limits  &e  ^1horih«  h^l^mmor  graduaUy  lose  its 

freedom  to  move  to  rate  either  way  as  cmumtanca  ,'thorities  come  to  feel  that  toy  wffl  be 

As  I have  said,  from  a purely  mmket  point  £ ™ from  movihi  to  Rate  downwards  at  to  proper 


rta  1 U4VC  oaita,  iiwiaa  “•  v'*'— v — r -,4i,,c+  inViihiten  from  mOVlUE  UlC  K.aie  OOWliWiUUSj  <ii  uk. 

had  for  several  weeks  past  been  a case  for  a ^or  adjus  ited  gradually  feel  less  free  to  use  it  with  vigour, 

nv»nt  nf  'Ranlf  Rate.  And  technically  it  is  easier  in  tu^  ^ long^  ms"  rfpnisive  moments. 

61.  Looking  back 


ment  of  Bank  Rate.  And  technically  it  ^rt^fnr  m lone’^^nTay  be  req^^ 

™^iSeS?rSifc't^'terirf“3ie^^^^  ^rover  th’  pas.’  few  he 

•Rant  lirmiditv  anticioated  during  February  and  March,  unduly  modest  about  our  successes  I say  oim  bee 
Rate  shopld  tos  be  seen  as  both  Government  and  Barit  have  ton  responsMit.es 


the  past  few  years,  let  us  not  be 
^ because 

of  ft  chanee  of  oolicv  Nor  should  it  be  seen  as  a decision  importance  of  the  supply  of  money,  il  tne  money  supply 
to  abandon  thf  S of  SteSS^rates  in  favour  of  other  is  not  held  in  check  .there  is  no  hope  of  restrammg  ii^ah^ 
ifnrredients  of  monetary  control  We  have  every  intention  in  fact,  by  comparison  with  other  great  countaes  fighting 
ofToSiiS  “Se  £ Sfiuen«  of  interest  rat«,  together  the  same  battle,  we  have  so  far  been  reasonably  successful 
vdth  the  oXr  ingredients,  in  such  mixtures  as  may  seem  in  restrammg  growth  of  the  . 

suited  to  the  needs  of  the  moment.  62.  In  parucular  we  have  succeeded  m holding  the  level 

52.  I have  miked  a loh  and  I fear  with  some  S^^eas“Sd°  topS^ce  Snht’baStosySt?  ripopd 

about  credit  policy,  because  it  has  b«n  much  m debaK  mdeemp^^^  authorities.  Barit  Sedit 

lately  and  it  is  my  trade.  But  I do  not  »^h  to  esag^tatt  to  mtoations  ^ ^ ^ 

its  importance.  It  has,  I b^eve,  hel^d  to  ^ wef  *e  6-yeai  period— a very  favourable  comparison  indeed 

economy  over  the  past  eighteen  months  , we  must  now  otbpr  countries  At  the  higher  price  level  the  banks 

stand  ready  to  hold  it  firm  f S?no^SiSfnmah^  voiumfof  nade.  This  restriction 

to  make  adjustments  when,  but  not  before,  they  ^e  needed.  F®^°J^^;^anker  and  customer  alike,  but  it  has  made 

53.  In  the  next  period  the  vital  decisions  lie  elsewhere.  a major  contribution  in  the  figjit  against 

54.  I know  very  well  the  practical  difficulties  of  con-  inflation. 

taining  the  grow^  of  public  expenditure.  Time  and  again  several  of  these  years  the  total  money  required  by 

over  the  past  ten  years  I have  seen  the  Treasury  make  valiant  Qovemment,  nationalised  industries  and  local  authorities 
attempts  to  prune  expenditure,  only  to  find  that  a few  months  been  matched  by  money  raised  out  of  Ration, 

later  for  one  reason  or  anofiier  it  is  back  to  where  It  was  or  national  savings,  and  long-term  borrowing.  Thus  net 
hi^er.  Government  out-payments  have  at  times  added  consider- 

55  Ever  since  the  war  there  has  been  too  much  tendency  ably  to  the  money  supply.  As  a «sul^f  the  efforte  o^ 

(a  natural  tendency  enough)  to  take  on  commitments  without  successive  ChanceUom,  this  posihon  has  become  much^ 
LfSinting  the  cost ; ^th  the  result  that  the  public  purse  healthy  and  there  have  not  l^ely  gXt  caSe 

has  been  continuously  strained,  the  economy  has  been  money  supply 
overburdened  by  taxation  and  there  have  been  madequate  withm.  mwsurable 

resources  left  over  for  investment.  providing  for  the  money  which  the  Exchequer  must  tmo  lor 

public  investment.  ^ 

Mmtton  Hcase,  October  Sift,  1957  64.  The  Chmcellor  has  now  stated  to  GOTemtoPts 

56.  Once  again,  My  lord  Mayor,  yo» 

SeTfr.S'^Mne'^“  -to  toy 

timmg  of  events  makes  it  more  apt  than  usu^.  Government  have  announced  that  the  public  investment 

57.  I must  begin  by  repeating  what  I have  often  said  here  -a^nre.  wiU  be  held  down  to  this  year’s  level— there  will 

before.  Bank  R.ate  and  the  other  ingredients  of  monetary  gj,^benoincreasemcapitalpublicexpenditure.  Tocomplete 
control  are  essential  elements  in  general  economic  poh^,  theme  of  holding  the  money  supply  stable,  it  remains 
but  they  are  by  no  means  the  whole  story  and  can  only  be  Government  to  ensure  that  current  public  expenditure 

effective  if  they  are  working  in  support  of  Government  ^ ^ control,  and  that  revenue  plus  sales  to 

polif^  in  other  fields.  The  Radcliffe  Committee  are  now  public  of  Government  securities  cover  all  Government 
examining  all  these  matters  and  we  look  forward  eagerly  to  Qujgojjjgs.  indeed,  in  the  judgment  of  many  of  those  for 
their  report.  whom  I am  responding  tonight,  sterling  will  need  to  be 

58.  It  is  now  about  six  years  since  we  started  to  use  Bank  buttressed  in  present  circumstances,  not  only  by  an  increasing 

rate  again.  Increases  have  mostly  been  made  against  a surplus  on  balance  of  payments  account,  but  also  by  an  overall 
background  of  mounting  demand,  when  we  have  judged  that  surplus  on  budget  account. 

bighar  interest  rates  could  help  to  restrain  that  demand,  but  55.  gu^  addition  to  the  money  supply  is  by  no  means  the 
when  we  have  seen  no  reasonable  prospect  that  a more  Qjjy  factor  which  increases  demand  and  so  puts  up  costs 
drastic  increase  could  be  decisive  in  halting  the  rise  in  costs  prices.  There  is  bound  at  any  time,  without  a.ny  addition 

and  prices.  Occasionally  there  comes  a time  when  more  bank  advances  or  from  Government  deficits,  to  be  a 

positive  use  of  Bank  rate  is  necessary,  when  we  have  to  go  jarge  volume  of  spendable  money,  in  the  form  of  bank 
into  battle  to  protect  sterling.  Occasionally  too  there  are  deposits,  cash  or  easily-realisable  assets.  The  war  years 

times  when  the  general  climate,  and  parallel  action  taken  by  jgft  these  liquid  resources  at  very  high  levels.  Pressure  of 

Government  in  other  fields,  suggest  that  a sharp  increase  demand  is  largely  determined  by  the  view  people  take  of  the 

in  interest  rates  may  have  decisive  effects  in  the  domestic  economic  outlook,  of  the  likely  trend  of  costs  and  profits, 

economy.  These  two  considerations,  the  immediate  pro-  ^nd  by  the  consequent  use  which  they  decide  to  make  of 

tection  of  sterling  and  a prospect  of  decisive  results,  were  Uquid  money  resources — whether  they  tend  to  save  or 

both  present  when  Bank  rate  was  raised  to  7 per  cent,  three  whether  they  are  in  a hurry  to  spend  and  develop  in  fear 
weeks  ago.  that  everything  will  cost  more  later.  Of  course  a msh  to 

59.  The  first  impact  of  these  measures  on  the  exchanges  spend  in  a hurry  only  drives  costs  up  still  more,  so  ffiat  the 
has  bem  good.  Their  effect  at  home  will  need  time  and  a process  feeds  on  itself.  And  this  can  to  a large  ratent  De 
firm  follow-through.  And  it  is  their  effect  at  home  that  financed  by  a quicker  turnover  of  money,  even  it  the  total 
matters  in  the  long  run.  For,  thou^  the  sterling  exchange  supply  of  money  is  held  stable, 

is  influenced  by  actions  and  judgments  taken  in  other  66.  The  urge  to  do  too  much  at  the  same  time,  to  demand 
countries,  the  stability  of  sterling  depends  fundamentally  and  spend  the  extra  reward  before  the  extra  work  is  doiw, 
on  the  soundness  of  our  own  economy.  has  l^n  the  bane  of  monetary  authorities  all  over  the 

60.  So  much  for  upward  movements  of  Bank  Rate.  From  world  ever  since  the  w^.  Thwe  are  now  some  here 

time  to  time  over  the  period  we  have  made  small  reductions,  thwe  of  a change  in  the  wind  , but,  m our 

partly  on  the  general  merits  of  the  case,  partly  to  keep  lept,  this  urge  has  still  to  be  fought  and  to  be  fough 
Bank  Rate  in  touch  with  market  rates,  and  partly  to  main-  wide  front. 

tain  our  freedom  of  future  manoeuvre.  These  downward  67.  In  restricting  the  growth  of  total  demand,  we  cCTtaimy 
movements  have  been  criticised  as  showing  a “ green  li^t”  do  not  want  to  see  more  consumed  and  less  invited,  the 

too  early.  I make  no  prediction  about  the  nature  or  timing  Government  will  doubtless  watch  the  level  of  consumer 

of  future  moves,  but  there  is  one  point  which  I want  to  demand  very  closely  over  the  next  period. 
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68.  But  it  is  not  true  that  a monetary  and  budget  policy 
designed  to  keep  total  demand  within  total  resources  must 
mean  less  production.  The  resources  and  manpower  avail- 
able in  the  country  set  a definite  limit  to  what  can  be  done. 
A successful  monetary  and  budget  policy  will  mean  less  of  a 
scramble  for  the  available  resources,  less  pressure  for  increased 
costs  and  prices — and  it  will  in  the  end  mean  more  and  not 
less  production. 

69.  With  this  objective  in  view,  the  larger  industrial 
companies  might  be  advised  to  look  at  their  programmes 
again.  In  company  with  the  public  bodies,  they  have  until 
recently  been  little  affected  by  interest  rates  or  by  shortage 
of  money.  But  borrowing  will  be  difficult  and  expensive 
in  the  next  period  ; even  companies  which  still  have  large 
liqiud  resources  may  find  it  prudent  in  their  own  interest, 
as  well  as  helpful  to  the  country’s,  to  rephase  and  extend 
their  investment  plans  over  a longer  period. 

70.  My  Lord  Mayor,  I hear  and  read  much  learned 
discussion  about  whether  we  are  in  a “ cost-push  ” or 
“ demand-pull  ” inflation.  I suspect  myself  that  they  are 
parts  of  die  same  animal  and  I am  reminded  of  a fascinating 
creature  in  one  of  the  nursery  books  called  the  “ push-me- 
pull-you.”  If  we  can  shoot  one  end  of  that  animal,  the 
other  end  will  not  long  survive. 

71.  I hear  it  argued  too  that  a creeping  inflation  does 
not  much  matter  so  long  as  it  does  not  go  too  fast  or  quicker 
than  in  other  countries.  I believe  that  this  argument  is 
complacent  and  dangerous.  It  is  true  enough  that  if  our 
competitors’  costs  are  rising  more  quickly  than  our  own, 
the  danger  to  our  exchange  reserves  is  less  immediate.  But 
if,  either  in  this  country  or  in  the  rest  of  the  Western  world, 
we  were  to  countenance  a continuing  rise  in  costs  and  a 
continuing  slide  in  the  value  of  money,  then  the  outlook 
for  currencies,  world  trade,  and  standards  of  living  would  be 
grim  indeed. 

72.  Our  task  to-day,  and  it  is  the  task  which  faces  many 
countries  throu^  the  world,  is  not  just  to  keep  inflation 
within  bounds  and  to  watch  the  value  of  money  progressively 
eroded.  Our  task,  and  it  can  certainly  be  achieved  if  the 
whole  country  is  behind  it,  is  to  stop  costs  from  rising  and  to 
keep  the  value  of  our  money  stable.  We  have  had  too 
many  crises  in  the  last  ten  years.  It  is  in  these  next  months 
that  the  effort  must  come  to  lift  ourselves  clear. 

fpswich,  October  lUh,  1957 

73.  The  subject  uppermost  in  the  minds  of  members  of 
the  Institute  of  Bankers  is  obviously  the  economic  situation 
and  the  recent  measures  taken  by  the  Government  and  the 
Bank  of  England.  I have  said  most  of  what  I have  to  say 
about  this  as  recently  as  last  Tuesday  at  the  Mansion  House, 
and  I do  not  want  to  weary  you  by  repeating  it. 

74.  But  it  is  always  worth  repeating,  day  in  and  day  out, 
the  fundamental  objective  of  Ae  whole  exercise,  with  its 
restriction  of  bank  advances,  restriction  of  Government 
expenditure  and  hi^  interest  rates.  The  objective  is  to 
bring  total  demand  within  the  compass  of  to^  resources, 
to  encourage  saving  and  discourage  over-spending,  and 
thus  to  keep  a strong  economy  and  a strong  pound.  To 
each  one  of  us  this  business  of  keeping  expenditure  within 
resources  is  a familiar,  troublesome  but  inescapable  problem 
in  our  personal  lives  : for  some  curious  reason  precisely 
the  same  problem  seems  much  more  difficult  to  understand 
when  it  applies  to  the  community  rather  than  the  individual. 

75.  I only  want  to  add  two  postscripts  which  both  relate 
to  events  of  the  last  few  days. 

76.  I said  on  Tuesday  that  the  &st  effect  of  last  month’s 
measures  on  the  exchange  had  been  good.  I can  now  say 
that  this  effect  has  been  maintained  and  improved.  Our 
profession  is  a cautious  one,  and  there  should  be  no  pre- 
mature rejoicing  ; but  the  development  is  encouraging. 

77.  Secondly,  I should  like  to  mention  the  arrangements 
made  for  dealing  with  Government  loans  maturing  this  year, 
which  obviously  have  a close  bearing  on  these  matters.  The 
Treasury  announced  this  afternoon  that  no  conversion  offer 
would  be  made  in  respect  of  the  last  of  these  maturities, 
the  2i%  Serial  Funding  Stock  1957. 

78.  How  such  maturities  are  dealt  with  can  have  an 
important  effect  on  banking  liquidity.  The  “authorities” 
have  a two-fold  objective.  We  try  to  avoid  any  increase 
in  the  Floating  Debt,  and  indeed  to  reduce  it.  We  also 
try  to  avoid  adding  to  the  heavy  maturities  over  the  next 
few  years  which  represent,  so  to  speak,  the  floating  debt 


at  one  remove.  The  aim,  therefore,  has  been  to  sell  longCT- 
term  securities  either  against  the  purchase  of  this  year’s 
maturities  or  against  Treasury  Bills. 

79.  The  result  of  this  policy  so  far  this  financial  year 
has  been  ffiat  three  loans  totaltog  in  all  over  £900  million 
will  have  been  repaid  ; only  a small  loan  of  £100  million 
(4i%  Conversion  Stock  1962)  has  been  issued  in  their 
place.  Thus  the  Treasury  will  have  repaid  these  three 
loans  without  any  major  addition  to  the  maturities  which 
face  us  over  the  next  few  years.  So  far  we  have  not  achieved 
to  the  full  the  other  half  of  the  objective  ; these  operations 
have  meant  some  increase,  I hope  temporary,  in  the  Floating 
Debt  itself.  But  the  bulk  of  the  maturities  has  been  covered 
by  the  sales  of  longer-term  securities,  and  the  position  is 
much  more  satisfactory  than  looked  likely  at  one  time  this 
summer.  The  policy  of  reducing  the  Floating  Debt  is 
essential  and  will  of  course  continue  by  every  appropriate 
method. 

80.  I thought  it  might  be  of  interest  if  I said  something 
tonight  about  the  position  of  the  Bank  of  England  and  our 
responsibilities  in  all  these  things. 

81.  The  Bank  of  England  and  the  Treasury  each  have 
their  immediate  responsibilities  in  the  monetary  field.  They 
are  separate  responsibilities  but  they  often  dovetail. 

Bank  have  direct  responsibility  for  ffie  management  of  the 
money  market,  including  such  matters  as  open  market 
operations,  the  credit  base  and  Bank  Rate.  The  Treasury, 
quite  apart  from  budget  and  fiscal  questions,  also  have 
certain  direct  responsibilities  which  affect  the  money  market 
from  day  to  day,  for  example,  the  Exchange  Equal^tion 
Account  and  the  Government  borrowing  programme.  In 
these  two  particular  activities  the  relation  between  the 
Treasury  and  the  Bank  is  that  of  principal  and  agent ; our 
job  is  to  advise  and  to  cany  out  ffie  operations. 

82.  Over  and  above  these  different  market  responsibilities 
is  the  Government’s  overriding  duty  to  ensure  conformity 
of  monetary  policy  with  their  general  policy.  This  position, 
which  has  been  recognised  by  my  predecessors  for  many 
years  past,  now  finds  its  legal  expression  in  Section  4 (1) 
of  the  Bank  Act  1946,  which,  subject  to  certain  provisos, 
empowers  the  Treasury  to  give  directions  to  the  Bank. 

83.  In  practice  all  this  of  course  means  that  the  Bank 
and  the  Treasury  must  work  in  the  closest  contact  all  the 
time  and  must  do  their  best  to  harmonise  their  policies. 
And  in  most  of  their  work  the  relationship  remains  the 
traditional  one  of  banker  and  customer.  Obviously  between 
two  different  institutions  there  will  at  times  be  honest 
dijfferences  of  opinion,  which  have  to  be  discussed  and 
resolved.  I can  only  speak  from  my  end  of  the  telescope, 
and  not  for  the  Treasury.  But,  from  an  experience  which 
now  extends  over  some  years  both  before  and  after  the 
Bank  Act  1946,  I judge  that  in  practice  this  co-operation 
works  out  pretty  well. 

84.  The  relationship  of  the  “ authorities  ” to  the  com- 
mercial banks  is  a special  and  somewhat  different  matter. 
Here  Parliament  has  laid  the  responsibility  for  initiating 
the  use  of  statutory  powers  squarely  on  the  Bank  of  England. 
To  quote  the  relevant  section  of  the  Act : — 

“ The  Bank,  if  they  think  it  necessary  in  the  public 
interest,  may  request  information  from  and  make  recom- 
mendations to  bankers,  and  may,  if  so  authorised  by  the 
Treasury,  issue  directions  to  any  banker  for  the  purpose 
of  securing  that  effect  is  given  to  any  such  request  or 
recommendation.” 

These  powers  have  not  yet  been  used.  If  the  Court  of 
Directors — ^it  is  the  Court’s  responsibility,  and  not  the 
Governor’s  alone — were  at  any  time  to  decide  that  it  was 
“ necessary  in  the  public  interest  ” to  take  action  under 
this  section,  they  would  of  course  do  so. 

85.  But  here  again,  in  practice,  it  has  proved  possible  to 
proceed  without  invoking  the  use  of  powers.  We  have 
managed  by  thinking  out  together  what  seems  necessary 
in  the  public  interest,  and  then  getting  down  together  to  make 
it  work.  I myself  think  there  is  much  to  be  said  for  this 
way  of  doing  ffiings,  so  long  as  it  delivers  the  goods.  Com- 
plicated regulations  would  put  the  authorities  and  the  banks 
on  different  sides  of  the  fence.  I think  we  get  along  better, 
and  the  public  is  better  served,  if  we  are  on  the  same  side  of 
the  fence. 

86.  The  Bank  axe  in  contact  with  every  section  of  the 
Banking  Community  in  the  City,  day  by  day  and  at  various 
levels.  It  is  therefore  not  difficult  for  the  Bank  of  England 
to  keep  the  banks  continually  informed  of  the  lines  of 
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official  thifficing  and  also  to  keep  “dl  “ffi 

City  thinking.  From  time  to  tome  ^he  (^anceUor  lu^elf  ^ Xh  Si  ieryday  busiiiess  and  in  top  level 

has  explained  to  the  bankers  ^epresmtotives  the  Govern-  “P  of  England’s  relationship  with  the 

ment’s  policy  and  the  nature  of  the  help  which  js  g f-iearine  Banks  is  second  only  in  importance  to  the  Bank’s 
from  the  banks  ; that  has  seemed  to  aU  of  us  a useful  and  B^s,  « sgon^^^^y^^ 

sensible  arrangement.  suacested  that  the  Merchant  Banks  use  the  Gentlemens 

87.  We  have  the  great  advantage  in  tlus  county  of  a Clearing  Banks  the  Players’.  Whichever 

closely-knit  banking  system  m a simU  ^land.  I ^ ^gy  goj^e  in  by,  the  Chairman  of  the  Clearing  Banks 

compare  notes  with,  for  exainiile,  the  Oiaiman  of  t^  committw,  his  Deputy  and  the  Chief  Executive  Officers  use 
Federal  Reserve  Board  in  Wastogton.  If  I _WMt  to  ta^  ^ ^gy 

tn  th*.  r.»r>rp<;entatives  of  the  British  Banks,  or  mdeed  of  the  “ very  uiioi,  au  i.  / j t 

‘ “£iss?r;wce?» ;?«  Mrs 

With  the 


discharge.  _But  you  and  your  ^oUra^es^  in  difficulty  does  not  arise  because 


ffie  coirdng-monr  I?I  m^P™" 


2 more  individual  than 


the  field. 

^t*^ 'ffi'rife  bat^%e  are  all  fitting  against  inflation  and  and  their  relations  with  the  Bank 
rising  prices,  you  and  your  colleagues  have  done,  and  are  collective, 
doing  an  important  and  difficult  job  with  very  great  skill  97^  jj^xt,  a word  about  the  present  functions  of  Directors. 
It  is  nice  to  have  an  opportuni^  of  saying  so,  and  I thank  j personally  feel  most  strongly  that  in  large-scale  buaness 
you  administration,  by  no  means  limited  to  banking,  few  ^ngs 

n,4  1«8  , SmTrdiSSSa„d“ofo»lo^ 

Bi  v^S"wt»i  “SX  a busln^k  w?.h  dir^tor,  and  advise,  wko  have 

behind  the  recent  declarations  of  the  Chancellor  of  the 
Exchequer,  that  the  battle  against  inflation  is  only  half 


as  it  were,  of  a business,  with  directors  a 
other  interests  and  different  experience,  what  I may  call 
“ the  window  on  the  outside  world.”  This  can  do  more 
than  most  things  to  give  corporate  strength  to  great  busmesses 
and  institutions  and  to  help  them  to  form  a balanced  view  of 
world  events. 

I make  so  bold  as  to  claim  that  the  Bank  of  England 


won  ^d  that  the  general  lines  of  policy  laid  down  last 
September  must  be  maintained  until  that  half  is  converted  into 
a whole.  The  economic  outlook  throughout  the  world  has 

certainly  changed  since  a year  ago,  the  perpetuity  of  boom  . j'  * * 

is  much  less  for  granted,  and  some  clouds  have  gathered  has  been  very  successful  in  this  process,  both  at  the  dirMtorate 
on  the  horizon,  particularly  in  the  field  of  international  trade,  levd  and  at  the  level  of  the  hi^er  permaiient  staff.  The  job 
We  must  be  watchful  of  trade  developments  abroad — ^looking  of  part-time  Directors  is  no  sinecure.  They  work  hard,  on 
both  westwards  and  eastwards.  But  whether  the  patches  Committees  and  in  individual  consultation.  We  expect 
of  recession  around  the  world  are  destined  to  fade  away  or  them  to  keep  us  informed  of  what  is  going  on,  to  share  our 
to  go  deeper,  our  immediate  task  is  the  same— to  keep  our  thinking,  and  to  take  their  responsibilities,  both  in  internal 
own  house  in  order,  to  m^iTptain  the  value  of  the  currency  administration  and  in  formulating  the  Bank  s policies, 
and  to  keep  our  costs  and  prices  stable.  Only  thus  shall  This  question  of  part-time  service  has  wide  importance 

we  be  poised  in  the  months  that  follow  to  counter  either  a whole  of  our  public  life.  I see  no  reason  why  this 

renewed  spurt  of  inflation  or  the  strains  to  which  a deeper  country  should  not  continue,  as  it  has  done  for  centuries 
recession  elsewhere  might  expose  us.  to  find  men  of  first-class  repute  who  will  devote  part 

90.  To  turn  to  other  matters — ^The  City  of  London  will  of  their  time  to  public  service  and  who  will  fcuow,  without 
long  be  grateful  for  the  force  and  clarity  with  which  rumour  nmch  difficulty,  where  private  interest  ends  and  public  duty 
was  refuted  by  Lord  Justice  Parker  and  his  colleagues.^  I begins.  But,  in  the  long  run,  this  will  only  remain  possible 
just  add  my  voice  to  those  which  have  advocated  a review  y some  discretion  is  used  in  treating  them  as  a political 
of  the  basis  and  conduct  of  proceedings  before  such  Tribunals  football. 

of  Enquiry.  jqq_  flie  Bank  of  England  must  be  a Bank  and  not  a 

91.  It  has  in  the  past  few  weeks  become  a pt^ular  natioi^  study-group.  The  prime  requirement  must  be  operational 

pastime  to  suggest  how  the  Bank  of  England  ought  to  be  competence.  But  I most  emphatically  reject  any  accusation 
run  ; for  a few  minutes  perhaps  I may  play  too.  either  that  the  Bank  is  influenced  solely  by  City  and  Banking 

92.  About  the  future  structure  of  the  Court  of  Directors,  interests  or  that  it  is  hide-bound  by  tradition.  With  two 

in  particular  as  it  affects  “ outside  Directors,”  I have  said  fonner  dons  from  Oxford  on  our  senior  permanent  staff, 
what  I have  to  say  in  a statement  before  the  Parker  Tribunal,  not  to  mention  the  Deputy  Governor,  who  may  still  remember 
But  I shoidd  like  to  clarify  a few  points  about  the  present  something  from  his  ten  years  at  Cambridge,  a charge  that 
composition  and  the  present  functions  of  the  Court.  the  Bank  is  bereft  of  professional  economic  thinking  does 

93.  The  Bank’s  contacts  with  outside  business  are  by  no  not  bear  examination.  The  Government  look  to  the  Bank 
means  confined  to  contacts  through  Directors.  We  are  in 
close  and  regular  touch  with  the  banking  industry  generally, 
and  in  frequent  contact  with  the  Stock  Exchange,  Foreign 
Exchange  and  Commodity  Markets,  and  many  sections  of 
industry  and  commerce.  And,  in  this  company,  I must 
mention  our  contacts  with  overseas  banking  ; first,  with 
our  sister  Central  Banks  throughout  the  world  but  also 
with  many  commercial  banking  friends.  In  particular  I 
tTianV  those  who  have  offices  in  London  for  their  unfailing 
co-operation  with  the  Bank  of  England. 

94.  To-day  Merchant  Bankers  do  not  dominate  the  Court, 
as  they  used  to.  Of  a total  of  16  Directors,  4 are  executive. 

Of  the  other  12,  7 have  their  main  experience  in  industry 
and  commerce,  3 come  from  Merchant  Banks,  1 from  a 
Clearing  Bank  (not  one  of  the  “ Big  Five  ”)  and  1 from  a 
Joint  Stock  Bank  with  its  main  business  overseas.  And 
each  one  of  ffie  five  *■  banking  ” Directors  also  has  interests 
in  industry  or  commerce  outside  banking.  • > 


day  in  and  day  out  for  advice  and  information  on  economic 
and  statistical  matters,  both  at  home  and  overseas.  And 
the  present  composition  of  the  Court  itself  refutes  the 
suggestion  that  we  pay  no  heed  to  industry  or  commerce. 

101.  I was  Deputy  Governor  under  the  old  regime.  I 
have  been  appointed,  and  have  served,  as  Governor  under 
both  a Labour  and  a Conservative  Administration.  It  has 
ffierefore  fallen  to  my  lot  to  play  some  part  in  carrying  the 
old  Bank  into  the  new,  and  in  framing  the  working  relation- 
ships between  Government  and  Bank  under  the  Act  of 
1946.  But  in  fact  the  evolution  of  the  Bank  has  been 
progressive.  The  constitutional  effects  of  the  Bank  Act 
of  1946  were  very  important,  but  it  was  by  no  means  the 
only  recent  occasion  of  great  practical  change.  There  were, 
for  example,  the  early  1920’s,  1931  and  1939.  The  Bank 
of  1958  would,  I suspect,  be  recognisable  only  in  its  outward 
forms  to  my  predecessors  of  50  years  ago.  We  have  always 
tried  to  maintain  what  is  best  in  the  practices  which  have 
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stood  the  test  of  time,  but  to  be  ready  to  adapt  them  to  the 
needs  of  the  day.  The  only  thing  which  matters  is  that  the 
Bank  should  be  in  the  best  position  possible  to  perform  its 
duties  as  the  servant  of  the  public  and  as  banker  and  adviser 
to  the  Government  of  the  day. 

102.  In  this  connection  I should  like  to  touch  in  more 
detail  on  one  point  which  has  lately  been  the  subject  of  public 
comment. 

103.  To  what  extent  should  the  Central  Bank  be  more 
forthcoming  in  expressing  its  views,  even  if  they  are  not  in 
accord  with  those  of  the  Government  of  the  day  ? Should 
the  Bank  produce  more  statistics  and  comment,  putting  on 
them  a slant  which  mi^t  often  be  different  from  that  of 
official  statements  and  White  Papers  ? Some  Central  Banks 
have  gone  much  further  in  this  direction  than  we  have ; 
there  are  advantages  and  disadvantages,  and  the  balance 
of  advantage  may  change  wiffi  changing  times. 

104.  Our  policy  has  been  to  move  gradually  in  the 
direction  of  saying  more  about  what  we  are  doing  and 
giving  more  badkground.  For  example,  1 have  lately  made 
more  public  speeches  than  I did  in  my  earlier  years,  or,  I 
think,  than  my  predecessors  did.  But  I take  the  view  that 
there  are  some  advantages,  both  to  operational  efficiency 
and  to  public  imderstanding,  in  the  Central  Bank  mainly 
resolving  its  differences  and  reaching  its  agreements  with 
Government  in  private,  and  devoting  more  effort  to  advising 
and  informing  Government  than  to  building  a separate, 
and  perhaps  rival,  empire. 

105.  In  some  countries,  where  responsibility  for  monetary 
policy  lies  exclusively  with  the  Central  Bank,  this  dilemma 
scarcely  arises.  Here,  where  responsibilities  are  separate 
but  interwoven  (I  dealt  with  this  subject  in  a speech  at 
Ipswich  last  October)  the  question  is  more  complicated.  I 
keep  an  open  mind  on  this  point : I shall  be  ^ad  to  know 
what  the  Radcliffe  Committee  think  about  it ; and  the 
Bank  will  endeavour  progressively  to  meet  pubUc  require- 
ments. 

106.  I make  no  claim  for  infallibility  in  Threadneedle 
Street.  In  the  past  twelve  years  monetary  policy  has,  of 
necessity,  been  experimental  and  empirical.  1,  for  one, 
greatly  welcomed  the  appointment  of  the  Radcliffe  Com- 
mittee. It  must  be  wise  from  time  to  time  to  review  both 
technique  and  such  matters  as  the  structure  of  the  Court 
and  the  relative  functions  of  Government  and  Bank  in  the 
monetary  field.  This  review  will  help  us  all  to  see  where, 
without  sacrificing  the  strength  of  tradition,  further  improve- 
ments can  usefully  be  made. 

107.  The  Old  Lady  does  not  cling  to  outmoded  fashions. 
She  may  be  a bit  reticent  about  it,  but  she  keeps  her  ward- 
robe up  to  date — albeit  with  a touch  of  old  style  befitting 
her  years. 

108.  But  wisdom  does  not  lie  in  outward  apparel  any 
more  than  it  lies  in  organisational  blue-prints.  The  efficiency 
of  the  Bank  of  England  depends  on  the  people  who  serve  it. 
The  Governors  have  the  good  fortune  to  be  supported  by  a 
team  of  Directors  and  St^,  of  men  and  women,  whom 
anybody  in  the  world  would  be  proud  to  lead. 

Mansion  House,  October  \6th,  1958 

109.  This  annual  dinner  was  held  last  year  three  weeks 
after  the  in^ease  of  Bank  Rate  to  7 %.  1 then  offered  two 
reasons  to  justify  that  decision — that  it  was  necessary  in 
the  protection  of  sterling  and  ffiat,  given  the  general  climate 
and  parallel  action  by  Government  in  other  fields,  there 
were  prospects  of  decisive  effects  on  the  domestic  economy. 
Nobody  can  estimate  exactly  the  contribution  made  by  each 
of  the  various  measures  or  how  much  they  were  helped  by 
the  teends  of  world  economy.  But  the  fact  remains  that 
the  job  was  done ; sterling  was  protected  and  inflation 
checked. 

110.  In  consequence,  instead  of  our  usual  role  of  res- 
training and  restricting  and  of  asking  people  not  to  do  things, 
the  monetary  authorities  have  felt  able  to  remove  some 
restraints  and  to  encourage  people  to  get  on  with  their 
business — a more  pleasant  occupation. 

111.  This  company  in  particular  had  good  reason  to 
welcome  the  relaxations  of  the  credit  squeeze  which  the 
Chancellor  announced  in  July.  Necessary  and  useful  as 
the  rMtraint  on  bank  advances  had  been,  many  of  us  felt 
that  if  continued  much  longer  in  the  same  form  it  would 
have  done  permanent  damage  to  the  banking  industry  and 
the  services  which  it  gives  to  the  public. 


112.  Since  the  relaxations  there  has  been  no  violent 
upsurge  in  bank  lending,  but  the  first  returns  show  a signi- 
ficant increase  for  general  business  purposes,  an  increase 
which  may  well  go  further.  Two  new  developments  have 
had  much  publicity,  the  participation  by  the  majority  of  the 
great  deposit  Banlb  in  Hire  Purchase  concerns  and  the 
introduction  by  certain  banks  of  new  schemes  for  personal 
cheques  and  personal  loans. 

113.  I judge  this  closer  connection  between  the  banking 
system  and  the  Hire  Purchase  industry  to  be  in  the  public 
interest ; and  I am  sure  that  the  banks  have  been  wise  to 
participate  indirectly  through  specialist  companies  rather 
than  attempt  direct  management  of  two  quite  different  types 
of  lending.  Hire  Purchase  has  come  to  stay  as  a pennanent 
and  important  part  of  our  financial  machine.  It  would  not 
have  suited  anybody  for  Hire  Purchase  to  have  remained 
indefinitely  outside  the  circle  of  the  more  traditional  credit 
machinery.  I do  not  however  see  this  link-up  with  the 
banks  as  a solution  of  all  the  problems  of  the  Hire  Purchase 
industry.  It  has  grown  very  quickly,  in  large  and  small 
units.  A more  comprehensive  organisation  is  needed  within 
the  industry,  both  to  maintain  s^eguards  for  customer  and 
depositor,  and  also  to  provide  the  necessary  statistical 
information.  I hope  that  the  contacts  already  existing 
between  the  Bank  of  England  and  the  industry  may  be 
developed  to  our  mutual  benefit. 

114.  It  also  seems  to  me  in  the  public  interest  that  the 
banks  should  now  have  resumed  their  normal  individuality 
and  competition  in  the  services  which  they  provide  to  their 
customers  and  in  the  way  in  which  they  choose  to  run  their 
business.  If  each  of  the  banks  in  its  own  way  can  encourage 
the  banking  habit  in  wider  sections  of  the  community  they 
will  be  helping  to  strengthen  the  economy. 

115.  So  far  as  the  total  volume  of  credit  is  concerned,  the 
effect  of  new  “ personal  loan  ” schemes  may  well  have  been 
exaggerated.  The  banks  which  have  adopted  them  will 
doubtless  manage  them  with  their  usual  prudence  and  it  will 
be  a long  while  before  “ personal  loans  ” become  a signi- 
ficant proportion  of  total  bank  advances. 

116.  Turning  to  another  change  in  our  banking  mechanics, 
I must  say  something,  even  if  it  is  rather  technical,  about  the 
new  scheme  for  Special  Deposits.  It  has  seemed  to  us  that 
it  would  not  be  desirable  to  have  recourse  again,  if  we  ran 
into  a new  inflationary  period,  to  the  system  of  requests  ” 
to  the  banks  to  limit  advances.  That  system  has  admittedly 
been  effective  in  recent  years  ; but  as  a lasting  or  recurring 
system  it  is  open  to  objections  to  which  several  Bank 
Chairmen  and  I myself  have  often  drawn  attention.  We 
felt  therefore  that,  pending  the  report  of  the  Radcliffe 
Committee,  some  alternative  means  should  be  at  hand  to 
reinforce  existing  techniques  in  case  it  again  became  necessary 
to  restrict  bank  lending.  Of  the  various  possible  devices, 
the  Special  Deposits  scheme  commended  itself  to  us  as  being 
ffie  most  flexible,  the  most  obviously  “ monetary  ” in  form 
and  the  least  open  to  possible  abuse  as  a method  of  in- 
flationary borrowing  by  Government  from  the  banking 
system.  But  I am  the  first  to  agree  with  the  critics  that 
none  of  these  technical  devices  goes  to  the  main  root  of  the 
problem  or  will  of  itself  prevent  inflation.  The  main  purpose 
of  this  scheme,  like  that  of  any  method  of  control  over  the 
assets  of  the  banking  system,  would  be  to  help  in  preventing 
excess  liquidity  from  having  its  secondary  effects  in  blowing 
up  the  credit  balloon.  A large  volume  of  Special  Deposits 
maintained  for  long  periods  would  ring  a warning  bell, 
precisely  as  abnormally  high  liquidity  ratios  have  done  in 
the  recent  past.  Nor  is  this  scheme  in  any  sense  an  altern- 
ative to  the  policy  of  funding  the  floating  debt,  a policy 
which  has  met  with  considerable  success  in  the  past  year 
and  is  being  pursued  with  vigour. 

117.  In  the  last  twelve  months  sterling  has  been  strength- 
ened and  the  overstrain  on  the  economy  has  been  checked. 
But  things  do  not  stand  still ; they  move  one  way  or  the 
other.  And  the  monetary  authorities  must  always  be  ready 
to  moderate  a swing  in  either  direction,  which  unless  checked 
early  enough  will  always  lead  to  trouble  later. 

118.  Over  the  longer  term,  the  next  decade  or  so,  I remain 
convinced  that,  in  their  task  of  helping  to  create  conditions 
for  sound  and  steady  development,  monetary  authorities  will 
be  more  often  required  to  restrain  than  to  force  the  pace. 
With  a new  industrial  revolution  in  full  swing,  with  developing 
markets  in  Asia  and  Africa,  with  ever-increasing  social 
programmes  and  with  a prospect  of  continuing  high  defence 
expenditure,  the  forces  of  longer-term  expansion  seem  well 
assured.  And  these  forces  will  be  strengthened  by  recent 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


34 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Bank  of  England 


Continued] 


proposals  in  New  Delhi  to  add  to  the  international  money 
available  both  for  development  and  for  meeting  short-term 
strains  in  the  exchanges.  These  new  resources,  wisely  used, 
will  bring  fresh  support  and  confidence  to  world  markets  : 
I say  “ wisely  used  ” because  a heavy  responsibility  rests 
both  on  borrower  and  lender  to  ensure  that  they  are  used 
for  real  economic  purposes  and  not  to  bolster  up  unsound 
positions  or  unsound  programmes. 

119.  In  the  shorter  term  the  picture  is  rather  different. 
Happily  ±e  recession  in  North  America  seems  to  have 
turned  more  quickly  than  many  anticipated.  Nor  has  there 
been  much  sign  of  reduced  consumption  spending  in  this 
country.  But  we  may  still  have  to  feel  more  strongly  the 
effects  of  the  world-wide  change  in  the  last  year  or  so  from 
a seller’s  to  a buyer’s  market.  We  may  not  yet  have  felt  the 
full  effects  of  lower  commodity  prices  on  some  of  our  b«t 
customers’  spending  power.  And  the  process  of  digesting 
recent  capit^  development,  coupled  with  the  present  less 
rapid  extension  of  markets,  has  been  having  its  effect  on 
investment  plans. 

120.  I myself  doubt  whether  some  of  the  boom  talk  one 
has  heard  recently  in  the  City  is  weU  founded.  Whatever 
else  may  be  uncertain,  it  is  surely  a fair  guess  that  profits 
will  be  bardar  to  come  by  than  they  were  in  the  post-war 
period. 

121.  K this  is  a true  picture,  we  are  in  something  of  a 
dilemma  between  short-term  and  longer-term  aims.  In  the 
short  term  we  must  try  to  prevent  the  economy,  only  recently 


recovering  from  long  years  of  overstrain,  from  running 
down  fast  or  far ; but  in  meeting  this  threat  we  must  not 
build  in  new  hostages  to  inflation  in  later  years.  We  must 
try  to  encourage  investment ; but  it  should  be  in  ways  which 
will  have  early  effect  on  efficiency  rather  than  in  ways  which 
will  involve  snowballing  commitments  for  expenditure  in 
future  years.  We  must  try  to  maintain  a high  level  of  demand 
and  of  employment ; but  we  must  not  allow  costs  to  run 
ahead  of  production.  Only  if  we  come  throu^  the  slacker 
period  with  our  industry  efficient  and  our  prices  competitive 
shall  we  be  able  to  take  our  full  share  as  world  trade  rises 
again. 

122.  These  economic  considerations,  together  with  the 
behaviour  of  the  exchanges,  the  ebb  and  flow  of  sterling  in 
overseas  hands,  and  the  movement  of  interest  rates  in  other 
centres,  are  the  main  factors  influracing  monetary  policy. 
Looking  back  over  the  past  few  months  I would  say  that 
our  principal  desire  has  been  to  see  a significant,  but  not 
violent,  expansion  of  credit  without  encouraging  com- 
placency, and  a sustained  recovery  in  sterling  without 
attracting  too  large  an  inflow  of  short-term  funds. 

123.  In  recent  speeches  to  the  West,  East  and  North  of 
this  City,  the  Chancellor  has  made  it  clear  that  he  has  these 
problems  very  much  in  his  mind.  We  have  listened  to  an 
interesting  and  encouraging  statement  from  him  tonight.  I 
know  that  those  for  whom  I am  responding  are  grateful  to 
bim  for  what  he  has  done  since  he  went  to  the  Exchequer, 
and  we  all  wish  him  well. 


APPENDIX  2.  EXCHEQUER  AND  BANKING  FIGUEtES 
Explanation  of  Tables 


1.  The  following  sets  of  tables  present  an  analysis  of 
Exchequer  finance  from  22nd  March  1951  to  17th  September 
1958.  The  analysis  shows  the  net  sterling  requirements  of 
the  Exchequer  Group  and  the  Nationalised  Industries  that 
have  been  met  out  of  the  Fiduciary  Issue  or  by  borrowing 
from  the  market — o^er  than  in  the  form  of  bank  advances. 
The  Exchequer  Group  and  the  Nationalised  Industries  are 
defined  below  ; Ae  market  comprises  the  banks  and  others 
outside  the  Exchequer  Group  and  the  Nationalised  Industries. 
The  analysis  also  shows  certain  details  of  such  borrowing  by 
the  main  types  of  security  ; and,  approximately,  the  net 
transactions  of  the  banks  and  some  other  groups  in  Treasury 
Bills. 

2.  The  first  set  summarises  the  figures  for  the  seven 
years  1951/52  to  1957/58  ; the  next  seven  sets  give  quarterly 
figures  for  each  of  the  seven  years  ; the  ninth  set  gives 
quarterly  figures  for  the  first  half  of  1958/59  ; and  then 
follow  notes  for  all  the  tables. 

3.  The  figures  are  set  out  in  a sequence  of  four  tables. 

4.  Table  I.  Exchequer  and  Nationalised  Industries  shows 
the  extent  to  which  money  has  been  raised  for  the  Exchequer 
Group  and  the  Nationalised  Industries  by  borrowing  from 
the  market  on  the  various  types  of  Government  security. 
The  Exchequer  Group  includes  the  Exchequer,  the  Paymaster 
General,  the  Nation^  Debt  Commi^ioners,  the  Exchange 
Equalisation  Accoimt  and  the  Issue  Department,  but  not 
the  Banking  Department,  of  the  Bank  of  England.  Tlie 
Nationalised  Industries  are  here  defined  as  those  corporations 
to  whom  advances  have  been  made  by  the  Exchequer  under 
the  Finance  Acts,  1956  and  1958  (see  note  (c))  and  the  Post 
Office.  Before  the  Finance  Act,  1956,  came  into  force,  the 
nationalised  industries  named  therein  met  their  net  require- 
ments for  capital  expenditure — except  to  the  extent  that 
they  borrowed  temporarily  from  the  banks— by  issues  of 
Govermnent  Guaranteed  stock  which  is  the  equivalent,  as 
a market  security,  of  Government  stock.  The  money 
raised  in  this  way  therefore  enters  into  the  account  of 
borrowing  from  the  market  on  Government  securities. 

5.  Table  I starts  with  the  figures  for  the  Budget  (defined 
conventionally  as  in  the  annual  Financial  Statement),  and 
to  this,  as  Item  2,  are  added  the  Nationalised  Industries’ 
net  requirements  for  capital  expenditure,  as  measured  by 
the  sums  they  have  raised  by  the  issue  of  Guaranteed  stock. 
Since  1956  aU  the  Nationalised  Industries  have  been  financed 
by  direct  advances  from  the  Exchequer  (the  Coal  Board 
has  been  financed  in  that  way  throu^out  the  period) ; 
and  these  advances  are  already  included  in  Item  1,  as  part 
of  the  total  for  Below  the  Line.  Similarly,  the  capital 
expenditure  of  the  Post  Office,  which  was  danced  until 


July  1954  by  advances  from  the  National  Debt  Commissioners 
(secured  by  annuities  which  are  still  being  repaid)  but  there- 
after direct  from  the  Exchequer,  is  included  partly  in  Item  2 
and  partly  in  Item  1,  Below  the  Line. 

6.  This  form  of  presentation  avoids  any  discontinuity 
in  Item  6,  Total  arising  from  the  changes  which  the  Finance 
Act,  1956,  made  in  the  system  of  financing  the  capital 
requirements  of  the  Nationalised  Industries. 

7.  Item  3 brings  into  the  account  the  unspent  balance  of 
the  Group  and  receipts  arising  outside  the  Budget ; and 
Items  4 and  5 bring  in  the  payments  and  receipts  of  sterlmg 
arising  from  the  operations  of  the  Exchange  Equalisation 
Account  and  from  certain  other  overseas  transactions  of 
the  Exchequer. 

8.  Item  6 therefore  shows  the  net  total  of  requirements 
met  out  of  the  Fiduciary  Issue  or  by  borrowing  from  the 
market  other  than  in  the  form  of  bank  advance. 

9.  Item  7 shows  the  changes  in  the  Fiduciary  Issue  ; since 
the  Banking  Department  is  outside  the  Exchequer  Group, 
notes  enter  the  account  when  they  move  between  the  Issue 
and  Banking  Departments  in  exchange  for  Govermnent 
securities,  an  increase  (-f)  in  Item  7 Fiduciary  Issue  being 
associated  with  a repayment  ( -)  in  Item  8(h)  of  marketable 
debt  held  by  Banking  Department. 

10.  Item  8 covers  all  borrowing  from  the  market  _ in 
sterling  on  Government  securities  of  all  types,  including 
Small  Savings. 

11.  Table  II,  Quoted  Stocks,  Etc.  {Government  and 
Guaranteed)  provides  further  detail  relating  to  Item  8(h)  0) 
of  Table  I.  Item  3 in  Table  II  gives  total  issues  (net  of 
redemptions  and  sinking  fund  purchases)  of  Government 
and  Guaranteed  stocks,  whether  taken  up  by  the  market  or 
by  the  Departments  (as  defined  in  note  (i)).  Item  4 gives 
total  Departmental  transactions,  including  Departmental 
subscriptions  to  new  issues  of  Government  and  Guaranteed 
stocfo.  Item  5,  whi<ffi  is  the  difference  between  Items  3 
and  4,  thus  represents  the  net  cash  received  from  or  paid 
to  the  market  by  the  Exchequer  Group  and  Nationalised 
Industries  as  a result  of  issues,  redemptions  and  Depart- 
mental stock  transactions. 

12.  Table  in,  Market  Treasury  Bills  provides  further 
details  of  Item  8(i)  (ii)  of  Table  I including  the  change  in 
the  Clearing  Banks’  holdings. 

13.  Table  IV,  Clearing  Banks  presents  Item  1 of  Table  HI 
(Clearing  Banks’  holdings  of  Treasury  Bills)  as  an  element 
in  the  account  of  changes  in  the  Clearing  Banks’  assets, 
d^osit  liabilities,  and  Liquidity  Ratio. 
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14.  In  this  appendix  as  it  was  originally  submitted  in 
June  1957,  the  figures  in  Tables  I,  II  and  III  for  all  periods 
before  April  1956  related  to  calendar  quarters  and  financial 
years,  while  the  figures  in  Table  IV  related  to  quarters  and 
years  based  on  the  Clearing  Banks’  make-up  dates  ; and 
the  only  subdivision  of  Market  Treasury  Bills  in  Table  III 
was  between  Clearing  Banks  and  other  holders.  The 
appendix  was  revised  in  February  1959  so  that  the  figures 
in  all  the  tables  throu^out  relate  to  periods  based  on  fte 
Clearing  Banks’  make-up  dates  (see  note  (n)).  It  is  the 
revised  version  which  is  now  published.  At  &e  same  time 
opportunity  was  taken  to  incorporate  in  Table  III  ±e 
further  sub-division  of  Market  Treasury  Bills,  which  was 
provided  at  the  Committee’s  request  (see  Qns.  442,  1758 
and  Appendix  to  Minutes  of  Evidence,  note  to  Qn.  2248), 
and  to  add  figures  for  1957/8  and  the  first  half  of  1958/9 
so  as  to  bring  the  appendix  up  to  September  1958.  This 
revision  has  necessitated  changes  in  Paper  No.  9,  in  the 
answer  to  Qn.  1817  and  in  Qn.  2164. 

15.  In  May  1959  a short  additional  commentary  was 
submitted  by  the  Bank  covering  the  period  March  1957  to 
December  1958  (see  Appendix  to  Minutes  of  Evidence,  note 
to  Question  13416),  and  the  figures  in  this  Appendix  were 
extended  accordingly. 
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NOTES 

(a)  The  years  and  quarters  shown  run  between  the  Clearing 
Banks’  make-up  dates,  because  it  is  for  these  periods, 
rather  than  for  financial  years  or  calendar  quarters, 
that  figures  for  all  the  items  are  available.  The  years 
end  on  the  third  Wednesday  in  March,  that  is  19th 
March  1952,  18th  March  1953,  17th  March  1954, 
16th  March  1955,  2Ist  March  1956,  20th  March  1957 
and  19th  March  1958.  The  April  to  June  quarters 
run  between  the  third  Wednesday  in  March  (21st  March 
in  1951)  and  the  end  of  June  ; the  July  to  September 
quarters  from  1st  July  to  the  third  Wednesday  in 
September  (19th  September  1951,  17th  September  1952, 
16th  September  1953,  15th  September  1954,  21st 
September  1955,  19th  September  1956,  18th  September 
1957  and  17th  September  1958) ; the  October  to 
December  quarters  between  the  third  Wednesday  in 
September  and  the  end  of  December  ; and  the  January 
to  March  quarters  from  1st  January  to  the  third 
Wednesday  in  March. 

(b)  The  definition  of  the  item  is  the  conventional  one  used 
in  the  annual  Financial  Statement.  The  figures  for  the 
particular  quarters  shown  in  these  tables  have  not  been 
published. 

(c)  The  figure  relate  to  those  nationalised  industries  that 
have  received  advances  from  the  Exchequer  under  the 
Finance  Acts,  1956  and  1958  (Central  Electricity  Council, 
North  of  Scotland  Hydro-Electric  Board,  South  of 
Scotland  ElMtridty  Board,  Gas  Council,  British  Trans- 
port Commission,  British  Overseas  Airways  Corporation 
and  British  European  Airways  Corporation)  and  the 
Post  Office.  The  amounts  entered  as  the  sterling 
expenditure  (— ) of  the  Nationalised  Industries  are 
equal  to  the  sums  raised  by  new  issues  of  Guaranteed 
stock.  _ The  amounts  entered  for  the  Post  Office’s 
expenditure  (— ) are  equal  to  the  suras  advanced  to  the 
Post  Office  by  the  National  Debt  Commissioners  and 
secured  by  annuities,  less  repayments  by  the  Post 
Office  (-I-). 

The  borrowing  to  meet  this  expenditure  appears, 
with  the  opposite  signs,  as  part  of  Item  8(i)  (i).  It  is 
shown  separately  in  the  further  analysis  of  ffiat  item 
given  in  Table  II  (Item  2). 

(</)  This  item  has  three  main  purposes  : — 

1 . It  adjusts  the  total  net  requirements  of  the  Exchequer 
Group  for  unspent  balances  (decrease  4-),  and  for 
the  residual  borrowing  by  the  Group  on  Ways  and 
Means  Advances  (-I-)  from  the  Banking  Depart- 
ment, neither  of  which  are  included  under  Financing. 

2.  It  brings  into  the  account  the  net  receipts  of  the 
Exchequer  Group  not  already  recorded  as  receipts 
to  the  Budget  in  Item  1 (nor  subsequently  entered 
under  Items  4,  5 or  8),  including  receipts  arising 
from  Exchequer  payments  made  within  the  Budget. 


For  example : — 

(i)  National  Insurance  and  Industrial  Injury  Funds 
and  other  accounts  of  the  National  Debt 
Commissioners  : includmg  net  extra-Budgetary 
receipts  (4-)  from  outside  ffie  Group  (employers’ 
and  employees’  contributions),  from  the  Ex- 
chequer contribution,  and  from  interest  on 
investments  and  loans,  less  payments  of 
benefits,  etc. 

(ii)  Iron  and  Steel  Realisation  Account : net 

receipts  (4-)  from  disposals. 

(iii)  Issue  Department : net  income  (-)-)  derived 
from  interest  on  investments  and  from  writing 
off  banknotes,  less  expenses. 

3.  It  offsets  the  double  counting  of  sinking  fund 
expenditure,  which  is  included  as  a payment  (— ) 
in  Item  1 Budget  in  order  to  preserve  the  con- 
ventional definition  of  that  item,  and  again,  as  a 
repayment  (— ),  in  Item  8(&)  (i)  where  it  completes 
the  account  of  borrowing  from  the  market. 

(e)  Including  the  amounts  not  already  credited  as  defence 
aid  Above  the  Line  and  E.P.U.  credit,  U.S.  and  Canadian 
loans,  and  borrowing  from  the  International  Bank  and 
Monetary  Fund. 

(/)  Comprising  the  net  change,  so  far  as  it  affects  the 
Exchequer  Group,  in 

National  Savings  Certificates 

Defence  Bonds,  including  repayments  on  maturity 

Premium  Savings  Bonds 

Post  Office  Savings  Bank 

Trustee  Savings  Banks  (Ordinary  Departments). 

(g)  See  note  (d)  3. 

(A)  See  note  (c).  Direct  Issues  of  non-marketable 
Guaranteed  stock,  and  the  sale  of  Post  Office  annuities, 
to  the  National  Debt  Commissioners  are  included. 

(0  The  figures  relate  to  the  National  Debt  Commissioners 
and  the  Issue  Department  of  the  Bank  of  England. 
The  amounts  recorded  are  the  total  changes  arising 
from  subscriptions  to  new  issues  of  Government  and 
Guaranteed  stock  and  purchases  of  Post  Office  annuities, 
and  the  receipt  of  redemption  monies,  as  well  as  purchases 
and  sales  of  such  stock  in  the  market. 

(y)  Overseas  Central  Banks,  Currency  Boards,  Crown 
Agents  and  certain  other  official  bodies. 

(Ar)  A residual  item  which  includes  non-Clearing  Banks 
and  unidentified  overseas  holders. 

(/)  Excluding  bank  premises,  etc. 

(mj  As  defined  in  note  (c).  Does  not  include  borrowing  by 
the  Iron  and  Steel  Corporation  or  by  the  Iron  and 
Steel  Holding  and  Realisation  Agency. 

(«)  The  ratio  of  Total  Liquid  Assets  (Item  12)  to  Gross 
Deposits  (Item  1). 

June,  1957 
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APPENDIX  4 


Interest  Rates,  1951 — 1959 

Chart  A,  on  page  72,  illustrates  movements  of  Bank  Rate,  of  the  monthly 
average  of  discount  lates  on  91-day  Treasury  Bills  and  on  3-month  PrimeBank 
Bills,  and  of  the  yield  on  a representative  short-dated  Government  security. 

Chart  B,  on  page  73,  illustrates  movements  of  yields  on  r^resentative  Govern- 
ment securities  (monthly  averages)  and  on  ordinary  shares  (end-months). 

As  originally  submitted  these  charts  finished  at  March,  1957.  They  were 
brought  up  to  date  and  re-submitted  in  May,  1959. 
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H.M.  Treasury 


1.  EXCHEQUER  FINANCING  TABLES* 
Explanatory  Notes 


1 . The  attached  tables  show  the  Exchequer  requirements 
arising  inside  and  outside  the  Budget  in  the  period  from 
April  1951  to  September  1958  and  the  sums  raised  from 
various  sources  to  finance  those  requirements.  Items  1 and 
2 together  show  the  sums  required  to  finance  the  Budget 
and  the  capital  expenditure  of  the  nationalised  industries  and 
Post  Office.  Items  3 and  4 together  show  how  those  require- 
ments were  either  increased  or  decreased  by  the  movement 
of  the  balances  in  the  ertra-Budgetary  funds  and  the  sterling 
counterpart  of  Government  transactions  in  external 
currencies.  Item  5 shows  the  total  of  Exchequer  requirements 
after  these  adjustments.  Then  the  remaining  items  show 
how  these  requirements  were  met,  first  by  changes  in  the 
fiduciary  note  issue  (item  6)  and  secondly  by  borrowing 
from  the  public  (item  7).  This  last  item  is  divided  into 
transactions  between  the  Exchequer  and  the  public  outside 
the  market  (items  (a),  (b)  and  (c)),  and  market  borrowing 
^d  repayments.  The  market  items  consist  of  transactions 
in  stocks  (item  (d))  and  the  residual  item  (e),  viz.  the  increase 
or  reduction  in  market  Treasury  Bills. 

2.  The  first  table  summarises  the  figures  for  the  seven 
years  1951-52  to  1957-58.  The  supplementary  tables  break 
down  the  annual  figures  into  quarterly  ^ures  for  each  of 
the  seven  years,  and  add  figures  for  the  first  two  quarters  of 
1958-59. 

3.  The  figures  in  these  tables  relate  to  calendar  quarters 
and  financial  years,  and  therefore  differ  slightly  from  the 
Exchequer  figures  given  in  Tables  I and  II  of  Appendix  2 
to  the  Bank  of  England’s  evidence.  The  latter  relate  to 
periods  ended  on  the  third  Wednesday  in  Mardh,  30ffi  June, 
the  third  Wednesday  in  September  and  31st  December  of 
each  year,  in  order  to  match  the  clearing  bank  figures  in 
that  Appendix. 

4.  Following  are  notes  on  the  individual  items. 

1.  Budget.  The  figures  under  this  heading  are  a sununary 
of  the  Exchequer  out-turn  for  each  year,  above  and 
below  the  line,  as  defined  in  the  Budget  Financial 
Statements. 

2.  Nationalised  Industries.  This  item  has  been  introduced 
in  order  to  produce  comparable  results  over  the  period. 
Prior  to  1954  the  nationalised  industries  (other  than 
CoaO  and  the  Post  Office  raised  their  capital  finance 
outside  the  Budget — the  nationalised  industries  by 
issues  of  guaranteed  stock  ; the  Post  Office  by  capital 
advances  from  the  National  Debt  Commissioners. 
The  Post  Office  was  transferred  to  the  Exchequer  in 
July  1954  and  the  nationalised  industries  were  trans- 
ferred to  the  Exchequer  in  August  1956.  From  these 
dates,  therefore,  the  supply  of  capital  to  the  Post 
Office  and  the  nationalised  industries  by  the  Exchequer 
increases  the  below-the-line  deficit  under  item  1 (d). 
The  tables  give  comparable  figures  for  1956-57  and 
the  previous  years  by  (a)  adding  the  capital  raised  for 
the  Post  Office  and  the  nationalised  industries  (item 
2)  to  the  overall  Budget  deficit  in  the  calculation  of 
Exchequer  requirements  and  (6)  including  same 
amounts  in  the  account  of  bonowing  from  the  public 
under  item  7 (d)  (ii). 

3.  Extra-Budgetary  Funds,  etc. 

(a)  National  Insurance  and  Industrial  Injury  Funds, 
The  net  cash  surplus  on  each  Fund  of  receipts 
(employers’  and  employees’  contributions, 
Exchequer  contributions  and  interest  on  invest- 
ments) over  outgoings  (benefits,  administrative 
expenses  and  payments  to  the  National  Health 
Service). 

(b)  Iron  and  Steel  ReaUsation  Account.  Surplus 
receipts  of  the  I.S.H.RA,  resulting  from  the 
disposal  of  certain  of  the  undertakings  vested  in 


the  Agency  under  the  Iron  and  Steel  Act,  1953, 
after  meeting  the  cash  requirements  of  under- 
takings remaining  in  the  Agency’s  hands.  (In 
1955-56  the  figures  reflect  the  transfer  of  £25 
million  to  the  Exchequer  ; the  amount  is  included 
as  an  Exchequer  receipt  reducing  the  below  the 
line  deficit — item  1 (d)). 

(c)  Income  from  Issue  Departnient.  Under  the 
arrangements  made  by  the  Currency  and  Bank 
Notes  Act,  1939,  the  interest  on  securities  held  by 
the  Issue  Department  of  the  Bank  of  England  after 
deducting  the  expenses  of  the  Note  Issue  is  paid 
into  the  Exchange  Equalisation  Account  and  so 
added  to  the  sterling  capital  of  the  Account. 

(d)  Departmental  balances,  etc.  Changes  in  balances 
held  by  the  Paymaster  General,  National  Debt 
Commissioners,  etc. ; Exchequer  and  Ci\^ 
Contingencies  Fund  balances;  Bank  Ways  and 
Means  Advances. 

(e)  Adjustment  for  Sinking  Funds.  Exchequer  i^ues 
for  Sinking  Funds  are  included  in  Budget  expendi- 
ture (item  1 (b)),  in  order  to  arrive  at  the  Budget 
surplus  above  ffie  Une  as  shown  in  the  conventional 
Exchequer  Accounts.  As,  however,  these  issues 
are  applied  to  the  reduction  of  market  debt  (and 
are  included  as  part  of  the  redemption  of  Govern- 
ment Stocks  in  item  7 (d)  (i)),  the  amounts  are 
here  biou^t  back  into  the  table  as  receipts  (item 
3 (c». 

4.  External.  The  figiues  for  reserves  (item  4 («))  represent 
the  sterling  equivalent  of  the  movement  in  the  Exchange 
Equalisation  Account’s  holdings  of  gold  and  external 
currencies.  When  the  reserves  faE,  there  is  a corres- 
ponding increase  in  the  sterling  proceeds  available  for 
transfer  to  the  ^chequer,  ^en  the  reserves  rise, 
there  is  a corresponding  repayment  of  sterling  by  the 
Exchequer. 

The  sterling  counterpart  of  U.S.  Aid  when  appro- 
priated in  aid  of  Defence  Votes  (item  4 (6)  (ii))  is  shown 
as  a debit  item,  because  these  appropriations  have 
already  been  credited  to  Votes  before  arriving  at  the 
net  provision  for  Government  expenditure  above  the 
line  (item  I (6)). 

7.  (a)  Small  Savings.  This  item  comprises  : 

Savings  Certificates. 

Defence  Bonds  (including  repayment  on 
maturity). 

Premium  Savings  Bonds  (from  1956-57). 

Post  Office  Savings  Bank. 

Trustee  Savings  Banks  (Ordinary  Department). 

7.  {d)  Issuesiredemption  of  Marketable  Stocks. 

(i)  Total  issues  of  marketable  Government 
Stocks,  less  redemptions  (including  Stock 
paid  off  by  the  application  of  Sinking  Fun<k 
— see  note  to  item  3 (e)  above). 

(ii)  Total  issues,  less  redemptions,  of  Guaranteed 
Stocks  issued  for  the  nationalised  industries 
(including  stock  issued  direct  to  the  National 
Debt  Commissioners)  and  Post  Office  annuities 
created  before  July  1954.  Contra  to  item  2. 

(iii)  This  item  represents  the  total  changes  arising 
from  subscriptions  to  new  Government  and 
Guaranteed  Stock  Issues  and  receipt  of 
redemption  monies,  as  vrell  as  purchases  and 
sales  of  such  Stoclb  in  the  market. 

June,  1957  {revised,  and  figures  brought  up  to  September,  1958 
in  February,  1959) 


* See  Miautes  of  Evidence  Qns.  113S  to  ] 142. 
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2.  EXCHEQUER  MANAGEMENT* 


Definition  of  the  Exchequer 

1.  The  Exchequer  is  the  central  account  of  the 
Government,  kept  by  the  Treasury  at  the  Bank  of  England. 
Subsidiary  Government  accounts— those  of  the  Paymaster 
General,  the  Post  Office,  the  National  Debt  Commissioners, 
and  the  Revenue  Departments — are  also  kept  at  the  Bank 
of  England.  But  it  is  the  practice  to  operate  the  subsidiary 
accounts  so  that  the  cash  balances  at  the  Bank  of  England 
are  kept  down  as  far  as  possible  to  nominal  figures.  Any 
surpluses  are  either  paid  in  to  the  Exchequer,  or  lent  to  the 
Exchequer  from  day  to  day  as  Ways  and  Means  Advances. 

2.  The  Exchequer  in  its  turn  is  so  managed  that  the 
balance  on  the  Account  at  the  Bank  of  England  at  the 
beginning  and  end  of  each  working  day  is  no  more  than  a 
working  balance  (of  the  order  of  £2  million  to  £5  million). 
The  adjustments  necessary  to  bring  this  about  cannot  be 
TuaHf.  until  the  end  of  each  working  day  when  ah  the  da.y’s 
transactions  have  been  completed,  including  those  arising 
from  any  help  which  the  Bank  of  England  may,  in  the 
execution  of  monetary  policy,  have  given  to  the  market  by 
repairing  a shortage  or  abwrbing  a surplus  of  c^h  by 
means  of  open  market  purchases  or  sales  of  securities  or 
Treasury  Bills  on  behalf  of  the  Departments.  If  these 
transactions  leave  the  Exchequer  with  a simplus  larger  than 
that  mentioned  above,  the  surplus  is  disposed  of  by  buying 
Treasury  Bihst.  If,  on  the  other  hand,  the  day’s  transactions 
leave  the  Exchequer  with  a deficit,  the  balance  on  the  Account 
at  the  Bank  of  England  is  restored  at  the  end  of  the  day  by 
the  sale  of  Treasury  Bills  or  by  a Ways  and  Means  Advance, 
that  is  an  Advance  to  ffie  Exchequer  from  the  Banking 
Department  of  the  Bank  of  England.  It  is  an  object  of 
Exchequer  management  to  avoid  this  last  expedient  as  far 
as  possible,  and  Banking  Ways  and  Means  Advances,  when 
th^  occur,  are  seldom  outstanding  for  more  than  a single 
day. 

3.  The  Bcchequer  is  strictly  a cash  account.  The  law 
provides  that  all  Government  receipts — ^whether  tax  revenue, 
miscellaneous  receipts  or  sums  raised  by  borrowing  or  debt 
repaid — must  be  paid  into  it.  The  law  also  provides  that  all 
payments  authorised  by  Parliament  must  come  out  of  it, 
and  the  Treasury  may  only  draw  on  the  account  if  Parlia- 
ment’s officer  (the  Comptroller  and  Auditor  General)  has 
certified  that  the  drawing  is  in  accordance  with  Parliament’s 
authority. 

The  Exchequer's  Transactions 

4.  Receipts  into  the  Exchequer  fall  broadly  under  five 
heads  : — 

(i)  Produce  of  Taxation. 

(ii)  Miscellaneous  revenue  receipts. 

(iii)  Interest  on  loans  made  by  the  Government. 

(iv)  Repayments  of  loans  and  advances  made  by  the 
Government 

(v)  Proceeds  of  Government  borrowing. 

5.  Issues  out  of  the  Exchequer  may  be  broadly  classified 
as ; — 

(i)  Consolidated  Fund  services  (e.g.  National  Debt 
service,  Civil  List,  Judges’  salaries). 

(ii)  Supply  services — Defence  and  Civil  Etpenditure. 

(iii)  Interest  on  the  National  Debt  met  from  interest 
received  from  loans  made  by  the  Government. 

(iv)  Issues  of  a capital  nature  (mainly  loans)  which 
Parliament  has  authorised  to  be  paid  from  the 
Exchequer  out  of  monies  borrowed  for  the  purpose. f 

(v)  Repayments  of  Government  borrowing. 

6.  In  both  groups  items  (i)  and  (ii)  are  the  Budget  “ above- 
the-line  ” ; items  (iii)  and  (iv)  are  the  Budget  '*  below-the- 
line,”  as  set  out  in  the  annual  Financial  Statement  presented 
to  Parliament  on  Budget  Day.  All  the  other  transactions 
of  the  Exchequer  are  different  forms  of  Government  borrow- 
ing or  repayment  of  debt,  and  so  fall  under  bead  (v). 


* See  Minutes  of  Evidence  Qos.  9S9  Cc  1135. 

t The  Exch^uer,  beins  e c»sh  account,  cannot  iwelf  hold  s> 

actual  iianiaciion,  thmfore,  is  that  the  Issue  Depaitment  of  the  Bank  of  England 
buys  Treasury  Bills  rrom  the  Banking  I>epaitment  and  pays  for  them  by  with- 
dnwug  money  lent  from  the  Issue  Department  to  the  Exchequer  on  W^  and 
Means  Advances,  the  necessary  funds  being  provide  from  the  surplus  in  the 
Cash  Account  of  the  Exchequer.  This  transaction  is  reversed  when  a deRcit  on 
the  Exchequer  Account  is  financed  by  the  sale  of  Treasury  Bills. 

I See  Minutes  of  Evidence  Qn.  lOdO. 


7 Govemmeot  borrowing  is  of  two  kinds.  The  fest 
kind  is  a conversion,  that  is  the  issue  of  a secur^  not  tor 
cash  but  in  exchange  for  an  outstanding  secunty.  Operations 
of  this  kind  affect  the  liability  of  the  Exchequer  for  sub- 
sequent interest  and  repayment  of  principal  ; but  the  actual 
issue  of  such  a security  is  not  a casli  transaction  and  is 
therefore  to  be  disregarded  in  considering  the  m^agement 
of  the  Exchequer  as  a cash  account.  Secondly,  the  i^chequer 
borrows  for  cash.  It  does  so  to  meet  three  kinds  of  require- 
ments : — 

(a)  to  finance  day  to  day  or  seasonal  revenue  deficits! ; 

(i)  to  finance  capital  outlay,  in  so  far  as  it  is  not  covered 
by  revenue  surplus ; 

(c)  to  repay  maturing  debt,  in  so  far  as  such  debt  is  not 
converted  or  renewed  and  repayment  is  not  financed 
from  revenue  surplus. 


are : — 

(а)  Temporary  surpluses  inside  the  Government  system, 
and  extra-budgetary  funds. 

(б)  External  transactions. 

(c)  Fiduciary  note  issue. 

(d)  Non-market  borrowing  from  the  public. 

(e)  Market  borrowing. 

Each  of  these  sources  is  described  in  more  detail  in  the 
paragraphs  below. 

Temporary  surpluses  arising  inside  the  Government's  own 
financial  system,  and  extra-budgetary  funds 

9.  Inside  the  Government  system  the  main  sources  are 
the  working  balances  with  the  Paymaster-General,  the 
Post  Office  and  the  National  Debt  Commissioners.  The 
principal  extra-budgetary  funds  which  may  have  surpltues 
to  invest  in  ffie  Exchequer  or  deficits  to  ^ance  by  with- 
drawals from  the  Exchequer,  are  the  National  Insurance 
Funds  held  by  the  National  Debt  Commissioners,  and  the 
Issue  Department  of  the  Bank  of  England. 

External  transactions 

10.  There  are  three  classes  : — 

(i)  First,  there  is  the  effect  on  the  Exchequer  of  move- 
ments in  the  gold  and  currency  reserves.  The  sterling 
capital  of  the  Exchange  Equalisation  Account  is 
invested  with  the  Exchequer.  So  when  the  Account 
se^  gold  or  currency,  ffie  sterling  proceeds  of  the 
sale  are  added  to  the  sterling  capital  of  the  Account ; 
the  Exchequer  borrows  that  much  more  from  the 
Account,  and  can  repay  other  debt  or  borrow  that 
much  less  from  other  sources.  On  the  contrary, 
when  the  Account  buys  gold  or  currency,  it  finances 
the  purchase  by  drawing  on  its  sterling  capital,  and 
the  Ex^equer  must  replace  the  drawing  by  borrowing 
that  much  more  from  some  other  source. 

(ii)  Next  there  is  American  Aid.  The  dollars  received 
in  aid  are  a reimbursement  of  approved  purchases 
of  dollar  goods  and  services.  The  counterpart  of 
ffie  aid — ^that  is,  the  sterling  proceeds  of  those  pur- 
chases— is,  after  an  interval,  credited  to  Defence 
Votes. 

(iii)  The  other  class  of  external  transactions  consists  of 
Exchequer  borrowings  from  or  repayments  to  external 
sources  of  capital.  Examples  have  been  the  U.S. 
and  Canadian  lines  of  credit,  and  their  annual  amortis- 
ation in  the  years  1951  to  1957,  and  most  recently, 
the  drawings  from  the  International  Monetary  Fund 
in  December,  1956.  If  the  Government  draws 
currency  from  an  external  source,  the  transaction 
affects  the  Exchequer  when  that  currency  is  used  and 
the  sterling  proceeds  are  credited  to  the  Exchequer. 
The  contrary  process  takes  place  when  currency  drawn 
from  an  external  source  is  repaid. 


Fiduciary  Note  Issue 

11.  When  the  Fiduciary  Note  Issue  is  increased,  the 
proceeds  are  invested  wiffi  the  Exchequer  by  the  Issue 
Department  of  the  Bank  of  England.  A reduction  of  the 
Fiduciary  Note  Issue  means  a corresponding  repayment  of 
debt  from  the  Exchequer  to  the  Issue  Department. 


also  borrow  to  meet  a reveni 
.01  ^ovide  for  a surplus  of  le 
Exobequer  botrowsd  to  iru 


deficit  ovo  tbe  year, 
nue  over  expenditure. 
: a Budget  deficit  was 
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[Continued 


Non-market  borrowing  from  the  public 

12.  Hie  Exchequer  borrows  direct  from  the  public  by  the 
issue  of  the  following  kinds  of  non-marketable  securities  : — 

(i)  Small  Savings  (National  Savings  Certificates,  Defence 
Bonds,  Post  Office  and  Trustee  Savings  Bank  (Ordinary 
Department)  Deposits,  Premium  Savings  Bonds). 

(ii)  Tax  Reserve  Certificates. 

During  the  war  and  up  to  1952  the  Exchequer  also  borrowed 
direct  from  the  banks  by  the  issue  of  Treasury  Deposit 
Receipts. 

Market  borrowing 

13.  The  rest  of  the  Treasury’s  borrowing  is  done  by  the 
issue  of  marketable  securities,  i.e.  negotiable  securities  which 
may  be  dealt  in  in  the  markets.  These  securities  consist  of 
the  various  descriptions  of  Government  stock,  and  Treasury 
Bills. 

14.  When  the  stock  is  issued  for  cash,  the  Exchequer  takes 
in  the  money  direct  from  the  public.  When  the  Departments 
sell  stock  in  the  market,  the  money  also  comes  in  from  the 
public  to  the  Exchequer  because  the  Departments  invest 
the  proceeds  of  their  sales  with  the  Exchequer  (in  Ways  and 
Means  Advances  or  non-market  Treasury  BiUs).  When,  on 
the  contrary,  a maturing  stock  is  repaid  or  the  Departments 
buy  stock  in  the  market,  the  Exchequer  pays  out  money  to 
the  public  ; either  direct  to  the  holder  of  the  maturing  stock 
or  because  the  Department  that  has  bou^t  stock  recalls  its 
loan  to  the  Exchequer  in  order  to  pay  for  its  purchase. 

15.  The  other  form  of  market  transaction  consists  in  the 
receipt  of  money  by  the  Exchequer  when  Treasury  Bills  are 
taken  up  by  the  market,  and  the  payment  of  money  out  of 
the  Exchequer  when  market  Bills  are  paid  off.  New  Treasury 
Bills  are  issued  every  day  in  the  week  following  the  allotment 
at  the  tender  the  previous  Friday.  The  corresponding 
repayments  faU  due  91  days  later.  (Note ; 91  days  is  the 
normal  life  of  a Treasury  Bill,  but  63  day  Bills  are  issued 
from  time  to  time  to  suit  the  seasonal  pattern  of  Exchequer 
financing).  But  the  actual  cost  to  the  Exchequer  of  repaying 
Bills  will  depend  on  oflBcial  operations  in  Bills  between  Aeir 
issue  and  their  maturity — ^i.e.  wfll  depend  on  the  extent  to 
which  the  Departments  have  been  buying  and  selling  Bills 
in  the  market. 

Principles  governing  Exchequer  Management 

16.  Exchequer  management  consists  of  three  main 
functions.  The  first  function  is  to  estimate  in  advance  what 
the  incidence  of  receipts  and  payments  will  be  over  the  whole 
area  described  in  the  preceding  paragraphs,  and  to  make 
advance  provision  as  far  as  possible  so  that  receipts  and 
payments  are  matched  not  only  over  the  year  but  week  by 
week  and  indeed  day  by  day.  The  second  function  is  to 
economise  in  borrowing  from  the  market  by  making  full 
use  of  internal  balances  inside  the  Government’s  financial 
system.  The  third  function  is  the  choice  between 
different  methods  of  borrowing  or  debt  repayment — that  is 
in  so  far  as  the  Exchequer  can  choose  outside  its  obligations, 
e.g.  to  repay  a final  debt  maturity. 

17.  Dealing  first  with  the  forward  provision  for  receipts 
and  payments,  an  inspection  of  the  Exchequer  figures  over  a 
period  will  show  that  their  main  characteristics  are  (a) 
their  volume,  (6)  their  fluctuations.  As  regards  volume, 
a daily  turnover  of  £100  million  is  not  uncommon.  As 
regards  the  fluctuations,  some  are  seasonal,  like  the  well- 
known  unevenness  in  revenue  by  which  the  bulk  of  Schedule 
D taxes  are  received  in  January  and  February,  or  pre- 
dictable like  the  dividend  dates  on  stocks.  Other  fluctuations 
are  not  predictable,  such  as  encashments  of  National  Savings 
or  movements  in  the  gold  and  dollar  reserves.  Apart, 
however,  from  the  impredictable  fluctuations,  much  can  be 
and  is  done  to  make  forward  arrangements  for  the  supply 
of  Exchequer  finance  to  match  Exchequer  payments.  As  an 
example.  Treasury  Bill  borrowing  is  arranged  (partly  by  the 
issue  of  the  63  day  Bills  mentioned  in  paragraph  15  above) 
so  that  large  maturities  fall  due  in  January  and  February  to 
coincide  with  the  seasonal  surplus  of  tax  revenue  over 
expenditure. 

18.  Next  comes  the  function  of  making  full  use  of  internal 
balances  before  borrowing  from  outside  sources.  The 


employment  of  internal  balances  is  a practice  which  has  to 
be  developed  in  the  interests  of  economy  by  any  body, 
whether  public  or  private,  with  a financial  organisation 
made  up  of  a great  number  of  sub-accounts  and  agencies 
engaged  in  collecting  and  disbursing  money.  The  Treasiiry 
practice  in  managing  this  aspect  of  the  Government’s 
financial  system,  has  three  features.  First,  issues  from  the 
Exchequer,  which  is  the  Central  Government  account,  are 
kept  down  as  far  as  possible  to  the  immediate  drawing 
requirements  of  the  spending  agencies.  Secondly,  the  collect- 
ing agencies  (Revenue  Departments,  Post  Office)  maintain 
minimum  daily  balances  in  their  central  accounts.  They 
take  some  days  to  pass  their  receipts  through  their  local 
banking  accounts  ; but  when  the  money  reaches  the  central 
accounts  it  is  transferred  to  the  Exchequer  on  the  same  day. 
Thirdly,  certain  Departments — the  chief  is  the  Paymaster 
General — have  to  hold  balances  because  they  perform 
banking  functions  ; but  for  them  it  is  the  rule  that  their 
balances  must  all  be  reinvested  with  the  Exchequer  as  interest 
free  Ways  and  Means  Advances.  These  balances  are  on  call 
as  needed  each  day  ; but  meantime  the  Exchequer  has  the 
use  of  them,  and  to  that  extent  can  either  borrow  so  much 
less  at  interest  from  the  market  or  can  repay  so  much  more 
interest-bearing  debt  to  the  market. 

19.  Finally,  there  is  the  choice  between  different  methods 
of  Exchequer  financing  from  sources  outside  the  Government 
system.  It  has  already  been  made  clear  that  some  of  the 
sources  from  which  funds  may  come  are  outside  the  control 
of  the  Exchequer  as  regards  both  the  amount  and  the  timing 
of  drawings  and  repayments.  Examples  are  the  borrowing 
by  the  Exchequer  of  the  sterling  holdings  of  the  Exchange 
Equalisation  Account,  which  depends  on  the  movement  of 
the  gold  and  dollar  reserves  ; or  Exchequer  receipts  and 
repayments  of  Savings  Certificates  and  other  securities 
encashable  on  demand,  depending  on  the  day  to  day 
decisions  of  individual  holders  of  Small  Savings.  (These 
movements  may  well  be  influenced  by  Treasury  operations 
in  the  fields  of  Exchange  or  National  Debt  policy,  but  such 
operations  lie  outside  the  scope  of  a study  of  Exchequer 
management). 

20.  Having  carried  out  these  obligatory  transactions,  the 
area  in  which  the  Exchequer  has  some  freedom  of  choice  is 
in  its  market  borrowing.  The  amount  that  the  Exchequer 
must  borrow  in  the  market,  or  repay  to  the  market,  is  i&ed 
as  the  net  sum  required  to  balance  the  Exchequer  after  the 
comprdsory  transactions  have  been  completed.  The  choice 
for  the  Exchequer  lies  between  the  two  methods  of  borrow- 
ing, i.e.  between  floating  debt  CTreasury  BiUs)  or  purchases 
and  sales  of  longer  dated  securities. 

21.  This  choice  is  limited  (a)  when  the  Exchequer  is  in 
defici^  by  the  readiness  of  the  market  to  take  up  the  different 
descriptions  of  debt,  and  (6)  when  the  Bcchequer  is  in 
surplus,  by  the  available  maturities.  The  choice  and  the 
methods  used  to  put  the  choice  into  effect,  depend  upon 
considerations  of  National  Debt  and  monetary  policy  which 
are  outside  the  scope  of  a paper  on  Exchequer  management. 
But  the  actual  results  over  the  last  five  years  may  be  sum- 
marised from  the  detailed  Exchequer  figures  as  follows  : — 

£ Millions 

1952-3  1953-4  1954-5  1955-6  1956-7 

Exchequer  surplus 
(4-)  or  deficit  (— ) 
before  market 
borrowing  or  re- 
payment of  market 

securities — 739  — 743  — 66  — 201  4-  184 


Net  Sales  of 
securities  in 

market  433  459  18  232  180 

Market  Treasury 
Bills  (4-  is  increase 

— is  repayment)...  4-  306  4-  284  4-  48  — 31  — 364 


Total  raised  from 
(4-)  or  repaid  to 

(-)  the  market  ...  4-  739  4-  743  4-  66  4-  201  - 184 


June,  1957 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


84 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued] 


H.M.  Treasury 


3.  THE  FINANCING  OF  PUBLIC  INVESTMENT,  1951-56 


1 . The  scope  of  public  investment  for  the  purpose  of  this 
paper  is  the  capital  expenditure  of : — 

(1)  the  Post  Office  ; 

(2)  the  nationalised  industries  and  the  other  main  public 

corporations  ; 

(3)  local  authorities. 

The  statistical  appendices  show  for  each  of  the  years  1951 
to  1956  the  total  expenditure  and  the  ways  in  which  this 
expenditure  was  financed.  The  arrangement  of  the  statistics 
closely  follows  the  form  used  in  the  Blue  Book  on  National 
Income  and  Expenditure.  The  table  for  public  corporations 
gives  figures  for  the  three  main  categories  of  fuel  and  power 
industries,  transport  and  communication,  and  housing  and 
new  town  corporations.  Iron  and  steel,  the  Raw  Cotton 
Commission  and  a number  of  minor  corporations  are 
excluded.  The  capital  formation  of  Government  Depart- 
ments (hospitals,  roads,  etc.)  is  not  covered  in  the  detailed 
figures  appended  to  this  paper,  but  the  annual  totals  are 
given  in  Table  IV  together  with  those  for  changes  in  the 
stoclAoldings  of  Govranment  Departments. 

2.  The  following  are  notes  on  the  sources  from  which 
the  public  and  local  authorities  drew  their  capital  finance 
over  the  period  : — 

(a)  Post  Office  expenditure  charged  to  capital  account 
(i.e.  capital  investment  excluding  renewals  not  adding 
to  the  capacity  of  the  system)  is  met  from  money 
issued  by  the  Exchequer  under  the  authority  of  the 
Post  Office  and  Telegraph  Money  Acts.  Until  1954 
the  sums  so  issued  were  borrowed  from  the  National 
Debt  Commissioners,  but  since  then  that  arrangement 
has  been  discontinued.  (The  Exchequer’s  own 
financing  arrangements  are  ttie  subject  of  a separate 
study  for  the  Committee).  All  other  cash  needs  of 
the  Post  Office  including  the  cost  of  renewals  are 
voted  by  Parliament  in  the  same  way  as  those  of  any 
other  Government  Department,  and  all  the  revenue 
collected  by  the  Post  Office  is  paid  over  to  the 
Exchequer. 

This  is  the  position  so  far  as  the  provision  of  cash 
for  Post  Office  services  is  concerned.  The  Post  Office 
do  however  prepare  commercial  accounts  to  show 
their  trading  results  and  the  attached  Table  I has 
been  compiled  from  the  material  in  those  accounts. 


In  Table  I advances  from  the  N.D.C.  are  included  as 
advances  from  the  Exchequer. 

(6)  The  nationalised  industries  and  other  public  corporations 
can  be  classified  into  two  groups  for  financing  pur- 
poses. The  first  group  includes  the  National  Coal 
Board  (and  its  subsidiary  the  Coal  Industry  Housing 
Association),  the  New  Town  Development  Corpora- 
tions, and  ffie  Scottish  Special  Housing  Association, 
which  throughout  their  existence  have  obtained 
their  capital  from  the  Exchequer  and  have  not  had 
power  to  borrow  elsewhere.  The  other  group  consists 
mainly  of  the  Central  Electricity  Authority  and 
Scotti^  Boards,  the  Gas  Council,  the  British  Transport 
Commission  and  the  Air  Corporations.t  These  all 
have  power  under  their  respective  statutes  to  raise 
money  needed  on  capital  account  against  market 
issues  of  stock  which  the  Government  may  guarantee. 
These  authorities  raised  their  capital  in  this  way  with 
Government  guarantee  imtil  August,  1956,  when 
advances  from  the  Exchequer  were  authorised  (by 
Section  42  of  the  Finance  Act,  1956)  to  be  made  to 
the  seven  bodies  in  question  until  March,  1958,  and 
up  to  a maximum  of  £700  million,  in  place  of  the 
stock  issues.  The  reasons  for  this  change  of  system 
were  explained  by  the  then  Chancellor  in  the  1956 
Budget  Statement  and  the  debates  upon  it. 

(c)  The  approved  capital  needs  of  the  local  authorities, 
other  than  those  met  from  internal  resources,  were 
mainly  financed  by  loans  provided  by  the  Excheq,uer 
through  the  Public  Works  Loan  Board  from  the  time 
of  the  passage  of  the  Local  Authorities  Loans  Act, 
1945  until  Section  1 of  that  Act  finaUy  expired  on 
31st  December,  1952.  Thereafter  until  26th  October, 
1955,  local  authorities  were  able  to  obtain  their 
capital  either  from  the  Public  Works  Loan  Board  or 
from  the  open  market  against  issues  of  stock, 
mortgages,  bonds,  etc.  Since  26th  October,  1955  in 
order  to  reduce  the  pressure  of  demand  on  the 
Exchequer,  the  Chancellor  of  the  Exchequer  has 
asked  the  Public  Works  Loan  Board,  before  it 
approves  any  advances,  to  put  all  applicants  on 
enquiry  as  to  their  ability  to  raise  the  money  in  the 
stock  market  or  the  mortgage  market. 

June,  1957 


* S«e  Minutes  of  Evidence  Qns.  1143  to  1143. 

t Table  El  also  takas  account  of  the  Electricity  Board  for  Nonhent  Ireland, 
tbe  UUier  Transport  Authority  and  the  Northern  Ireland  Housing  Trust.  The 
Electricity  Board  for  Northent  Ireland  has  borrowed  both  from  the  Government 
and  by  means  of  guaranteed  stock  issues.  Tbe  Ulster  Transport  Authority  and 
the  Northern  Ireland  Housing  Trust  have  raised  capital  by  borrowing  from  the 
Northern  Ireland  Covernmeat  though  they  have  power  to  borrow  from  other 
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3.  The  Financing  of  Public  Investment,  1951-56  [Continued 

THE  FINANCING  OF  PUBLIC  INVESTMENT  1951— £ MILLION 
I.  Post  OrncE 


Investment 


Financing 


Gross 

fixed  capital 
formation 

Increase 

stocks 

Debtors, 
cash,  etc. 
net  changes 

Total 

Provision  for 
depreciation 
and  other  provisions 
charged  against 
revenue 

Net  advances  from 
the  Exchequer 
as  derived  from  the 
commercial 
accounts 

Total 

52 

- 1 

- 

51 

26 

25 

51 

II.  Public  Corporations 


Investment 


Financing 


Gross 

fixed 

domestic 

capital 

formation 

Increase 
in  value 
of  stocks 
and 

work  in 
progress 

Net  acquisitions 
of  other  financial 
assets  and  net 
investment 
abroad  less 
additions  to 
tax  and  interest 
reserves 

Total 

Un- 
distributed 
income  before 
providing 
for 

depreciation 
and  stock 
appreciation 

Capital 

transfers 

(net 

receipts) 

Stock 

issues 

(net) 

Loans 

from 

Central 

Government 

(net) 

Total 

Fuel  and  Power 
Industries 

221 

32 

- 77* 

176 

82 

3 

75 

16 

176 

Transport  and 

Communication  ... 

68 

17 

5* 

90 

30 

- 

60 

- 

90 

Housing  and  New 
Town  Corporations 

22 

_ 

— 2 

20 

I 

2 

_ 

17 

20 

* —72  of  the  total  of  these  two  sums  takes  accouot  of  the  net  increase  in  bank 
borrowing  by  the  Central  Electrify  Authority,  the  two  Scottish  Electricity 
Boards,  the  Gas  Council,  the  British  Transport  Commission,  B.O.A.C.  and 
British  European  Airways. 


III.  Local  AuTHORmES 


Investment 

FtNANONO 

Gross  fixed 
capital 
formation 

Current  surplus 
before  providing 
for  depreciation 
and  stock 
appreciation 

Capital  grants 
from  Central 
Government 

Net  borrowing 
from  Central 
Government 

Other 

borrowing 

(net) 

Total 

460* 

81 

14 

372 

- 7f 

460 

* Of  which  288  was  for  boosing. 

t Of  this  total,  net  stock  Issues  by  local  government  authorities  amoumed  to 
— 12.  This  latter  figure  ignores  any  purcbases  of  stock  out  of  sinking  funds  for 
cancellation,  (Further  explanatioo  of  the  figure  is  given  in  the  notes  on  sources 
at  the  end  of  the  statistical  appendices). 


IV.  Central  Government  Gross  Fixed  Capital  Formation  and  Changes  in  Stocks  (Post  Office  Excluded) 


Gross  Fixed  (Capital  Formation 


Increase  in  Stocks 


United  Kingdom 

excluding  Northern  Ireland  Total  Trading  Bodies  Strategic  Stocks  Total 

Northern  Ireland 


119 


2 


121 


65 


127  192 
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THE 

FINANCING 

OF  PUBLIC  INVESTMENT  1952  — 

£ MILLION 

1.  Post  OmcE 

Investment 

Financing 

Cross 

fixed  capital 
formation 

Increase 

stocks 

Provision  for 

Debtors,  depreciation 

cash,  etc.  Total  and  other  provisions 

net  changes  charged  against 

revenue 

Net  advances  from 
the  Exchequer 

as  derived  from  the  Total 

commercial 
accounts 

63 

1 

64  27 

37 

64 

n.  Public  Corporations 

Investment 

Financing 

Increase 
Gross  in  value 

fixed  of  stocks 

domestic  and 

capital  work  in 

formation  progress 

Net  acquisitions  Un- 

of  other  financial  distributed 

assets  and  net  income  before 

investment  providing 

abroad  less  Total  for 

additions  to  depreciation 

tax  and  interest  and  stock 

reserves  appreciation 

Capital  Loans 

transfers  Stock  from 

(net  issues  Central 

receipts)  (net)  Government 

(net) 

Total 

Fuel  and  Power 
Industries 

258 

41 

4*  303  90 

3 168 

42 

303 

Transport  and 

Communication  ... 

66 

18 

- 1*  83  23 

— 60 

- 

83 

Housbg  and  New 
Town  Corporations 

34 

- 

- 1 33  — 

2 — 

31 

33 

* —12  of  the  total  of  tliase  two  nuns  takes  accouat  of  the  net  iocrease  ia  back 
borrowing  by  the  Central  Etectricity  Authority,  tbe  two  Scottish  Electricity 
Boards,  the  Gas  Couocil,  the  British  Transport  Commission,  B.O.A.C.  and 

UI.  Local  Authoiuties 

Investment 

Financinq 

Gross  fixed 
capital 
formation 

Current  surplus 
before  providing 
for  depreciation 
and  stock 
appredation 

Capital  grants  Net  borrowing 

from  Central  from  Central 

Government  Government 

Other 

borrowing 

(net) 

Total 

540* 

82 

16  409 

3,3f 

540 

' Of  which  352  was  for  bousing. 

t Of  this  total,  net  stock  issues  by  local  govemmeni  authorities  amoi 
— 5.  This  latter  figure  ignores  any  purchases  of  stock  out  of  sinking  fi 
cancellation.  (Further  explantlion  of  the  figure  is  given  in  the  notes  on 
at  the  end  of  the  staciatical  appendices). 

anted  to 
ends  for 

IV.  CENTRAL  Government  Gross  Fixed  Capital  Formation  and  Changes  in 

Stocks  (Post  OrncE  Excluded) 

Gross  Fdced  Capital  Formation  Increase  in  Stocks 

United  Kingdom 
excluding 
Northern  Ireland 

Northern  Ireland 

Total  Trading  Bodies 

Strategic  Stocks 

Total 

151 

2 

153  1 

49 

50 
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3.  The  Financing  of  Public  Investment,  1951-56  [Continued 


THE  FINANCING  OF  PUBLIC  INVESTMENT  1953  — £ MILLION 


I.  Post  Office 


Investment 

Financing 

Gross 

fixed  capital 
formation 

Increase 

in 

stocks 

Debtors, 
cash,  etc. 
net  changes 

Total 

Provision  for 
depreciation 
and  other  provisions 
charged  against 
revenue 

Net  advances  from 
the  Exchequer 
as  derived  from  the 
commercial 
accounts 

Total 

71 

3 

- 

74 

30 

44 

74 

n. 

Public  Corforations 

Investment 

Financing 

Gross 

fixed 

domestic 

capital 

formation 

Increase 
in  value 
of  slocks 
and 

work  in 
progress 

Net  acquisitions 
of  other  financial 
assets  and  net 
investments 
abroad  less 
additions  to 
tax  and  interest 
reserves 

Total 

Un- 
distributed 
income  before 
providing 
for 

depreciation 
and  stock 
appreciation 

Capital 

transfers 

(net 

receipts) 

Stock 

issues 

(net) 

Loans 

from 

Central 

Government 

(net) 

Total 

Fuel  and  Power 
Industries 

292 

- 13 

90* 

369 

115 

4 

216 

34 

369 

Transport  and 
Communication  ... 

83 

- 2 

- 51* 

30 

26 

3 

- 

30 

Housing  and  New 
Town  Corporations 

58 

- 

- 18 

40 

- 

1 

- 

39 

40 

ii  Transport  Conunissioi 


decrease  in  bank 
»ctish  Electricity 
n,  B.O.A.C.  and 


in.  Local  AuTHomnES 


Invesiment 

Financing 

Gross  fixed 
capital 
formation 

Current  surplus 
before  providing 
for  depreciation 
and  stock 
appredation 

Capital  giants 
from  Central 
Government 

Net  borrowing 
from  Central 
Government 

Other 

borrowing 

(net) 

Total 

608* 

113 

30 

328 

137f 

608 

* or  whicK  399  was  for  housuis. 

t Of  tliia  total,  net  stock  issues  by  local  soversmeot  authorities  amount  to  17. 
This  latter  fi^e  ignores  any  purchases  of  stock  out  of  sinking  tods  for  can- 
cellation. (Further  explanation  of  the  figure  it  given  in  the  notes  on  sources 
at  the  end  of  the  statistical  appendices). 


IV.  Central  Government  Gross  Fixed  Cafital  Formation  and  CIhanoes  in  Stocks  (Post  Office  Excluded) 


Gross  Fixed  Cafital  Formation 


Increase  in  Stocks 


United  Kingdom 

excluding  Northern  Ireland  Total 

Northern  Ireland 


Trading  Bodies  Strategic  Stocks  Total 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


86  COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued'^ 

H.M.  Treasury 

THE 

FINANCING  OF  PUBLIC  INVESTMENT  1952  — 

£ MILLION 

I.  Post  Office 

Investment 

Financing 

Gross 

fixed  capita! 
formation 

Increase 

in 

stocks 

Debtors, 

cash,  etc.  Total 

net  changes 

Provision  for 
depreciation 
and  other  provisions 
charged  against 
revenue 

Net  advances  from 
the  Exchequer 

as  derived  from  the  Total 

commercial 
accounts 

63 

I 

— 64 

27 

37 

64 

II.  Public  Corporations 

Investment 

Financing 

Net  acquisitions 
Increase  of  other  financial 
Cross  in  value  assets  and  net 

fixed  of  stocks  investment 

domesdc  and  abroad  less 

capital  work  in  additions  to 

formation  progress  tax  and  interest 

reserves 

Un- 
distributed 
income  before 
providing 
Total  for 

depreciadon 
and  stock 
appredadon 

Capital  Loans 

transfers  Stock  from 

(net  issues  Central  Total 

receipts)  (net)  Government 

(net) 

Fuel  and  Power 
Industries 

258 

41  4* 

303  90 

3 168 

42  303 

Tran^>oct  and 
Communication  ... 

66 

18  - 1* 

83  23 

— 60 

— 83 

Housing  and  New 
Town  Cotporadons 

34 

-1 

33  — 

2 — 

31  33 

* — 12  of  ibe  total  of  ibese  two  sums  lakes  accouot  of  the  net  increase 
borrowini  bj'  the  C^cral  ElecTidiy  Autbority,  ibe  two  Scotiub  El 
Boaids.  tbe  Gas  CouttdL  the  British  Transport  Commission,  B.O.A 
Britisb  European  Airways. 

in  bank 
eelricity 
-C.  and 

III.  Local  Authorities 

Investment 

Financino 

Gross  fixed 
capital 
fotmatioa 

Current  surplus 

before  providing  Capital  grants 

for  depreciation  from  Central 

and  stock  Government 

appreciadon 

Net  borrowing 
from  Central 
Government 

Other 

borrowing 

(net) 

Total 

540* 

82  16 

409 

33t 

540 

• Of  which  352  was  for  housing, 
t Of  this  total,  net  stock  issues  by  lo> 
-S.  This  IslUa'  figure  ignores  any  pun 
cancellation.  {Further  explanation  of  th 
at  the  end  of  the  statistical  appendices). 

cal  government  authorities  amounted  to 
theses  of  stock  out  of  sinking  funds  for 
le  figure  is  given  in  the  notes  on  sources 

IV.  Central  Government  Gross  Fixed  Capital  Formation  and  Changes  in 

Stocks  (Post  Ofhcb  Excluded) 

Gross  Fixed  Capital  Formation 

Increase  in  Stocks 

United  Kingdom 
excluding 
Northern  Ireland 

Northern  Ireland  Total 

Trading  Bodies 

Strategic  Stocks 

Total 

151 

2 153 

I 

49 

50 
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3.  The  Financing  of  Public  Investment,  1951-56 

[Continued 

THE 

FINANCING  OF 

PUBLIC  INVESTMENT  1953  — 

£ MILLION 

I.  Post  Office 

Investment 

Financing 

Gross 

fixed  capital 
formation 

Increase 

stocks 

Debtors, 
cash,  etc. 
net  changes 

Provision  for 
depreciation 

Total  and  other  provisions 

charged  against 
revenue 

Net  advances  from 
the  Exchequer 
as  derived  from  the 
commercial 
accounts 

Total 

71 

3 

- 

74  30 

44 

74 

II.  Public  Corporations 


Investment  Financing 


Gross 

fixed 

domestic 

capital 

formation 

Increase 
in  value 
of  stocks 
and 

work  in 
progress 

Net  acquisitions 
of  other  financial 
assets  and  net 
investments 
abroad  less 
additions  to 
tax  and  interest 
reserves 

Total 

Un- 
distributed 
income  before 
providmg 
for 

depredation 
and  stock 
appreciation 

Capital 

transfers 

(net 

receipts) 

Stock 

issues 

(net) 

Loans 

from 

Central 

Government 

(net) 

Total 

Fuel  and  Power 
Industries 

292 

- 13 

90* 

369 

115 

4 

216 

34 

369 

Transport  and 

Communication  ... 

83 

- 2 

- 51* 

30 

26 

1 

3 

- 

30 

Housing  and  New 
Town  Corporations 

58 

- 

- 18 

40 

- 

I 

- 

39 

40 

* 5S  of  tlie  total  of  these 

borrowing  by  the  Central 

Boards,  the  Gas  Cauncil,  the  British  Transpt 
British  European  Airways. 


takes  account  of  the  net  decrease  in.  bank 
icy  Authority,  the  two  Scottish  Electricity 
" ■ ■ " ssion.  B.OA.C.  and 


in.  Local  AcTHORrnES 


Investment 


Financino 


Gross  fixed 
capital 
foimatioo 


Current  surplus 
before  providing 

Capital  grants 

Net  borrowing 

Other 

for  dqireciation 

from  Central 

from  Central 

borrowing 

and  stock 

Government 

Government 

(net) 

appreciation 

T oi  uus  total,  net  scout  issues  by  local  government  ai 
Tb^  Jailer  figure  ignores  iny  purcbases  of  stock  out  ol 
cellation.  (Further  explanation  of  the  figure  is  given  i 
at  the  end  of  the  statistical  appendices). 


sinking  funds  for  can* 


IV.  Central  Government  Gross  Fixed  Capital  Formation  and  Changes  in  Stocks  (Post  Oitice  Excluded) 


Gross  Fixed  Capital  Formation 


Increase  in  Stocks 


United  Kingdom 

exduding  Northern  Ireland  Total 

Northern  Ireland 


Trading  Bodies  Strategic  Stocks  Total 
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THE  FINANCING  OF  PUBLIC  INVESTMENT  1954- 

. £ MILLION 

1.  Post  Office 

Investment 

Financing 

Gross 

fixed  capital 
formation 

Increase  Debtors, 

in  cash,  etc,  folal 

stocks  net  changes 

Provision  for 
depreciation 
and  other  provisions 
charged  against 
revenue 

Net  advances  from 
the  Exdiequer 

as  derived  from  the  Total 

commercial 
accounts 

75 

2 - 1 '76 

32 

44 

76 

11.  Public  Corporations 

Investment 

Financing 

Net  acquisitions 
Increase  of  other  financial 
Gross  in  value  assets  and  net 

fixed  of  stocks  investment 

domestic  and  abroad  less 

capital  work  in  additions  to 

formation  progress  tax  and  interest 

reserves 

Un- 
distributed 
income  before 
providing 
Total  for 

depreciation 
and  stock 
appreciation 

Capital  Loans 

transfers  Stock  from 

(net  issues  Central 

receipts)  (net)  Govenuneni 

(net) 

Total 

Fuel  and  Power 
Industries  ... 

349  - 8 — 40* 

301  127 

5 110 

59 

301 

Transport  and 

Communication  ... 

76  - 8 65* 

133  37 

1 95 

- 

133 

Housing  and  New 
Town  Corporations 

55  - - 17 

38  1 

1 — 

36 

38 

* -70  of  the  lot*]  of  these  iw  sums  takes  account  of  the  net  IncrM; 
borrowing  by  the  Central  Eieclriciiy  Authority,  the  two  Scottish 
Boards,  the  Gas  Council,  the  British  Transport  Commission,  B.O. 
British  European  Airways. 

se  in  back 
Electricity 
A.C.  and 

III.  Local  Authorities 

Investment 

FlNANCtNO 

Gross  fixed 
capital 
formation 

Current  surplus 

before  providing  Capital  grants 

for  depreciation  from  Central 

and  stock  Government 

appreciation 

Net  borrowing 
from  Central 
Government 

Other 

borrowing 

(net) 

Total 

577* 

113  29 

260 

175t 

577 

* of  which  36S  was  for  housing. 

t Of  this  total,  net  stock  issues  by  local  government  authorities  amounted  to 
1 1 . This  latter  figure  ignores  any  purchases  of  stock  out  of  sinking  funds  for 
cancellation.  (Further  explanation  of  the  figure  is  given  in  the  notes  on  sources 
at  the  end  of  the  statistical  appendices). 

IV.  Centrai.  Government  Gross  Fixed  Capital  Formation  and  Changes  in  Stocks  (Post  Office  Excluded) 

Gross  Fixed  Capital  Formation 

Increase  in  Stocks 

United  Kingdom 
excluding 
Northern  Irdand 

Northern  Ireland  Total 

Trading  Bodies  Strategic  Stocks 

Total 

110 

4 114 

- 171 

44 

- 

127 
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3.  The  FiNANciNa  op  Public  Investment,  1951-56 

{Continued 

THE  FINANCING  OF  PUBLIC  INVESTMENT  1955  — 

£ MILLION 

I.  Post  Office 

Investment 

Rnancino 

Gross 

fixed  capital 
formation 

Increase  Debtors, 

in  cash,  etc.  Total 

stocks  net  changes 

Provision  for 
depreciation 
and  other  provisions 
charged  against 
revenue 

Net  advances  from 
the  Exchequer 

as  derived  from  the  Total 

commercial 
accounts 

87 

4 — 91 

34 

57 

91 

II.  Public  Corporations 

Investment 

Financing 

Net  acquisitions 
Increase  of  other  financial 
Gross  in  value  assets  and  net 

fixed  of  stocks  investment 

domestic  and  abroad  less 

capital  work  in  additions  to 

formation  progress  tax  and  interest 

reserves 

Un- 
distributed 
income  before 
providing 
Total  for 

depreciation 
and  stock 
appreciation 

Capital  Loans 

transfers  Stock  from 

(net  issues  Central  Total 

receipts)  (net)  Government 

(net) 

Fuel  and  Power 
Industries 

396  15  113* 

524  119 

5 322 

78  524 

Transport  and 

Communication  ... 

92  — _ 18* 

74  24 

5 45 

47 

Housing  and  New 
Town  Corporations 

42  - - 3 

39  — 

2 — 

37  39 

• 96  of  the  total  of  these  two  sums  takes  account  of  the  net  decrease  in  bank 
borrowing  by  the  Central  Electricity  Authority,  the  two  Scottish  Electricity 
Council,  the  BritUh  Transport  Commission.  B.O.A.C.  and 
BriUsh  European  Airways. 

III.  Local  Authorities 

Investment 

Financing 

Gross  fixed 
capital 
formation 

Current  surplus 

before  providing  Capital  grants 

for  depreciation  from  Central 

and  stock  Government 

appreciation 

Net  borrowing 
from  Central 
Government 

Othei- 

borrowing 

(net) 

Total 

540* 

117  18 

414 

- 9t 

540 

• Of  which  315  was  for  bousing. 

t Of  this  total,  net  stock  issues  by  local  government  authorities  amounted  to  I- 
;«“«  fisure  Ignores  any  purchases  of  stock  out  of  sinking  funds  for  can- 
celiation.  (Further  explanation  of  the  figure  is  given  in  the  notes  on  sources  at 
the  end  of  the  statistical  appendices). 

IV.  Central  Government  Gross  Fixed  Capital  Formation  and  Changes  in 

Stocks  (Post  Office  Excluded) 

Gross  Fixed  Capital  Formation 

Increase  in  Stocks 

United  Kingdom 
excluding 
Northern  Ireland 

Northern  Ireland  Total 

Trading  Bodies 

Strategic  Stocks 

Total 

105 

5 no 

- 114 

3 

- Ill 
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5.  FTOUCIARY  ISSUE;  PARLIAMENTARY  CONTROL* 


1.  Section  2 of  the  Currency  and  Bank  Notes  Act,  1928 
fixed  the  fiduciary  issue  at  £2^  million  and  this  figure  was 
increased  to  £300  million  by  the  Currency  and  Bank  Notes 
Act,  1939. 

2.  Section  8 of  the  1928  Act  authorised  the  Treasury,  on 
the  representation  of  the  Bank  of  England,  to  incre^e  the 
amount  of  the  fiduciary  issue  for  a period  not  exceeding  six 
months.  This  authority  was  to  be  exercised  by  Treasury 
Minute ; a Minute  aufiiorising  an  increase  had  to  be  laid 
before  both  Houses  of  Parliament.  The  authority  could  be 
renewed  or  varied  from  time  to  time,  but  no  continuom 
increase  above  £260  million  (subsequently  £300  million) 
was  permissible  for  more  than  two  years,  “ unless  Parliament 
o^erwise  determines  ” — i.e.  it  would  require  further 
legislation. 

3.  This  period  of  two  years  as  laid  down  in  the  1928 
Act  was  extended  to  four  years  by  Regulation  7 AA  of  the 
Defence  (Finance)  Regulations  made  in  August,  1941  under 
the  Emergency  Powers  (Defence)  Act,  1939.  The  period 
of  four  years  was  extended  to  six  years  by  an  Order  in 
Council  in  August,  1943  also  made  under  the  Emergency 
Powers  (Defence)  Act,  (S.R.  and  0.  1943  No.  1141)  and  a 
further  Order  in  Council  in  1945  (S.R.  and  O.  1945  No. 
1001)  extended  the  period  indefinitely  so  long  as  Regulation 
7 AA  remained  in  force.  The  Defence  (Finance)  Relations 
were  kept  in  force  by  S.R.  and  O.  1945  No.  1628  made  under 
the  Supplies  and  Services  (Transitional  Powers)  Act,  1945. 

4.  The  wartime  powers  were  replaced  by  the  Currency 
and  Bank  Notes  Act,  1954,  Section  2 of  which  fixed  the 
fiduciary  issue  at  £1,575  million.  Under  this  Act  the  Treasury 
is  authorised,  on  the  representation  of  the  Bank  of  England, 
to  direct  the  alteration  of  this  figure  to  such  figures  as  may  be 
agreed  between  the  Treasiury  and  the  Bank  of  England. 
Such  authority  is  exercised  by  Treasury  Minute  laid  before 


bofii  Houses  of  Parliament.  Any  direction  is  for  a period 
not  exceeding  six  months.  Directions  can  be  renewed  or 
varied.  No  direction  whereby  the  fiduciary  issue  stands 
at  an  amount  greater  than  £1,575  million  may  continue  in 
force  after  the  end  of  the  period  of  two  years,  beginning 
with  the  date  on  which  the  fiduciary  issue  last  stood  at  or 
below  this  amount  (in  fact,  March,  1954).  But  the  proviso 
to  Section  2 (7)  of  the  1954  Act  enables  the  Treasury  by 
Order  to  extend  the  two  year  period  by  successive  periods 
of  two  years. 

5.  The  two  year  period  was  in  fact  extended  by  a fur^er 
two  years  by  the  Fiduciary  Note  Issue  (Extension  of  Period) 
Order,  1956.  This  Order  will  expire  in  March,  1958  and  the 
Treasury  will  then  need  to  make  a new  Order.  Such  Orders 
do  not  require  affirmation  by  Parliament,  but  may  be  prayed 
against. 

6.  There  are  therefore  the  following  differences  between 
the  procedures  under  the  1928  Act  and  the  1954  Act.  Under 
the  1928  Act  Treasury  Minutes  only  had  to  be  laid  before 
Parliament  ff  they  increased  the  basic  amount  of  the  fiduciary 
issue,  whereas  under  the  1954  Act,  all  Treasury  Minutes 
have  to  be  laid.  Both  Acts  fixed  a two  year  period  for  any 
continuous  increase  of  the  fiduciary  issue  above  the  level 
fixed  in  the  Act.  But  whereas  the  1928  period  could  be 
extended  only  by  further  legislation,  and  was  in  fact  extended 
by  Orders  in  Council  (Defence  Regulations)  under  the 
Fmergency  Powers  CDefence)  Act,  the  1954  period  can  be 
extended  by  Orders  made  under  the  Act  itself.  Orders  in 
Council  under  the  Emergency  Powers  (Defence)  Act  and 
Orders  under  the  Currency  and  Bank  Notes  Act,  1954,  are 
alike  in  being  subject  to  negation  by  Parliament  but  not 
requiring  affirmation. 

October,  1957 


6.  MONETARY  POLICY  AND  THE  CONTROL  OF  ECONOMIC  CONDITIONSt 


A Note  on  Recent  Experience 

1.  The  pu^ose  of  this  paper  is  to  review  the  use  of 
monetary  policy  as  an  instrument  for  influencing  the  economy, 
in  the  of  exfwrience  since  1951.  The  first  section 
examines  the  objectives  of  economic  policy,  and  the  place 
of  monetary  policy  among  the  instruments  from  which 
the  Government  can  choose  in  seeking  these  objectives. 
The  second  deals  with  the  manner  in  which  monetary 
conditions  are  changed  and  discusses  the  reasons  for  which 
the  techniques  employed  are  different  from  those  of  earlier 
periods.  It  also  explains  why  the  influence  of  monetary 
policy  on  general  economic  conditions  is  less  than  it  used 
to  be.  The  third  section  deals  with  the  events  since  1951 
which  have  led  to  these  conclusions. 

I.  Monetary  Policy  and  General  Economic  Policy 
The  Objects  of  Policy 

2.  Monetary  management  is  predominantly  an  instrument 
of  general  economic  polity,  though  it  might  be  used  to 
assist  in  securing  some  particular  result  e.g.  credit  mi^t  be 
made  relatively  easy  or  difficult  to  encourage  or  discourage 
an  individual  industry  or  group.  Thus  in  order  to  give  an 
account  of  our  experience  with  monetary  policy  in  recent 
years,  it  is  necessary  to  state  the  broad  purposes  which  have 
been  sought  by  the  Government. 

3.  These  have  become  familiar  to  those  interested  in 
these  matters,  being  explained  in  Ministerial  speeches  such 
as  those  made  in  introducing  the  Budget,  in  Economic 
Surveys  and  in  appropriate  White  Papers.  The  development 
of  official  thinking  can  be  conveniently  iflustrated  by  quota- 
tions from  White  Papers. 

4.  The  Macmillan  Committee,  reporting  in  1931  in  the 
middle  of  an  unprecedented  world  depression  and  with  very 
severe  unemployment  in  the  United  IGngdom,  said  in 

Chapter  I of  its  “ Conclusions  and  Recommendations  ” 

“ The  endeavour  of  domestic  management  should  be  to 
promote  the  stability  of  output  and  of  employment  at  a 
high  level  by  influencing  the  regular  flow  of  savings  into 
investment  at  home  and  abroad,  so  far  as  is  compatible 
with  the  international  situation."  (Paragraph  282). 


5.  At  that  time  monetary  management  was  considered 
to  be  the  principal  means  of  influencing  general  economic 
conditions,  and  the  main  criterion  of  the  Budget  was  that 
h should  be  balanced.  During  the  1939-45  war,  however,  a 
considerable  development  took  place  and  in  1944  the 
Coalition.  Government  published  the  White  Paper  on 
Employment  Policy  (Cmd.  6527)  which  opens  with  the 
words  “The  Government  accepts  as  one  of  their  primary 
aims  and  responsibilities  the  maintenance  of  a high  and 
stable  level  of  employment  after  the  war.  ...  A country 
will  not  suffer  from  mass  unemployment  so  long  as  the 
total  demand  for  its  goods  and  services  is  maintained  at  a 
high  level.  But  in  this  country  we  are  obliged  to  consider 
external  no  less  than  internal  demand.”  The  White  Paper, 
which  pointed  out  that  we  had  had  to  sacrifice  the  greater 
part  of  our  foreign  investments,  emphasised  the  ne^  to 
expand  exports.  It  also  called  for  international  collaboration 
to  maintain  the  stability  of  world  trade. 

6.  Internally  it  proposed  to  seek  stability  in  investment 
throu^  monetary  policy  and  the  adjustment  of  public 
investment,  and  stability  in  consumption  by  measures  which 
would  now  be  called  fiscal  and  budgetary,  although  the 
idea  of  deficit  finance  in  a depression  was  treated  veiy 
cautiously.  Attention  was  called  to  the  dangers  of  rising 
prices  due  to  increases  in  wages  and  profit  margins  in 
conditions  of  hi^  employment — “ it  will  be  essential  that 
employers  and  workers  should  exercise  moderation  in  wage 
matters.” 

7.  This  White  Paper  formed  the  basis  from  which  genCTal 
economic  policy  was  subsequently  developed ; it  caUed 
attention  to  the  necessity  of  continuous  watch  over  the 
volume  of  investment  and  of  consumption  ; and  it  emphasised 
the  problems  of  the  balance  of  payments  and  of  price  stability. 

8.  In  the  intervening  years  a great  deal  of  experience  has 
been  gained  in  the  operation  of  this  policy  and  the  difficulties 
attendant  on  it.  The  main  developments  have  been  in  the 
increased  importance  attached  to  tie  Budget,  and  the  pro- 
gressive introduction  of  the  idea  that  the  Government 
should  not  only  stabilise  investment  against  fluctuations 
but  should  actively  encourage  economic  growth. 


* Submitted  io  response  to  tbe  Commlttee't 
discussion ; see  Minutes  of  Evidence  Qns.  2337  ti 
f See  Minutes  of  Evidence  Qne.  1329  to  1750 


B (sse  Qn.  1091). 

end  23S3  to  2S42. 
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9.  The  1956  White  Paper  on  The  Economic  Implications 
of  Full  Employment  (Cmd.  9725)  restated  the  general 
objectives  of  policy  as  follows  : 
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6.  Monetary  Policy  and  the  Control  of  Economic  Conditions  [Continued 


“ The  Government  is  pledged  to  foster  conditions  in 
which  the  nation  can,  if  it  so  wills,  realise  its  full  potenti- 
alities for  growth  in  terms  of  production  and  living 
standards.  But  the  Government  must  no  less  seek  to 
ensure  that  the  pressure  of  domestic  demand  does  not 
reach  a level  at  which  it  threatens  price  stability  and  en- 
dangers the  balance  of  payments.  To  maintain  full 
employment  without  inflation  necessarily  involves  continual 
adjustments.  At  times  the  pressure  of  demand  will  grow 
too  strong  and  will  need  curbing  ; at  other  times  this 
pressure  will  be  weak,  and  the  economy  will  need  a 
stimulus.  It  is  the  Government’s  job  to  keep  the  pressure 
right,  and  adjustments  win  have  to  be  made  from  time  to 
time  in  fiscal,  monetary  and  social  policies  in  order  to 
achieve  this  result.  But  the  ultimate  aim  will  always 
remain  essentially  the  same — the  encouragement,  by  all 
the  means  which  the  Government  commands,  of  the 
general  climate  most  favourable  to  the  maximum  develop- 
ment of  a balanced  economy. 

“ In  order  to  maintain  full  employment  the  Government 
must  ensure  that  the  level  of  demand  for  goods  and 
services  is  high  and  rises  steadily  as  productive  capacity 
grows.  This  means  a strong  demand  for  labour,  and  good 
opportunities  to  sell  goods  and  services  profitably.  In 
these  conditions  it  is  open  to  employees  to  insist  on  large 
wage  increases,  and  it  is  often  possible  for  employers  to 
grant  them  and  pass  on  the  cost  to  the  consumer,  so 
maintaining  their  profit  margins.  This  is  the  dilp.mma 
which  confronts  the  country.  If  the  prosperous  economic 
conditions  necessary  to  maintain  M employment  are 
exploited  by  trade  unions  and  business  men,  price  stability 
and  full  employment  become  incompatible.  Tlie  solution 
lies  in  self-restraint  in  making  wage  claims  and  fixing 
profit  margins  and  prices,  so  that  total  money  income 
rises  no  faster  than  total  output.”  (Paragraphs  25-26). 

10.  It  will  be  seen  therefore  that  the  primary  object  of 
policy  has  been  to  combine  a high  and  stable  level  of 
employment  with  a satisfactory  state  of  the  balance  of 
payments.  Increasing  stress  has  been  laid  on  the  need  for  a 
high  levd  of  investment  to  promote  economic  growth. 
And  during  the  whole  post-war  period  it  has  been  recognised 
that  high  employment  is  likely  to  be  associated  with  upward 
pressure  on  costs  and  prices. 

1 1 . As  will  be  clear  from  the  White  Paper  on  the  Economic 
Implications  of  Full  Employment,  the  Government’s  view 
on  this  latter  question  has  been  that  there  are  special  problems 
connected  with  the  price  level  which  involve  o^er  con- 
siderations in  addition  to  that  of  the  general  level  of  activity. 
This  memorandum  is  not  primary  concerned  with  price 
problems  but  deals  with  the  forces  which  have  affected  the 
level  of  economic  activity. 


The  Instruments  of  Policy 

12.  In  order  to  carry  out  the  task  of  managing  the  general 
level  of  activity,  the  Government  has  gradually  developed 
the  collection  of  statistics  and  of  information  about  the 
economic  situation.  This  is  used  to  prepare  regular  assess- 
ments of  that  situation,  and  forecasts  of  how  it  is  expected 
to  develop. 


13.  These  assessments  have  covered  two  main  areas  ; 
domestic  transactions  in  goods  and  services  and  the  balance 
of  payments.  The  two  are,  of  course,  inextricably  linked. 
In  particular  the  current  baJance  of  payments,  especially  as 
regards  visible  imports  and  exports  and  some  services, 
closely  reflects  the  trend  of  domestic  demand  (though  this 
may  on  occasion  be  submerged  by  fluctuations  in  world 
conditions).  But  short-term  and,  to  a lesser  extent,  long- 
term capital  movements  across  the  exchanges  are  affected 
by  other  factors  as  well  as  by  domestic  conditions  and 
therefore  have  to  be  assessed  somewhat  separately.  As  has 
already  been  pointed  out,  the  main  requirement  for  main- 
taining a high  and  stable  level  of  employment  and  economic 
growth  is  that  the  total  of  domestic  demand  for  goods  and 
services  should  be  in  proper  relationship  to  the  productive 
cap^ity  of  the  economy,  and  this  is  an  essential,  though 
not  in  all  circumstances  sufficient,  condition  for  a satisfactory 
balance  of  payments.  It  is  necessary,  therefore,  to  keep  a 
continuous  watch  on  the  way  this  relationship  and  the  over- 
seas capital  account  are  moving  or  likely  to  move. 

14.  Domestic  expenditure  on  final*  goods  or  services 


The  term  final  i>  used  so  as  to  exclude  the  expenditure  by  one  firm  on,  say, 
materials  and  components  produced  by  another.  Since  the  cost  of  these  com- 
ponents will  be  covered  ^ the  selling  price  of  the  product  in  which  they  are 
. *ly  included  in  the  total  of  final  expenditure. 


incorporated,  the  transacti 


may  conveniently  be  divided  into  three  parts  ; expenditure 
(fl)  by  the  Government  and  other  public  authorities,  on  the 
one  hand,  and  (b)  by  persons,  on  the  other,  on  goods  and 
services  to  satisfy  current  needs  ; and  (c)  expenditure  by 
public  authorities,  persons  or  business  firms  for  investment, 
whether  in  fixed  assets  or  in  stocks.  The  precision  with  which 
these  types  of  demand  can  be  forecast  varies  and  has  also 
varied  from  time  to  time  with  the  nature  of  the  controls 
which  the  Government  was  exercising  on  the  economy. 

15.  The  expenditure  intentions  of  public  authorities, 
both  current  and  capital,  can  be  known  fairly  accurately, 
^though  realised  expenditure  will  often  differ  from  that 
intended.  Personal  current  expenditure  can  be  expected 
to  move  roughly  with  income,  although  the  rate  of  saving 
varies,  and  both  current  and  capital  expenditure  may  be 
affected  by  monetary  conditions.  The  investment  intentions 
of  the  nationalised  industries  are  communicated  to  the 
Government.  _ When  building  licensing  was  in  operation  it 
yielded  some  information  on  intended  business  expenditure 
on  fixed  capital  assets,  and  information  is  now  secured  by 
direct  questioning  of  firms  on  a sample  basis.  Investment 
in  stocks  is  extremely  volatile  and  difficult  to  forecast. 

16.  The  sum  of  the  forecasts  will  usually  imply  some 
change  in  total  of  domestic  demand,  which  has  to  be  com- 
pared with  the  change  in  production  on  which  it  is  reasonable 
to  count.  A great  deal  of  judgment  is  obviomly  involved  in 
assessing  the  future  course  of  demand.  The  same  is  true  in 
estimating  supply  possibilities.  This  last  is  not  wholly,  nor 
often  even  largely,  a question  which  can  be  answered  on 
purely  technical  grounds.  Within  certain  limits,  the  rate 
at  which  production  grows  will  depend  on  the  rate  at  which 
demand  grows  ; until  the  economy  is  at  full  capacity,  the 
higher  the  pressure  of  demand  the  faster  the  growth  of 
production.  There  is,  therefore,  a choice  to  be  made  about 
the  pressure  at  which  the  economy  can  safely  be  run.  A high 
output  is  obviously  desirable  in  itself.  On  the  other  hand, 
the  higher  the  pressure  of  demand  the  more  difficult  it  is, 
other  things  being  equal,  to  achieve  a satisfactory  balance  of 
payments  ; a balance  of  payments  crisis  could  be  extremely 
costly,  and  so  long  as  our  external  reserve  position  is  un- 
satisfactory risks  cannot  be  taken.  Thus  it  is  also  necessary 
to  estimate  how  the  balance  of  payments  has  been  developing 
in  the  recent  past  and  whether  conditions  in  the  rest  of  the 
world  in  the  immediate  future  are  likely  to  make  it  easy  or 
difficult  to  achieve  an  adequate  level  of  exports  and  reserves. 
If  the  current  situation  or  the  outlook  is  unsatisfactory  it 
may  be  decided  to  run  the  system  at  a somewhat  lower 
pressure,  which  implies  at  least  in  the  short  run  a somewhat 
lower  rate  of  increase  in  production  than  is  likely  at  full 
pressure.  A similar  conclusion  may  be  indicated,  if  the 
pressure  of  demand  is  such  as  to  result  in  the  demand  for 
labour  being  substantially  in  ©tcess  of  the  supply,  so  that 
the  flexibility  of  the  economy  is  impaired.  And,  finally,  it 
has  to  be  borne  in  mind  that  the  faster  the  rate  at  which 
demand  and  production  are  growing  the  more  likd.y  it  is 
that  investment  demand  will  be  further  stimulated,  adding 
to  the  pressure  in  the  system. 

17.  The  external  capital  account  covers  a wide  range  of 
different  types  of  outward  and  inward  investment,  from  the 
direct  investment  of  companies  in  branches  and  subsidiaries 
to  the  movement  of  short-term  funds  between  different 
centres,  Most  of  these  flows  defy  precise  measurement  and 
cannot  be  forecast  with  anything  approaching  accuracy 
over  the  periods  which  need  to  he  covered  by  the  domestic 
projections  described  above.  Allowance  has  to  be  made 
for  them  in  the  determination  of  the  level  of  activity,  less  by 
repeated  and  precise  appraisals  than  by  making  provision 
for  an  average  surplus  on  overseas  current  account  which 
seems  likely  to  be  adequate,  year  in  year  out,  to  cover  not 
only  the  average  long-term  capital  outflow  but  also  to  permit 
a gradual  strengthening  of  ffie  balance  of  overseas  short- 
term assets  and  liabilities.  A current  surplus  of  £300 — £350 
million  has  in  recent  years  been  judged  to  be  an  appropriate 
target,  and  in  years  when  external  conditions  are  favourable 
the  surplus  should  clearly  be  higher  in  order  to  balance 
years  of  external  difficulty. 

18.  If  the  forecasts  imply  that  total  demand  is  likely  to 
be  out  of  balance  with  productive  capacity,  or  that  the  balance 
of  payments  position  is  likely  to  be  unsatisfactory,  the 
instruments  available  for  effecting  any  changes  the  Govern- 
ment may  decide  to  make  fall  into  three  classes  ; direct 
intervention,  fiscal  policy,  and  monetary  policy. 
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19.  The  efficacy  of  each  ^pe  of  instrument  varies  with 
the  area  of  the  economy  to  which  it  is  applied ; in  some 
areas  one  will  be  more  effective,  in  other  areas  another. 
The  level  of  exports,  for  example,  can  be  stimulated  directly 
only  by  the  sort  of  direct  request  for  business  co-operation 
in  raising  exports  which  is  typified  by  the  setting  of  export 
targets  for  industries  in  the  earlier  post-war  period.*  Imports, 
on  the  other  hand,  can  be  controlled  fay  licensing  ; economic 
policy  in  the  United  Kingdom  has  been  moving  away  from 
reliance  on  this  instrument  and  its  use  can  create  difficulties 
for  international  economic  relations.  The  great  bi^  of 
personal  current  expenditure  cannot  be  controlled  directly 
except  in  the  abnormal  circumstances  of  war,  but  can  be 
influenced  powerfuDy  by  taxation  of  either  income  or 
expenditure.  Capital  expenditure  by  private  business  can 
be  influenced  by  both  fiscal  and  monetary  means  and 
expenditure  on  building  work  was  subject  to  direct  control 
by  licensing  in  the  earlier  post-war  period,  l^penditure 
by  public  authorities  is  within  the  direct  decision  of  the 
Government. 

20.  The  types  of  instrument  vary  also  in  the  speed  with 
which  they  can  be  brought  to  bear.  Major  changes  in 
taxation  or  in  Government  expenditure  policies  cannot  in 
practice  be  made  very  frequently  ; in  a number  of  years 
there  have  been  two  Budgets  ; but  supplementary  Budgets 
are  considered  to  mark  exceptional  occasions.  More 
frequent  changes  would  be  administratively  very  difficult, 
and  would  be  unsettling  to  the  business  community.  If  a 
direct  control  is  in  operation,  the  manner  of  its  application 
can  sometimes  be  changed  fairly  quickly.  But  if  legislation 
is  required  and/or  a staff  has  to  be  assembled  and  trained, 
the  operation  will  be  much  slower.  Monetary  conditions 
can  in  principle  be  changed  very  quickly,  although,  as  will 
be  seen  below,  in  practice  the  change  may  operate  more 
slowly. 

21.  The  problem  for  the  Goverrunent  is  thus  to  select, 
from  the  various  instruments  available,  a combination 
which  is  adequate  to  make  the  changes  which  are  necessary. 
The  choice  will  be  influenced  by  the  areas  of  the  economy 
which  it  is  hoped  to  affect,  the  speed  with  which  the  changes, 
need  to  be' made,  and  the  political  climate. 

22.  The  movement  away  from  direct  intervention  which 
has  gone  on,  at  varying  speeds,  since  the  end  of  the  war 
has  thrown  an  increasing  part  of  the  task  of  adjustment 
on  to  fiscal  and  monetary  policy.  Reference  has  already 
been  made  to  the  practical  difficulties  of  fr^uent  changes  in 
fiscal  policy  ; monetary  policy  by  comparison  can  be  used 
if  it  is  thought  that  more  continuous  adjustment  is  necessary. 
The  next  section  deals  with  the  way  in  which  monetary 
policy  works,  and  the  third  section  with  the  history  of  its 
application  in  recent  years. 

II.  How  Monetary  Policy  Works 

23.  Both  the  means  by  which  monetary  conditions  are 
changed  and  the  economic  effects  of  such  changes  differ  in 
important  respects  from  what  they  were  before  the  last  war. 
The  purpose  of  this  section  is  to  explain  these  changes. 

24.  In  the  past,  monetary  poli<ty  could  reduce  the  level 
of  domestic  expenditure  by  convincing  people  either  that 
they  would  be  able  to  raise  money,  by  borrowing  or  the  sale 
of  securities,  more  easily  or  on  better  terms  at  some  later 
date,  or  that  they  would  get  better  value  by  spending  the 
money  later  rather  than  earlier.  Conversely,  expenditure 
could  be  raised  by  creating  the  opposite  expectations. 

(<j)  Raising  money.  Money  consists  of  cash  (notes  and 
coin)  or  a credit  with  a bank,  whose  promise  to  pay 
is  generally  regarded  as  being  as  good  as  cash.  Money 
can  be  raised  (as  opposed  to  earned)  in  two  ways  ; 
if  other  people  or  institutions  who  have  money  can 
be  persuaded  to  take  securitiesf  in  exchange  for  it, 
or  if  batiks  create  more  money.  Hence,  a change  in 
monetary  conditions  has  traditionally  meant  either  a 
change  in  the  terms  on  which  securities  are  exchanged 
against  money  or  a change  in  the  quantity  of  money. 
Since  the  rate  of  exchange  between  securities  and 
money  is  affected,  inter  alia,  by  changes  in  the  quantity 
of  money,  a change  in  monetary  conditions  has 
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usually  comprised  changes  in  both  factors. 

(6)  Spending  money.  The  traditional  means  of  influencing 
people’s  willingness  to  spend,  or  defer  spending, 
money  they  already  had  was  the  creation  of  optimistic 
or  pessimistic  expectations  about  the  course  of  prices 
and  the  state  of  trade  in  the  fairly  immediate  future. 

25.  The  movement  of  capital  across  the  foreign  exchanges 
was  influenced  primarily,  in  the  past,  by  convincing  people 
that  it  was  less  (or  more)  advantageous  to  move  now  than 
later. 

26.  These  effects  on  expenditure  on  goods  and  services 
and  on  external  capital  movements  will  be  discussed  seriatim. 

The  Level  of  Domestic  Expenditure 

27.  It  follows  from  paragraph  24  that  monetary  policy 
can  affect  directly  only  certain  kinds  of  domestic  expenditure  ; 
namely,  those  which  are  partly  or  wholly  financed  by  borrow- 
ing or  the  sale  of  securities  and/or  are  influenced  in  their 
timing  by  expectations  about  the  future  movement  of  prices 
and  economic  activity. 

28.  Decisions  on  the  Central  Government’s  own  current 
expenditure  will  be  influenced  by  the  same  assessment  of  the 
general  balance  of  supply  and  demand  in  the  economy  as 
leads  to  the  view  about  how  monetary  conditions  should  be 
influenced,  but  not  by  monetary  conditions  themselves. 
Similarly,  the  Current  expenditure  of  other  public  authorities 
is  related  directly  to  Government  decisions  about  social 
and  economic  policy,  although  monetary  pressures  may 
exercise  marginal  effects  on  it. 

29.  The  greater  part  of  personal  expenditure  on  current 
consumption  is  financed  from  income  and  is  not  greatly 
affected  by  exptetations  about  future  changes  in  prices  and 
economic  activity.  There  are,  however,  certain  particular 
types  of  consumer  goods,  largdy  durables,  which  are  bought 
on  hire  purchase  credit,  and  persons  are  granted  loans  by 
banks,  insurance  companies  and  the  like.  Moreover  in 
any  period  there  are  some  people  who  are  financing  part 
of  their  current  consumption  out  of  capital.  To  this  extent, 
expenditure  on  personal  consumption  is  susceptible  directly 
to  monetary  influence.  Because  of  the  growth  of  hire 
purchase  finance  and  the  higher  rate  at  which  income  (but 
not  capital)  is  now  taxed,  this  susceptibility  is  probably 
greater  than  in  earlier  periods. 

30.  But  the  main  area  of  expenditure  which  can  potentially 
be  influenced  by  varying  monetary  conditions  is  still  invest- 
ment, in  botii  fixed  and  working  capital.  Capital  expenditures 
whether  by  local  authorities,  private  persons,  or  businesses 
are  financed,  to  a greater  or  lesser  extent,  by  borrowing  or 
by  the  sale  of  old  or  the  issue  of  new  securities.  Moreover, 
such  expenditures  are  frequently  postponablef  and  on 
assets  which  are  long-lasting,  so  that  they  are  more  Uable 
than  current  expenditures  to  be  influenced  by  expectations 
about  the  future  of  prices  and  economic  activity.  The 
influence  of  monetary  policy  should  mainly  be  consider^, 
therefore,  in  terms  of  its  effects  on  investment  expenditures. 

31 . It  is  now  much  more  difficult  than  in  earlier  periods 
to  convince  people  that  they  wiU  gain  by  deferring  the 
spending  of  money  which  they  already  have.  In  the  past 
it  was  possible  to  create,  or  at  least  reinforce,  the  expectation 
of  a general  recession  in  trade,  and  increases  in  Ba^  Rate 
were  often  regarded  as  a signal  that  such  recessions  were 
imminent.  Expectations  of  a recession  would  lead  to  the 
oostponement  of  some  investment,  not  only  because  of 
doubts  about  demand  for  the  output,  but  also  because  of 
the  possibility  that  prices  would  fall  and  so  cheapen  the 
investment,  and  because  of  disinclination  to  tie  up  money, 
whether  in  commercial  or  non-commercial  assets,  at  the 
beginning  of  hard  times.  It  is  now,  however,  t^en  for 
granted  that  the  Government  will  do  all  in  its  power  to 
prevent  the  advent  of  a general  recession,  and  the  experience 
of  price  movements  over  the  last  twenty  years  has  greatly 
weakened  the  belief  that  goods  may  sometimes  be  got  more 
cheaply  by  waiting.  Today,  therefore,  restraint  of  capital 
expenditure  by  monetary  means  has  to  rely  more  on  restrain- 
ing people  from  raising  money. 

32.  As  was  pointed  out  in  paragraph  24,  such  restraint 
has  traditionally  been  secured  by  changing  the  quantity  of 
money  and  the  price  of  securities  (i.e.  the  rate  of  interest). 

t Expeoditure  oa  projects  on  wbich  work  has  already  started  cannot,  however 
usually  be  interrupted  without  waaie,  so  that  a considerable  amount  of  fixed 
capital  expenditure  is  not  very  susceptible  to  the  influence  of  monetary  nalicv 
in  the  short  nin. 
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6.  Monetary  Policy  and  the  Control  of  Economic  Conditions 
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33.  The  first  canon  of  commercial  banking  is  that  a 
bank  should  be  able  always  to  honour  its  promises  to  pay 
cash  on  demand  and  should  appear,  beyond  any  shadow  of 
doubt,  to  be  so  able.  This  leads  the  banks  to  arrange  their 
assets  in  such  a way  that  a substantial  proportion  of  them 
consist  either  of  cash  (including,  in  this  case,  the  banks' 
deposits  with  the  Bank  of  England)  or  of  securities  which 
can  be  turned  very  quickly  into  cash,  and  the  terms  cash 
ratio  and  liquidity  ratio  have  come  into  use  because  of  the 
importance  they  attach  to  this.*  The  ^eater  part  of  these 
liquid  assets  consist,  direcdy  (or  indirectly  through  the 
money  market)  of  Treasury  Bills  or  of  commercial  bills  of 
exchange,  with  the  former  greatly  predominating.  The 
special  feature  of  the  Treasury  Bill  and  of  certain  kinds  of 
commercial  bill  is  that  they  can  always  be  converted  into  cash, 
since  the  Bank  of  England,  the  source  of  cash,  will  always 
advance  money  against  them. 

34.  If  their  holdings  of  liquid  assets  other  than  cash  are 
above  what  the  baifics  regard  as  a safe  minimum,  any 
tendency  for  the  cash  ratio  to  fall  can  be  corrected  by  the 
conversion  of  other  liquid  assets  into  cash  and  there  may  be 
no  significant  effects  on  the  credit  conditions  relevant  to 
non-Govemment  borrowers.  But  if  their  liquidity  ratio 
falls  below  the  limit  to  which  they  work  they  will  be  led 
either  to  go  slow  in  their  lending  policy  or  to  sdl  “ invest- 
ments,” these  being  their  less  liquid  assets.  So  long  as  the 
Bank  of  England  does  not  buy  the  securities,  either  course 
will  reduce  the  total  of  deposits  and  the  money  supply. 
Since  the  Treasury  Bill  is  much  the  most  important  of  liquid 
assets,  it  can  be  said  that  a restriction  of  the  supply  of 
Treasury  BiUs  avaOable  to  the  Banks  and  the  Discount 
Houses  is  a necessary  condition  (apart  from  direct  requests) 
for  bringing  pressure  to  bear  on  the  supply  of  money. 

35.  In  order  to  dissuade  people  from  raising  money  by 
the  sale  of  securities!  to  others  who  are  holding  money,  they 
must  be  persuaded  that  the  present  level  of  security  prices 
is  lower  (rates  of  interest  are  higher)  than  that  which  will 
be  ruling  at  some  time  in  the  not  too  distant  future.  The 
greater  the  urge  to  spend  on  investment,  the  greater  must 
be  this  relative  expectation  about  security  prices,  if  it  is 
sought  to  restrain  it. 

36.  The  Government  can  always,  if  it  wishes,  depress 
the  price  of  gilt-edged  securities,  simply  by  placing  a quantity 
of  its  own  securities  on  the  market.!  This  will  affect  other 
bonds  also  and,  if  pushed  far  enough,  ordinary  shares. 
Moreover,  a rise  in  Bank  Rate  can  raise  the  level  of  short- 
term interest  rates,  and  although  the  inter-relations  between 
short-term  and  long-term  rates  of  interest  are  very  complex 
and  somewhat  variable,  increases  in  Bank  Rate  have 
customarily  been  taken  to  indicate  that  long-term  rates 
would  also  move  upwards  : i.e.  that  security  prices  would 
fall. 

37.  Both  these  methods  of  limiting  people’s  ability  or 
willingness  to  raise  money — control  over  the  money  supply 
through  control  over  the  supply  of  liquid  assets,  and 
operations  on  security  prices — are,  however,  subject  today 
to  much  greater  limitations  than  they  have  been  in  earlier 
periods. 

38.  The  National  Debt  has  increased  in  money  terms 
about  fourfold  since  the  1930’s,  but  the  relationship  to  the 
National  Income,  has  remained  about  the  same.  The 
significant  change  has  been  in  its  constitution.  Only  about 
17%  of  the  total  is  now  in  the  form  of  marketable  securities 
with  more  than  25  years  to  maturity,  compared  with  65  % 
in  1935  ; the  proportion  of  floating  debt  has  increased  by 
a third  ; and  floating  debt  and  marketable  securities  with 
less  than  5 years  to  maturity  taken  together  now  account  for 
34%,  compared  with  only  16%  in  1935. 

39.  The  change  in  the  nature  of  the  Debt  has  had  three 
important  consequences  : — 

(a)  Throughout  the  post-war  period  it  has  not  proved 
possible  to  reduce  Government  borrowing  from  the 
Banks  on  Treasury  Bills  for  any  substantial  period  to 
the  point  at  which  considerations  of  sound  banking 


• The  ceeh  ratio  is  the  ratio  of  cash  in  haj 

total  deposits  and  the  liquidity  ratio  that  of  cash  plus  sbo«-te 

to  the  Discount  Market  and  Bills  discounted  to  total  deposits.  This  is 
vaouonal  definition  of  the  liquidity  ratio  and,  Biven  the  short  dates  of  m 
the  banks’  investments,  at  present  understates  their  real  liquidity. 


t The  security  may  be  one  which  the 
boiding  himself  (e.g,  govemmeni  stock)  o 
or  a share  in  bis  own  business. 


would-be  raiser  of  moi 


debenture  on 


t It  should  not  be  inferred  that  this  process  wiU  result  in  any  substantial  ! 
of  securities  or  that  it  can  be  pressed  without  damage  to  the  market  as 
orgamsition  for  the  effective  exchange  of  securities. 


practice  would  have  induced  the  banks  to  reduce  their 
liabilities.  It  has  been  the  consistent  aim  of  the 
Treasury  since  1951  to  bring  about  a reduction  in 
this  borrowing,  primarily  by  means  of  the  sale  of 
Government  sto^  and  encouragement  to  people  to 
invest  in  the  various  media  of  National  Savings. 
There  have  also  been  sales  of  Treasury  Bills  to  outside 
holders.  But  the  proportion  of  total  capital  expendi- 
ture financed  through  the  Exchequer  is  much  larger 
than  it  used  to  be,  so  that  in  spite  of  substantial 
budgetary  surpluses  “ above  the  line  ” the  Govern- 
ment’s opportunities  for  reducing  the  total  Debt 
are  very  limited.  And  a substantial  amount  of  the 
Debt  (on  average  in  recent  years  some  £1,000  million) 
faUs  due  for  repayment  each  year.  It  has,  therefore, 
required  very  strenuous  effects  to  prevent  a steady 
rise  in  the  volume  of  Treasury  Bills,  and  in  the  banks’ 
holdings  of  them.  Moreover,  the  high  proportion 
of  short  debt  has  allowed  banks  to  build  up  a liquidity 
reserve  in  their  investments. 

(fi)  This  need  for  the  Government  to  sell  securities  on  a 
substantial  scale  if  the  floating  debt  is  to  be  prevented 
from  rising,  means  that  there  is  a perennial  possibility 
of  conflict  in  the  aims  of  monetary  policy.  It  is  not 
possible  for  the  Government  to  create  conditions  in 
which  the  sale  of  securities  by  private  individuals  is 
unattractive  without  these  also  being  conditions  in 
which  it  is  difficult  for  it  to  make  its  own  sale  of 
securities. 

(c)  Because  such  large  amotmts  of  debt  have  to  be 
renewed  each  year,  action  to  depress  security  prices 
(raise  interest  rates)  is  reflected  very  rapidly  in  the 
cost  of  servicing  the  Debt.  This  effect  is,  of  coiurse, 
particularly  marked  with  regard  to  the  floating  debt 
and  small  savings.  There  is,  moreover,  a further 
consequence  of  the  shortness  of  the  term  of  so  large  a 
proportion  of  the  non-floating  debt.  The  shorter 
the  date  of  a gilt-edged  stock  the  greater  must  be  the 
rise  in  short-term  interest  rates  to  produce  any  given 
fall  in  its  price.  Hence  the  shorter-datedness  of  the 
non-floating  debt  entails  that  a higher  price  has  to  be 
paid  on  the  floating  debt  for  operations  on  security 
prices  to  be  effective. 

40.  It  is  because  of  these  limitations  on  the  traditional 
means  of  reducing  the  attractiveness  of  raising  money  that 
it  has  been  thought  necessary  to  exercise  direct  controls 
over  people’s  ability  to  do  so.  There  are  three  main  limits 
of  this  Irind. 

(a)  Treasu^  permission  is  necessary  for  new  issues  of 
securities  or,  subject  to  certain  exceptions,  for 
borrowing  on  any  significant  scale.  The  Treasury 
is  advised  on  applications  for  such  permission  by  the 
Capital  Issues  Committee. 

(b)  Direct  requests  are  addressed  to  the  commercial 
banks,  about  both  the  purposes  for  which  they 
should  lend  and  the  level  of  their  advances. 

(c)  The  terms  (minimum  deposits  and  period  of  repay- 
ment) of  hire  purchase  contracts  are  regulated  by  the 
Government. 

Separate  papers  are  being  submitted  covering  these  points. 

41.  Even  with  these  reinforcements  there  are  substantial 
limitations  on  the  Government’s  power  to  affect  capital 
expenditure  or  consumption  financed  by  loan  or  out  of 
capital.  None  of  these  direct  controls  over  borrowing 
impairs  anyone’s  ability  to  finance  expenditure  by  selling 
old  securities  which  he  already  holds.  Moreover,  if  the 
demand  for  money  is  high  restriction  of  advances  by  the 
banks  may  lead  to  borrowers  successfully  seeking  money 
from  other  sources. 

42.  Those  who  normally  hold  part  of  their  assets  in  the 
form  of  bank  balances  on  which  they  do  not  draw  (idle 
balances)  may  be  induced  to  lend  them  to  others  who  will 
activate  them.  For  example,  Hire  Purchase  Finance  Com- 
panies, when  their  access  to  bank  finance  has  been  restricted, 
have  offered  attractive  rates  to  induce  those  with  inactive 
balances  to  transfer  them  to  those  of  the  companies.  A 
feature  of  the  past  to  transfer  them  to  those  of  the  companies. 
A feature  of  the  past  few  years  has  been  the  relatively  small 
increase  in  the  total  money  supply,  compared  to  Ae  increase 
in  the  money  value  of  the  National  Income,  which  can  be 
regarded  as  a general  indication  of  the  demand  for  money 
for  current  transactions. 
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43.  There  remains  finally  to  be  mentioned  one  further 
important  difference  between  the  situation  today  and  that 
in  earlier  periods.  It  is  pointed  out  in  paragraph  41  that 
the  direct  controls  did  not  prevent  capital  expenditure 
financed  by  the  sale  of  securities  already  owned.  Moreover 
the  ability  of  business  to  do  this — its  liquid!^ — is  greater 
than  before  the  war.  There  is  some  evidence  to  suggest 
that  this  liquidity  may  have  been  declining  somewhat  in 
recent  years,  in  which  case  the  efficacy  of  monetary  measures 
mi^t  be  greater  in  the  future.  But,  even  so,  the  proportion 
of  private  capital  expenditure  which  is  financ^  by  borrowing 
or  the  issue  of  securities — i.e.  through  the  capital  market — 
is  now  very  much  smaller  than  in  the  past.  The  ratio  of 
profits  distributed  to  profits  retained  by  Companies  has 
fallen  from  over  2 to  1 in  the  pre-war  period  to  only  a little 
over  0-7  to  1 to  day.  In  other  words,  the  greater  part  of 
profits  is  now  retained  by  the  businesses  which  make  them 
and  is  directly  avaDable  for  financing  capital  expenditure* 
whereas  before  the  war,  a much  greater  proportion  of  profits 
was  distributed  and  had  then  to  be  retrieved  through  share 
issues,  by  businesses  which  wished  to  embark  on  capital 
expenditure.  The  proportion  of  total  savings  which  has  to 
be  channelled  from  savers  to  spenders  has  fallen,  which  is 
to  say  that  the  capital  market,  on  which  monet^  policy 
diiefly  operates,  has  become  a much  less  important  source 
of  business  finance.  Hence,  the  effectiveness  of  monetary 
policy  in  affecting  capital  expenditure  has  been  markedly 
reduced. 

External  Capital  Movements 

44.  The  ratio  of  foreigners’  holdings  of  sterling  and 
sterling  securities,  to  the  Exchange  Equalisation  Accounts’ 
holdings  of  gold  and  foreign  currencies,  the  liquid  external 
assets  of  the  Government,  is  now  so  very  much  less  favourable 
than  before  the  war  that  any  large  and  sudden  withdrawal 
of  funds  by  non-residents  or  other  outward  capital  move- 
ment could  be  very  damaging.  The  state  of  confidence 
about  sterling  is  tbmfore  an  even  more  important  factor 
in  monetary  management  than  it  was  in  pre-war  days. 

45.  The  traditional  means  of  controlling  movements  of 
long  and  short-term  capital  between  London  and  other 
centres,  whether  by  residents  or  by  foreigners,  was  the 
interest  rate.  A rise  in  the  interest  rate  by  reducing  capital 
values  discouraged  existing  holders  from  selling,  because 
sdling  would  mean  acceptance  of  capital  losses  ; equally 
the  increased  yield  attracted  new  purchasers.  Much  the 
same  effects  were  attainable  after  the  abandonment  of  the 
gold  standard  from  a fall  in  the  exchange  rate  resulting  from 
pressure  on  sterling. 

46.  These  means  have  been  affected  by  the  following 
developments  : 

(a)  The  Government  is  committed  by  international 
agreement  to  maintain  the  rate  of  exchange  within 
certain  margins  on  either  side  of  a declared  parity. 

(fi)  The  effects  of  the  changes  in  the  exchange  rate  during 
the  1939-45  war  and  in  1949,  and  the  continued 
weakness  of  our  overseas  monetary  position  (at  least 
by  comparison  with  pre-war  years  and  with  the  present 
state  of,  for  example,  the  dollar  and  the  deutschmark) 
have  meant  that  confidence  in  our  ability  to  maintain 
the  official  rate  has  become  on  occasions  a dominant 
factor  in  determining  capital  movements.  Hence 
neither  long  nor  short-term  funds  are  moved  here 
automatically  when  interest  rates  rise. 

(c)  As  a result  of  war  time  and  post-war  developments 
overseas  sterling  holdings  are  at  an  extremely  high 
level.  Many  of  these  are  held  in  short-term  assets, 
and  a rise  in  interest  rates  therefore  results  im- 
mediately in  very  large  costs  to  the  current  balance. 

47.  Traditional  measures  have  therefore  here  also  been 
reinforced  by  direct  restrictions  on  the  freedom  of  residents 
and  foreigners  to  transfer  capital  abroad : 

(a)  New  issues  of  securities  by  foreigners  on  the  London 
market  are  subject  to  capital  issues  control.  Consent 
is  normally  not  granted  for  countries  outside  the 
sterling  area,  and  is  restricted  by  various  criteria  as 
regards  issues  by  countries  belonging  to  the  rest  of 
the  Sterling  Area. 


* Reuioed  laoSis  arc  tnmfciTed  to  reserve!  end  either  used  ii 
cepiul  e^eDOiture,  or  held  In  very  liquid  essets  not  liv.iy  to 
noseuiy  meesures  {except  to  the  extent  thit  higher  short-tern 
that  4 Urger  iccotae  is  sicriSced  by  reelisiog  assets.  It  is  n< 
this  has  much  ittSuence  on  ctpitel  expeoditure  in  present  conditio 
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(h)  Other  capital  movements  between  the  United  Kingdom 
and  non-sterling  countries  are  subject  to  a strict 
exchange  control. 

III.  Monetary  Developments,  1951-56 

48.  It  will  be  evident  from  the  preceding  exposition  that 
the  term  monetary  polity  covers  a wide  variety  of  questions. 
It  involves  strategic  decisions  about  the  kind  of  monetary 
instruments  to  employ — funding  as  against  direct  requests 
to  the  banks  for  example,  and  about  the  direction  in  which 
they  should  be  exercised — to  repress  or  stimulate  demand— 
and  tactical  decisions  about  how  the  strategic  aims  can  best 
be  translated  into  practice  in  the  daily  operations  of  the 
monetary  authorities  in  the  domestic  money  market  and 
the  foreign  exchange  market.  Part  II  has  described  the 
monetary  instruments  available,  the  way  in  which  they  can 
influence  the  economy,  and  the  factors  which  limit  their 
effectiveness.  This  last  part  deab  with  the  experience  which 
has  led  to  these  conclusions ; the  period  of  experiment 
since  1951,  during  which  it  has  been  sought  to  reactivate 
monetary  weapons  after  a long  period  in  which  they  were 
little  used  to  influence  the  economy.  It  describes  the  economic 
situations  from  which  sprang  the  need  for  changes  in  economic 
policy  from  time  to  time,  the  strategic  decisions  which  were 
taken,  and  the  results  which  followed.  The  tactical  operations 
of  the  monetary  authorities  are  being  dealt  with  in  other 
papers  and  are  touched  on  here  only  so  far  as  is  necessary  to 
make  intelligible  the  main  story. 

49.  Monetary  measures  were  little  relied  on  in  the  period 
between  Ae  end  of  the  war  and  November,  1951,  and  the 
Bank  Rate  remained  throughout  at  2%.  The  Budgets  of 
this  period  aimed  at  closing  the  inflationary  gap  between 
what  consumers  might  wish  to  spend  and  the  amounts 
available.  Ihey  were  buttressed  by  physical  controls  and  a 
policy  of  dividend  and  wage  restraint.  Demand  to  invest 
exceeded  available  resources  and  programmes  were  laid 
down  for  fixed  investment,  implemented  by  building  licensing 
and  other  means.  These  programmes  were  consistently 
exceeded.  Physical  restrictions  upon  investment  were 
supported  by  control  over  borrowing  exercised  by  the 
Treasury  on  the  advice  of  the  Capital  Issues  Committee, 
and  throughout  the  period  the  banks  were  asked  to  regulate 
their  advances  policy  in  accordance  with  the  directives  laid 
down  by  the  Treasury  for  the  guidance  of  the  Capital  Issues 
Committee. 

The  1952  Recession 

50.  An  active  monetary  policy  was  adopted  in  November, 
1951,  when  the  gold  reserves  were  falling  rapidly.  In  the 
following  year  the  balance  of  payments  was  greatly  improved, 
and  economic  activity  at  home  slowed  down.  The  change 
in  monetary  poli^  was  one  of  a number  of  factors  which 
contributed  to  this  result,  but  it  is  difficult  to  evaluate  the 
exact  contribution  of  each  of  these. 

51.  The  economic  situation  with  which  the  Government 
had  to  deal  in  the  autumn  of  1951  was  a serious  drain  on 
the  sterling  area’s  gold  and  dollar  reserves,  due  to  deficits  in 
the  balance  of  payments  both  of  the  United  Kingdom  and 
of  the  rest  of  the  sterling  area.  The  United  Kingdom  deficit 
resulted  from  a sharp  worsening  of  the  terms  of  trade  follow- 
ing the  outbreak  of  the  Korean  War  and  from  a great  increase 
in  the  volume  of  imports.  Home  demand  had  been  excessive  ; 
though  neither  fixed  investment  nor  consumption  rose  in 
1951  in  real  terms,  defence  expenditure  had  risen  steeply 
and  there  had  be^  an  enormous  investment  in  stocks, 
following  the  reduction  of  stocks  in  1950.  The  pressure  of 
demand  was  uneven  in  its  incidence  ; the  investment  goods 
industries  were  overloaded,  while  many  consumer  goods 
industries  were  facing  a fall  in  demand  by  the  end  of  1951. 
The  steep  rise  in  import  prices  had  raised  the  whole  price 
level  by  some  1 1 % and  intensified  the  wage-price  spiral. 

52.  Part  of  the  disequilibrium  of  1951  could  be  expected 
to  be  of  a self-correcting  nature,  but  remedial  action  was 
also  taken.  Import  restrictions  were  substantially  increased. 
The  Chancellor  of  the  Exchequer,  in  his  Budget  speech  on 
nth  March,  1952,  after  announcing  the  import  cuts,  said 
that  we  could  expect  “ some  improvement  in  our  net  invisible 
earnings  ” and  “ terms  of  trade  more  favourable  than  in  the 
year  just  ending”  (Hansard,  Column  1279).  He  forec^t 
reductions  in  Government  expenditure,  and  looked  to 
monetary  policy  " to  reduce  home  investment  substantially.” 
(Column  1283).  “ The  Bank  Rate  will  reinforce  the  other 
factors  already  operating  to  restrict  investment  at  home — 
the  suspension  of  the  initial  allowances  ...  the  physical 
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control  over  steel  allocations,  and  the  voluntary  arrange- 
ments ...  to  decide  how  much  production  should  be 
devoted  to  the  export  trade  ” (Column  1285).  The  Budget 
of  1952  was  not  designed  to  restrict  consumer  purchasing 
power  : “ because  of  the  difficult  situation  in  export  markets 
for  some  kinds  of  consumer  goods  for  which  home  demand 
is  already  low,  the  Government  decided  that  a greater  cut  in 
personal  consumption  at  home  would  not  contribute  effec- 
tively to  exports.”  (Economic  Survey  for  1952,  paragraph 
119). 

53.  The  monetary  measures  taken  in  November  and 
December,  1951  were  as  follows  : — 

(i)  Bank  Rate  was  raised  from  2 % to  2J  % ; 

(ii)  steps  were  taken  which  resulted  in  the  Discount 
Market  having  to  borrow  from  time  to  time  from  the 
Bank  of  England  at  2%  instead  of  being  provided 
with  funds  at  about  4%  as  had  been  the  case  for 
many  years ; 

(iii)  the  liquid  assets  of  the  banks  were  reduced  to  little 
more  than  30%  of  deposits  by  a special  funding 
operation ; 

(iv)  revised  and  stricter  instructions  were  issued  to  the 
Capital  Issues  Committee  ; 

(v)  the  banks  were  requested  to  adopt  similar  criteria  in 
granting  advances  to  customers. 

54.  At  the  time  of  the  Budget  in  March,  1952  Bank  Rate 
was  raised  further  to  4 % and  the  lending  rate  to  the  Discount 
Market  to  31%.  The  comment  was  made  in  the  Economic 
Survey  for  1952,  “This  sharp  rise  was  intended  to  be  an 
essential  part  of  the  effort  to  fortify  the  currency  and  improve 
the  balance  of  payments,  and  also  to  provide  a further 
reminder  of  the  need  for  caution  and  economy  in  our 
present  circumstances.  The  effects  should  be  seen  not  only 
in  various  sorts  of  investment  expenditure,  but  in  a greater 
flexibility  of  resources  and  in  a slowing  down  of  the  rise  in 
prices.” 

55.  During  1952  bank  lending  to  industry  and  trade  fell 
sharply,  following  a steep  rise  in  1951.  The  fall  in  advances 
and  commercial  bills  of  the  London  Clearing  Banks  amounted 
to  £297  million  in  the  course  of  1952,  concentrated  into  the 
second  and  third  quarters.  Total  deposits  rose  because  of 
a larger  rise  in  holdings  of  government  securities  of  sdl 
kinds. 

56.  Interest  rates  rose  markedly.  The  Treasury  Bill  rate 
rose  from  4%  up  till  November,  1951,  to  about  24%  in 
1952.  The  average  yield  on  Consols  rose  by  about  4% 
between  1951  and  1952,  reaching  a peak  of  4-4%  in  July, 
1952  and  then  declining  to  4-2%  in  December.  The  average 
yield  on  ordinary  shares  rose  by  over  1 % between  the  two 
years. 

57.  The  economic  situation  improved  rapidly  in  1952. 
The  drain  of  reserves  stopped  after  the  Budget,  indicating 
a return  of  confidence  in  sterling.  For  the  next  six  monihs 
the  reserves  were  steady  ; in  the  last  three  months  of  the 
year  they  began  to  rise  again.  The  balance  of  payments  of 
the  whole  sterling  area  was  transformed  from  a large  deficit 
in  1951  to  a small  surplus  in  1952.  The  United  Kmgdom’s 
own  current  account  improved  from  — £403  to  £247 
million.  About  half  of  this  resulted  from  better  terms  of 
trade,  and  the  remainder  from  a fall  in  the  volume  of  imports. 
The  corresponding  change  on  the  internal  side  was  a fall 
in_  the  rate  of  real  investment  in  stocks  from  nearly  £400 
million  to  virtually  nil.  In  some  sectors  stocks  increased ; 
in  others,  especially  retail  trade  and  textiles,  ffiey  fell.  Other 
changes  in  demand  nearly  balanced  out ; exports  fell  slightly 
in  real  terms,  though  not  in  value  ; consumers’  expenditure 
likewise  ; fixed  investment  in  real  terms  was  unchanged  ; 
government  expenditure  rose  substantially  with  the  progress 
of  rearmament.  The  real  gross  domestic  product  remained 
at  the  same  level  as  in  1951,  but  industrial  production  fell 
slightly. 

58.  In  discussing  this  sharp  change  in  stock-building,  the 
Economic  Survey  for  1953,  paragraph  55,  comments  : 
“ The  check  to  production  in  the  middle  of  the  year  appears 
to  have  marked  a phase  of  readjustment,  in  which  stock 
changes  were  a major  factor.  These  changes  were  probably 
initiated  by  the  low  level  of  consumption  in  late  1951  and 
early  1952  and  by  the  fall  in  exports  after  the  first  quarter  of 
1952.  Monetary  policy  undoubtedly  played  its  part  in 
checking  the  rise  in  stocks  and  work  in  progress,  and  the 
continued  fall  in  world  raw  material  prices  was  no  doubt 
another  important  factor  making  for  the  holding  of  lower 
stocks  in  a variety  of  trades,” 


59.  A remarkable  increase  in  personal  savings  took  place 
in  1952  to  a higher  level  which  has  been  maintained  since. 
The  Economic  Survey  for  1953  notes  in  paragraph  38  that 
“ such  factors  as  the  fall  in  stock  exchange  prices,  the 
restraints  on  personal  and  professional  bank  advances  and 
the  restrictions  on  hire  pmchase  must  have  tended  to  reduce 
consumers’  expenditure.”  The  higher  level  of  interest  rates 
also  encouraged  personal  saving.  Some  rise  in  the  very 
low  post-war  level  of  personal  saving  had  seemed  likely  as 
wartime  accumulations  of  liquid  assets  ceased  to  be  run 
down,  and  dis-saving  from  this  source  became  less  important, 
and  this  may  have  been  a factor  in  this  year. 

60.  Reviewing  the  events  of  1952,  in  his  Budget  Speech 
on  14th  Ap^,  1953,  the  Chancellor  of  the  Exchequer  said 
“ The  restraint  of  demand,  working  with  the  tide  of  economic 
forces,  and  reinforced  by  our  new  monetary  weapon,  trans- 
formed the  situation.”  In  discussing  the  efiect  of  Government 
policy  on  investment,  he  said  “ fri  the  event,  ffiere  was  a 
sli^t  fall  in  fixed  investment ; that  is  to  say,  in  new  factories 
biult,  new  plant  and  machinery  installed,  and  so  forth.  This 
was  partly  offset,  as  I forecast,  by  an  increase  in  other  building 
work  ” (due  to  the  housing  drive).  “ There  was,  however, 
a most  signfficant  change  in  the  other  form  of  investment — 
investment  in  stocks  of  finished  goods  and  work  in  progress. 
In  1951,  there  had  been  a substantial  increase.  ...  In 
1952,  partly  as  a resifit  of  our  monetary  policy,  this  increase 
stopped,  so  that  during  the  year  the  volume  of  stocks  and 
work  in  progress  in  ffie  United  Kingdom  seems  to  have 
remained  about  level.”  (Hansard,  Columns  35-36).  Condi- 
tions were  somewhat  exceptional,  coming  as  they  did  at 
the  end  of  a period  of  post-war  adjustment  and  consequent 
high  demand.  The  conclusion  drawn  from  ffie  experience 
of  1952  was  that  some  recession  would  have  frdeen  place  if 
monetary  policy  had  not  been  changed  at  the  end  of  1951, 
but  that  monetary  factors  had  combined  with  the  other 
forces  at  work  on  consumption,  investment  and  imports. 

The  Years  of  Expansion,  1953-54 

61.  1953  and  1954  were  years  of  deliberate  reflation  and 
expansion.  In  this  period  the  economy  was  largely  freed 
from  physical  controls.  By  the  end  of  1952  output  was 
recovering  of  its  own  accord  from  the  inventory  recession, 
but  there  was  a good  margin  of  resources  stiU  available. 
The  marked  improvement  in  the  balance  of  payments  made 
it  possible  to  follow  a policy  of  expanding  demand,  and  tax 
concessions  were  made  in  the  1953  Budget.  The  1954 
Budget  aimed  at  maintaining  the  existing  balance  between 
the  growth  of  supply  and  of  demand,  and  no  major  changes 
were  made  in  the  general  level  of  taxation.  In  both  these 
years  fixed  investment  in  housing  and  in  the  nationalised 
industries  increased  substantially,  but  it  was  also  desired 
to  raise  the  rate  of  private  investment  in  manufacturing 
industry.  For  this  reason  incentives  to  investment  were 
given  in  both  the  1953  and  1954  Budgets  ; in  1953  by 
restoring  initial  allowances,  though  at  a Iowct  rate  than 
before,  and  in  1954  by  introducing  investment  allowances. 

62.  In  accordance  with  this  general  strategy  of  expansion 
and  stimulus  to  private  investment,  the  degree  of  pressure 
on  the  monetary  system  was  somewhat  eased.  Bank  Rate 
was  reduced  from  4%  to  34%  in  September,  1953,  (although 
at  the  same  time  Bank  Rate  was  unified  with  the  special  rate 
of  Bank  of  En^and  advances  to  the  Discount  Market  against 
Treasury  Bills  which  had  been  4 % lower  than  Bank  Rate), 
and  from  34%  to  3%  in  May,  1954.  Throu^out  these 
two  years  both  short  and  long  rates  of  interest  were  generally 
declining.  The  authorities  did  not  oppose  the  market 
movements' in  the  direction  of  lower  interest  rates.  In  1954 
the  prices  of  ordinary  shares  rose  particularly,  with  rising 
profits  and  dividends  and  optimistic  expectations.  The 
trend  of  yields  both  on  gilt-edged  and  industrial  securities 
was  reversed  towards  the  end  of  1954. 

63.  During  both  1953  and  1954  companies  were  in  a 
comfortable  financial  position  and  added  to  their  liquid 
assets.  In  1953  profits  recovered  and  prices  of  materials 
fell,  and.industry  had  no  need  for  additional  accommodation 
from  the  banks.  Net  bank  deposits  rose  by  £215  million 
because  of  substantial  Government  borrowing.  In  1954 
companies  built  up  their  stocks  considerably  and  did  more 
fixed  investment ; in  consequence  they  increased  their 
borrowing  from  the  banks  and  by  new  issues.  Bank  advances 
rose  by  £190  million  and  deposits  by  £188  million, 

64.  Thus  monetary  policy  in  this  period  accorded  with 
the  general  aim  of  stimulating  expansion  and  investment, 
which  was  undoubtedly  achieved. 
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Checking  the  Boom,  1955  and  1956 

65.  In  1955  the  rapid  growth  of  the  two  previous  years 
passed  into  a condition  of  excessive  strain  on  resources, 
with  consumption,  stocks  and  fixed  investment  together 
growing  faster  than  home  production,  and  spilling  over  into 
very  high  demand  for  imports.  Monetary  pressure  was 
renewed  in  early  1955  but  not  until  1956  did  the  economy 
show  that  it  was  responding  to  the  variety  of  disinflationary 
measures  adopted. 

66.  It  was  recognised  early  in  1955  that  the  expansion  of 
home  demand  was  proceeding  too  fast  and  that  foreign 
confidence  in  the  pound  was  weakening.  Bank  Rate  was 
raised  from  3%  to  3i%  in  January  and  again  to  4i%  in 
February.  Restrictions  were  also  imposed  on  hire  purchase 
sales.  The  loss  of  reserves  was  checked,  and  the  position 
appeared  to  be  stronger.  In  the  April  Budget  the  Chancellor, 
taking  into  account  the  resources  of  a flexible  monetary 
policy,  reduced  rates  of  taxation.  (See  also  paragraph  71). 

67.  By  the  summer  it  had  become  evident  that  the  pressure 
of  demand  persisted  and  that  monetary  policy  was  not  doing 
all  that  had  been  expected  of  it.  Although  the  monetary 
authorities  succeeded  in  reducing  the  liquid  assets  of  the 
banks  very  sharply  in  the  early  months  of  1955,  and  the 
liquidity  ratios  of  the  clearing  banks  fell  from  an  average 
of  34-3%  at  the  beginning  of  the  year  to  30-0%  in  March 
and  30-1  % at  the  end  of  June,  the  banks  met  the  pressure 
by  selling  investments  and  were  able  to  increase  their  advances 
in  the  first  half  of  the  year  by  the  record  amount  of  £289 
million.  This  suggests  that  the  bank  deposits  created  by 
advances  constituted  active  money,  while  the  deposits 
extinguished  by  the  sale  of  investments  were  in  part  at  least 
idle  balances ; hence  the  net  effect  was  inflatinnary. 


68.  It  was  therefore  considered  that  further  measures 
were  reeded,  and  the  banks  themselves  felt  that  if  they  were 
to  be  successful  in  reducing  advances  they  would  need  the 
support  of  a Government  statement.  In  July  the  Govern- 
ment call  for  a positive  and  significant  reduction  in  bank 
advances.  In  the  second  half  of  the  year  clearing  bank 
advances  fell  by  £335  million,  or  15%,  half  of  which  repre- 
sented repayment  by  the  nationalised  industries  out  of  the 
proceeds  of  new  issues.  The  reduction  in  other  advances 
in  the  second  half  of  the  year  came  to  about  8%.  The  banks 
also  continued  to  reduce  their  holdings  of  investments ; 
but  their  liquid  assets  rose  substantially  as  a result  of  Govern- 
ment borrowing.  By  the  end  of  the  year  their  net  deposits 
were  nearly  £300  million  down  compared  with  the  beghining. 
Because  of  the  rise  in  their  liquid  assets  in  the  second  half 
of  the  year  their  average  liquidity  ratio  had  recovered  to 
37-4%  by  the  end  of  the  year. 


69.  In  spite  of  this  monetary  contraction  the  economy 
continued  in  an  inflationary  condition,  marked  by  intense 
labour  shortage  and  a heavily  adverse  trade  balance.  Re- 
coume  was  had  to  an  autumn  Budget  raising  purchase  tax 
and  profits  tax.  Cuts  were  made  in  public  investment 
programmes  and  local  authorities  were  pressed  to  borrow 
in  the  market  instead  of  &om  the  Exchequer.  Demand 
continued  to  press  against  the  limits  of  capacity  in  1956 
and  in  February  a further  set  of  restrictive  measures  was 
introduced,  including  a ri^  in  Bank  Rate  from  4i%  to 

/i,  notice  of  Ae  suspension  of  the  investment  allowances, 
tightening  of  hire  purchase  regulations  and  reductions  in 
food_  subsidies.  "Ilus  was  the  last  major  instalment  of 
restrictive  measures,  since  from  then  on  inflationary  pressure 
gradually  dirninished.  The  Budget  of  April,  1956  contained 
a number  of  incentives  to  saving  and  an  outspoken  statement 
of  the  need  to  curtail  bank  deposits  by  Funding  ; it  left  the 
general  level  of  taxation  virtually  unchanged. 

70.  When  the  measures  taken  axe  compared  witii  the  out- 

m 1955  it  is  clear  that  they  had  Uttle  positive 
effect  within  the  year,  though  they  had  the  negative  effect 
of  preventing  a grater  excess  of  demand  that  in  fact  occurred. 
A deficit  of  £79  million  in  the  balance  of  payments  on  current 
r«ulte4  compared  with  a surplus  of  £228  million 
consumption  and  fixed  investment  rose 
substanti^ly  but  this  had  been  fairly  well  foreseen  at  the 
time  of  the  Budget  in  April.  The  ChanceUor  had  then  said 
that  there  w«  no  reason  why  the  recent  increase  in  interest 
rates  should  discou^e  sound  long-term  investment,  althou^ 
in  conditions  of  _ stricter  monetary  discipline,  industry 
would  have  to  s^tmize  its  plans  with  a shrewder  and  more 
selective  eye.  He  forecast  that  fixed  investment  would  rise 
by  at  least  as  much  in  1955  as  it  had  done  in  1954.  In  fact 
“ '”5.  though  more  con- 
centrated  on  industrial  investment. 


71.  The  most  unexpected  development  of  1955  was  in 
regard  to  stocks.  The  ChanceUor  estimated  in  the  Budget 
speech  that  stockbuilding  would  not  take  more  of  our 
resources  in  1955  than  it  had  done  in.  1954.  Preliminary 
information  at  the  time  suggested  that  stocks  had  risen 
substantially  in  1954  ; this  turned  out  not  to  be  so.  In  fact 
the  increase  in  the  volume  of  stocks  rose  from  £75  million 
in  1954  to  £300  million  in  1955,  an  increase  associated  with 
a sudden  rise  in  the  volume  of  imports.  In  forecasting  no 
change,  the  Chancellor  had  remarked,  “ The  recent  change 
in  Bank  Rate  was  designed  partly  to  emphasize  the  need  for 
caution  in  the  accumulation  of  stocks.” 

72.  Thus  despite  the  tightening  of  monetary  policy  there 
was  a substantial  rise  in  fixed  investment  and  a still  larger 
increase  in  stocks.  In  explaining  the  need  for  the  autumn 
Budpt  of  1955  the  ChanceUor  said  with  reference  to  the 
April  Budget  “ When  1 made  my  assessment  of  investment 
prospects,  I had  regard  to  the  titter  monetary  polio'  which 
I expected  to  affect  both  stockbuilding  and  marginal  invest- 
ment in  building  and  equipment.  On  looking  back,  it  can 
now  be  said  that  the  investment  boom  was  stronger  than 
expected.  More  time  was  required  and  additional  measures 
were  needed  to  bring  about  the  effects  of  stricter  money 
upon  which  I was  counting.” 

73.  Speaking  in  the  Debate  on  the  Economic  Situation 
on  October  26th,  the  ChanceUor  of  the  Exchequer  summarised 
the  experience  of  the  year  as  foUows  : “ Our  exports  have 
improv^  and  there  is  a generally  high  level  of  activity  and 
weU-being  in  the  country.  So  much  so  that  some  people 
may  find  it  hard  to  understand  why,  with  fuU  employment 
and  better  rewards,  there  is  any  need  for  remedial  action 
to  be  taken.  But  the  truth  is  that,  while  the  incentive  side 
of  our  policy  has  worked  to  the  advantage  of  the  country 
as  a whole,  die  disciplinary  side,  in  the  form  of  the  restriction 
on  credit — of  which  we  had  little  practical  experience  in 
conditions  of  full  employment  when  the  trend  of  consumption 
and  investment  was  rising  which  was  opposite  to  what  was 
happening  when  I applied  it  on  first  taking  office  [i.e.  in 
1951  and  early  1952] — has  proved  to  operate  less  rapidly 
than  we  either  expected  or  intended.”  (Hansard,  Column 
205). 

74.  In  the  Economic  Survey,  1956,  the  experience  of 
1955  is  summed  up  as  foUows  : “ The  course  of  bank 
advances  illustrates  the  resistance  which  the  economy  offers 
to  a restrictive  credit  policy  at  a time  of  great  prosperity, 
when  business  ecpectations  are  optimistic  and  many  expansion 
plans  are  in  the  course  of  execution,  but  when  no  abnormal 
speculative  activity  is  taking  place.  Several  months  elapsed 
between  the  first  action  by  the  banks  to  limit  borrowing  and 
the  beginnmg  of  a decUne  in  the  total  of  advances  outstanding. 
In  the  second  half  of  the  year  an  appreciable  reduction  was 
secured,  but  it  did  not  reduce  the  total  supply  of  funds  at 
the  disposal  of  industry  and  trade,  including  their  current 
undistributed  profits  and  their  accumulated  reserves,  suffici- 
ently to  check  the  total  rate  of  private  capital  expendituie. 
However,  but  for  the  credit  squeeze  both  investment  plans 
and  consumer  spending  would  have  been  on  a larger  scale.” 
In  retrospect,  therefore,  it  can  be  seen  that  the  liquidity  of 
business  was  so  great  as  to  make  it  almost  impervious  for  a 
time  to  the  credit  squeeze.  The  financial  situation  of  business 
enterprises  weakened  in  1955,  but  only  from  a position  of 
great  strength.  The  sharp  rise  in  investment  put  an  end  to 
the  period  of  increasing  company  liquidity  ; for  the  first 
time  since  1951,  the  amount  invested  in  fixed  assets  and 
stocks  was  as  large  as  their  undistributed  profits. 

75.  In  the  course  of  1956  the  economy  responded  to  the 
long  series  of  disinflationary  measures.  Total  expenditure, 
measured  at  constant  prices,  rose  very  little.  Fixed  invest- 
ment rose  little  more  than  half  as  much  as  in  the  previous 
year  ; exports  mse  ^ghtly  more,  while  stocks,  though  they 
continued  to  rise,  did  so  at  a much  slower  rate,  thereby 
affording  important  relief.  The  most  notable  feature  of  the 
situation  was  that  consumers’  real  expenditure  rose  by  only 
about  half  of  one  per  cent  despite  a substantial  increase  in 
real  income.  The  difference  constituted  a striking  increase 
of  nearly  £500  million  in  personal  savings.  The  Economic 
Survey,  1957  observed  ‘‘  A major  reason  for  the  containment 
of  consumers’  expenditure  . . . appears  to  have  been  the 
reduction  in  the  opportunities  open  to  consumers  to  supple- 
ment their  incomes  by  borrowing.  The  reduction  in  lending 
to  the  persona!  sector — by  banks,  through  hire  purchase 
and  by  building  societies — would  together  probably  account 
for  about  one-third  of  the  increase  in  personal  saving.” 
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_ 76.  With  total  demand  little  higher  than  in  1955,  produc- 
tion and  imports  in  1956  only  rose  slightly,  and  the  balance 
of  payments  was  transformed  from  a deficit  of  £79  million 
to  a current  surplus  of  £233  million.  The  cost  inflation 
continued,  but  in  other  respects  economic  policy  was  highly 
successful  in  1956.  Monetary  policy  continued  to  be 
restrictive  : interest  rates  were  hi^er  than  in  the  previous 
year,  following  the  rise  in  Bank  Rate  in  February  ; but  the 
fall  in  bank  deposits  and  advances  of  1955  was  not  repeated. 
Net  deposits  rose  by  £44  million  and  advances  by  £62  million  ; 
but  the  increase  in  advances  was  more  than  accounted  for 
by  the  nationalised  industries,  which  borrowed  £77  millions 
more  over  the  year.  The  banks  were  not  subject  to  liquidity 
pressure  in  1956  ; even  in  March  the  average  liquidity 
ratio  was  33  • 1 % and  by  the  end  of  the  year  it  returned  to 
the  same  level,  37-4%,  as  in  December,  1955.  The  funding 
objectives  set  out  in  the  Budget  Speech  were  not  attained ; 
the  banks  took  advantage  of  their  holdings  of  maturing 
debt  to  avoid  pressure  on  their  liquidity  ratios.  Companies 
began  to  suffer  a moderate  squeeze  of  their  profit  margins 
in  1956,  with  rising  costs  and  stable  output,  but  their  financial 
position  was  not  made  tighter.  Total  profits  were  about  the 
same  as  in  1955,  and  the  increase  in  fixed  investment  was 
more  than  balanced  by  a lower  provision  for  increased 
value  of  stocks. 

77.  During  the  period  up  till  October,  1955,  the  visible 
response  of  the  economic  system  was  slight.  As  was  pointed 
out  by  the  Chancellor  of  the  Exchequer  in  his  speech  of  16th 
October,  to  which  reference  has  already  been  made,  expansion 
was  going  on  faster  and  monetary  measures  were  taking 
hold  less  rapidly,  than  had  been  expected.  It  is  difficult 
to  _ compare  the  series  of  restrictive  measures  other  ±an 
strictly  monetary  ones  with  the  rise  in  interest  rates  and 
limitation  of  the  money  supply  in  attempting  to  assess  their 
relative  effectiveness.  The  former  seemed  to  have  been 
more  effective  in  moderating  demand  in  1956,  and  on  the 
investment  side  the  monetary  pressure  was  met  by  the 
activation  of  idle  balances,  while  not  many  cases  were 
reported  of  projects  being  abandoned  for  lack  of  finance. 
But  without  much  more  detailed  knowledge  than  is  available 
about  the  factors  influencing  business  expectations,  no  rigid 
comparison  is  really  possible,  nor  can  it  be  said  wiffi  coiffi- 
dence  what  developments  would  have  been  if  some  different 
combination  of  the  measures  had  been  adopted. 


7.  THE  ORGANISATION 

1.  This  paper  is  concerned  with  the  measures  taken  to 
organise  savings  and  lending  to  the  State  by  the  small  investor. 
It  is  not  concerned  with  the  wider  problems  of  Government 
action  to  influence  savings  by  fiscal  and  monetary  policy. 

2.  The  State  organises  such  savings  in  two  different 
but  overlapping  ways.  In  the  first  place  it  makes  available 
to  the  general  public  certain  media  through  which  they  may 
save,  and  through  which  their  savings  flow  into  the  Exchequer. 
Secondly,  it  sponsors  the  National  Savings  Movement, 
whose  main  responsibilities  are  to  encourage  savings  which 
are  to  be  lent  to  the  Exchequer,  to  collect  savings  of  certain 
kinds  through  the  local  and  special  groups  organised  under 
it  and,  as  a result  of  the  experience  which  it  gains  from  these 
activities,  to  advise  on  ways  in  which  the  cause  of  National 
Savings  can  be  advanced. 

3.  The  media  consist  of  Government  securities  together 
with  the  deposit  facilities  provided  by  the  Post  Office  and 
Trustee  Savings  Banks,  They  are : — 

(fl)  National  Savings  Certificates. 

(6)  Defence  Bonds. 

(c)  Premium  Savings  Bonds. 

(<0  The  Post  Office  Register  which  enable  the  public  to 
buy  other  Government  stocks  through  the  Post  Office 
and  Trustee  Savings  Banks. 

(e)  Post  Office  Savings  Bank. 

(/)  The  Trustee  Savings  Banks — covering  both  the 
Ordinary  Departments  and  the  Special  Investment 
Departments.  The  latter  do  not  fall  within  National 
Savings  according  to  the  strictest  canons  of  definition, 
since  the  greater  part  of  their  funds  is  not  lent  to  the 
Exchequer,  but  are  included  as  part  of  the  Trustee 
Savings  Banks. 

(g)  Savings  Stamps. 


The  latest  phase,  1957 

78.  During  the  first  half  of  1957  the  economy  began  to 
revive  after  the  pause  of  1956.  The  revival  showed  most 
clearly  in  the  field  of  consumers’  expenditure  on  motor 
cars  and  other  durable  goods,  and  in  the  growth  of  imports. 
The  index  of  production  began  rising  in  May. 

79.  This  recovery  was  forecast  in  the  Budget  speech,  in 
which  great  stress  was  laid  on  the  importance  of  giving 
exports  a clear  run  by  avoiding  excessive  stimulus  to  home 
demand.  In  view  of  the  improved  Budget  prospect  achieved 
by  economies  in  expenditure,  especially  defence,  it  was 
judged  safe  to  make  some  selective  tax  reductions.  So  far 
the  expansion  has  proceeded  quietly  wiffi  exports  doing 
well.  But  credit  restriction  was  still  required.  It  had  not 
been  achieved  by  pressure  on  bank  liquidity,  and  the 
Chancellor  in  the  April,  1957  Bud^t  renewed  the  request 
to  the  banks  to  maintain  a restrictive  attitude  towards 
advances  and  supported  the  request  by  reinstating  the  control 
of  the  Capital  Issue  Committee  over  proposals  to  borrow 
from  banks  to  finance  capital  expenditure.  In  the  first 
quarter  the  advances  of  the  London  Clearing  Bank  rose  by 
£63  million  ; and  in  the  second  quarter  by  £104  million. 
Most  of  this  latter  increase  took  place  in  June  and  was 
reversed  in  July,  when  advances  stood  at  £62  noillion  above 
the  level  of  a yeai‘  before.  Short-term  interest  rates  have 
ruled  lower  in  1957  than  in  1956  : Bank  Rate  was  reduced 
by  one-half  of  one  per  cent  in  February  in  confirmation  of 
this  trend.  The  Chancellor  pointed  out  that  this  reduction 
was  not  intended  as  an  indication  of  any  relaxation  in 
monetary  discipline. 

Conclusion 

80.  The  reasons  for  thinking  that  monetary  policy  is 
less  efficacious  than  in  the  past  have  been  set  out  in  Part  II. 
The  main  problems  suggested  by  recent  experience  seem  to 
be  connected  with  the  techniques  of  control  (which  are 
discussed  in  other  papers  before  the  Committee)  and  with 
the  results  which  should  reasonably  be  expected  from 
monetary  measures  as  compared  to  other  ways  of  affecting 
economic  conditions. 
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OF  NATIONAL  SAVINGS* 

Details  of  these  media  (including  the  successive  issues  of 
Savings  Certificates  and  the  Defence  Bonds)  are  given  at 
Appendix  A. 

4.  These  media  are  sold  and  managed  through  the  agency 
of  a number  of  institutions.  The  Post  Office  Savings  Depart- 
ment (including  the  Post  Office  Savings  Bank)  is  a Government 
Department.  The  National  Savings  Committee  covering 
England  and  Wales,  and  the  Scottish  Saving  Committee 
with  the  local  organisations  under  their  control,  constitute 
a voluntary  movement  in  close  touch  with  the  Government 
and  served  by  a Civil  Service  staff.  The  Trustee  Savings 
Banks  are  independent  institutions  but  the  State  supervises 
them  and  controls  their  investments.  The  Joint  Stock 
Banks  are  not  specifically  savings  institutions,  but  they  act 
as  agents  of  the  Exchequer  for  the  sale  of  National  Savings 
securities,  and  a substantial  proportion  of  the  money  raised 
through  National  Savings  reaches  the  Exchequer  through 
them. 

5.  These  media  and  institutions  may  be  described  as  the 
machinery  through  which  the  State  organises  personal 
savings.  The  task  of  the  National  Savings  Movement 
(apart  from  organising  the  collectioii  of  savings  through  its 
groups)  is  to  encourage  the  public  to  use  this  machinery. 
The  movement  in  Great  Britain  is  governed  by  the  National 
Savings  Committee  in  England  and  Wales,  and  by  the 
Scottish  Savings  Committee.  The  National  Savings  Com- 
mittee consist  of ; — 

(a)  Elected  representatives  of  the  twelve  regions  (plus  the 
eight  largest  cities  in  England  and  Wales),  each  of 
these  consisting  of  a number  of  local  Savings  Com- 
mittees, grouped  into  Constituencies. 

(i)  Nominated  representatives  of  various  national  bodies 
which  have  an  interest  in  savings,  notably  the  British 


* See  Minutes  of  Evidence  Qos.  1164  to  1190  end  1285  to  1288. 
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Employers’  Confederation,  the  Trade  Union  Congress, 
the  National  Union  of  Teachers,  and  the  main  women’s 
organisations. 

(c)  Nominated  representatives  of  the  Post  Office  Savings 
Division,  the  Trustee  Savings  Banks  and  the  Joint 
Stock  Banks  which  administer  the  media  through 
which  National  Savings  are  collected,  together  with 
the  Treasury  and  National  Debt  Office. 

There  are  various  Sub-Committees  and  Headquarters 
Advisory  Committees,  including  an  H.M.  Forces  Savings 
Committee,  a Schools  Advisory  Committee  and  a National 
Street  and  Village  Groups  Advisory  Committee.  It  is  now 
intended  to  set  up  an  Industrial  Advisory  Committee.  The 
Scottish  Savings  Committee  is  organised  on  similar  lines,  but 
with  a simpler  structure. 

6.  The  total  membership  of  savings  groups  in  the  United 
Kingdom  in  1956  was  about  9 million,  of  which  the  most 
important  were  groups  in  places  of  employment  (with  a 
membership  of  3i  million)  and  schools  (over  2i  million). 
Street  and  village  groups,  and  social  organisation  groups, 
each  had  a membership  of  over  1 million. 

7.  But  the  National  Savings  Movement  is  not  only  an 
organisation  of  voluntary  members  and  workers.  It  covers 
both  the  whole  of  the  financial  machinery  and  the  interest 
in  National  Savings  fostered  in  different  parts  of  national 
life  by  the  bodies  represented  on  the  National  and  Scottish 
Savings  Committees  and  others  with  which  it  is  in  touch. 
Similarly,  the  Tcsults  achieved  by  the  Movement  are  not 
conned  to  the  funds  collected  through  the  various  groups, 
but  may  properly  be  related  to  the  total  sums  invested  in 
National  Savings.  The  former  is  a small  proportion  of  the 
latter.  Since,  however,  the  work  of  the  Movement  is  directed 
at  the  general  public  and  not  merely  at  members  of  its  own 
groups,  the  second  is  the  more  generally  accepted  and  clearly 
the  more  appropriate  method  of  assessment,  though  clearly 
the  changes  in  holdings  of  National  Savings  are  affected  by 
many  other  factors  besides  the  activity  of  the  Movement. 

The  Interest  of  the  State  in  Savings 

8.  Some  of  the  media  of  the  National  Savings  Movement 
have  been  in  existence  for  well  over  a century.  During 
that  period  two  suixessive,  but  not  mutually  exclusive, 
motives  have  emerged  for  the  interest  which  the  State  has 
shown  in  the  fostering  of  savings  : — 

(fl)  The  first,  in  point  of  time,  was  an  appreciation  of  the 
importance  of  fostering  thrift  as  a desirable  social 
characteristic  and  of  providing  the  small  saver  with 
adequate  security.  This  expressed  itself  in  the  en- 
couragement given  to  the  Savings  Bank  Movement 
from  its  inception  in  the  early  years  of  the  19th 
Century.  The  first  Savings  Bank  Act  was  passed  in 
1817  and  entrusted  the  National  Debt  Commissioners 
with  the  custody  and  investment  of  the  deposits  of 
what  are  now  Trustee  Savings  Banks.  In  1861  the 
Government  founded  the  Post  Office  Savings  Bank, 
a^n  for  the  purpose  of  encouraging  thrift  and  of 
giving  to  depositors  the  security  of  the  State  for  the 
repayment  of  their  deposits. 

ib)  The  second  motive,  which  emerged  during  the  first 
world  war,  was  the  encouragement  of  savings  as  an 
instnunent  of  public  finance.  If  people  can  be  en- 
courage to  save  rather  than  to  spend,  the  task  of 
restraining  consumption  by  taxation  and  other  means, 
when  other  pressing  demands  on  output  have  to  be 
met,  is  so  much  the  easier.  If  they  can  be  encouraged 
to  lend  their  saving  direct  to  ffie  Government,  as 
opposed  to  depositing  them  in  banks  or  purchasing 
private  securities  of  one  kind  or  anoffier,  the  task  of 
restraining  expenditure  financed  from  credit  (the 
task  of  monetary  policy  in  the  strict  sense)  is  also 
made  easier.  These  considerations  led  to  the  First 
Issue  of  National  Savings  Certificates  in  February, 
1916,  and  the  establishment  of  the  National  War 
Savings  Committee  in  the  same  year.  The  existence 
of  the  national  movement  dates  from  that  year. 
Between  the  wars,  this  motive  of  national  policy 
receded,  but  it  was  revived  and  intensified  in  the 
1939-1945  war,  and  ever  since  1945  the  persistence 
of  conditions  of  high  demand  has  meant  that  national 
savings  play  an  important  part  in  economic  policy 
and  in  Bichequer  management.  This  has  been 
recognised  in  successive  Budgets,  and  notably  in  the 
Savings  ” Budget  of  April,  1956  (see  paragraph 
13  below). 


9.  With  the  development  of  the  second  motive,  the  first 
has  not,  of  course,  disappeared.  It  is  true  that  the  habit  of 
saving  has  developed  a great  deal  since  the  Government  first 
took  an  interest  in  it  and  savings  in  other  media  such  as 
Building  Societies,  Insurance  Compani^  and  Pensions 
Schemes  have  developed,  so  that  the  State  bears  a smaller 
share  in  the  responsibility  for  fostering  thrift.  But  while  five 
Movement  and  its  members  are  very  conscious  of  the 
importance  of  National  Savings  from  the  standpoint  of 
public  finance,  it  is  also  true  to  say  that  a great  deal  of  the 
voluntary  work  which  is  contributed  to  the  Movement  is 
inspired  by  the  desire  to  encourage  habits  of  thrift. 

The  History  of  the  Movement 

10.  Some  reference  to  the  history  of  the  National  Savings 
Movement  has  been  made  in  the  preceding  paragraphs.  It 
is  described  in  some  detail  in  the  pamphlet  “ A Short  History 
of  National  Savings  ” published  by  the  National  Savings 
Committee,  ilie  Movement  expanded  rapidly  from  its 
foundation  in  1916,  declined  after  the  first  world  war,  but  was 
built  up  again  until  it  had  regained  its  previous  strength 
(nearly  42,000  groups)  in  1939  ; expanded  greatly  during  the 
second  world  war  to  a maximum  of  272,000  groups ; 
dropped  again  in  the  post-war  years  to  170,000,  but  has  now 
risen  again  somewhat  over  that  figure.  There  have  been 
hardly  less  striking  changes  in  the  figures  of  total  savings 
(cf.  Appendix  Q. 

11.  The  Movement  has  also  been  responsible  for  a varying 
number  of  media  (cf.  Appendix  A).  During  the  two  world 
wars  it  conducted  campaigns  for  the  Government  market 
Inang  in  addition  to  small  Savings  Securities,  but  relinquished 
these  additional  responsibilities  thereafter.  The  First  Issue 
of  Defence  Bonds  was  made  in  1939  to  fill  the  ^p  between 
market  securities  and  the  National  Savings  Certificates.  In 
November  1956  a further  addition— the  Premium  Savings 
Bond — was  made  to  the  number  of  media. 

National  Savings  and  Personal  Sayings 

12.  The  amount  invested  in  National  Savings  forins  a 
substantial  proportion  of  the  total  of  all  personal  holdings 
of  financial  assets.  During  the  last  war  (as  is  shown  by  the 
figures  in  the  first  part  of  Appendix  C)  a very  larp  part  of 
current  savings  went  into  National  Savings,  which  multi- 
plied nearly  four-fold  between  1938  and  1945.  Once  the 
momentum  of  war-time  saving  had  been  lost  (by  about 
1947)  there  was  a return  to  other  traditional  media  for 
savings,  such  as  budding  societies,  life  assurance  and  super- 
annuation funds,  so  that  National  Savings  have  done  little 
more  tban  hold  their  ground,  though  personal  savings  as  a 
whole  have  increased  very  substantially  since  1951.  A great 
deal  is  devoted  to  the  acquisition  of  physical  assets  (cf. 
Table  27  of  the  National  Income  Blue  Book)  but  of  that  part 
which  is  devoted  to  the  accumulation  of  financial  assets  it  is 
clear  that  much  the  largest  share  is  now  going  into  provision 
for  old  age  and  for  retirement,  either  through  life  assurance 
of  through  superannuation  schemes. 

13.  The  large  part  of  personal  savings  which  is  devoted 
to  these  specific  purposes  will  be  little  affected  by  the  terms 
offered  by  National  Savings.  But  the  relative  attractions, 
in  tenns  of  current  yield  and  convenience  of  withdrawal  of 
different  media,  will  clearly  have  an  important  influence  on 
the  choice  which  people  make  when  they  wish  to  accumulate 
liquid  assets.  The  “Savings  Budget”  of  April  1956  (so 
called  by  the  Chancellor  because  it  offered,  with  other  en- 
couragements to  save,  anew  Savings  Certificate,  anew  Defence 
Bond,  tax  relief  on  Savings  Bank  interest,  and  the  Premium 
Savings  Bond),  is  evidence  of  the  constant  study  given  to  the 
problem  of  maintaining  and,  if  necessary,  increasing  the 
attractiveness  of  National  Savings.  The  Premium  Savings 
Bond  is  an  attempt  to  add  a new  motive  for  saving  to  the 
traditional  ones.  Apart  from  motives,  there  are  also  questions 
of  meffiod  ; the  easier  it  is  to  save,  the  more  likely  is  it  that 
the  individual  will  save.  Regular  arrangements  which 
function  more  or  less  automaticaUy,  so  far  as  the  individiial 
saver  is  concerned  (such  as  automatic  deductions  from  pay 
and  other  forms  of  contractual  savings)  may  well  develop 
further  in  the  future. 

14.  The  changes  in  the  amoimts  held  in  National  Savings 
can  be  derived  from  the  figures  of  the  amounts  invested  in 
National  Savings  given  in  Appendix  B.  Over  the  last  three 
years  these  changes  have  made  a significant  contribution 
to  the  Exchequer  ; but  they  are  small  in  relation  to  the 
outstanding  total  of  over  £6,000  million.  This  sum  is  nearly 
one-quarter  of  the  total  amount  of  the  National  Debt,  and 
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represents  a Government  liability,  much  of  it  originally 
incmred  in  the  abnormal  savings  conditions  of  war  time, 
which  can  be  withdrawn  by  the  holders  either  at  call  or  on 
short  notice  without  capital  loss.  Hence  the  effectiveness  of 
measures  tidcen  to  organise  and  encourage  Savings  is  best 
judged,  not  so  much  by  the  net  contribution  made  to  the 
Exchequer  in  any  one  year,  as  by  the  way  in  which  the  out- 
standing total  of  National  Savings  has  been  maintained. 
Finally,  the  importance  of  the  National  Savings  Movement 
and  its  organisation,  as  a means  of  assistance  to  the  Exchequer 
when  a special  need  arises,  has  been  amply  demonstrated  in 
two  world  wars. 

August,  1957 


Appendix  A 
(To  Treasury  Paper  7) 

Notes  on  Various  Savings  Medu 
Savings  Certificates 

1.  Savings  Certificates  were  first  issued  in  1916  and 
particulars  of  the  various  issues  are  shown  below. 

2.  The  maximum  holding  of  the  current  (10th)  Issue  is 
600  units  (£450).  These  certificates  may  be  hdd  in  addition 
to  existing  holdings  of  up  to  1,400  units  of  the  9th  Issue 
(£1,050),  1,000  units  of  the  8th  Issue  (£500),  250  units  of  the 
£1  Issue,  and  a total  of  500  units  of  the  7th  and  earlier 
issues. 

3.  The  interest  is  always  expressed  in  terms  of  a fixed 
amoimt  for  a given  period  (e.g.  2d.  every  3 months)  and  a 
bonus  is  usually  paid  at  some  stage  (e.g.  6d.  at  the  end  of  the 
7th  year).  The  interest  is  tax-free. 

4.  The  figures  under  “ Rate  of  Growth  ” show  the 
earnings  on  certificates  up  to  the  date  of  maturity.  All 
certificates,  however,  continue  to  earn  interest  under  terms 
announced  before  the  maturity  of  the  first  certificates  of  a 
particular  issue.  The  6th  and  earlier  issues  may  be  held 
indefinitely  unless  notice  to  the  contrary  is  given  by  the 
Treasury,  and  extension  terms  for  period  of  10-12  years 
have  been  fixed  to  the  7th,  £1  and  8ibi  issues.  The  amount 
earned  per  month  has  until  recently  (8th  Issue)  always  been 
fixed  at  a lower  figure  than  that  current  during  the  original 
life  of  the  certificates.  It  does  not  vary  over  the  period  of 
extension  and,  since  the  capital  value  of  the  certificate 
gradually  increases,  the  yield  grows  less. 


5.  Except  for  the  conversion  issue,  no  certificates  have 
earned  interest  during  the  first  year  after  purchase.  Purchases 
can  only  be  made  in  multiples  of  a fixed  unit  price.  Certifi- 
cates can  be  encashed  on  application ; they  are  not 
transferable. 


I“U' 

Date 

of 

Issue 

Price 

per 

Unit 

Rate  of  Growth 

1st 

1916-1922 

s. 

15 

d. 

6 

£1  6s. 

Od.  after  10  years  = 

2nd 

1922-1923 

16 

0 

£5  6s. 
£1  6s. 

2d.  % per  annum 

3rd 

1923-1932 

16 

01 

£4  19s. 
£1  13s. 

6d.  % per  annum 

Conversion 

1932 

16 

or 

' £3  6s. 

lid.  % per  annum 

4th 

1932-1933 

16 

0 

£1  9s. 

Od.  after  20  years  = 

5th 

1933-1935 

16 

0 

£3  Os. 
£1  3s. 

4d.  % per  annum 
Od.  after  12  years  = 

6th 

1935-1939 

15 

0 

£3  Is. 
£1  Os. 

5d.  % per  annum 
Od.  after  10  years  = 

7th 

1939-1947 

15 

0 

£2  18s. 
£1  Os. 

4d.  % per  annum 
6d.  ^ter  10  years  = 

£1 

1943-1947 

20 

0 

£3  3s. 
£1  3s. 

5d.  % per  annum 
Od.  ^tei  10  years  = 

8th 

1947-1951 

10 

0 

£I  8s. 
£0  13s. 

2d.  % per  annum 
Od.  after  10  years  = 

9th 

1951-1956 

15 

0 

£2  13s. 
£I  Os. 

2d.  % per  annum 
3d.  after  10  years  = 

10th 

1956- 

15 

0 

£3  Os.  lid.  % per  annum 
£I  Os.  Od.  after  7 years  = 

£4  3s, 

lid.  % per  annum 

Defence  Bonds 

6.  Defence  Bonds  have  been  issued  since  November 
1939.  They  are  sold  in  units  of  £5.  The  terms  of  the  various 
issues  are  shown  in  the  table  below.  The  current  issue  can 
be  encashed  at  6 months’  notice  or  immediatdy  subject  to  a 
deduction  of  6 months’  interest.  The  rate  of  interest  paid 
on  the  current  issue  is  4jr%.  Interest  is  paid  half-yearly 
and  is  subject  to  tax.  A bond  of  the  current  issue  matures 
after  10  years  and  earns  a tax-free  bonus  of  5 % if  held  to 
maturity  or  2%  if  held  for  5 years.  Bonds  of  all  issues 
up  to  January  1951  are  freely  transferable ; bonds  of  later 
issues  can  only  be  transferred  with  the  consent  of  the 
Postmaster  General  or  the  National  Debt  Commissioners. 


Defence  Bonds 


Terms  of  R^ayment 


Before  Maturity* 


3 % Defence  Bonds  (1st  Issue) 

1939-1941 

On  6 months’  notice  at  par  or  immediately 
subject  to  a deduction  of  6 months’  interest 

At  £101  % after  7 years 

3 % Defence  Bonds  (2nd  Issue) 

1941-1942 

As  above 

At  £101  % after  10  years 

3 % Defence  Bonds  (3rd  Issue) 

1942-1945 

As  above 

At  £101  % after  10  years 

3 % Defence  Bonds  (4th  Issue) 

1945-1946 

As  above 

At  £101  % after  10  years 

2i%  Defence  Bonds 

1946-1951 

As  above 

At  £101  % after  10  years 

2i%  Defence  Bonds  (Conv.  Issue) 

1947-1948 

As  above 

At  £101  % after  10  years 

3 % Defence  Bonds  (5th  Issue) 

1951-1952 

As  above 

At  £100%  after  10  years 

3%  Defence  Bonds  (Conv.  Issue) 

1952 

As  above 

At  £100%  after  10  years 

3i%  Defence  Bonds 

1952-1955 

As  above  in  first  5 years  ; 5 years  or  after — 
on  3 months’  notice  at  £101  % or  im- 
mediately at  £101  % less  3 months’  interest 

At  £103  % after  10  years 

3t%  Defence  Bonds  (Conv.  Issue) 

1953-1955 

As  above 

At  £103  % after  10  years 

3J%  Defence  Bonds  (2nd  Conv.  Issue) 

1955-1956 

As  above 

At  £103  % after  10  years 

4%  Defence  Bonds 

1955-1956 

(a)  On  3 months’  notice : In  1st  5 years  at 
par  or  at  5 years  or  after  at  £101  % ; 
or 

(b)  immediately  at  above  rates  less  3 months' 
interest 

At  £103%  after  10  years 

4%  Defence  Bonds  (Conv.  Issue) 

1956 

As  above 

At  £103  % after  10  years 

4}%  Defence  Bonds 

1956- 

(а)  On  6 months’  notice : In  1st  5 years  at 
par  or  at  5 years  or  after  at  £102% ; 

(б)  immediately  at  above  rates  less  6 months’ 
interest 

At  £105  % after  10  years 

4J%  Defence  Bonds  (Conv.  Issue) 

1956-1957 

As  above 

At  £105  % after  10  years 

* Any  interest  euned  but  unpaid  is  payable  in  addition  to  the  terms  shown, 
t For  all  issues  from  H/i  Bonds  onwards,  K.M.  Treasury  may  provide  for  the 
bonds  to  be  continued  on  conditions  to  be  announced  at  least  three  months  before 
the  maturity  date. 
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7.  Total  holdiBg  of  2J%  and  3%  Bonds  (issued  from 
1939  to  1952)  and  of  their  subsequent  Conversion  issues 
are  restricted  to  £3,500.  In  addition  £2,000  may  be  held  in 
34%  Bonds  (1952-55),  £1,000  in  4%  Bonds  (1955-56)  and 
£1,000  in  44%  Bonds  (1956-  the  current  issue). 

Premium  Savings  Bonds 

8.  Premium  Savings  Bonds  have  been  on  sale  since 
November,  1956.  Instead  of  earning  interest,  the  bonds  are 
eligible  for  inclusion  in  draw  for  tax-free  cash  prizes.  The 
prize  fund  is  based  on  a rate  of  interest  of  4%  per  annum. 
237  prizes  are  allotted  for  every  £10,000  of  die  prize  fund, 
ranging  from  1 at  £1,000  to  200  at  £25. 

9.  The  bonds  are  issued  in  units  of  £1  (maximum  holding 
£500)  and  must  be  held  for  six  months  before  becoming 
eligible  for  the  prize  draws.  They  can  be  encashed  on 
demand  but  they  are  not  transferable. 

Post  Office  Savings  Bank 

10.  Interest  at  the  rate  of  24%  per  annum  is  credited  to 
depositors’  accounts.  Interest  up  to  £15  a year  in  the  Post 
Office  and  in  the  Ordinary  Department  of  the  Trustee 
Savings  BanJc  is  free  of  income  tax.  Deposits  are  received 
up  to  £3,000,  subject  to  an  annual  limit  of  £500.  Up  to 
£10  can  be  withdrawn  on  demand;  larger  sums  can  be 
withdrawn  within  a few  days. 


Trustee  Savings  Banks 

11.  (a)  Ordinary  Department 

Interest  and  the  limits  on  individual  holdings  as  for 
Post  Office  Savings  Bank.  Withdrawals  can  be 
effected  on  demand,  unless  the  sum  to  be  withdrawn 
is  large,  when  short  notice  is  required.  Deposits  are 
invested  by  the  National  Debt  Office. 

(6)  Special  Investment  Department 

Most  banks  having  Special  Investment  Departments 
accept  deposits  up  to  £2,000  provided  the  depositor 
has  a deposit  of  at  least  £50  in  the  Ordinary  Depart- 
ment. Deposits  are  invested  by  the  banks  themselves 
(a  large  proportion  goes  into  local  authority  issues  and 
mortgages)  under  Statutory  regulations  administered 
by  the  National  Debt  Office.  At  present  the  rate  of 
interest  varies  from  3%  to  44%.  Wiffidrawals  can 
usually  be  made  on  one  monffi’s  notice  but  some- 
times 3 or  6 months’  notice  is  required. 

Savings  Stamps 

12.  Savings  stamps  are  available  in  units  of  6d.  and  2s.  6d. 
They  do  not  earn  interest  and  are  encashable  on  demand 
(minimum  Is.).  The  stamps  may  be  used  to  make  deposits 
in  a savings  bank  account,  or  to  buy  Savings  Certificates, 
Premium  Savings  Bonds  or  the  current  subscription  issue  of 
Defence  ^nds. 


National  Savings  — Amount  Remaining  Invested 
(At  31st  March) 


Appendix  B 
(To  Treasury  Paper  7) 


£ Million 


1950- 

1951 

1951- 

1952 

1952- 

1953 

1953- 

1954 

1954- 

1955 

1955- 

1956 

1956- 

1957 

1,710 

1,726 

1,749 

461 

487 

508 

530 

934 

877 

821 

783 

186 

191 

191 

190 

i96 

Post  Office  ^vings  Bank 

1,926 

799 

824 

Special  Investment  Department  

115 

118 

Premium  Savings  B onds 

— 

— 

65 

TOTAL  ... 

6,131 

6,094 

6,021 

6,009 

6,126 

6,124 

6,254 

Note 

Interest  on  National  Savings  Certificates  is  not  paid 
out  unffi  the  certificates  are  encashed.  The  figures  shown 
in  the  table  above  are  estimates  of  the  amount  that  had 
accrued  on  outstanding  cer^cates  and  would  have  had 
to  be  paid  out  if  the  certificates  had  been  encashed. 

The  interest  earned  on  Savings  Banks  deposits  is 
calculated  at  the  end  of  the  year  (Post  Office),  or  in  May 
and  November  (Trustees),  and  credited  to  depositors 
accounts,  after  which  it  is  counted  as  principal.  Tlie 


figures  above  also  include  estimates  of  the  interest  due  to 
depositors  at  31st  March,  but  not  yet  credited  to  their 
accounts. 

Interest  on  Defence  Bonds  and  other  securities  on  the 
Post  Office  Register  and  prizes  won  on  Premium  Bonds, 
are  distributed  to  bond-holders  in  accordance  with  the 
terms  of  the  respective  prospectuses  ; they  are  not  included 
in  the  table  above. 


Personal  Savings  — Acquisitton  of  Financial  Assets 


Appendix  C 
(To  Treasury  Paper  7) 

£ Million 


1938  1945 

1951 

1952 

1953 

1954 

1955 

1956 

I.  Total  Outstanding  at  end  of  Year 

National  Savings  1,470  5,379 

Building  Societies*  704  760 

Assurance  Companies  (Life  and  Annuity 

Funds))...  ...  1,382  1,771 

Total  Deposit  Accounts  at  London 
Clearing  Banks  997J  1,588 

6,092 

1,265 

2,511 

2,042 

6,011 

1,384 

2,661 

2,228 

5,966 

1,541 

2,865 

2,368 

6,052 

1,757 

3,113 

2,456 

6,092 

1,949 

3,370 

2,291 

6,179 

2,107 

D.a. 

2,386 

1951 

1952 

1953 

1954 

1955 

1956 

II.  Savings  during  the  Year 

National  Savings  : Net  increase  in  amount  outstanding  ... 

1 

- 81 

- 45 

86 

40 

87 

Life  Assurance,  Superannuation  Schemes,  etc. : Net  increase 

319 

362 

400 

440 

483 

513 

Building  Societies 

(i)  Net  increase  in  shares  and  deposits  ...  

97 

119 

157 

216 

192 

158 

(ii)  Excess  of  advances  over  repayments  (i.e.  net  dissaving 
for  comparison  with  (i))  

- 99 

- 106 

- 133 

- 178 

- 178 

— 133 

- 26 

Total  identified  increase  in  financial  assets  

292 

354 

461 

642 

* The  figures  relate  to  shares  and  deposits  in  accounting  years  ending  between 

t December  average. 

' of  the  following  year. 


less  ouistandihg  advances,  on  personal  accounu,  excluding  ac 
used  for  business  purposes,  Non-resident  accounts  are  also  exi 
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8.  Control  of  Capital  Issues  and  of  Borrowing  from  Banks 


8.  CONTROL  OF  CAPITAL  ISSUES  AND  OF  BORROWING  FROM  BANKS* 


History  and  Functions 

1.  On  the  7th  April,  1936,  the  Chancellor  of  the  Exchequer 
appointed  the  Foreign  Transactions  Advisory  Committee  to 
advise  him  on  proposed  capital  issues  or  other  capital  trans- 
actions involving  the  remittance  of  funds  abroad.  Until 
September  1939  there  was  no  statutory  power  of  control. 
The  control  was  operated  on  the  basis  of  a request  from  the 
Chancellor  to  the  banks  and  other  financial  institutions  not 
to  handle  these  transactions  except  after  reference  to  the 
Committee. 

2.  On  the  3rd  September,  1939,  Defence  Regulations 
made  it  unlawful  to  make  any  issue  of  capital  without  the 
consent  of  the  Treasury.  On  ^e  following  day  the  Treasury 
announced  that,  as  a measure  to  conserve  the  financial 
resources  of  the  countiy  for  the  successful  prosecution  of 
the  war,  no  issue  of  capital  would  be  permitted  until  further 
notice  unless  the  Treasury  was  satisfied  that  such  an  issue 
would  be  in  the  national  interest. 


3.  By  Minute  of  12th  September,  1939,  the  Capital  Issues 
Committee  was  appointed  by  the  Chancellor  of  the  Exchequer 
with  the  following  terms  of  reference  ; — 

“ To  consider  and  advise  upon  applications  made  to  the 
Treasury  for  consent  to  the  issue  of  capital,  to  the  public 
offer  of  securities  for  sale,  or  to  the  renewal  or  postpone- 
ment of  the  maturity  date  of  securities  in  accordance  with 
the  provisions  of  Regulation  6 of  the  Defence  (Finance) 
Regulations,  1939.” 

The  members  of  the  Foreign  Transactions  Advisory 
Committee  were  asked,  and  agreed,  to  serve  under  the  new 
title  and  to  discharge  the  wider  functions  involved  in  the 
control  of  capital  issues  generally.  On  the  I2th  September, 
1939,  a Memorandum  of  Guidance  was  supplied  confi- 
dentially by  the  Treasury  to  the  Committee.  In  May  1945 
a fresh  Memorandum  was  prepared  (and  published  as  a 
White  Paper,  Cmd.  6645)  to  ensure  that  the  order  of  priority 
of  capital  issues  after  the  war  should  be  determined  according 
to  their  importance  in  the  national  interest.  Further  guidance 
has  been  given  to  the  Committee  from  time  to  time  to  take 
account  of  changes  in  the  national  economy. 

4.  On  the  12th  July,  1946,  the  Borrowing  (Control  and 
Guarantees)  Act,  1946  (9  and  10  Geo.  6,  c.  58)  became  law, 
giving  the  Treasury  permanent  powers  to  control  borrowing 
and  the  raising  of  capital  by  issues  of  shares.  It  was 
armounced  that  the  Capital  Issues  Committee  wotild  continue 
in  being  and  that  “ subject  to  direction  from  the  Treasury, 
it  will  deal  with  individual  applications  for  permission  to 
borrow.”  The  Committee  itself,  however,  remained  a 
non-statutory  body  advising  the  Treasury.  From  that  time 
onwards  the  Committee  were  relieved  of  the  control  of 
local  authority  borrowings,  which  was  taken  over  wholly 
by  the  Tireasury,  who  operate  it  in  consultation  with  the 
Ministry  of  Housing  and  Local  Government  and  other 
Departments.  The  Act  did  not  come  into  effect  until  16th 
June,  1947,  when  the  Control  of  Borrowing  Order  (S.R.  &.  O. 
1947  No.  945)  made  by  the  Treasury  under  the  Act  also 
came  into  effect  This  Order  made  it  unlawful  (subject  to 
certain  exceptions)  to  raise  more  than  £50,000  in  Great 
Bxitain  in  any  twdve  months,  without  the  consent  of  the 
Treasury.  In  March,  1956  the  limit  of  exemption  was 
reduced  from  £50,000  to  £10,000,  which  is  the  minimum 
figure  provided  by  the  Act. 

Composition  and  Procedure  of  the  Capital  Issues  Committee 


5.  The  Committee  consists  of  a Chairman  and  sue  other 
members.  The  present  membership  of  the  Committee  is  as 
follows  : — 

The  Rt.  Hon.  Lord  Kennet,  Appointed  Sept.,  1939 
G.B.E.,  D.S.O.,  D.S.C., 

Chairman. 

Sir  Thomas  Frazer,  O.B.E.  Appointed  Sept.,  1939 

Sir  Otto  Niemeyer,  G.B.E.,  K.C.B.  Appointed  Feb.,  1940 
Sir  Percy  Lister.  Appointed  Feb.,  1946 

H.  B.  Turle,  Esq.,  O.B.E.  Appointed  April,  1946 

M.  F.  Berry,  Esq.  Appointed  Feb.,  1947 

Sir  Thomas  Barlow,  G.B.E.  Appointed  Feb.,  1952 


The  members  of  the  Committee  are  appointed  by  the 
Chancellor  of  the  Exchequer  and  are  unpaid.  The  Committee 
members  are  not  appointed  as  the  representatives  of  any 
other  body,  but  serve  in  a personal  capacity  as  advisers  of 
standing  and  exp^ence. 


6.  The  Committee  meet  regularly,  usually  once  a week, 
and  consider,  in  the  light  of  the  general  guidance  given  them 
by  the  Chancellor,  case  papers  on  each  application  for  consent 
referred  to  them  for  their  advice.  Tlie  case  paper  contains 
the  particulars  supplied  by  the  applicant  and  any  relevant 
information  or  advice  that  may  have  been  furnished  by  the 
Government  Departments  to  whom  the  application  has 
been  referred  before  the  case  comes  before  the  Committee. 

7.  The  recommendations  of  the  Committee  are  made  to 
the  Treasury,  and  are  not  published  or  imparted  to  applicants. 

8.  The  Committee  does  not  produce  a report,  but  statistics 
have  from  time  to  time  been  given  in  answer  to  questions  in 
Parliament  about  the  number  and  value  of  applications  to 
the  Committee  which  have  been  approved  and  refused.  It 
is  intended  shortly  to  institute  the  publication  of  quarterly 
figures  showing  this  information  by  broad  categories.  This 
material  will  probably  be  published  in  the  Mon&y  Digest  of 
Statistics.  (Some  statistics  of  the  number  and  value  of 
applications  approved  and  refused  in  the  years  1952/1956 
are  given  in  paragraphs  21  and  22  below). 

9.  The  consents  issued  under  the  Control  of  Borrowing 
Order  are  normally  valid  for  sLx  months  unless  an  extension 
is  granted.  Where  consent  is  given  to  an  issue  by  a company, 
it  is  made  conditional  on  the  insertion  of  the  following 
paragraph  in  any  prospectus  or  other  invitation  of 
subscription  : — 

‘‘  Consent  of  the  Treasury  has  been  obtained  to  this 
issue  in  compliance  with  the  Order  made  under  Section  I 
of  the  Borrowing  (Control  and  Guarantees)  Act  1946  ; 
it  must  be  distinctly  understood  that  in  giving  this  consent 
the  Treasury  does  not  take  any  responsibility  for  the 
financial  soundness  of  any  schemes  or  for  the  correctness 
of  any  of  the  statements  made  or  opinions  expressed  with 
regard  to  them.” 

10.  When  consent  is  given  by  the  Treasury  to  applications 
for  issues  of  £100,000  or  more,  the  consent  is  made  subject 
to  the  condition  that  agreement  must  be  reached  with  the 
Bank  of  England  (acting  on  behalf  of  the  Treasury)  in 
regard  to  the  time  of  maldng  the  issue. 

Criteria  of  Control 

11.  In  dealing  with  individual  cases,  the  Committee  has 
regard  to  memoranda,  letters  of  guidance  and  statements 
from  the  Chancellor  of  the  Exchequer  as  to  the  principles 
on  which  they  should  exercise  their  individual  judgment. 
Copies  of  the  published  guidance  given  to  the  Committee 
from  December  1951  onwards  are  attached  as  an  appendixf 
to  this  paper.  The  following  paragraphs  summarise  their 
contents  and  effect. 

12.  The  principal  memorandum  of  guidance  to  which  the 
Capital  Issues  Committee  have  been  working  during  the  last 
five  years  is  that  of  4th  December,  1951,  issued  shortly  after 
the  monetary  and  other  measures  of  November  of  that  year. 
It  gave  priority  to  projects  for  defence,  promotion  of  exports, 
saving  of  imports,  the  relief  of  basic  deficiencies,  especidly  in 
raw  materials,  and  the  more  economical  use  of  resources.  It 
discouraged  projects  for  the  production  of  inessential  goods, 
especially  those  for  the  home  market  and  which  used  metals. 
In  a request  made  to  the  banks  at  the  same  time  (which  in 
practice  has  formed  one  code  with  the  memorandum  to  the 
Capital  Issues  Committee)  the  Chancellor  indicated  more 
specifically  the  purposes  for  which  credit  ought  to  be  given 
or  withheld  (see  paragraph  24  below). 

13.  In  February,  1953,  the  attention  of  the  Capital  Issue 
Committee  was  drawn  to  the  communique  issued  after  the 
Commonwealth  Economic  Conference  which  noted  the 
United  Kingdom  Government’s  wish  to  encourage  projects 
in  other  Commonwealth  countries  which  would  contribute 
to  the  improvement  of  the  Sterling  Area’s  balance  of 
payments. 

14.  In  July,  1953,apreviou8banonfinanceforinvestment 
trusts  and  unit  trusts  was  lifted  in  view  of  the  part  these 
bodies  could  play  in  providing  risk  capital  for  industry  and 
encouraging  savings. 

15.  In  February,  1955,  in  conjunction  with  other  measures 
for  restraining  infiation,  the  Chancellor  asked  the  Committee 
to  examine  more  stringently  any  application  for  money  to 
finance  hire  purchase. 


* See  Misutet  of  Evidence  Qju.  1 IS  I to  1233. 
t Not  putilisbed  in  this  iccoid  of  evidence  ; for  full  texts  see  Hansard. 
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16.  In  his  Budget  Speech  of  26th  October,  1955,  in  con- 
junction with  other  proposals  for  limiting  demands  on 
resources  the  Chancellor  asked  the  Capital  Issues  Committee 
not  to  relax  their  critical  attitude  towards  all  applications. 

17.  On  17th  February,  1956,  the  Chancellor  asked  the 
Committee  to  recommend  consent  only  when  they  were 
satisfied  that  the  purpose  of  an  application  had  defcite 
urgency  under  current  requirements.  This  additional 
request  was  made  in  the  context  of  a number  of  other 
measures  designed  to  deal  with  the  overload  on  the 
economy. 

18.  The  Treasury’s  powers  under  the  Borrowing  (Control 
and  Guarantees)  Act  1946  cover  borrowing  in  Great  Britain 
but  not  in  Northern  Ireland,  where  the  control  is  in  the 
hands  of  the  Government  of  Northern  Ireland  and  is 
exercised  by  the  Ministry  of  Finance.  Applications  are, 
however,  received  by  the  Treasury  for  permission  to  raise 
money  in  Great  Britain  in  order  to  finance  investment  in 
Northern  Ireland.  For  the  purpose  of  dealing  with  such 
applications  the  Capital  Issues  Committee,  in  July  1956, 
were  given  special  instructions  to  take  account  of  the  fact 
that,  in  contrast  to  the  rest  of  the  United  Kingdom,  there 
are  unused  resources  in  Northern  Ireland  which  might  be 
developed  for  the  benefit  of  our  economy  £is  a whole. 

19.  As  a result  of  these  successive  memoranda  and 
requests,  the  guidance  on  which  the  Committee  are  at 
present  operating  may  be  summarised  as  follows 

(а)  The  Committee  are  asked  to  recommend  in  favour  of 
investment  in  goods  or  services  judged  by  them  to  be 
urgent  and  for  essentia]  purposes,  with  parhcular 
regard  to  the  production  of  exports,  the  saving  of 
imports  or  the  earning  of  foreign  exchange  (e.g. 
investment  in  hotels). 

(б)  The  Coimnittee  are  asked  to  recommend  against 
investment  for  production  or  distribution  or  provision 
of  services  in  the  home  market  which,  in  the  judgment 
of  the  Committee,  is  not  urgent  and  can  therefore  be 
postponed  (e.g.  shops,  offices). 

(c)  The  Committee  are  asked  to  recommend  against 
investment  in  projects  expressly  discouraged  (e.g. 
speculation  in  property.) 

In  considering  applications,  the  Committee  are  asked  to 
t^kft  account  of  any  advice,  favourable  or  unfavourable, 
that  may  have  been  offered  by  Government  Departments. 
The  Committee  may  also,  where  they  think  it  appropriate, 
discriminate  between  the  several  parts  of  an  application, 
in  some  cases  recommending  consent  to  the  raising  of 
finance  only  for  part  of  a project. 

20.  The  Committee’s  recommendations  deal  with  the 
purpose  of  applications  referred  to  them,  not  with  the  total 
volume  of  borrowing  or  with  the  method  of  finance,  except 
where  the  source  of  finance  is  a bank.  The  Committee’s 
concern  with  bank  borrowing  is  dealt  with  in  paragraphs 
25-29  below. 

Statistics 

21.  The  figures  for  the  total  number  and  value  of 
applications  considered  by  the  Capital  Issues  Committee  in 
the  five  calendar  years  since  1951  and  those  to  which  consent 
was  given  are  as  follows  ; — 


1 

2 

3 

5 

Total  Numbers 
of  Applications 

Proportion 
Applications  (in  value) 
Granted  of  appli- 

Calendar 

Year 

No. 

Value 

£000 

No. 

Value 

£000 

cations 

granted 

1952 

1,159 

656,623 

1,087 

622.278 

95% 

98% 

1953 

1,396 

649,398 

1,346 

637,209 

1954 

2,181 

1,103,958 

2,115 

1,087,820 

99% 

2,075 

1,088,885 

2,002 

1,056,184 

97% 

1956 

4,340 

1,054,510 

3,772 

964,749 

92% 

22.  The  above  table  represents  the  transactions  of  the 
Capital  Issues  Committee  in  each  year  but  not  the  capital 
sums  raised  by  applicants  in  each  year,  since  consents  may 
not  be  used  or  may  not  relate  to  the  raising  of  new  money. 
On  the  other  hand  the  figures  of  applications  granted  do 
not  include  capital  raised  in  amounts  below  the  limit  of 
exemption  from  control. 


23.  The  figures  for  1956  are  not  wholly  comparable  with 
those  for  the  previous  years  because  the  limit  of  exemption 
from  control  was  lowered  from  £50,000  to  £10,000  in  March 
1956.  The  number  of  applications  is  therefore  considerably 
greater  than  in  previous  years.  Furthermore,  the  reduced 
proportion  of  consents  is  not  necessarily  wholly  attributable 
to  the  more  critical  attitude  of  the  Committee.  When  the 
limit  stood  at  £50,000  the  majority  of  applications  were 
received  through  solicitors,  accountants,  and  other  experi- 
enced agents  who  would  often  be  reluctant  to  put  forward 
applications  unlikely  to  be  accepted.  The  lowering  of  fte 
limit  brought  many  cases  from  applicants  unfamiliar  with 
current  credit  policy. 

Control  of  Borrowing  from  Banks 

24.  The  following  are  the  present  legal  limitations  of 
the  Treasury’s  control  over  borrowing  from  banks.  Article 
1(1)  of  the  Control  of  Borrowing  Order  1947  prohibits  all 
borrowing  in  Great  Britain  of  more  than  £10,000  in  any 
twelve  months  without  the  consent  of  the  Treasury,  subject 
to  certain  exemptions  ; but  Article  1(2)  repeats  the  provision 
in  Section  1(1)  of  the  Borrowing  (Control  and  Guarantees) 
Act  1946  and  declares  that  the  control  provided  in  Article 
1(1)  does  not  apply  to  borrowing  by  any  person  other  than 
a local  authori^  if  the  borrowing  is  in  the  ordinary  course 
of  his  business  and  is  from  a person  carrying  on  a banking 
undertaking. 

25.  When  the  CbanceUor  of  the  Exchequer  announced 
in  Parliament  the  terms  of  the  Memorandum  of  Guidance 
in  his  letter  of  4th  December,  1951,  to  the  Chairman  of  the 
Capital  Issues  Committee,  he  said  that  the  banks  were  being 
asked  “ to  ensure  that  the  credit  policy  of  the  banking 
system  should  operate  in  conformity  with  the  same  general 
principles  as  those  set  out  in  my  letter.”  He  regarded  it  as 
most  important  that  “ the  banks  and  accepting  houses  should 
continue  to  intensife'  their  efforts  to  restrict  credit  to  essential 
purposes  and,  in  particular,  to  ensure  the  highest  priority 
for  our  defence  programme  and  for  our  exports.”  He  also 
asked  that  “ hanking  facilities  should  not  be  given  for  the 
speculative  buying  or  holding  of  securities,  real  property  or 
stocks  of  commodities  ; that  finance  for  hire  purchase  should 
be  iirdted  and  that,  notwithstanding  the  statutory  exemption 
of  borrowings  made  in  the  ordinary  course  of  business,  bank 
advances  should  not  in  general  be  made  for  capital 
expenditure.” 

26.  As  a result  of  this  last  request  promoters  of  capital 
schemes  intended  to  be  financed  out  of  bank  advances  had 
to  apply  to  the  Treasury  (through  the  Capital  Issues  Com- 
mittee) for  consent.  In  considering  such  applications  it 
was  the  practice  of  the  C.I.C.  to  have  reg^d  not  only  to 
the  purpose  for  which  the  money  was  required  but  also  to 
the  terms  on  which  it  was  to  be  lent.  In  appropriate  cases 
Aey  would  recommend  consent  only  on  condition  that  the 
bank  loans  were  replaced  within  a prescribed  period  of  time, 
commonly  six  months. 

27.  In  1953  it  was  decided  to  withdraw  from  the  scope  of 
the  Capital  Issues  Committee  the  control  of  the  terms  on 
which  bank  advances  should  be  made,  leaving  them  to 
make  recommendations  only  on  the  purpose.  The  Chancellor 
of  the  Exchequer  therefore  announced  in  Parliament  (on 
18th  December,  1953)  that  the  banks  were  to  “ resume  full 
responsibility  for  the  terms  as  to  period  and  repayment  ” 
of  bank  advances,  though  it  would  still  be  open  to  the 
Capital  Issues  Committee  to  draw  his  attention  to  any 
special  cases  in  which  the  Committee  bought  that  the 
terms  of  the  advances  were  so  bound  up  with  the  purpose 
that  both  ought  to  be  covered  by  their  recommendation. 
This  position  continued  until  April,  1957. 

28.  On  25th  July,  1955,  the  Chancellor  (Mr.  Butler) 
published  his  letter  to  the  Governor  of  the  Bank  of  England 
asking  that  the  banks  should  make  “ a positive  and  significant 
reduction  ” in  their  advances.  The  letter  stated  that  it 
would  be  for  the  banks  to  decide  what  steps  they  should 
take  to  make  the  policy  of  reducing  bank  credit  effective, 

29.  Since  then  the  succeeding  Chancellors  have  on  several 
occasions  stressed  the  importance  of  continuing  to  restrict 
bank  credit,  notably  in  J^y  1956  when  Mr.  Macmillan  met 
the  Governor  of  the  Bank  of  England  and  leading  represent- 
atives of  the  Clearing  Banks,  Scottish  Banks  and  other 
banking  institutions  operating  in  the  United  Kingdom,  to 
discuss  the  economic  situation.  At  this  meeting,  which 
followed  the  tightening  of  the  control  of  the  terms  of  hire 
purchase  contracts  (in  February),  the  reduction  of  the  limit 
of  exemption  from  the  control  of  borrowing  (in  March) 
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and  Ae  reduction  in  subsidies  and  the  increases  in  indirect 
taxation  (announced  in  the  Budget  Statement  in  April), 
the  Chancellor  asked  “ that  the  contraction  of  credit  should 
be  resolutely  pursued  and  that  there  should  be  no  relaxation 
in  the  present  critical  attitude  towards  applications  for 
bank  finance.”  This  request  was  published  on  25th  July,  1956. 

30.  The  next  significant  change  occurred  on  9th  April, 
1957,  when  the  c3iancelIor  (Mr.  Thorneycroft)  made  his 
Budget  Statement.  He  reversed  the  modification  of  policy 
referred  to  in  paragraph  27  above  fay  asking  the  Capital 
Issues  Committee,  when  considering  applications  for  consent 


to  borrowing  from  banks  for  capital  expenditure,  to  examine 
not  only  the  purposes  of  such  borrowing  but  also  whether 
bank  overdraft  was  the  appropriate  method  of  finance. 
He  asked  that  the  Committee  “ should  not  recommend 
consent,  however  good  the  purpose  of  the  loan,  unless  it  is 
satisfied  either  that  there  are  exceptional  features  in  the  csise 
which  make  it  impossible  for  the  applicant  to  raise  the  loan 
from  non-banking  sources,  or  that  the  proposed  bank  loan 
is  a strictly  temporary  and  short  bridging  operation,  pending 
the  completion  of  funding  arrangements.” 

August,  1957 


9.  EXCHANGE  EQUALISATION  ACCOUNT 


The  statutory  basis  and  the  purpose  of  the  Account 

1.  The  Exchange  Equalisation  Account  was  set  up  in 
1932  under  Part  IV  of  the  Finance  Act  of  that  year,  to 
provide  a fund  which  could  be  used,  under  the  control  of 
the  Treasury,  for  the  purchases  and  sales  of  gold  and  foreign 
currencies  in  order  to  prevent  excessive  fluctuations  from 
day  to  day  in  the  exchange  value  of  sterling.  Sections  24(3) 
and  25(7)  of  the  Act  authorised  the  investment  of  the  funds 
in  the  Account  in  securities,  including  securities  and  assets 
of  currency  of  any  country  and  in  whatever  form  held,  or 
iu  the  purchase  of  gold. 

2.  These  arrangements,  which  followed  the  United 
Kingdom’s  departure  from  the  gold  standard,  continued 
until  the  outbreak  of  war  in  1939  when,  in  common  with 
many  other  wider  powers  taken  by  the  Government  at  that 
time,  the  authority  for  the  management  of  the  Accoimt  was 
extended  by  Section  1(1)  of  the  Currency  (Defence)  Act, 
1939  to  include  such  investments  in  gold  or  securities  as 
might  he  necessary  for  the  defence  of  the  realm  and  the 
efficient  prosecution  of  the  war.  The  major  part  of  the 
resources  of  the  Account  were  in  fact  used  up  during  the 
early  stages  of  the  war  in  securing  the  nation’s  essential  needs 
from  the  doDar  areas  before  the  coining  into  force  of  lease- 
lend.  The  Account  thereafter  played  only  a limited  part  in 
the  subsequent  stages  of  war-time  finance. 

3.  After  the  war.  Section  1(1)  of  the  Currency  (Defence) 
Act,  1939  was  repealed  by  Section  63  of  the  Finance  Act, 
1946.  This  Act  extended  ffie  purposes  for  which  the  Account 
mi^t  be  used  to  include,  in  addition  to  the  purposes  specified 
in  the  1932  Act,  “the  conservation  or  disposition  in  the 
national  interest  of  the  means  of  making  payments  abroad.” 
The  Account  is  thus  the  depository  for  the  bulk  of  the 
nation’s  assets  in  the  form  of  gold  and  foreign  currencies. 

4.  The  checking  of  undue  fluctuations  in  the  exchange 
value  of  sterling  remains  an  important  function  of  the 
Account,  and  a function  which  has  been  given  special 
significance  by  United  Kingdom  membership  of  the  Inter- 
national Monetary  Fund,  whose  Articles  of  Agreement 
provide  that  member  countries  should  ensure  that  exchange 
transactions  within  their  territories  do  not  differ  by  more 
than  1 % on  either  side  of  the  parities  declared  to  the  Fund. 

5.  A particular  example  of  the  extended  use  of  the 
Account  in  the  post-war  period  may  be  found  in  the 
accounting  arrangements  for  implementing  the  Agreement 
for  the  Establishment  of  a European  Payments  Union  (Cmd. 
8064),  which  provided,  from  1st  July,  1950,  a multilateral 


system  for  the  periodic  settlement  of  the  financial  trans- 
actions arising  out  of  trade  between  the  various  members 
of  the  Union.  Authority  was  given  by  Section  1 of  the 
European  Payments  Union  (Financial  Provisions)  Act, 
1950  for  the  funds  in  the  Exchange  Equalisation  Account 
to  be  used,  within  certain  limits,  in  carrying  out  any  trans- 
actions by  the  United  Kingdom  under  the  Agreement. 

The  capital  of  the  Account 

6.  The  sterling  capital  of  the  Account  is  provided  by 
issues  from  the  Consolidated  Fimd  under  Section  24  of  the 
Finance  Act,  1932,  the  Treasury  being  authorised  to  borrow 
the  money  required  for  this  purpose.  The  1932  Act  placed 
a maximum  limit  of  £150  million  on  issues  that  could  be 
made  to  the  Account  but  this  limit  was  subsequently  increased 
to  £350  million,  and  again  to  £550  million,  by  the  Exchange 
Equalisation  Account  Acts  of  1933  and  1937  respectivdy. 

7.  In  order  to  meet  the  increased  demands  upon  the 
resources  of  the  Account  on  the  outbreak  of  war.  Section 
1(2)  of  the  Currency  (Defence)  Act,  1939  removed  the 
limit  to  the  aggregate  amount  which  could  be  issued  from 
the  Consolidated  Fund.  Section  1(3)  authorised  the  Treasury 
to  apply  to  debt  redemption  any  part  of  the  sterling  assets 
of  the  Account  which,  at  any  time  in  their  opinion,  exceeded 
the  amount  required  for  the  piloses  of  the  Account.  These 
statutory  provisions  are  still  in  force. 

8.  The  Exchange  Equalisation  Account  took  over,  under 
the  Finance  Act,  1932.  the  remaining  assets  of  ffie  old 
Exchange  Account  which  had  been  set  up  during  the  1914-18 
war.  These  assets,  which  amounted  to  just  under  £25 
million  on  1st  April,  1932,  now  form  part  of  the  capital  of 
the  Exchange  Equalisation  Account. 

Issue  Department  of  the  Bank  of  England 

9.  The  present  relationship  between  the  Exchange 
Equalisation  Account  and  the  Issue  Department  of  the  Bank 
of  England  is  governed  by  the  Ctirrency  and  Bank  Notes 
Act,  1939.  Section  2 provides  for  a weekly  valuation,  at 
current  prices,  of  the  assets  held  by  the  Department  and 
for  payments  to  be  made  from  the  Account  to  the  Depart- 
ment, or  vice  versa,  in  respect  of  the  difference  between  the 
value  of  the  assets  so  determined  and  the  total  amount  of 
Bank  of  England  notes  outstanding.  Under  Section  3(2) 
of  the  1939  Act,  all  profits  of  the  Issue  Department  are 
payable  into  the  Account. 

January,  1958 


10.  DEBT  MANAGEMENT* 


Introduction 

This  paper  is  divided  into  the  following  parts  : — 

I.  The  structure  and  distribution  of  the  Debt. 

II.  The  legal  basis  for  National  Debt  borrowing  and 
repayment. 

III.  The  transactions  that  make  up  debt  management. 

IV.  Objectives  of  loans  operations. 

V.  The  debt  transactions  of  the  last  five  years  considered 
in  relation  to  the  objectives. 

I.  The  structure  and  distribution  of  the  Debt 

1.  The  structure  of  the  National  Debt  is  conveniently 
summarised  at  31st  March  of  each  year  in  a Table  of  the 
Budget  Financial  Statement.  A copy  of  the  Table  for  31st 
March,  1957  (slightly  re-arranged  and  corrected  for  final 


figures)  is  reproduced  in  Appendbc  I.  The  main  divisions 
are  : — 

(a)  Floating  Debt — ^Treasury  Bills  and  Ways  and  Means 
Advances. 

(fc)  Market  securities. 

(c)  Small  Savings  securities — ^Defence  Bonds,  Premium 
Savings  Bonds  and  National  Savings  Certificates. 

(rf)  Tax  Reserve  Certificates. 

t(c)  Other  debt,  internal — ^mainly  terminable  annuities. 
t(/)  Other  debt,  external  (i.e.  payable  in  external 
currencies). 


• See  Minutes  of  Evideoce  Qns,  2799  to  2995, 

t Tliis  analysis  of  the  debt  does  not  dislinguish  between  internal  and  eaCeinal 
holders.  The  distinction  is  between  debt  payable  in  sterling  and  debt  payable 
in  externa!  currendes. 
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2.  The  stocks  which  have  been  issued  by  nationalised 
industries  and  undertakings  and  guaranteed  by  the  Treasury 
are  not  part  of  the  National  Debt,  but  are  indistinguishable 
from  Government  securities  for  purposes  of  debt  manage- 
ment. The  total  outstanding  at  3Ist  March,  1957  was 
£3,295  million. 

3.  Tables  are  attached  in  Appendix  II  showing  the  amount 
of  each  class  of  debt  outstanding  at  31st  March  in  each 
year  since  1952  compared  with  1935,  and  analysing  the 
market  securities  (Government  debt  and  guaranteed  stocks) 
by  period  in  order  to  show  the  changes  that  have  occurred 
in  the  proportions  of  Floating  Debt  and  short,  medium  and 
long-term  obligations.  If  the  securities  held  by  the  Savings 
Banks  Funds  are  counted  under  Small  Savings  (against  the 
Savings  Bank  deposits)  and  excluded  from  the  other  items  the 
maturities  to-day  compared  with  pre-war  are  as  follows  : — 


Floating  Debt : 
Non-market 

31/3/1935 
£m.  % 

455  7 

31/3/1957 
£m.  % 

1.636  6 

Market  Bills 

371 

5 

2,827 

9 

Market  securities  (in- 
includLog  guaranteed 
stocks) 

5,254 

78 

17,503 

58 

Small  Savings  

658 

10 

4,968 

16 

Tax  Reserve  Certificates 

363 

1 

Other  debt  (internal  and 
external)  

26 

_ 

3,005 

10 

TOTAL  ... 

6,764 

100 

30,302 

100 

4.  The  distribution  of  Debt  as  between  different  classes 
of  holders  (excluding  debt  payable  in  external  currencies) 
is  shown  in  Appendix  HI,  insofar  as  the  information  is  avail- 
able, Comparative  figures  are  given  for  31st  March,  1939, 
1956.  Hie  important  figures  in  the  Tables,  for  purposes  of 
debt  management,  are  those  of  Treasury  Bills  and  Market 
Stocks.  It  win  be  seen  that  on  31st  March,  1956  the  main 
holdings  of  Treasury  Bills  were  : — 


Bank  of  England  Issue  Department 
Exchange  Equalisation  Account  and  other  Public 

Departments  

London  Clearing  Banks 

Discount  Market 

Overseas  Official 

Other  identifiable  holdings  

Other  (including  residual  errors) 


£m. 

932 


% 

20 

13 

2 

9 

19 

4 

15 


At  the  same  date  the  main  holdings  of  Market  Stocks 
were : — 


£m.  % 


National  Debt  Co.Timissioners  ...  ...  ...  2,702 

Bank  of  England  Issue  Department  964 

London  Gearing  Banks 2,058 

Insurance,  and  other  public  Companies,  and 

Provident  Societies  2,135 

Overseas  Official 1,506 

Other  identifiable  holdings  1,599 

Other  (including  residual  errors) 7,320 


15 

5 

11 

12 

8 

9 

40 


5.  As  regards  the  maturities  of  market  securities  held 
by  the  Issue  Department  and  the  National  Debt  Com- 
missioners, the  Treasury  by  agreement  with  those  Departments 
is  able  to  give  the  following  analysis  for  the  main  funds  at 
31st  March,  1956  and  1957 


£m.  Nominal  Value 


Market  Securities 

Holder 

Treasury 

Bills 

Up 

to 

5 yrs. 

5 

to 

15  yrs. 

Over  15  yrs. 
(including 
undated 
stocks) 

Total 

Issue  Dept. — 

1956... 

..  932 

752 

163 

49 

964 

1957... 

..  1,071 

561 

14 

351 

926 

N.D.C.— 

1956... 

32 

190 

767 

1,746 

1957... 

25 

297 

726 

1,843 

2,866 

The  other  Public  Departments  hold  their  funds  for  invest- 
ment purposes  and  the  distribution  of  their  holdings  reflects 
their  particular  needs.  The  Treasury  is  unable  to  give  for 
publication  an  analysis  of  securities  held  by  the  other  classes 
of  investors  shown  in  Appendix  HI.  It  will  be  for  the 
identifiable  holders  (such  as  the  London  Clearing  Bankers 
and  the  Discount  Market)  to  decide  what  further  details  it 
is  possible  for  them  to  give. 

IJ.  The  legal  basis  for  National  Debt  borrowing  and  re- 
payment 

6.  AH  forms  of  Government  borrowing  are  covered  by 
statute.  Apart  from  certain  exceptions  noted  in  paragraph 
7(d)  below,  the  total  amount  that  may  be  borrowed  is  fixed 
by  Parliament,  but  the  method  of  borrowing  is  at  the  dis- 
cretion of  the  Treasury.  Before  the  1914-18  war,  Parliament 
customarily  laid  down  the  method  of  borrowing  each  time  a 
fresh  borrowing  was  authorised.  The  discretion  given  to 
the  Treasury  as  to  the  method  of  borrowing  dates  from  the 
War  Loan  Act  1914  and  was  put  into  its  present  form  in 
the  National  Loans  Act,  1939. 

7.  The  existing  authorities  as  to  amounts  and  methods 
are  as  follows  : — 

(a)  National  Loans  Act,  1939 

Sections  1(1)  ((?)  and  3(2)  give  the  Treasury  power 
to  redeem  maturing  debt  by  &e  issue  of  such  securities 
as  they  think  fit.  The  Act  provides  no  limit,  since 
the  power  is  confined  to  replacing  maturing  debt, 
i.e.  there  is  no  question  of  the  Treasury  using  this 
power  to  add  to  the  total  of  the  National  Debt.  It 
should  be  noted  that  this  power  was  not  newly  given 
in  1939.  It  dates  from  the  War  Loan  Acts,  1915-19 
and  has  been  consistently  used  since  that  time  for 
dealing  with  maturing  debt,  including  market  stocks 
and  Treasury  Bills. 

(b)  Appropriation  and  Consolidated  Fund  Acts 

Tbese  Acts  give  the  Treasury  power  to  borrow 
temporarily  to  meet  seasonal  Exchequer  deficits  above 
the  line.  The  Treasury  is  authorised  to  issue  out  of 
the  Consolidated  Fund  the  total  of  all  supply  expendi- 
ture voted  and  to  borrow  from  any  person,  either  by 
the  issue  of  Treasury  Bills,  or  otherwise  (i.e.  by 
Ways  and  Means  Advances),  up  to  the  same  total. 
The  same  section  of  each  Act  also  authorises  the  Bank 
of  England  (and  the  Bank  of  Ireland)  to  advance  to 
the  Treasury,  within  the  total  amount  specified,  any 
sum  needed  to  meet  these  temporary  requirements. 

The  Appropriation  and  Consolidated  Fund  Acts 
always  prescribed  that  any  sums  raised  thereunder, 
whether  by  way  of  Treasury  Bills  or  otherwise,  shall 
be  borrowed  for  limited  periods  only.  Thus  as 
regards  Treasury  Bills  it  is  laid  down  that  any  Bills 
issued  under  the  Act  in  question  shall  be  repaid  by 
the  end  of  the  financial  year  to  which  the  Act  relates 
and  that  Section  6 of  the  Treasury  Bills  Act,  1877, 
(which  authorises  the  renewal  of  maturing  Bills) 
shall  not  apply  in  this  instance.  Similarly,  it  is 
provided  that  any  money  borrowed  otherwise  than 
on  Treasury  Bills  (i.e.  by  Ways  and  Means  Advances) 
shall  be  repaid  not  later  than  the  next  succeeding 
quarter  to  that  in  which  the  borrowing  took  place. 
In  practice  all  borrowing  under  these  Acts  now  take 
the  form  of  Ways  and  Means  Advances. 

Since  1916-17  no  Treasury  Bills  have  been  issued 
under  the  authority  of  the  Appropriation  or  Con- 
solidated Fund  Acts  ; for  all  Bill  borrowing  the 
Treasury  uses  the  general  powers  given  by  the  National 
Loans  Act,  1939  to  raise  money  eiUier  to  meet  maturing 
debt,  or  for  the  specific  purposes  described  in  the  next 
sub-paragraph. 

(c)  Specific  borrowu^  powers 

The  below  the  line  items  in  the  Budget  consist  mainly 
of  issues  from  the  Consolidated  Fund  to  meet  the 
capital  requirements  of  local  authorities,  various 
public  boards  and  other  bodies,  which  have  been 
authorised  to  borrow  from  the  Exchequer.  The 
different  statutes  which  authorise  these  issues  also 
empower  the  Treasury  to  borrow  the  money  required 
for  this  purpose,  in  any  maimer  in  which  they  are 
authorised  to  raise  money  under  the  National  Loans 
Act,  1939.  In  all  these  cases,  the  Act  specifies  the 
tothl  sum  that  may  be  issued  and  hence  limits  the 
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amount  of  the  borrowing  accordingly.  All  repayments 
of  advances  under  these  Acts  must  be  paid  into  the 
Exchequer  and  applied  by  the  Treasury  to  debt 
redemption. 

(d)  Special  unlimited  powers 

In  the  case  of  a small  ntnnber  of  below  the  line  issues, 
mainly  repayments  of  debt  to  the  public,  e.g.  post-war 
credits  and  war  damage  payments,  Parliament  has 
not  imposed  any  specific  limit  on  the  amount  that 
the  Treasury  may  borrow.  In  practices,  however, 
the  total  amount  that  may  be  issued,  and  hence  the 
amount  of  the  borrowing,  is  determined  by  the 
extent  of  the  liability  in  each  case.  The  only  other 
purposes  for  which  the  Treasury  may  borrow  wiliout 
any  specified  limit  are  those  connected  with  the 
country’s  foreign  exchange  position — ^the  provision 
of  additional  sterling  capital  for  the  Exchange 
Equalisation  Account  and  the  maintenance  of  the 
value  of  the  United  Kingdom’s  subscriptions  to  the 

I.M.F.  and  the  I.B.R.D. 

Repayment  of  Debt 

8.  In  addition  to  the  requirement  to  apply  to  debt 
redemption  all  repayments  of  below  the  line  advances  made 
under  certain  Acts  as  noted  in  paragraph  7(c),  debt  is  also 
redeemed  by  the  operation  of  various  sinking  funds. 

9.  The  terms  under  which  certain  Government  stocks 
were  issued  to  the  public  (viz.  3i%  Conversion  Loan,  3% 
and  4%  Funding  Loans  and  4%  Victory  Bonds)  include 
provision  for  the  maintenance  of  a sinking  fund  in  each 
case,  which,  subject  to  the  conditions  set  out  in  the  prospectus 
issued  at  the  time  of  the  borrowing,  operates  by  the  purchase 
and  canceUation  of  stocks  in  the  case  of  tte  first  three 
securities  listed  above  and  by  means  of  annual  drawings  in 
the  case  of  Victory  Bonds. 

10.  Section  5 of  the  Sinking  Fund  Act,  1875  requires  the 
amount  of  the  above  the  line  surplus  realised  in  any  financial 
year  to  be  issued  out  of  the  Consolidated  Fund  within  the 
following  year  and  used  for  debt  redemption.  The  Treasury’s 
practice  in  relation  to  this  requirement  is  to  maintain  the 
daily  Exchequer  cash  balance  at  a nominal  level  only  and 
to  use  any  surplus  revenue  to  redeem  debt  at  the  end  of 
each  day.  This  practice  has  been  confirmed  by  Parliament 
in  successive  Finance  Acts  since  1947  and  made  permanent 
by  Section  34  of  the  Finance  Act,  1954  which  provides  that 
any  amount  applied  out  of  revenue  during  any  year  for  the 
redemption  of  debt  shall  be  deemed  to  be  expenditure  for 
the  purposes  of  the  Sinking  Fund  Act,  1875.  This  effectively 
ensures  that  there  is  no  accumulation  of  surplus  revenue 
left  over  for  debt  redemption  after  the  close  of  the  financial 
year.  In  respect  of  any  financial  year  in  which  a deficit  is 
realised  above  the  line,  an  equivalent  sum  is  required  to  be 
issued  out  of  revenue  in.  the  following  year  and  applied 
to  the  redemption  of  debt  in  accordance  with  die  provisions 
of  Section  48  of  the  Finance  Act,  1930  (as  amended  by  the 
Finance  Act,  1954 — ^Fifth  Schedule).  Tto  requirement  has 
been  set  aside  on  those  occasions  since  1931  when  an  above 
the  line  deficit  occurred,  by  means  of  a special  provision  in 
the  Finance  Act  of  the  following  year.  On  each  occasion, 
in  fact.  Parliament  has  provided  for  the  total  of  the  National 
Debt  to  be  increased  by  the  amount  of  these  deficits.  The 
statutory  position  remains  however  that  unless  Parliament 
determines  otherwise,  a deficit  above  the  line  must  be  made 
good  from  revenue  in  the  following  year.  In  fact,  there  has 
been  no  deficit  above  the  line  since  i946-47. 

11.  Tlie  previous  paragraphs  show  the  extent  to  which 
Parliament  limits  the  total  amount  of  Government  borrowing. 
The  area  over  which  Parliament  has  given  discretion  to  the 
Treasury  is  the  manner  in  which,  and  the  sources  from  which, 
the  various  amounts  may  be  raised.  In  particular,  the 
Treasury  has  complete  discretion  as  tetween  Floating  Debt 
and  other  debt,  and  as  between  the  amounts  raised  from  the 
Departments  and  the  public.  A feature  of  Exchequer 
financing  is  the  large  volume  of  borrowing  by  the  Treasury 
from  the  liquid  balances  of  the  Departments,  especially  the 
Issue  Department  of  the  Bank  of  England  and  the  Paymaster 
General.  These  balances,  amounting  to  nearly  £2,000 
million,  are  invested  with  the  Exchequer  in  the  form  of 
Treasury  Bills  and  Ways  and  Means  Advances,  some  of 
which  are  maturing  every  day.  At  the  same  time,  the  Floating 
Debt  in  the  hands  of  the  market  (some  £3,000  million)  is 
maturing  at  the  rate  of  approximately  £250  million  a week. 
As  a result  there  is  a large  pool  of  constantly  maturing  debt 
which  provides  the  Treasury  with  complete  flexibility  for 
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arranging  its  loan  operations,  so  that  at  any  time  the  National 
Loans  Act  authority  to  borrow  to  meet  maturing  debt  gives 
all  the  Parliamentary  authority  needed  to  increase  or  reduce 
the  market  Floating  Debt  as  required. 

III.  The  Transactions  that  make  up  Debt  Management 

12.  Debt  management  consists  of  the  arrangements  for 
servicing  the  debt  and  of  loan  operations. 

13.  'Die  fundamental  basis  of  the  debt  servicing  arrange- 
ments is  that  loans  to  the  State  will  be  honoured,  both  as 
to  the  payment  of  interest  and  repayment  of  principal. 
Financial  provision  for  the  service  of  the  debt  is  made  out  of 
the  Consolidated  Fund ; the  Bank  of  England  and  the 
Post  Office,  as  the  executive  agents  of  the  Treasury  for  this 
purpose,  are  organised  to  ensure  that  interest  and  principal 
(where  repayment  is  due)  are  paid  in  strict  accordance  with 
die  loan  contract  for  each  security. 

14.  Loan  operations  are  of  two  lands ; (a)  issues  of 
securities,  either  to  replace  maturing  debt  or  to  add  to  the 
debt  where  Parliament  has  given  authority  to  finance  a 
service  by  borrowing  ; (6)  market  operations  by  the  Depart- 
ments, i.e.  buying  and  selling  of  outstanding  securities  in  the 
market  by  the  Departments. 

(a)  New  issues.  The  technique  varies  according  to  the 
type  of  security.  Thus  National  Savings  securities 
and  Tax  Reserve  Certificates  are  continuoudy  “ on 
tap  ” in  unlimited  amounts  (subject  to  the  limits  on 
individual  holdings  in  the  case  of  National  Savings 
securities).  Treasury  Bills  are  issued  “ on  tap  ” 
when  the  Exchequer  borrows  in  this  form  from  the 
Departments  (including  the  Issue  Department  of  the 
Bank  of  England)  but  Treasury  Bill  borrowing  from 
the  market  takes  place  once  a week  by  tender.  Borrow- 
ing in  the  form  of  stock  normally*  consists  of  an 
ad  hoc  invitation  to  the  investor  either  to  subscribe 
to  a fixed  amount  of  stock  or  to  accept  a new  security 
in  exchanget  for  an  outstanding  security  due  for 
repayment. 

(J>)  Market  operations.  These  operations  take  place 
when  the  Departments  buy  and  sell  existing  securities 
in  the  market.  The  transactions  may  take  place  in 
Treasury  Bills  or  in  Government  and  Government- 
guaranteed  stocks.  The  transactions  in  Bills  are  for 
purposes  of  money  market  management  and  so 
outside  the  scope  of  this  paper,  in  which  the  discussion 
of  market  transactions  is  confined  to  stock  transactions. 
The  financing  by  the  Exchequer  of  Departmental 
purchases  and  sales  of  stocks  has  been  described  in 
detail  in  the  'Deasury  paper  on  Exchequer  Manage- 
ment. 

IV.  Objectives  of  Loan  Operations 

15.  The  purchase  and  sale  of  Government  and  guaranteed 
securities  in  the  market  by  the  authorities  have  two  principal 
objectives,  the  first  being  purely  a question  of  debt  manage- 
ment and  the  second  impinging  upon  general  monetary 
control. 

16.  The  first  objective  is  the  operational  one  of  ensuring 
that  new  issues  of  stock,  whether  in  conversion  of  existing 
loans  or  otherwise,  are  sold  to  the  public  and  that  ffie 
redemption  of  maturing  issues,  whether  in  whole  or  in  part, 
is  effected  with  the  minimum  of  disturbance  to  the  market. 
For  these  purposes  the  authorities  use  the  official  funds  (in 
practice  fhe  Issue  Department)  to  underwrite  new  issues 
and  to  buy  up  the  stock  next  falling  due  for  repayment. 
Nowadays  new  Government  issues  of  stock  are  so  large 
that  they  cannot  be  fully  subscribed  by  the  public  on  the 
day  of  issue.  To  the  extent  that  they  are  not,  the  Issue 
Department  take  up  the  remainder  of  the  loan  and  sell  it 
over  a period  in  response  to  public  demand  and  at  the  pre- 
vailing market  price.  On  the  other  hand,  as  the  next  maturity 
approaches,  the  Issue  Department  buy  in  the  stock  concerned 
so  that,  when  the  time  comes  for  the  authorities  to  decide 
whether  the  stock  shall  be  redeemed  or  converted,  they  have 
the  initiative  as  far  as  possible  in  their  hands  and  can  ensure 
a successful  operation.  The  gradual  acquisition  of  stock  in 
this  way  also  avoids  any  very  large  payment  of  cash  from 


* During  tlie  war  and  shortly  aRer.  stoclu  were  sold  “ on  tap,”  but  all  iasuM 
of  stock  since  194S  have  been  for  fixed  amounts  ot  lirnited  by  the  amount  of  the 
existing  security  eligible  for  conversion  into  the  new  issue. 

t On  occasion  tbe  terms  of  a stock  offer  have  entitled  the  investor  to  tender 
Treasury  Bills  in  payments  for  the  new  security.  Otherwise  it  is  the  rule  that  a 
new  security  will  be  offered  in  exchange  for  a stock  only  when  the  stock  ia  due 
for  repayment  and  aRer  notice  of  repayment  bus  been  given. 
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the  Exchequer  to  the  market  on  a single  day  in  respect  of 
redemption  payments,  which  can  arise  from  an  unsuccessful 
conversion  operation  or  if  the  whole  of  the  stock  were  paid 
off  on  the  due  date.  Thus  disturbance  of  the  money  market 
is  avoided. 

17.  The  sale  of  stock  by  the  Issue  Department  is  not 
confined  to  new  issues.  Sales  of  any  other  stocks  in  the 
Department’s  po^olio  are  made  in  response  to  public 
demand  and  the  portfolio  is  replenished  from  time  to  time 
by  the  issue  of  new  stocks  or  otherwise  to  meet  such  demand. 
In  so  far  as  Issue  Department  sales  offset  purchases  of  the 
next  maturi^,  the  refunding  of  the  latter  may  be  said  to  be 
going  on  continuously,  thus  reducing  if  not  eliminating  the 
necessity  of  paying  off  any  of  the  maturing  stock  with  cash 
raised  on  the  Floating  Debt. 

18.  The  second  and  even  more  important  objective  of 
loan  operations  at  the  present  time  consists  of  selling  stock 
as  an  aid  to  monetary  control,  the  purposes  being  three- 
fold 

(a)  To  reduce  the  money  supply  by  making  stock  available 
to  the  public,  who  thus  transfer  money  from  deposits 
into  securities. 

(i)  To  exert  pressure  on  bankers’  liquidity.  This  is  done 
in  two  ways  : the  Exchequer  applies  the  proceeds  of 
the  sale  of  stock  to  the  reduction  of  the  Floating 
Debt  and  this  tends  to  reduce  the  liquid  assets  of 
the  banks  who  are  the  main  market  holders  of  Floating 
Debt.  The  sale  of  securities  direct  to  the  banks  also 
reduces  their  liquid  assets. 

(c)  To  sell  longer  term  securities  against  the  purchase  of 
shorter,  thus  pushing  forward  the  maturities  in  market 
hands.  These  operations  strengthen  the  future  position 
of  the  authorities  and  also  reduce  the  immediate 
liquidity  of  the  public. 

19.  Taking  the  two  objectives  together,  therefore,  a four- 
fold process  in  l^e  Department  operations  is  going  on  all 
the  time.  The  next  maturity  is  being  bought  at  every 
opportunity  to  facilitate  conversion  and  redemption 
operations ; the  balance  of  new  issues  is  gradually  being 
placed  in  market  hands  ; other  stocks  are  being  sold  from 
the  Department’s  portfolio  in  response  to  public  demand, 
the  object  being  to  reduce  the  Floating  Debt ; while  in  the 
process  the  maturities  in  market  hands  are  lengthened  when- 
ever possible. 

20.  No  attempt  is  made  to  use  official  purchases  and 
sales  in  the  market  for  the  specific  purpose  of  raising  or 
lowering  the  level  of  medium  and  long-term  interest  rates. 
The  gilt-edged  market  conducts  its  business  on  the  assumption 
that  it  can  rely  on  the  official  funds,  when  they  are  prepared 
to  buy  and  stocks,  to  do  so  at  prices  corresponding  to 
market  levels.  The  suggestion  has  been  made  Qiat  sales  of 
longer-dated  securities  would  be  increased  if  they  were 
offered  at  prices  below  the  market.  In  theory,  this  might 
be  possible  for  a time.  In  practice,  such  operations  would 
create  market  uncertainty  and  so  impair  the  prospects  of 
continuing  official  sales  of  securities  ; on  grounds  of  poliQ*, 
such  operations  would  involve  a serious  risk  of  damage  to 
confidence  and  to  the  Government’s  credit. 

Floating  Debt  Transactions 

21.  The  description  of  loan  operations  in  the  gilt-edged 
market  outlined  above  makes  it  clear  that  one  of  the  most 
important  aims  of  the  authorities  at  the  present  time  is  to 
nxluce,  so  far  as  possible,  their  dependence  on  finance  raised 
on  the  Floating  Debt,  i.e.  by  the  sale  of  Treasury  Bills.  The 
essential  function  of  ffie  Floating  Debt  is  to  provide  a means 
by  which  to  raise  temporary  finance  for  the  Exchequer  pending 
tlie  receipt  of  revenue.  The  volume  of  the  Floating  Debt 
was  greatly  increased  during  and  in  the  early  years  after 
tlie  war  and  since  the  adoption  of  an  active  monetary  policy 
at  the  end  of  1951  every  effort  has  been  made  to  reduce  the 
outstanding  volume  of  the  Floating  Debt  in  order  to  give 
greater  control  over  the  abili^  of  the  banking  system  to 
grant  credit.  An  overall  reduction  in  the  Floating  Debt 
tends  to  be  reflected  in  a reduction  of  such  Debt  in  market 
hands  and  the  latter  in  turn  is  usually  principally  reflected 
in  a reduction  in  the  Treasury  Bill  holdings  of  the  banks. 
The  consequent  squeeze  upon  their  liquidity,  if  carried  far 
enough,  ^ effect  the  level  of  their  deposits.  AHhough 
changes  in  the  total  volume  of  Floating  Debt  in  market 
hands  indicate  with  some  precision  the  relative  success  or 
failure  of  the  authorities  in  their  policy  of  reducing  the 
Floating  Debt,  the  degree  of  pressure  on  banking  liquidity 


is  a good  deal  more  uncertain.  Within  the  given  total  of 
Floating  Debt  in  market  hands  there  can  be  considerable 
shifts  between  the  holdings  of  banks  and  other  holders  such 
as  large  industrial  companies.  These  shifts  are  influenced 
by  the  attraction  of  the  yield  on  Treasury  Bills  in  relation  to 
other  yields,  the  prospwdive  trend  of  interest  rates  and  the 
degree  of  liquid!^  which  outside  holders  may  need. 

22.  It  was  explained  in  the  memorandum  on  Exchequer 
Management  that  Ways  and  Means  Advances  from  the 
Banking  Department  of  the  Bank  of  England  are  treated  as 
a last  expedient  to  be  avoided  as  far  as  possible,  and  that 
when  they  occur  they  are  seldom  outstanding  for  more  than 
a single  day.  It  has  been  suggested  that  the  Exchequer  should 
be  as  ready  to  finance  its  temporary  needs  by  such  advances 
as  by  the  issue  of  Treasury  Bills.  There  are  two  main  reasons 
why  this  course  has  not  b«n  followed.  The  ficst  is  the  effect 
on  public  confidence  both  at  home  and  abroad.  Resort  by 
Governments  to  their  central  banks  is  associated  in  the  public 
mind,  especially  in  countries  which  have  had  experience  of 
it,  with  excessive  reliance  on  borrowing  by  the  Government 
with  consequential  large  scale  inflation.  The  second  reason 
for  preferring  the  present  system  is  that  under  the  suggested 
alternative  there  would  be  a general  tendency  for  cash  in  the 
hands  of  the  banks  to  rise,  since  it  would  not  be  absorbed 
by  the  issue  of  Treasury  Bills.  As  a result,  the  banks  would 
be  looking  round  for  short-term  earning  assets  so  that  there 
would  be  a general  tendency  for  short-term  rates  to  fall, 
which  the  Bank  of  England  could  not  effectively  counteract, 
since  it  would  be  extremely  difficult  for  them  to  make  the 
Bank  Rate  effective  so  long  as  the  banks  were  looking  for 
opportunities  to  lend. 

23.  Cost  to  the  Exchequer.  The  cost  of  servicing  new 
securities  is  reflected  in  the  debt  charge  in  the  published 
Exchequer  accoimts.  When  an  existing  security  is  sold  to  the 
public  from  the  Issue  Department,  the  Exchequer  pays 
interest  to  the  purchaser  instead  of  paying  it  to  the 
Issue  Department,  and  the  change  is  reflected  in  a reduction 
in  the  Issue  Department  income  paid  to  the  Exchange 
Equalisation  Account  under  Section  3 of  the  Currency  and 
Bank  Notes  Act,  1939. 

24.  The  cost  of  the  Debt  to  the  taxpayer  therefore  depends 
on  two  factors — the  total  amount  of  the  Debt  in  the  hands 
of  the  public  (as  opposed  to  the  Departments)  and  the  rates 
of  interest  effectively  payable  on  that  Debt.  An  important 
object  of  debt  management  is  to  keep  down  the  total  of  the 
Debt  outstanding  with  the  public  at  any  time.  As  far  as 
possible  Exchequer  payments  of  all  kinds  are  met  out  of 
revenue.  Any  surplus  of  revenue  arising  at  any  time  is 
applied  to  the  extinction  of  Debt.  An  increase  in  the 
borrowing  from  the  public  only  takes  place  when  the 
Exchequer  has  payments  to  make  which  cannot  be  met 
out  of  revenue  or  fay  borrowing  from  internal  funds.  This 
does  not,  however,  mean  that  funding  (in  the  sense  of  issuing 
or  selling  lon^r-term  securities)  only  takes  place  when  the 
Exchequer  is  in  deficit.  Fimdiog  can  take  place  at  any 
time,  tile  proceeds  of  sales  of  longer-term  securities  being 
used  (insofar  as  there  is  no  Exchequer  deficit)  to  pay  off 
floating  debt. 

25.  The  other  factor  entering  into  the  cost  of  the  Debt 
is  the  rate  of  interest.  The  debt  charge  will  vary  according 
to  (a)  the  level  of  Government  credit  in  the  market  and 
(6)  the  period  and  other  terms  of  the  securities  which  the 
authorities  sell  when  they  raise  money  by  borrowing.  The 
level  of  interest  rates  is  primarily  determined  by  Ba^  Rate 
and  market  pressures,  and  it  is  the  policy  to  carry  out 
official  purchases  and  sales  of  securities  at  market  prices.  A 
change  in  Bank  Rate  will  have  an  immediate  effect  on  the 
cost  of  servicing  the  floating  debt,  since  on  average  some 
£250  million  of  Treasury  Bills  in  non-official  hands  must 
be  renewed  every  week.  Insofar  as  Bank  Rate  and  other 
influences  extend  to  the  gilt-edged  market,  they  will  in  turn 
affect  the  cost  to  the  taxpayer  of  issues  or  official  sales  of 
longer-term  securities. 

26.  The  probable  consequences,  in  terms  of  cost  to  the 
taxpayer,  are  of  course  included  in  the  factors  that  are 
considered  before  Bank  Rate  decisions  are  t^en.  But 
since  monetary  policy  was  activated  in  1951,  the  view  has 
been  consistently  taken  that  the  need  for  such  a policy 
justifies  the  increases  in  the  debt  service  resulting  from  it. 
As  regards  the  choice  of  securities  sold,  it  has  already  been 
pointed  out  (paragraph  21)  that  it  is  a constant  objective 
to  keep  the  market  floating  debt  to  the  minimum  and  to  raise 
as  much  as  possible  by  the  sale  of  longer-term  securities. 
This  policy  has  different  effects  upon  the  cost  of  ffie  Debt 

Hi 
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as  a whole,  according  to  the  state  of  the  market.  At  times 
the  Floating  Debt  rate  is  above  the  long-term  rate  ; at  other 
time  the  positions  are  reversed.  But  funding — the  sale  of 
longer-term  securities — ^remains  the  policy,  and  the  cost  in 
debt  service  is  subordinated  to  it,  in  ^e  sense  that  the 
authorities  would  not  raise  money  by  sale  of  Bills  in  pre- 
ference to  longer-dated  securities  because  the  Bill  rate  was 
lower  than  the  longer-term  gilt-edged  rate. 

27.  Finally,  the  net  cost  of  the  Debt  to  the  taxpayer 
depends,  not  only  on  the  amount  and  cost  of  Exchequer 
borrowing,  but  also  on  the  terms  on  which  the  Exchequer 
lends,  "nie  bulk  of  Exchequer  borrowing,  apart  from  the 
financing  of  the  seasonal  deficit,  is  done  in  order  to  provide 
capital  advances  for  the  Post  Office,  the  nationalised 
industries,  the  local  authorities,  the  various  public  corpora- 
tions. These  bodies  service  their  loans  from  the  Exchequer 
on  terms  depending  on  the  level  of  interest  rates  when  the 
advances  were  made.  The  Exchequer’s  assets  in  the  shape 
of  advances  outstanding  with  these  bodies  stood  at  £4,719 
million  at  31st  March,  1957.  Their  interest  payments  already 
pay  for  20%  of  the  cost  of  the  debt  service— (the  figures 
are  given  in  paragraph  31  below) ; while  their  repayments 
of  principal  should  increase  over  the  years  and  in  time  will 
enable  the  Exchequer  to  extinguish  debt  on  a large  scale. 

V.  Debt  Transactions 

28.  The  Bank  of  England  hsis  provided  a detailed  account 
of  the  loan  operations  during  1951  to  1957  in  their  paper 
[No.  9]  entitled  “ Some  Features  of  Monetary  History, 
1951 — 1957.”  The  present  paper  will  therefore  be  confined 
to  showing  the  results  which  have  followed  from  the 
application  of  the  policy  described  in  Part  IV  of  the 
paper,  as  shown  by  ihe  consequent  changes  in  the  structure 
and  cost  of  the  National  Debt. 

29.  The  first  two  objectives  mentioned  in  Part  IV  are 
(fl)  to  sell  as  much  stodk  to  the  public  as  possible,  (i)  to 
reduce  the  market  Floating  Debt.  The  results  actually 
achieved  have  been  described  in  detail  to  the  Committee  in 
the  Excdiequer  Financing  Tables.  The  figures  for  each 
year  are  as  follows  : — 

(£  Millions) 


1952-3  1953-4  1954-5  1955-6  1956-7 

Exchequer  surplus 
(-h)  or  deficit  (— ) 
before  market 
borrowing  or  re- 
payment of  market 

securities - 739  - 743  — 66  - 201  + 178 


Net  sales  of  securi- 
ties in  market*  ...  433  459  18  232  170 

Market  Treasury 
Bills— 

(-1-  = increase/ 

— = repayment)  -|-  306  -I-  284  -{-  48  — 31  — 348 


*NsC  sales  ofsecuricies  in  Che  market  include  tiansactions  in  guaraoteed  securities 
as  well  as  Goveramest  debt,  and  cover  the  operations  of  the  National  Bebt 
Commissioners  as  well  as  Issue  Department. 


30,  The  additional  objective  mentioned  in  Part  IV  was 
to  sell  longer-term  securities  against  the  purchase  of  shorter 
in  order  to  push  forward  the  maturities  in  market  hands. 
An  analysis  of  the  Issue  Department  market  transactions 
shows  that  over  the  last  5 years  the  net  total  of  the  Depart- 
ment’s sales  was  £1,045  million  ; within  this  total  the 
Department  purchased  £829  million  of  stocks  maturing  in 
under  5 years,  against  sales  of  £694  million  of  stocks 
maturing  in  5-10  years  and  £1,180  million  of  stocks  with 
maturities  of  over  10  years.  The  figures  for  each  of  the  last 
5 financial  years  are  ; — 


£ Millions  Cash  (Market  Prices) 


Stocks  with  Final  Maturity  Dates 

Under 

Over 

5 

5-10 

10 

Total 

Years 

Years 

Years 

1952/3 

-1-  48 

+ 5 

169 

-1-  222 

1953/4 

- 149 

+ 257 

+ 172 

4-  280 

1954/5 

- 580 

+ 157 

+ 439 

+ 16 

1955/6 

- 91 

+ 55 

+ 181 

4-  145 

1956/7 

— 57 

+ 220 

+ 219 

4-  382 

(—  = purchases/-!-  = sales) 


3 1 .  Over  the  years,  the  changes  in  the  cost  to  the  taxpayer 
of  the  the  service  of  the  National  Debt  are  shown  in  the 
following  table  : — 


£ Millions 


1952-3 

1953-4 

1954-5 

1955-6 

1956-7 

Cost  of  Debt  Service  (ex- 
cluding Sinking  Funds) 
Total  debt  charge 

641 

667 

674 

757 

858 

Less  Receipts  of 
interest  from 
Exchequer  loans... 

64 

87 

104 

119 

147 

Net  debt  charge  on  the 
Budget  

577 

580 

570 

638 

711 

Less  Issue  Depart- 
ment income  and 
N.D.C.’s  surplus 
revenue  and  pay- 
ments to  Exchequer 

34 

35 

39 

42 

62 

Net  cost  of  service  of 
Debt  held  by  the 
public  

543 

545 

531 

596 

649 

November,  1957 
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H.M.  Treasury 


Floating  Debt 

Treasury  Bills  

Ways  and  Means  Advances 


Market  Securities 

2i%  Consols,  2i%  and  2f%  Annuities... 

4%  Consols  

3J%  Conversion  Loan,  1961  or  after  ... 
2i%  Treasury  Stock,  1975  or  aftw 
3%  Treasury  Stock,  1966  or  after 

3i%  War  Loan  

2%  Conversion  Stocks,  1958/59 

3i%  Conversion  Stock,  1969  

4%  Conversion  Stock,  1957/58 

4i%  Conversion  Stock,  1962  

2%  Exchequer  Stock,  1960  

2i%  Exchequer  Stock,  1963/64  

3%  Exchequer  Stock,  1960  

3%  Exchequer  Stock,  1962/63  

5%  Exchequer  Stock,  1957  

2i%  Funding  Loan,  1956/61  

2f%  Funding  Loan,  1952/57  

3 % Funding  Loan,  1959/69  

4%  Funding  Loan,  1960/90  

3%  Funding  Stock,  1966/68 

3*5i  Funding  Stock,  1999/2004  

2-J%  Savings  Bonds,  1964/67  

3 % Savinp  Bonds,  1955/65  

3 % Savings  Bonds,  1960/70  

3 % Savings  Bonds,  1965/75  

2i%  Serial  Funding  Stock,  1957 

24%  Treasury  Stock,  1986/20161 

34%  Treasury  Stock,  1977/80  

34%  Treasury  Stock,  1979/81  

4%  Victory  Bonds  (repayable  by  annual 

drawings  ending  197Q 

3 % War  Loan,  1955/59  


Appendix  I 

National  Debt  (To  Treasury  Paper  101 

Outstanding  31st  March,  1957 


£■000  £’000 

4,195,295 

276,890 

— 4,472,185 


299,252 

382,857 

643,337 

482,013 

58,192 

1.909,836 

591,940 

340,558 

676,079 

658,157 

448,347 

274,217 

200,000 

341,278 

300,000 

796,174 

100,556 

289,228 

236,136* 

540,350 

443,270 

752,428 

712,548 

1,024,513 

1,073,018 

502,920 

78,457 

261.966 

482.967 

132,216* 

302,459 

15,335,269 


£'000  £’000 


Small  Savings  Securities 

2jr%  Defence  Bonds 

97,369 

3 % Defence  Bonds  

72,889 

3i  % Defence  Bonds  

326,916 

4%  Defence  Bonds  

93.815 

4i  % Defence  Bonds  

151,071 

iTemium  Savings  Bonds 

65,458 

National  Savings  C:ertiiicates 

1,907,3831 

Tax  Reserve  Certificates  ... 
Other  Debt,  Internal 


2i  % Terminable  Annuities  

3%  Terminable  Annuities  

180,277 

894,228 

42,070 

3i%  Terminable  Annuity  

International  Bank  for  Reconstruction 
and  Developmeni—lnterest'Free  Notes 

65,575 

International  Monetary  Fund — Interest- 
Free  Notes  

577,025 

European  Payments  Union  

61,710 

Government  of  Portugal 

72,192 

Government  of  India  

122,076§ 

Government  of  Pakistan 

5,651 

Miscellaneous  

36,216 

Other  Debt,  External 
United  States — 

Govemment  Loan  

1,436,753 

E.C.A.  and  M.S.A  Loans  

137,128 

Canadian  Covemment  Loans  

431,038 

European  !^yments  Union  

57,702 

Other  Debt  (payable  in  external  currency) 

2,715 

2,714,901 

362.771 


2,057,020 


2,065,336 


TOTAL,  NATIONAL  DEBT  ... 


27,007,482 


* Excluding  murida  tendered  for  Deatli  Dudes  end  Eeld  by  tbe  National 
Debt  Commissioners  until  redeemed. 


t Held  by  the  National  Debt  Comissioners  and  nt 


{ The  amount  of  this  debt  is  due  to  be  reduced  when  the  value  of  certain 
pensionary  liabilities,  takra  over  by  the  Government  of  the  United  Kingdom 
from  the  Covemment  of  India,  has  been  finally  determined. 


National  Debt* 


Appendix  II 
(To  Treasury  Paper  10) 


(At  31st  March) 


£ Million 

(percentages  in  brackets) 


1935 

1952 

1953 

1954 

1955 

1956 

1957 

Floating  Debt — 

462 

0 

2,047 

1,823 

1.645 

2.024 

1,892 

1,645 

(5) 

371 

0 

2,564 

2.891 

3,174 

3,223 

(9) 

5,508 

(82) 

13,734 

13,917 

14,510 

14,563 

(51) 

397 

(6) 

2,603 

2,570 

2,551 

W 

(-) 

368 

314 

363 

26 

(-) 

2,406 

2,373 

Other  Debt— External  

— 

(-) 

2,168 

2,163 

2,115 

6,764 

(100) 

25,890 

26,051 

26,583 

26,934 

27,039 

27,007 

(89) 

Guaranteed  

— 

C-) 

2,502 

2,755 

(11) 

6,764 

(100) 

28.392 

28,806 

29,363 

29,892 

30,331 

30,302 

(100) 

Analysis  of  Market  SEommisS 

(Government  and  Govemment  Guaranteed) 

1935 

1952 

1953 

1954 

1955 

1956 

1957 

180 

(3) 

3,595 

3,700 

3,583 

3,534 

(15) 

637 

(9) 

2,397 

3,145 

3,598 

4,205 

5,472 

(16) 

302 

(5) 

4,188 

3,566 

3,702 

3,662 

(12) 

1,035 

(15) 

2,183 

2,409 

2,574 

2,306 

(7) 

Undated  

3,354 

(50) 

3,873 

3,852 

3,833 

3,814 

(12) 

5,508 

(82) 

16,236 

16,672 

17,290 

17,521 

18,284 

18,630 

(62) 

* Excludbg  deht.  payable  in  external  cunendee,  arising  oat  of  1914*191g 


t Excluding  securities  tendered  in  payment  of  death  duties  and  held  by  the 
National  Debt  Commisaioneii  until  r^cemed. 

t National  Savings  Certificates  (Principal  only).  Defence  Bonds  and  Premium 
Savings  Bonds. 


f Securities  with  optional  maturity  dates  ate  classified  according  to  final 
maturity  date ; 4%  Victory  Bonds  are  classified  according  to  average  life  to  ' 
mactiricy. 


...~is  issued  by  nationalised  industries  and  undel- 
etion 42  of  the  Finance  Act,  19S6).  Both  capital  and 
re  fully  guaranteed  by  the  Government. 
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Afpendk  in 
(To  Treasury  Paper  10) 

Estimated  Distribution  of  the  National  Debt  and  Nationalised  Industries’  Loans 
Guaranteed  by  H.M.  GovbrnmentC") 

(At  3Ist  March,  1939) 

£ million,  nominal  values : % of  total  in  brackets 


National 

Treasury  Market  Savings 

Bills  Securities^  etc.fc)  Other(rf>  Total 

1 2 3 4 5 


I. 

National  Debt  Commissioners 

4 

(-> 

447 

(8) 

_ 

3 

(5) 

454 

(6) 

2. 

Bank  of  England  Issue  Department  . . . 

(23) 

(1) 

— 

(20) 

(4) 

213 

(23) 

525 

(9) 

_ 

14 

(25) 

752 

(10) 

3. 

Exchange  Equalisation  Account  and 

(3) 

Other  Public  DepartmentsW 

308 

(35) 

(46) 

(8) 

4. 

(1) 

(11 

5. 

6. 

86 

no) 

557 

(10) 

643 

(9) 

7. 

Discount  Market 

68 

w 

(2) 

8. 

Bank  of  England  Banking  D^artment 

m 

(l) 

(3) 

(2) 

9. 

Scottish  BanksW) 

(-) 

(2) 

10. 

and  provident  societies^)  

(12) 

(101 

(121 

(2) 

(31 

12. 

Other  (including  residual  errors) 

48 

(5) 

3,349 

(58) 

385  (100) 

(29) 

3,798 

(53) 

TOTAL  

892 

(100) 

5,787 

(100) 

385  (100) 

55 

(100) 

7,119 

cm 

Estimated  Distribution  of  the  National  Debt  and  Nationalised  Industries’  Loans 

Guaranteed  by  H.M.  Government^"! 

(At  31st  March,  1956) 

£ million,  nominal  values  : % of  total  in  brackets 

National 

Savings 

Bills 

Olher(<0 

Total 

] 

i 

2 

3 

4 

32 

m 

2,702 

'■(§ 

1,187 

(53) 

3,921 

(14) 

2. 

Bank  of  England  Issue  Department  ... 

932 

(20) 

964 

— 

11 

(-) 

1,907 

(7) 

964 

(21) 

3,666 

(20) 

_ 

1,198 

(53) 

3,828 

(21) 

3. 

Exchange  Equalisation  Account  and 

(12) 

639 

(13) 

479 

(3) 

5 (-) 

(5 

4. 

95 

CL) 

(-1 

5. 

250 

a) 

250 

(11 

b. 

London  Clearing  BanksW  

946 

(20) 

1,905 

(10) 

(10) 

7. 

465 

(10) 

261 

(1) 

a) 

8. 

Bank  of  England  Banking  Department 

163 

(3) 

164 

(1) 

3 

(-) 

(1) 

9. 

15 

{-) 

344 

(2) 

© 

(1) 

10. 

Insurance  and  other  public  companies 

(8) 

and  provident  societiesCO  

2,170 

(12) 

(34) 

11. 

Overseas  OfficialO')  

920 

(19) 

1,652 

(9) 

(12) 

12. 

Other  (including  residual  errors) 

676 

U4) 

7,298 

(40) 

2,947  (100) 

0) 

(39) 

TOTAL  

4,788 

(100) 

18,284 

(100) 

2,952  (100) 

2,232 

(100) 

28,256 

(100) 

OF  THE  National  Debt  and  Nationalised  Industries’  Loans 

Guaranteed  by 

H.M.  Government<"! 

(At  31st  March,  1957) 

£ million,  nominal  values ; % of  total  in  brackets 

National 

Treasury 

Savings 

Bills 

etc.W 

Other(<0 

Total 

1 

i 

3 

4 

3 

1. 

25 

(S 

2,864 

(15 

_ 

1,149 

(49) 

4,038 

2,008 

(14) 

2. 

Bank  of  England  Issue  Department  ... 

1,071 

926 

— 

11 

(1) 

(V) 

1,096 

(26) 

3,790 

(20) 

_ 

1,160 

(50) 

6,046 

(21) 

3. 

Exchange  Equalisation  Account  and 

(10) 

A 

Other  Public  DepartmentsW 

277 

(7) 

469 

(3) 

4 (-) 

4. 

Nationalised  IndustriesC/1 

85 

(-) 

5. 

Local  AuthoritiesCa)  

250 

(1) 

(11 

6. 

London  Gearing  BanksCW  

(22) 

1,907 

CJ?) 

(101 

7. 

300 

(7) 

402 

(2) 

© 

— 

(J) 

8. 

Bank  fo  England  Banking  Department 

174 

(4) 

164 

(I) 

— 

— 

9. 

Scotfeh  BanksW 

(-) 

344 

(2) 

© 

— 

(1) 

10. 

Insurance  and  other  public  companies 

2,200 

(8) 

2,200 

(12) 

11. 

Overseas  OfficiaK/)  

905 

(22) 

1,635 

(9) 

(39) 

(12) 

12. 

Other  (including  residual  errors) 

(12) 

7,384 

(40) 

3,074  (100) 

U) 

(jy> 

TOTAL  

4,195 

(100) 

18,630 

(100) 

3,078  (100) 

2,334 

(100) 

28,237 

(100) 

(The  notes  are  on  page  112)  © = not  known 
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Estimated  Disiribution  of  the  National  Debt,  Etc. 
Notes 

(a)  The  National  Debt  here  excludes  debt  payable  in 
external  currencies  (as  detailed  in  the  Finance  Accounts 
of  the  United  Kingdom),  and  Victory  Bonds  and 
Funding  Loan  tendered  for  Death  Duties. 

The  Nationalised  Industries  are  here  defined  as  those 
Corporations  to  which  advances  have  been  made  by 
the  Exchequer  under  the  Finance  Act  1956,  namely  the 
Central  Electricity  Authority,  North  of  Scotland  Hydro- 
Electric  Board,  South  of  Gotland  Electricity  Board, 
Gas  Council,  British  Transport  Commission,  British 
Overseas  Airways  Corporation  and  British  European 
Airways  Corporations.  Their  loans  (nil  in  1939, 
£3.292  million  in  1956  and  £3,295  miUion  in  1957)  fall 
wholly  in  Column  2 “ Market  Securities.” 

The  figures  in  the  tables  for  1939  and  1956  were 
corrected  (see  Memoranda  of  Evidence  Qn.  2812), 
and  the  table  for  1957  was  submitted  after  the  Treasury 
had  given  oral  evidence  on  this  paper. 

(h)  Includes  (£231  million  in  1956  and  £234  million  in 
1957)  “ unquoted  ” securities  (mostly  issued  direct  to 
the  Nation^  Debt  Commissioners). 

(c)  National  Savings  Bonds.  National  Savings  Certificates, 
Defence  Bonds,  Premium  Savings  Bonds  and  Tax 
Reserve  Certificates.  No  estimate  can  be  made  by 
holders. 

(<0  Consists  mainly  of— 

(i)  Terminable  Annuities  issued  to  the  National  Debt 
Commissioners  in  1943/50  as  a security  for  Post 
Office  and  Trustee  Savings  Banks’  funds. 

(ii)  Ways  and  Means  Advances  to  the  Exchequer  (£28 
million  in  1939,  £295  million  in  1956  and  £277 
million  in  1957)  largely  made  by  Other  Public 
Departments. 

(ill)  In  1956  and  1957 — “ Other  Debt  under  the  National 
Loans  Act  1939  ” (mostly  held  by  the  International 


Monetary  Fund,  the  International  Bank  for 
Reconstruction  and  Development,  and  the 
European  Payments  Union). 

(e)  Includes  public  corporations  [other  than  those  listed  in 
note  (a)]. 

(/)  As  defined  in  note  (a). 

ig)  Local  Authorities  are  here  defined  as  those  public 
authorities  or  bodies  who  are  required  to  make  financial 
returns  under  Part  XI  of  the  Local  Government  Act 
1933.  They  therefore  include  certain  authorities  with 
special  functions  (e.g.,  Local  Harbour  Boards)  as  well 
as  those  with  more  general  administrative  functions. 
Exceptionally,  the  Metropolitan  Police  (who  come 
under  the  Act)  are  not  included  here  but  in  item  3 
“ Other  Public  Departments.”  The  figures  are  derived 
from  information  supplied  by  a sample  of  Local 
Authorities. 

(A)  Book  values  at  the  March  make-up  days. 

(j)  Includes — 

(i)  Insurance  companies  t estimates  based  on  a sample 
analysis  and  on  statements  published  by  the  Board 
of  Trade  under  the  various  Assurance  Companies 
Acts ; these  relate  mainly  to  holdings  at  31st 
December  of  the  previous  year. 

(ii)  Other  public  companies : estimates  based  largely 
upon  the  samples  of  public  companies’  balance 
sheets  at  varying  dates  published  quarterly  by 
“ The  Economist.” 

(iii)  Provident  Societies : estimates  of  holdings  based 
mainly  on  the  reports  of  the  Registrar  of  Friendly 
Societies,  the  reports  of  the  Industrial  Assurance 
Commissioner,  and  balance  sheets  of  Building 
Societies,  mainly  at  31st  December  of  the  previous 
year. 

Most  figures  included  in  this  item  relate  to  book,  not 
nominal,  values. 

O')  Overseas  Central  Banks,  Currency  Boards  and  certain 
other  official  bodies. 


11.  THE  STERLING  AREA* 


A.  Introductory 

1.  The  object  of  this  paper  is  to  describe  the  Sterling 
Area.  It  is  a factual  paper.  Qearly  there  arise  from  it 
problems  of  the  first  importance  for  domestic  monetary 
policy.  These  problems  are  discussed  in  ffie  separate  paper 
being  submitted  by  the  Treasury  entitled  “ Monetary  Policy 
and  External  Economic  Problems”. 

2.  Section  B discusses  briefly  the  origins  and  present 
operation  of  the  Area.  Section  C deals  with  its  recent 
history  in  terms  of  its  impact  on  the  United  Kingdom’s 
external  reserves  and  liabilities. 

B.  The  Sterling  Area  and  System 

3. _  The  Sterling  Area  ” is  far  from  being  a term  with  a 
precise  meaning.  Treated  as  a list  of  countries  there  is  no 
ambiguity  : it  consists  of  the  “ Scheduled  Territories  ” 
(including  the  United  Kingdom)  as  defined  in  the  United 
Kingdom’s  Exchange  Control  Act  1947  (in  which  the  words 
” Sterling  Area  ” do  not,  incidentally,  occur).  But  the 
tcnn  is  more  usually  and  more  usefiiUy  regarded  as  more  than 
a geo^phical  grouping.  It  is  essentially  a group  of 
countries,  most  but  not  all  of  them  members  of  the  Common- 
wealth, who  follow  generally  comparable  policies  in  their 
overseas  financial  transactions. 

4.  The  sterling  system  originated  in  the  first  half  of  the 
nineteenth  century  in  the  process  of  bringing  some  order 
into  the  heterogeneous  coinage  systems  and  rudimentary 
banking  arrangements  which  then  prevailed  in  most  of  the 
Colonies.  The  system  which  grew  from  these  origins  had 
four  characteristics  : — 

First,  the  local  currencies  and  bank-notes  were  statutorily 
regulated  as  local  versions  of  the  pound,  printed  or  stamped 
with  local  symbols  but  all  representing  the  sovereign  or 
let^y  defined  fractions  of  it,  and  ail  backed  with  some 
obhgatory  holding  of  sovereigns  or  gold. 


• See  Minutes  of  Evidence  Qns.  2483  to  2615. 


Secondly,  all  looked  to  London  as  their  metropolitan 
centre  for  the  employment  of  surplus  funds  which  could 
not  be  invested  with  tihe  necessary  liquidity  in  the  Colonial 
countries  themselves. 

Thirdly,  as  trade  increased,  all  looked  to  sterling  as  the 
currency  for  their  external  transactions.  There  were  some 
local  exceptions  to  this  : for  example,  the  Indian  rupee 
had,  and  still  has,  an  international  validity  in  the  countries 
roimd  the  Indian  Ocean,  but  with  all  other  areas  India 
settles  in  sterling. 

Fourthly,  all  looked  to  London  and  the  United  Kingdom 
for  the  raising  of  new  capital,  predominantly  for  private 
enterprise  but  largely  also  for  governmental,  provinci^  or 
municipal  issues. 

It  must  be  noted  too  that,  besides  these  monetary  HnVe  with 
London,  London  was  and  has  remained  the  centre  for  su^ 
connected  commercial  activities  as  merchanting,  insurance, 
shipping,  etc. 

5.  In  such  a system  the  gravitation  of  the  foreign  exchange 
income  of  the  whole  Area  to  London  was  a natural  and 
inevitable  consequence  of  normal  business  and  banking 
practices.  Exporters  sold  their  export  proceeds  to  their 
local  hanks  against  the  local  currency  in  wWch  they  kept 
their  accounts  and  met  their  expenses.  Most  often  the 
proceeds  so  sold  were  already  in  the  form  of  sterling  and 
any  foreign  exchange  arising  had  already  accrued  duectly 
or  indirectly  to  London  ; when  another  currency  was 
involved,  ordinary  practice  led  the  bankers  to  convert  it  into 
staling  as  their  common  external  currency  or  common 
sotirce  of  liquidity  for  surplus  funds,  and  the  same  result 
followed  ; the  foreign  exchange  gravitated  to  London. 
Exchange  control  played  no  part  in  this  natural  central- 
isation of  foreign  exchange  income  and  surpluses  at  the 
metropolitan  centre. 

6.  Despite  the  great  changes  of  the  last  thirty  or  forty 
years  and  the  establishment  of  exchange  controls  throughout 
the  Area  during  the  last  war  and  their  subsequent  persistence 
these  four  pre-1914  characteristics  still  largely  hold  for  the 
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Sterling  Area  today.  But  there  have  been  developments 
inside  and  outside  the  Area  which  have  to  some  extent  modi- 
fied the  characteristics  of  the  system  : — 

(a)  The  free  interchangeability  between  sterling  and  gold, 
which  established  a guarantee  of  the  value  and  a 
limitation  on  the  volume  of  sterling,  has  been  removed. 
The  first  step  was  taken  in  1931  when  the  United 
Kingdom  abandoned  the  gold  standard.  A wide 
group  of  coimtries,  including  all  Commonwealth 
countries  except  Canada,  immediately  or  soon  after 
pegged  their  own  currencies  on  sterling,  though  some 
continued  to  maintain  substantial  reserves  of  their 
own  in  gold  and  all  were  entirely  free  to  acquire  it 
against  sterling.  In  1939  they  agreed  not  to  make 
use  of  this  facility,  except  for  essential  current  pay- 
ments. 

(i)  In  1939,  exchange  controls  were  introduced  generally 
in  the  United  Kingdom  and  other  Sterling  Area 
coimtries,  but  they  were  not  applied  to  transactions 
between  the  United  Kingdom  and  the  R.S.A.  (Rest 
of  the  Sterling  Area). 

(c)  Most  of  the  independent  members  of  the  Area  now 
have  Central  Banks  of  their  own  and  most  are  members 
of  the  International  Monetary  Fund  with  par  values 
for  their  currencies  defined  in  terms  of  gold  or  the 
United  States  dollar.  In  most  of  them  legislation 
between  the  wars  provided  for  sterling  having  a 
mandatory  place  in  the  currency  backing.  In  many 
cases  post-war  enactments  have  removed  such  pro- 
visions, and  the  sterling  backing  is  now  discretionary 
rather  than  mandatory.  Thus  the  currency  link  is 
no  longer  a statutory  obligation.  But  despite  this,  in 
practice  it  has  been  maintained  : all  R.S.A.  countries 
devalued  to  the  same  extent  as  the  United  Kingdom 
in  1949,  with  the  sole  exception  of  Pakistan  who, 
however,  followed  six  years  later  and  restored  her  old 
relationship  with  the  £ ; moreover  the  R.S.A. 
countries  have  also  in  practice  maintained  a fixed 
link  in  day-to-day  fluctuations  of  the  £. 

(d)  During  the  1939-1945  war,  a huge  accumulation  of 
sterling  balances  took  place.  (The  main  growth  in 
Colonial  sterling  balances  and  the  holdings  of  the 
Middle  East  OU  States  came  later  and  was  substantially 
offset  by  falls  in  other  countries’  balances.)  Moreover, 
as  a result  of  the  growth  of  exchange  controls,  these 
balances  came,  to  a greater  extent  than  before,  to  be 
held  in  the  control  of  Central  Banks  and  to  be  treated 
as  national  foreign  exchange  reserves,  their  size  and 
trend  becoming  objects  of  national  policy  just  as  are 
those  of  our  own  gold  and  dollar  reserves. 

(e)  The  widespread  use  in  the  Area  of  discriminatory 
trade  restrictions  against  dollar,  and  sometimes 
against  all  non-sterling,  imports  has  been  a signi- 
ficant feature  in  the  war  and  post-war  years.  This 
policy  has  of  course  been  pursued  with  very  varying 
degrees  of  strictness  by  the  different  members  of  the 
Area,  and  in  the  last  few  years  discrimination  has 
been  greatly  reduced.  This  whole  evolution  has  been 
closely  affected  by  the  desire  of  the  Area's  members 
to  preserve  both  the  status  of  sterling  as  an  inter- 
national currency  and  the  security  of  their  sterling 
holdings.  Hence  some  measure  of  discrimination 
has  been  for  some  years  (though  to  a steadUy 
diminishing  extent)  one  of  the  practices,  de  facto, 
of  the  Area. 

(J)  London  has  remained  the  prime  source  of  new  capital 
for  the  R.S.A.  and  a very  large  outflow  has  been 
maintained  since  the  war.  This  traditional  position 
has  been  so  far  maintained  despite  the  emergence  of 
the  International  Bank  for  Reconstruction  and 
Development  as  an  increasingly  large  lender,  of 
United  States  aid  in  grants  and  loans  and  of  increasing 
United  States  private  investment.  The  outflow  to 
the  R.S.A.  is  now  distinguished  from  United  Kingdom 
investment  in  Canada  and  other  non-sterling  countries 
by  being  free  from  the  requirement  of  exchange 
control  approval. 

(g)  Conversely,  strict  control  of  investment  in  the  non- 
sterling world  by  residents  of  the  Sterling  Area  was 
imposed  by  individual  exchange  controls  in  all 
parts  of  the  Area  during  the  war  and  have  been 


maintained  (though  in  varying  degrees  and  with 
some  relaxations)  ever  since.  This  broad  objective 
of  exchange  control  has  therefore  come  also  to  be 
thought  of  as  another  of  the  Sterling  Area’s  normal 
practices. 

7.  Thus  the  Sterling  Area  in  recent  years  has  been  in 
many  respects  a continuation  of  the  traditional  set  of 
arrangements  of  the  pre-war  sterling  system.  The  under- 
lying characteristics  of  the  Area  remain  little  changed.  They 
have  been  overlaid  by  changed  circumstances  and  new 
pressures  on  sterling  arising  in  the  post-war  situation,  which 
have  presented  special  problems  ; and  the  mechanisms  of 
controls  evolved  to  meet  these  problems  may  at  limes  have 
appeared  to  be  essential  features  of  the  sterling  system. 
These  have  varied  from  time  to  time  and  from  member  to 
member.  For  example,  for  the  Persian  Gulf  State  members 
of  the  Sterling  Area,  exchange  control  is  of  a very  limited 
diaracter.  But  in  fact  the  fundamental  features  of  member- 
ship of  the  Sterling  Area  remain  : — 

(a)  The  members  use  sterling  as  the  normal  means  of 
external  settlement ; 

(i)  They  hold  the  major  part  of  their  reserves  in  sterling  ; 

(c)  They  look  to  the  United  Kingdom  as  a major  source 
of  external  capital ; 

(d)  They  co-operate  to  maintain  the  strength  of  sterling. 

8.  World  trade  depends  upon  an  adequate  payments 
mechanism.  It  it  vital  to  the  United  Kingdom  that  such  a 
mechanism  should  be  maintained,  both  because  of  our 
national  interest  in  world  economic  progress  and  because 
of  our  dependence  on  international  trade.  Sterling  plays  the 
major  role  in  this,  and  there  is  no  substitute  for  it.  Certain 
particular  advantages  flow  from  this  position  of  sterling. 
First,  United  Kingdom  citizens,  because  they  are  able  to 
use  ^eir  own  currency  over  a large  part  of  the  world,  are 
themselves  saved  the  inconveniences  of  operating  in  foreign 
currencies,  and  they  have  access  to  vital  raw  materials  on  the 
most  favourable  terms  on  the  commodity  markets  established 
in  the  United  Kingdom.  Second,  sterling  as  an  international 
currency  brings  similar  advantages  to  the  other  members  of 
the  Sterling  Area  and  to  the  Commonwealth  as  a whole. 
Finally,  the  banking,  insurance  and  similar  transactions 
carried  out  in  London  based  upon  the  international  character 
of  sterling  are  in  themselves  profitable. 

9.  But  the  counterpart  of  these  advantages  is  the  greater 
risks  to  which  we  are  exposed  from  the  considerable  sterling 
balances  which  other  countries  hold.  Whenever  doubt  is 
cast  on  our  solvency  these  balances  come  under  pressure, 
thus  tending  to  aggravate  the  very  situation  that  caused  the 
doubts  to  arise.  The  use  of  sterling  as  an  international 
currency  makes  it  inevitable  that  we  should  have  large 
overseas  monetary  liabilities.  But  it  does  not  explain  their 
present  size,  which  derives  from  economic  developments 
in  the  war  and  post-war  years  and  has  little  to  do  with  the 
normal  requirements  of  a centre  for  international  finance. 
The  international  strength  of  sterling  would  obviously  be 
greater  if  the  balances  could  be  reduced  without  any  corres- 
ponding reduction  in  the  reserves.  Meanwhile  that  sterling 
is  an  international  currency  and  that  the  countries  of  the 
Sterling  Area  hold  large  quantities  are  facts  of  the  situation 
which  have  to  be  reckoned  with  in  all  our  economic  policies. 

10.  The  cohesion  and  viability  of  the  Sterling  Area 
depend  above  all  on  the  strength  of  sterling.  The  factors 
determining  this  are  of  the  greatest  complexity,  but  they 
express  themselves  ultimately  in  changes  in  the  relationship 
between  our  gold  and  dollar  reserves  and  overseas  sterling 
holdings.*  It  will  therefore  be  useful  next  to  analyse  in 
some  detail  the  forces  which  operate  upon  our  reserves  and 
liabilities.  This  is  done  in  the  next  section. 

C.  Reserves  and  LrABinmES 

11.  Underlying  the  movements  in  our  reserves  and 
liabilities  there  is  a pattern  of  flows  of  funds  for  commercial 
and  financial  reasons.  Among  these  there  is  a useful  dis- 
tinction between  those  arising  out  of  the  United  Kingdom’s 
own  balance  of  payments  with  the  rest  of  the  world,  and 
those  which  derive  from  the  impact  on  the  United  Kingdom’s 
position  of  the  use  of  sterling  by  the  outside  world. 


* “The  reserves”  comprise  gold  and  holdings  of  convertible  foreign  currencies 
in  the  Eoichaoge  Equalisation  Account  At  the  time  when  this  paper  was  submitted 
(be  only  such  cuireocies  held  by  the B.E.A,  were  U.S.  acdCenadian  dollars;  hence 
the  reserves  were  often  (at  in  this  paper)  described  as  “the  gold  and  dollar  reserves”. 
Since  December  19S8  a cumber  of  other  foreign  currencies  have  become  convert- 
ible, and  E.E.A.  holdings  of  these  currencies  fall  to  be  induded  in  “the  reserves” 
in  the  sense  in  which  they  are  discussed  in  this  paper.  "Overseas  sterling  holdings" 
in  this  paper  are  as  defined  in  United  Kingdom  Balance  of  Paymtms  1946  to 
1956  tNo.  7)  (Cmnd.  122),  page  54. 
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12.  la  a country  which  is  neither  an  international  banker 
nor  an  international  investor  or  borrower,  a current  account 
surpliK  on  its  external  balance  of  payments  vrilJ  be  reflected 
in  an  increase  of  the  reserves  ; and  the  contrary  for  a deficit. 
But  this  simple  effect  is  greatly  modified  for  the  United 
Kingdom  by  its  large  and  complex  external  monetary 
relationships.  These  additional  complications  are  of  t^ee 
sorts : (i)  those  introduced  by  the  normal  practice  of  the 
R.S.A.  with  respect  to  its  non-sterling  earnings  ; (ii)  those 
introduced  by  long-term  investment  flows  ; and  (iii)  those 
introduced  by  the  existence  of  large  sterling  holding  in 
N.S.A.  (Non-Sterling  Area)  countries.  The  ^ects  of  these 
may  be  considered  as  successive  modifications  to  an  initial 
simple  state  of  affairs  : — 

(a)  The  United  Kingdom  Current  Balance 

The  normal  position  of  the  United  Kingdom  current 
balance  is  to  be  in  surplus,  a large  surplus  with  the 
R.S.A.  more  than  coimterbalancing  a deficit  with  the 
N.S.A.  Ignoring  all  three  of  the  complications  just 
mentioned — i.e.  assuming  there  are  no  long-term 
capM  flows,  that  we  deal  with  the  R.S.A.  only  in 
sterling  and  their  non-sterling  trade  has  no  impact 
on  us,  and  the  N.S.A.  holds  only  gold,  dollars  and 
other  non-sterling  currencies — this  -would  lead  us  to 
expect  that  normally  or  “ naturally  ” our  sterling 
liabilities  to  the  R.S.A.  would  be  falling  (as  a result 
of  the  settlement  of  our  R.S.A.  surplus)  and  our 
reserves  would  also  be  falling,  though  less  fast  (as  we 
settle  the  smaller  N.S.A.  deficit).  Our  net  monetary 
position  would  be  improving  by  the  extent  of  our 
overall  surplus,  but  this  improvement  would  take  the 
form  of  a r^uction  of  liabflities  larger  than  a 
simultaneous  reduction  in  assets. 

(A)  The  R.S.A  Current  Balance 

However  the  first  complication  is  that  the  net  proceeds 
of  the  R.S.A. ’s  trade  with  the  N.S.A.  normally 
gravitate  to  London  and,  just  as  it  is  normally  in 
deficit  with  us  (the  obverse  of  our  surplus  with  it), 
it  is  normally  in  surplus  with  the  N.S.A.  (including 
gold  sales).  Thus  the  sterling  we  pay  to  the  R.S.A. 
in  exchange  for  this  R.S.A.  surplus  with  the  N.S.A. 
counteracts  the  fall  in  R.S.A.  sterling  holdings 
induced  by  our  surplus  with  the  R.S.A.,  while 
simultaneously  the  non-sterling  currencies  we  receive 
counteract  the  loss  of  reserves  we  suffer  from  our 
deficit  with  the  N.S.A.  How  this  finally  works  out  in 
terms  of  R.S.  A.  sterling  holdings  and  United  Kingdom 
reserves  will  depend  upon  whether  the  R.S.A.  is 
in  overail  surplus  or  deficit,  i.e.  on  whether  its  N.S.A. 
surplus  exceeds  or  falls  short  of  its  deficit  with  the 
United  Kingdom.  The  two  cases  can  be  illustrated 
schematically,  assuming  in  both  cases  a United 
Kingdom  overall  surplus  on  the  “ normal  ” pattern  : — 

Case  I 


United  Kingdom  in  ovCTall  surplus  : R.S.A. 
in  overall  surplus 


(I) 

(2) 

n &2) 

U.K. 

current 

balance 

with 

R.S.A. 

curratt 

balance 

with 

Total  Sterling 
Area  current 
balance 
with 

N.S.A. 

R.S.A. 

U.K 

- 100 
-1-  200 

-f  300 
- 200 

-1-  200 

Total  ... 

+ 100 

-1-  100 

+ 200 

Ih  this  case  the  United  Kingdom  loses  lOO  of  reserves 
to  the  N.S.A.  in  its  own  trade,  but  gains  300  (against 
payment  of  sterling  to  the  R.S.A.)  from  R.S.A.  trade 
with  the  N.S.A.  : i.e.  the  reserves  rise  200.  But  the 
payment  of  300  of  sterling  against  the  R.S.A.’s  N.S.A. 
transfers  exceeds  the  receipt  of  200  from  the  R.S.A. 
in  respect  of  its  deficit  with  us.  Hence  the  100 
improvement  in  our  balance  of  liabilities  against 
assets  consists  of  a gain  of  200  to  the  reserves  and  an 
increase  of  100  in  our  liabilities  to  the  R.S.A.,  which 
latter  is  of  course  the  R.S.A.’s  increase  in  its  external 
reserves  due  to  its  overall  surplus. 


Case  II 

United  Kingdom  in  overall  surplus  : R.S.A. 
in  overall  deficit 


(1) 

(2) 

(1  &2) 

U.K. 

current 

balance 

with 

R.S.A. 

current 

balance 

with 

Total  Sterling 
Area  current 
balance 
with 

N.S.A. 

R.S.A. 

U.K 

. - 100 

. 4-  200 

4-  50 
- 200 

- 50 

Total  .. 

. 4-  100 

- 150 

- 50 

Here  the  United  Kingdom’s  loss  of  100  of  reserves 
to  the  N.S.A.  is  not  fully  offset  by  its  purchase  of  50 
from  the  R.S.A.,  so  the  reserves  fall  50.  But  equally 
the  50  of  sterling  paid  to  the  R.S.A.  does  not  fully 
offset  the  200  received  in  respect  of  our  current 
balance  so  that  our  liabilities  to  the  R.S.A.  fall  150. 
The  improvement  in  our  position  is  still  100,  our 
current  surplus,  but  it  takes  a different  form  from  that 
in  Case  I.  In  fact  the  R.S.A.’s  current  balance 
determines  the  form  in  which  but  not  the  amount 
by  which  our  net  monetary  position  improves. 

It  will  be  noted  in  both  tables  that  the  change  in 
the  reserves  (on  the  assumptions  so  far  made)  is 
equal  to  the  total  Sterling  Area  balance  with  the 
N.S.A.,  and  that  this  is  calculable  either  as  the  sum 
of  the  United  Kingdom’s  and  R.S.A.’s  non-sterling 
balance  of  payments  or  as  the  sum  of  their  overaU 
balance  of  payments  (mutual  balances  of  course 
cancelling  out).  From  the  United  Kingdom  point 
of  view  in  particular  it  is  of  course  vi^  to  know 
whether,  when  the  reserves  are  increasing,  this  is 
arising  from  a R.S.A.  or  a United  Kingdom  overall 
surplus  \ for  in  the  first  case  the  increase  is  matched 
by  a rise  in  sterling  liabilities  to  the  R.S.A.,  and  in 
the  latter  case  it  is  not. 

(c)  Overseas  Long-term  Investment 

The  United  Kingdom  is  habitually  a large  investor 
overseas,  and  the  greater  part  of  the  investment  is 
in  the  R.S.A.  To  the  extent  that  the  United  Kingdom 
invests  in  this  way  its  current  account  surplus  with 
the  R.S.A.  does  not  result  in  a reduction  in  the 
R.S.A.’s  sterling  holdings,  and  our  investment  in  the 
N.S.A.  equally  reduces  &e  receipt  or  increases  the 
outflow  of  reserves  arising  from  current  trade,  hi  resp- 
ect of  its  effect  upon  reserves  and  liabilities,  payment 
for  a long-term  capital  asset  is  exactly  the  same  as  pay- 
ment for  a current  asset.  Thus  when  analysing 
changes  in  reserves  and  liabilities  the  balance  of 
current  and  long-term  capital  transactions  t^en 
together  is  the  relevant  concept ; not  ^e  current 
balance  alone. 

(«0  N.S.A.  Sterling  Holdings 

The  final  complication  arises  because  N.S.A. 
countries  may  not  in  fact  settle  any  deficit  with  the 
Sterling  Area  in  gold  or  dollars  or  take  gold  or 
dollars  in  settlement  of  a surplus  with  the  Sterling 
Area.  Because  they  hold  large  quantities  of  sterling 
they  can  settle  deficits  with  this,  and,  if  they  are  so 
willing  they  can  accept  an  increase  in  their  sterling 
holdings  in  settlement  of  a stirplus.  Thus  the  final 
result  of  a Sterling  Area  snrplxis  with  the  N.S.A.  may 
be  a running  down  of  N.S.A.  sterling  holdings,  wi&- 
out  gain  to  the  reserves,  and  equ^y  a Sterling  Area 
defi.cit  may  increase  sterling  liabilities  to  the  N.S.A. 
rather  than  reduce  reserves.  In  both  cases  the 
Sterling  Area’s  net  position  vis-a-vis  the  N.S.A.  will 
be  changed  by  the  amount  of  the  surplus  or  deficit, 
but  the  form  in  which  the  change  expresses  itself,  in 
reserves  or  in  liabilities  will  depend  on  tiie  choice 
of  N.S.A.  countries.  The  choice  made  will  of  course 
depend  largely  on  the  state  of  confidence.  It  is 
perfectly  possible,  if  confidence  is  bad,  for  a Sterling 
Area  si^lus  with  the  N.S.A.  to  be  accompanied  by 
a fall  in  reserves  and  a still  larger  fall  in  N.S.A. 
sterling  holdings.  But  the  most  dangerous  situation 
is  obviously  one  in  which  both  the  United  Kingdom 
and  the  R.S.A.  are  in  deficit  on  current  and,  long- 
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term  capital  accoimt,  for  then  both  the  joint  Sterling 
Area  deficit  and  a reduction  of  N.S.A.  sterling 
holdings  for  confidence  reasons  may  combine  to  have 
a drastic  impact  on  the  reserves. 

13.  Thus,  some  of  the  factors  affecting  the  strength  of 
sterling  may  be  regarded  as  “ internal,”  as  arising  primarily 
from  policies  and  decisions  within  die  United  i^gdom, 
namely ; — 

(a)  the  United  Kingdom  balance  of  payments  on  current 
account,  and 

(b)  United  Kingdom  overseas  investment ; 

whilst  other  factors  are  “ external,”  as  arising  primarily  from 
policies  and  decisions  dsewhere,  namely  : — 

(c)  the  current  balance  of  payments  of  the  R.SA.,  and 

(<0  the  amount  of  sterling  which  the  N.S.A.  chooses  to 

hold. 

This  distinction  between  ” internal  ” and  “ external  ” 
influences  is  convenient.  It  must,  however,  be  remembered 
that  the  United  Kingdom’s  current  surplus  with  the  R.S.A. 
is  the  same  thing  as  the  R.S.A.’s  current  deficit  with  the 
United  Kingdom ; that  many  unpredictable  events  origin- 
ating outside  the  United  Kingdom  affect  the  out-turn  of  the 
United  Kingdom’s  balance  of  payment,  however  wise  our 
internal  policies ; and  that  action  (or  inaction)  in  this 
coimtry  wUl  greatly  influence  decisions  which  are  formally 
“ external.”  It  is  however  useful  to  make  this  separation 
in  order  to  observe  that  the  “ internal  ” factors  affect  the 
size  of  gap  between  the  reserves  and  the  liabilities,  but  the 
” external  ” do  not,  the  current  balance  of  payments  of  the 
R.S.A.  determining  whether  a United  Kingdom  surplus 
narrows  the  gap  by  increasing  the  reserves  or  by  decreasing 
the  R.S.A.  sterling  balances  (or  by  a bit  of  both),  and  the 
N.S.A.  holding  of  sterling  affecting  both  reserves  and 
liabilities  equally. 

14.  The  picture  which  emerges  is  that,  in  present 
circumstances,  a current  account  surplus  in  the  United 
Kingdom  balance  of  payments  is  of  fundamental  importance 
to  the  whole  strraigth  and  soundness  of  sterling,  though  it 
does  not  in  itself  ensure  either  a reduction  of  the  sterling 
balances  or  an  increase  in  the  reserves.  Overseas  investment 
(which  is  natural  and  beneficial  to  us  and  the  recipients 
and  with  which  the  normal  current  account  surplus  is  largely 
bound  up)  works  against  a reduction  of  Ae  sterling  balances  ; 
and  the  withdraw^  of  sterling  balances  held  by  the  N.S.A. 
will,  so  long  as  it  continues,  work  against  an  increase  in  the 
reserves — all  this  in  spite  of  a substantial  United  Kingdom 
current  surplus  in  most  years.  In  short,  it  is  only  when  we 
have  a surplus  on  current  account  greater  than  our  net 
investment  overseas  that  we  are  able  to  improve  our  external 
monetary  position  (whether  by  reducing  the  total  of  the 
sterling  balances  or  by  increasing  the  reserves). 

15.  Recent  Experience.  This  analysis  can  be  illustrated 
from  the  figures  published  in  Balance  of  Payments  \^te 
Papers.  (In  the  statistics  which  follow,  estimates  of  long- 
term capital  movements  (which  are  subject  to  a considerable 
margin  of  error)  axe  shown  only  to  the  nearest  £10  million 
and  other  totals  are  hare  rounded  to  the  nearest  £5  million.) 

16.  During  1953-56  the  pattern  of  the  United  Kingdom’s 
total  balance  of  payments  on  current  and  long-term  capita! 
account  was  as  follows  : — 

£ Million 


United  Kingdom  R.S.A.  N.S.A.  Total 


Identified  current  account  ...  + 960  — 375  + 585 

Identified  long-term  capital  (net 
outflow)  - 680  - 155  - 835 


Total  ...  -I-  280  - 530  - 250 

Unidentified  receipts  ...  ...  4-  100 


Total  ...  - 150 

Thus,  during  1953-56  the  United  Kingdom  had  a total 
current  account  surplus  of  £585  million.  But  in  the  same 
period  there  were  long-term  investment  and  loan  repayments 
of  £835  nulhon.  The  difference  between  these  two  figures, 
both  resulting  from  what  have  been  called  “ internal  causes,” 
was  £250  mUlion.  This  was  reduced  by  about  £100  million 
of ’net  unidentified  receipts  by  the  United  Kingdom  (the 
balancing  item).  Nevertheless  £150  million  was  left,  as  fihe 
measure  of  the  net  increase  in  what  might  be  called  our  short- 
term or  monetary  liabilities  over  the  four  years. 


17.  During  the  same  period,  however,  the  balance  of 
payments  of  the  R.S.A.  as  a whole  (its  individual  members 
had  widely  differing  experiences)  was  as  follows  : — 

£ Million 


R.S.A.  U.K.  N.S.A.  Total 

Identified  current  account  ...  — 960  -t-  765  — 195 

Identified  long-term  capital  (net 
inflow)  -1-  680  • + 680 

Total  ...  - 280  -f-  765  -|-  485 

Umdentified  payments — 130 

Total  ...  -1-355 


* Gold  sales.  Official  Aid  (grants  and  loans)  and  identified  nc 
transactions,  both  long  and  shon-ienn.  ere  here  included  ir 


This  produced  two  results  : — 

(i)  The  fact  that  the  surplus  of  £765  million  with  the 
N.S.A.  and  the  receipts  of  capital  of  £680  million  from 
the  United  Kingdom  were  together  more  than  sufli- 
cient  to  offset  the  deficit  of  £960  million  on  current 
account  vrith  the  United  Kingdom  and  other  net 
unidentified  payments  to  the  United  Kingdom  of 
£130  million,  enabled  the  R.S.A.  to  add  £355  million 
to  its  monetary  assets  in  the  United  Kingdom. 

(ii)  But  the  £765  million  of  net  non-sterling  receipts  was 
more  than  sufficient  to  pay  for  ffie  United  Kingdom’s 
deficit  with  the  N.S.A.  of  £530  million.  When 
allowance  was  made  for  small  umdentified  payments 
by  the  United  Kingdom  to  the  N.S.A.,  £210  million 
was  left  over.  This  was  available  either  to  raise  our 
reserves  or  reduce  our  N.S.A.  liabilities  and,  broadly 
speaking,  the  choice  was  for  the  N.S.A.  to  make.  It 
would  have  led  to  a rise  in  the  reserves  if  the  non- 
sterling  world,  taken  together,  had  chosen  to  hold 
the  same  amount  of  sterling  at  the  end  of  1956  as 
at  the  beginning  of  1953.  It  would  have  led  to  a 
fan  in  our  N.S.A.  liabilities  had  the  whole  net  non- 
sterling  earnings  been  absorbed  in  repaying  liabilities. 
In  fact,  non-sterling  countries  drew  down  their  net 
sterling  assets  by  about  £100  million  and  we  paid  off 
£95  million  of  our  debt  in  E.P.U.  But  since  the 
sterling  holdings  of  non-territorial  organisations 
rose  £100  million  (due  to  net  purchases  of  dollars 
from  the  I.M.F.)  our  non-sterling  assets  rose  by 
£115  million  and  our  non-sterling  liabilities  fell  by 
about  £95  million. 

18.  Detailed  figures  of  our  monetary  assets  and  liabilities 
as  defined  for  balance  of  payments  purposes  are  given 
below. 

£ Million 


End 

End 

Change 

1952 

1956 

1953-56 

Assets 

1.  Gold  and  dollar  reserves  . . . 

2.  Official  holdings  of  non- 

659 

799t 

-i-  140 

dollar  currencies 

40 

14 

- 26 

3.  Total  (1-1-2)  

699 

813 

-i-  114 

Liabilities 

4.  R.S.A.  sterling  holdings  ... 

5.  N.S.A.  countries’  sterling 

2,542 

2,860 

-1-  318 

holdings  ... 

677 

565 

- 112 

Total  sterling  holdings  of 

countries 

3,219 

3,425 

-h  206 

6.^Non  - territorial  organisa- 

tions’  sterling  holdings... 

567 

669 

-4  102 

7.  U.K.  debt  to  E.P.U. 

219 

125 

- 94 

8.  Total  (4  -1-  5 -f-  6 + 7)  ... 

4,005 

4,219 

-i-  214 

9.  Total  net  (8  — 3) 

3,306 

3,406 

4-  100 

10.  Net  change  in  other  mis- 

celianeous  identified 
assets  and  UabUities  ... 

+ 50 

11.  Total  net  change  in 

identified  assets  and 
liabilities  (9 -t- 10) 

4-  150 
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19.  This  “ balance  sheet  ” of  the  overseas  monetary 
position  docs  not  describe  our  overall  position  precisely ; 
the  liabilities  include  an  incalculable  but  l^ge  amount  which 
is  not  really  a liquid  liability  as  normally  understood.  The 
dividing  line  between  long  and  short  is  essentially  arbitrary. 
Statistically  it  can  only  be  defined  in  terms  of  the  nature  of 
the  asset  or  liability,  and  not  by  the  purpose  or  attitude  of 
the  holder  (though  this  is  the  characteristic  more  relevant 
to  policy)  ; e.g.  a Treasury  Bill  held  in  a legally  fixed  currency 
backing  is  technically  a short-term  liability,  but  unless  the 
legislation  is  altered,  it  can  reasonably  be  expected  that  the 
cash  will  be  steadily  reinvested  in  Treasury  Bills.  TTie 
liability  can  therefore,  in  another  sense,  be  regarded  as  a long- 
term investment  in  the  United  Kingdom.  Or  again,  a long- 
term United  Kingdom  Government  security  is  a very  liquid, 
easily  realisable  asset  and  may  be  purchased  by  a non- 


resident for  some  explicitly  short-term  purpose,  but  the 
formal  classification  of  the  purchase  in  our  balance  of 
payments  figures  does  not  necessarily  reflect  the  intentions 
of  the  holder.  In  point  of  fact  tiie  return  of  overseas  sterling 
holdings  from  which  a major  part  of  the  figures  given  above 
is  built  up  includes  a good  many  long-term  and  short-term 
securities  held  for  long-term  purposes  (the  defeition  is  given 
in  the  Balance  of  Payments  White  Papers).  It  therefore 
certainly  exaggerates  the  scale  of  our  genuinely  short-term 
or  monetary  or  liquid  liabilities.  On  the  other  hand  the 
assets  are  of  a strictly  cash  kind.  Hence,  the  changes  in  the 
balance  between  these  assets  and  liabilities  between  successive 
years  probably  describe  the  total  change  in  our  liquid  position 
much  more  accurately  than  the  total  figures  describe  the 
absolute  position  at  any  one  time. 

November,  1957. 


12.  MONETARY  POLICY  AND  EXTERNAL  ECONOMIC  PROBLEMS* 


I.  iNTRODOCnON 

1.  The  United  Kingdom  is  a great  international  trader, 
a large  source  and  recipient  of  international  flows  of  long- 
term capital,  and  the  possessor  of  a currency  the  use  of 
which  in  vast  sums  abroad  can  give  rise  to  large  short-term 
movements.  Our  economic  affairs  and  those  of  the  outside 
world  are  thus  closely  linked  in  these  three  separate  ways. 
Hence  the  problems  which  arise  over  our  external  balance 
(whether  they  start  from  home  or  foreign  causes)  must 
profoundly  affect  our  monetary  policy  and  such  policy 
itself  must  affect  the  success  or  failure  with  which  we  deal 
with  our  external  problems. 

2.  This  paper  seeks  to  provide  a broad  general  analysis 
of  the  range  of  questions  which  arise  from  these  facts.  Part 
n sets  out  the  major  facts  of  the  external  position,  draws  the 
main  conclusions  for  policy  from  them,  and  describes  the 
environment  within  which  policy  has  to  be  conducted. 
Part  m comes  back  to  the  same  nexus  of  questions  from 
another  angle  ; and  tries  to  set  out  the  Tuain  ways  in  which 
monetary  policy  operates  upon  the  various  elements  of  the 
balance  of  payments. 

n.  The  Major  Ejcternal  Factors 

3.  The  very  ^eral  description  of  the  United  Kingdom’s 
external  financial  relationships  given  above  can  be  made 
rather  more  precise,  for  the  purposes  of  the  present  memo- 
randum, by  recording  and  commenting  upon  three  major 
factors  : — 

(a)  The  status  of  sterling  as  an  international  currency. 

(b)  Long-term  investment  overseas. 

(c)  The  present  relationship  between  our  external 
monetary  assets  and  liabilities. 

4.  The  background  to  this  discussion  is  that,  by  deliberate 
decision  of  Government  policy  enshrined  in  intemation^ 
obligation,  the  sterling  exchange  rate  is  fixed  in  temig  of  gold 
and  the  dollar,  and  is  kept  by  the  action  of  the  Exchange 
Equalisation  Account  within  a 1%  margin  of  the  2-80 
dollars  parity. 

5.  In  addition  it  may  be  usefiil  to  the  understanding  of  the 
problei^  dealt  with  in  this  paper  to  explain  the  reasons  why 
the  United  Kii^dom  does  not  apply  exchange  control  to 
transactions  with  R.S.A.  (Rest  of  the  Sterling  Area) 
countries.  The  local  monetary  systems  of  R.S.A.  countries 
are  ultimately  based  on  London  as  their  centre  of  liquidity 
where  funds  can  be  lodged  or  withdrawn  at  will.  To  inter- 
pose an  exchange  control  between  the  centre  of  liquidity  and 
the  local  monetary  systems  which  are  based  on  it  would  Mt 
merely  raise  formidable  administrative  difficulties  betwwn 
the  London  offices  of  banks  and  their  branches,  subsidiaries 
or  associates  in  the  other  sterling  countries,  but  would 
threaten  one  of  the  fundamental  features  of  the  sterling 
system.  This  was  accepted  as  a decisive  consideration  when 
exchange  control  was  imposed  on  transactions  with  the 
non-sterling  world  in  1939  and,  as  the  London  balances  of 
sterling  countries  continued  to  grow  dnring  the  war,  was 
reinforced  by  a further  consideration,  namely,  that’  if  a 
bamer  of  United  Kingdom  controls  were  set  between  London 
tod  the  other  sterling  countries  they  would  be  under  growing 
incentive  to  reduce  their  funds  in  London.  In  more  recent 
years,  the  policy  of  successive  United  Kingdom  Governments 
on  Commonwealth  development  has  provided  yet  another 

• See  Minutes  of  Evidence  Qns.  2483  to  2615. 


reason  for  allowing  freedom  for  commercial  enterprises  to 
dwelop  their  businesses  in  what  is  their  traditional  field — 
this  private  direct  investment  being  the  largest  single  overseas 
conMbutor  to  development  in  the  R.S.A.  This  freedom 
to  invest  is  but  another  facet  of  the  general  principle  of 
freedom  of  access  to  the  United  K^gdom  by  R.S.A. 
countries  in  trade  and  finance  on  which  the  sterling  system 
was  founded  and  has  developed.  From  the  outset,  the 
“ ring  fence  ” of  the  exchange  controls  which  all  members 
of  the  Sterling  Area  maintain  on  transactions  with  ffie 
non-sterling  world  was  relied  on  to  prevent  the  freedom  to 
move  funds  from  the  United  Kingdom  to  other  parts  of  the 
Area  being  used  to  cover  payments  outside  the  Area. 

77ie  Status  of  Sterling  as  an  International  Currency 

6.  Sterling  as  an  international  currency  has  two 
characteristics.  It  is  a reserve  currency  for  the  countries 
of  the  Rest  of  the  Sterling  Area,  and  it  is  a trading  currency 
both  for  them  and  for  a great  part  of  the  non-sterting  world. 
For  both  reasons  it  is  held  in  large  quantities  by  other 
countries.  As  explained  in  the  memorandum  on  "The 
Sterling  Area”  (paper  No.  11)  sterling  funds  held  by  the 
R.S.A.  and  those  held  by  the  N.S.A.  (Non-Sterling  Area) 
are  subject  to  fluctuations  for  somewhat  different  reasons  : — 

(a)  R.S.A.  Sterling  Holdings  are  liable  to  change  mainly 
in  a manner  that  reflects  the  overall  balance  of 
payments,  on  current  and  long-term  capital  account, 
of  the  countries  concerned.  WhOe  there  may  also 
be  some  ebb  and  flow  of  short-term  sterling  funds 
to  and  from  London,  holdings  of  gold  and  non- 
sterling currencies  by  R.S.A.  coimtries  are,  generally 
speaking,  extremely  stable.  This  accords  with  the 
fundamental  features  of  the  Sterling  Area  discussed 
in  the  monorandum  referred  to. 

(h)  But  in  the  N.S.A.  countries  these  features  are  not 
present,  and  therefore  N.S.A.  sterling  holdings  are 
liable  to  be  switched  at  short  notice  into  gold  or 
other  currencies.  American  Account  sterling  and 
registered  sterlingt  are  formally  convertible.  The 
third  category  of  exteraally-held  sterling,  trans- 
ferable sterling,  can  also  be  directly  converted,  at  a 
small  discount,  in  the  transferable  market.  While 
the  movements  in  these  balances  of  course  take  place 
largely  for  reasons  connected  with  the  current  trade 
of  the  countries  concerned,  they  can  and  do  also 
move  rapidly  for  non-trading  reasons,  arising  from 
"confidence,"  changes  in  short-term  interest  rates, 
etc. 

7.  Equally  the  position  of  London  as  an  international 
monetary  centre  involves  short-term  lending  boffi  to  the 
R.S.A.  and,  subject  to  racchange  control  supervision,  to 
the  N.S.A.  as  weU.  This  leading  is  an  integral  part  of  the 
services  of  a monetary  centre,  and  takes  the  various  forms  of 
bank  overdrafts,  acceptance  credits  and  so  on. 


Long-term  Investment  Overseas 


8.  Because  there  is  no  exchange  control  between  the 
United  Kingdom  and  the  R.S.A.  and  because  the  countries 
of  the  R.S.A.  have  traditionally  looked  to  the  United 
Kingdom  as  a major  source  of  external  capital,  there  has 


t Register^  sterling”  is  sterling  standing  to  the  credit  of  a " registered 
aceoimt  m th-  n.me  «f  , j«,oj  resident  outside  the  Scheduled  TenitoriM 
1 bu  been  acquired  by  the  sale 
er  from  an  American,  Canadian 
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been  in  aE  post-war  years  a large  net  outflow  of  long-term 
capital  to  them  subjected,  broadly,  only  to  the  same  controls 
over  new  borrowing  that  are  applied  to  domestic  borrowers. 
Commonwealth  development  has  been  an  important  theme 
in  this  country’s  post-war  policy.  (See,  for  example, 
paragraphs  9-14  of  die  Final  Communiqu6  of  the  Common- 
wealth Economic  Conference  of  December  1952,  Cmd. 
8717.)  Besides  its  political  importance  in  linking  the 
Commonwealth  countries  together,  this  investment  is  a 
major  economic  interest  for  the  United  Kingdom,  developing 
new  resources  of  vital  importance  to  our  economy  and 
building  up  existing  overseas  assets.  Long-term  investment 
outside  the  sterling  area  is  subject  to  exchange  control 
and  has  had  to  be  restricted  by  special  criteria.  Permissions 
have  principally  been  granted  for  investment  in  Canada 
and  in  the  oil  industry  ; types  of  investment  to  which  the 
same  general  considerations  of  policy  and  interest  apply 
as  in  the  case  of  R.S.A.  investment.  The  net  capital  outflow 
under  these  headings  is  of  considerable  importance  in 
determining  balance  of  payments  policy,  and  is  influenced 
by  the  general  policy  towards  investment,  in  which  monetary 
policy  plays  a part. 

The  Relationship  between  Monetary  Assets  and  Liabilities 

9.  Figures  on  this  subject  have  been  given  in  the  Treasury 
memorandum  on  “The  Sterling  Area.”  Though,  as  there 
pointed  out,  the  available  statistical  series  do  not  permit 
any  exact  measurement  of  the  balance  of  monetary  assets 
and  liabUities,  itself  a concept  not  easy  to  define  precisely, 
there  can  be  no  doubt  that  on  any  reckoning  om  monetary 
liabilities  exceed  our  monetary  assets  by  a substantial  margin. 
In  other  words  our  reserves  are,  and  have  been  since  the 
end  of  the  war,  altogether  too  small  in  relation  to  our 
needs. 

10.  These  three  major  factors  of  our  external  monetary 
position  (the  status  of  sterling  as  an  international  currency, 
long-term  investment  overseas,  and  the  relationship  between 
our  monetary  assets  and  liabilities)  of  necessity  give  rise 
to  two  dominant  objectives  in  external  policy : — 

(а)  the  maintenance  of  confidence  in  sterling,  and 

(б)  the  earning  of  an  adequate  external  surplus. 

The  Necessity  for  Confidence 

11.  Tlie  present  relationship  between  reserves  and  overseas 
sterling  holdings  would  alone  make  it  vital  that  confidence 
in  sterling  should  be  maintained.  As  already  pointed  out,  the 
balances  of  Sterling  Area  holders  are  not  liable  to  be 
converted  into  gold  or  non-sterling  currencies  for  speculative 
or  short-term  reasons.  But  this  fiindamental  feature  of  the 
sterling  system  is  in  fact  based  on  confidence  which  has  to  be 
maintained  by  United  Kingdom  policy  and  needs  to  be 
continually  refreshed.  The  performance  of  R.S.A.  countries 
in  this  respect  in  post-war  years  has  derived  from  a sense  of 
common  interest  and  a belief  in  the  determination  of  the 
United  Kingdom  Government  to  achieve  sound  conditions. 

12.  The  sterling  holdings  of  N.S.A.  countries,  as  the 
trend  of  the  figures  sufficiently  shows,  are  by  contrast  liable 
to  sharp  fluctuations  for  confidence  reasons,  and  move- 
ments in  them  have  for  long  been  a major  cause  of  reserve 
changes.  In  aggregate  these  holdings  are  now  substantially 
reduced,  but  a large  scale  withdrawal  could  still  precipitate 
a serious  crisis. 

13.  A withdrawal  of  sterling  by  overseas  holders  is  not 
the  only  threat  to  the  external  position  and  the  exchange 
rate  which  can  arise  for  confidence  reasons.  The  complex 
of  phenomena  know  as  “ leads  and  lags  ” can  be  equally 
serious,  and,  of  course,  these  tend  to  occur  precisely  at 
times  when  overseas  funds  may  be  being  nm  down.  To 
give  traders  a proper  freedom  in  their  daily  business, 
exchange  control  in  the  United  Kingdom  does  not  interfere 
with  the  timing  of  payments  or  receipts  within  a six-month 
limit,  and  there  is  tiierefore  some  “ play  ” around  the 
normal  relationship  between  contract  and  payment.  With 
a monthly  turnover  of  current  trade  between  the  Sterling 
Area  and  the  non-sterling  world  of  the  order  of  £1,000 
million,  it  is  obvious  that  only  a very  smaU  acceleration  of 
payments  or  delay  in  receipts  can  Imve  a large  effect  upon 
reserves.  In  consequence  a widespread  and  persistent 
expectation  of  a change  in  the  exchange  rate,  however  ill- 
based  in  the  first  place,  can  produce  reserve  movements 
on  a scale  which  begins  to  give  much  more  solid  grounds 
for  the  initial  expectation.  This  is  all  the  more  difficult  in 
that  there  can  be  no  means  of  precisely  identifying  the 
emergence  of  “ leads  and  lags  ” ; a faU  in  sterling  balances 


is  quickly  recorded,  but  when  a small  shift  in  the  tuning  of 
payments  and  receipts  occurs,  it  cannot  be  distinguished 
from  a genuine  swing  in  the  current  balance  until  some  time 
has  passed. 

14.  The  confidence  which  it  thus  becomes  all  the  more 
essential  to  maintain  is  not  only  that  of  residents  of  non- 
sterling  countries,  or  even  of  them  and  R.S.A.  residents 
alone.  The  confidence  of  the  trading  community  in  this 
country  is  equally  involved,  especially,  of  course,  in  respect 
of  payments  for  imports,  but  also  to  some  extent  because  it 
affects  the  volume  of  imports.  If  a reduction  in  the  exchange 
rate  is  expected  it  is  not  only  a matter  of  commercial  prudence 
to  pay  for  imports  quickly  ; but  it  becomes  sensible  also,  at 
least  in  some  cases,  actually  to  increase  the  volume  of 
imports,  anticipating  future  purchases  which  might  otherwise 
become  more  costly  in  terms  of  sterling.  Nor  is  it  a matter 
of  current  transactions  only.  When  the  confidence  of 
residents  is  shaken  there  is  a strong  incentive  to  invest  in 
non-sterling  securities  or  to  increase  cash  balances  in  non- 
sterling  currencies.  While  exchange  control  can  very  largely 
inhibit,  it  cannot  be  expected  completely  to  prevent  capital 
movements  of  this  kind  at  times  of  specrdative  pressure. 

15.  Finally,  it  should  be  noted  that  confidence  is  largely 
a relative  term.  Expectations  of  the  appreciation  of  some 
other  important  currency  can  have  immediate  effects  upon 
the  reserves  very  much  akin  to  those  of  expectations  of 
devaluation  of  sterling.  Experience  in  the  third  quarter  of 
1957  has  demonstrated  this. 

The  Necessity  for  an  Adequate  External  Surplus 

16.  As  a precondition  for  the  maintenance  of  external 
and  internal  confidence,  and  in  order  to  meet  both  con- 
tractual and  other  commitments,  it  is  essential  that  the 
United  Kingdom  should  earn  an  adequate  balance  of 
payments  surplus  on  current  account.  The  current  account, 
as  defined  in  White  Papers  on  the  United  Kingdom  Balance 
of  Payments,  includes  payments  in  respect  of  net  Government 
military  and  civil  expenditure  overseas,  and  the  interest  on 
Government  overseas  debt  (mainly  the  United  States  and 
Canadian  loans).  Other  transactions  in  the  current  account 
must  therefore  yield  a sufficient  net  receipt  to  cover  these 
payments.  But  for  them  to  do  no  more  than  this,  i.e.  for  the 
current  account  to  be  merely  in  balance,  would  be  wholly 
insufficient.  To  prevent  a call  on  the  reserves  (other  things 
being  equal)  a surplus  is  needed  to  cover  : — 

{a)  Private  net  long-term  capital  outflow,  and 

{b)  The  capital  repayments  of  Government  overseas  debt, 
as  well  as 

(c)  Net  Government  long-term  lending  overseas. 

The  sum  of  the  above  factors  may  be  described  as  the 
‘'balance  of  current  and  long-term  capital  transactions,” — 
a concept  which  distinguishes  our  trading  and  investing 
roles  from  our  role  as  an  international  banker.  This  balance 
must  itself  be  in  surplus  if  our  overseas  monetary  position, 
i.e.  the  balance  of  our  overseas  monetary  assets  and  liabilities 
is  to  be  strengthened.  This  position  can  be  improved  either 
by  reducing  liabilities  or  by  increasing  assets.  liabilities  are 
reduced  when  the  R.S.A.  or  N.S.A.  countries  run  down  their 
sterling  balances,  and  this  foUows  from  their  own  decisions 
of  policy.  But  such  reductions  will  fall  upon  our  reserves 
unless  we  have  a surplus  on  current  and  long-term  capital 
accormt  sufficient  to  o&et  this.  But  if  in  addition  to  covering 
a reduction  of  liabilities  we  are  also  to  increase  the  reserves, 
so  as  to  make  them  more  adequate  to  our  needs,  we  must 
secure  a surplus  yet  greater  than  that  required  to  offset  the 
factors  already  enumerated. 

17.  These  factors  are  not  for  the  most  part  constant  or 
easy  to  forecast.  In  aggregate  they  can  vary  very  mudi  from 
year  to  year.  It  is  oifly  practicable  to  obtain  a broad  judg- 
ment of  the  average  balance  of  payments  surplus  on  current 
account  which  is  desirable  year-in  year-out  over  the  years 
immediately  ahead,  and  then,  in  the  daily  evolution  of  policy, 
seek  decisions  that  will  both  make  a contribution  towards 
the  average  in  the  next  short  period,  and  assist  the  creation 
of  the  right  setting  for  further  contributions  in  the  longer 
term.  In  the  Economic  Survey  for  1953,  paragraphs  101-104, 
there  were  published  some  calculations  leading  to  an  average 
“ requirement  ” of  £300-£350  million.  In  fact  achievement 
in  1953/1956  fell  substantially  short  of  this  target,  and  we 
have  subsequently  had  to  incur  further  overseas  commitments 
on  medium-term  capital  account,  to  strengthen  our  short- 
term position — the  £200  million  I.M.F.  drawing  of  December, 
1956  and  the  October,  1957  borrowing  from  the  United  States 
Export-Import  Bank. 
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18.  The  general  conclusion  that  can  be  drawn  from  this 
section  of  the  paper  is  that  these  facts  of  the  external  position 
necessarily  limit  our  freedom  in  our  general  economic 
policies,  including  monetary  policy.  The  consequences  of  a 
failure  to  achieve  the  external  objectives  we  set  ourselves, 
even  by  small  amounts,  can  have  disproportionate  effects 
on  the  whole  economy.  It  is  therefore  aU  the  more  important 
that  we  should  not  take  risks  in  the  management  of  the 
domestic  economy  of  a kind  that  affect  the  balance  of 
payments. 

III.  Monetary  Poucy  and  the  Balance  of  Payments 

19.  An  earlier  memorandum  (paper  No.  6)  discusses  the 
role  of  monetary  policy  in  the  control  of  economic  conditions 
as  a whole.  In  this  external  problems  have  been  covered 
generally  as  part  of  the  wider  question  and  the  present 
section  attempts  to  provide  a further  analysis  in  the  fight  of 
the  assessment  just  given  of  the  external  background. 

20.  As  in  the  principal  paper  the  discussion  centres  on  the 
role  of  moneta^  policy  as  distinct  from  the  two  other 
categories  of  policy  there  distinguished  ; direct  interventions 
and  fiscal  policy.  But  something  must  ffrst  be  said  about 
the  special  place  of  one  of  the  former  in  balance  of  payments 
policy  : namely  exchange  control. 

21.  Exchange  Control.  A very  stringent  apparatus  of 
controls  over  current  and  capital  transactions  with  non- 
sterling countries  was  developed  under  the  stress  of  war. 
exchange  control  continues  to  play  today  an  important 
part  in  external  policy  and  is  the  responsibility  of  the  Treasury 
who  delegate  certain  powers  to  the  Bank  of  England. 

22.  As  already  explained  in  paragraph  5 above,  exchange 
control  is  not  applied  to  transactions  with  the  Sterling  Area, 
exchange  control  upon  transactions  with  the  non-sterling 
world  works  in  two  main  ways  : — 

(a)  United  Kingdom  residents  can  make  payments  on 
current  or  capital  account  to  non-residents  only  for 
authorised  purposes. 

(b)  It  reqtuies  repatriation  of  the  proceeds  of  trade  and 
sets  conditions  upon  the  type  of  foreign  currency 
and  the  source  of  the  sterling  that  can  be  accepted  in 
payment  It  controls  the  amounts  of  non-sterling 
currencies  which  residents  may  hold  and  of  credit 
which  they  may  give. 

23.  The  severity  of  the  control  imposed  has  varied  from 
time  to  time,  but  Ae  general  trend  of  policy  has  been  towards 
relaxation.  Thus,  for  example,  it  was  stated  in  paragraph 
20  of  the  final  communique  of  the  Commonwealth  Economic 
Conference,  December  1952  (Cmd.  8717)  that  the  United 
Kingdom,  with  other  Commonwealth  countries,  “ agreed 
that  it  is  important,  not  only  for  the  United  Kingdom  and 
the  Sterling  Area  but  also  for  the  world,  that  sterling  should 
resume  its  full  role  as  a medium  of  world  trade  and  ex- 
change”. Moreover,  the  United  Kingdom  has  commitments 
to  the  International  Monetary  Fund,  the  G.A.T.T.  and 
O.E.E.C.  to  seek  the  freeing  of  trade  and  payments. 

24.  Within  its  limits  exchange  control  is  still  strict  and 
effective.  But  for  practical  administration  and  to  meet  the 
r^uirements  of  efficient  trade,  some  latitude  has  to  be 
given,  and,  as  already  pointed  out  in  paragraph  13  above, 
considerable  " confidence  ” movements  remain  possible. 
Exchange  control  cannot  be  regarded  as  a substitute  for 
general  economic  policy ; it  can  be  no  more  than  an 
adjunct. 

25.  The  remainder  of  this  paper  is  devoted  to  a discussion 
of  the  effects  of  monetary  policy  upon  the  balance  of  pay- 
ments. As  is  pointed  out,  however,  in  the  earlier 
memorandum,  monetary  poll^  is  only  one  of  the  instru- 
ments used  by  the  Government  to  influence  general  economic 
conditions.  Hence  it  is  impossible  to  make  a quantitative 
estimate  of  the  separate  influence  on  the  external  position 
of  monetary  policy  alone  ; only  broad  qualitative  judgments 
can  be  made. 

Monetary  Policy  and  the  Current  Balance  of  Payments 

26.  For  the  present  purposes  it  is  convenient  to  distinguish 

four  separate  balances : — 

(o)  The  balance  of  goods  and  services. 

(b)  The  balance  of  income  and  expenditure  from  property 
(roughly,  interest,  profits,  dividends,  though  including 
also  remittances  which  represent  the  contribution  of 
branches  and  subsidiaries  to  the  current  expenses  of 
headquarters  etc.  in  the  United  Kingdom). 


(c)  The  balance  of  Govrarment  transactions  {Government 
current  expenditure  overseas,  and  such  receipts  as 
Defence  Aid). 

id)  The  balance  of  current  transfers — migrants’  funds, 
legacies,  etc. 

Of  these  (c)  will  of  course  be  primarily  determined  by  the 
Government  itself,  and,  as  pointed  out  in  paragraph  28  of 
the  earlier  memorandum,  will  be  influenced  by  its  general 
assessment  of  the  economy  rather  than  by  monetary  policy 
itself ; id)  is  small ; and  only  the  first  two  balances  are 
examined  here.  Table  I shows  the  four  balances  for  the 
last  eleven  years. 

27.  The  Goads  and  Services  balance  depends  on  the 
contending  pressures  of  economic  conditions  at  home  and 
overseas  and  is  the  sector  of  the  balance  of  payments  which 
reflects  most  closely  the  shifts  in  the  general  state  of  trade 
in  the  home  and  world  economies.  \^ile  the  Government 
may  seek  to  influence  economic  conditions  in  the  outside 
world,  in  the  short  run  its  policies  must  take  account  of 
these  conditions  as  they  in  fact  exist  Hence,  if  the  inter- 
action of  external  conditions  and  the  position  of  the  home 
economy  is  such  as  to  produce  an  external  imbalance,  the 
Government  can  operate  only  on  internal  conditions  to 
correct  it.  The  means  by  which  the  Govemmait  can  in- 
fluence these  conditions,  and  the  role  of  monetary  policy 
in  particular,  are  described  in  the  earlier  memorandum.  To 
the  extent  that  monetary  policy  is  effective  in  influencing 
internal  economic  conditions,  it  will  influence  the  balance 
of  goods  and  services  also. 

28.  These  influences  upon  the  balance  of  goods  and 
services  are  very  various  in  size  and  speed.  A restriction 
of  home  demand  will  stimulate  exports,  but  in  most  cases 
there  will  be  a time  lag,  and  this,  in  industries  with  a long 
period  of  production  or  lacking  organised  export  outlets, 
may  be  long.  It  will  also  restrain  imports.  Similarly,  a rise 
in  interest  rates  may  quickly  induce  some  holders  to  reduce 
stocks,  but  the  size  of  the  reduction  will  depend  upon 
expectations  about  prices  and  domestic  trends  generally. 
The  order  of  magnitude  of  the  probable  effects  of  particular 
measures  at  particular  times  has  to  be  assessed  ad  hoc  in 
the  light  of  the  best  appraisal  than  can  be  made  of  all  the 
factors  in  the  situation  at  home  and  abroad. 

29.  The  Property  Income  balance,  as  Table  I indicates,  is 
normally  in  surplus  because  the  United  Kingdom  on  private 
account  is  a net  creditor  and  has  been  adding  regularly  to 
its  foreign  investments,  while  Government  debts,  though 
large,  carry  low  fixed  interest  charges.  But  the  overall 
surplus  on  this  account,  is  in  general,  not  at  aU  closely 
connected  with  domestic  conditions  in  its  year  to  year 
variations.  In  the  short  run  the  annual  return  will  mainly 
be  determined  by  external  conditions,  and  because  events 
such  as  the  Korean  boom  or  the  Abadan  crisis  can  have 
large  effects,  the  total  can  be  volatffe. 

30.  One  important  element  is  of  course  an  exception  in 
being  closely  tied  to  monetary  policy  ; interest  on  overseas 
sterling  holdings.  This  will  vary  wifii  the  volume  held  and 
the  prevailing  rates  on  the  types  of  asset  concerned.  The 
cost  of  high  interest  rates  to  the  current  balance  can  be 
quite  an  important  factor,  but  it  should  be  noted  that, 
from  the  point  of  view  of  the  short-term  management  of 
sterling : 

(a)  increases  in  this  current  outgoing  can  easily  be  out- 
weighed by  gains  (or  prevention  of  losses)  on  capital 
account ; and 

(ft)  since  most  of  the  sterling  held  is  on  R.S.A.  account, 
the  payments  tend  in  the  short  run  to  stay  on  deposit. 
Table  II  sets  out  the  main  figures,  so  far  as  they  can  be 
estimated. 

Monetary  Policy  and  Long-Term  Investment 

31.  As  was  pointed  out  above,  long-term  investment  in 
the  N.S.A.  is  regulated  through  exchange  control  whilst 
that  in  the  Sterling  Area  is  not.  United  Kingdom  private 
investment  in  the  Sterling  Area  is  however  subject  to  much 
the  same  general  influences  and  direct  controls  as  similar 
investment  in  the  United  Kingdom  itself.  As  is  explained 
more  fully  in  the  earlier  memorandum,  private  investment 
in  the  United  Kingdom  is  influenced  by  action  on  the  supply 
of  funds  for  investment  and  by  changing  the  climate  for 
investment.  Although  of  course  the  importance  of  the 
United  Kingdom  in  international  trade  makes  our  balance 
of  payments  a significant  factor  in  influencing  conditions 
abroad,  the  climate  for  investment  overseas  is  affected  by 
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many  factors  other  than  action  by  or  conditions  in  the 
United  Kingdom.  But  any  restriction  on  the  funds  available 
for  home  investment  will  tend  to  exercise  a curb  on  invest- 
ment overseas.  TTie  limitations  on  the  effectiveness  of 
restraints  on  the  supply  of  investment  funds  are  discussed 
in  the  earlier  memorandum,  and  these  limitations — ^in 
particular  the  fact  that  investment  financed  from  the  retained 
profits  of  firms  is  only  amenable  to  influence  by  monetary 
policy  indirectly — are  equally  present  in  the  external  field. 
The  demand  of  Sterling  Area  Govermnents  for  long-term 
capital  for  new  issues  on  the  London  market  is  in  effect 
informally  rationed  in  the  process  of  normal  market 
management  and  new  issues  by  United  Kingdom  firms 
for  overseas  expenditure  are  subject  to  Capital  Issu»  control. 
In  as  much  as  overseas  borrowers  have  readier  access  to 
other  capital  markets,  a tightening  of  conditions  in  the 
London  capital  market  may  cause  them  to  seek  capital 
elsewhere.  In  suci  circumstances,  the  effect  on  overseas 
borrowing  in  London  will  be  proportionately  greater  than 
on  domestic  borrowing.  In  general,  monetary  policy  can 
be  expected  to  have  an  effect  on  the  level  of  United  Kingdom 
investment  overseas,  though  the  presence  of  many  other 
influences  on  such  investment  makes  a quantitative  assess- 
ment of  the  effect  of  monetary  policy  alone  impossible. 

32.  The  realisation  of  long-term  financial  assets  in  the 
United  Kingdom  by  overseas  holders,  among  whom  of 
course  the  most  important  are  R.S.A.  countries,  may  be 
similarly  influenced  ; a fall  in  capital  values  will  for  example 
discourage  immediate  disinvestment.  But  in  general,  such 
disinvestment  will  be  mainly  governed  by  the  financial 
needs  of  the  overseas  holder.  Monetary  policy  in  this 
country  does  not  necessarily  have  any  direct  or  significant 
effect  upon  the  plans  an  R.S.A.  country  may  have  to  use 
some  existing  London  fluids  to  finance  a long-term  develop- 
ment programme. 

Monetary  Policy  and  Short-Term  Capital  Movements 

33.  The  transactions  which  are  grouped  under  the  heading 
of  short-term  capital  movements  belong,  almost  by  definition, 
to  the  monetary  field,  and  monetary  policy  must  concern 
itself  actively  with  them.  In  considering  them  it  is  useful 
to  distinguish  between  “ normal  ” factors  and  “ confidence  ” 
factors.  If  only  the  former  operated  there  would  be  no 
great  problem,  and  short-tom  monetary  policy  would  obey 
simple  considerations  of  the  supply  and  demand  for  short- 
term funds.  An  easing  of  the  supply  and  the  price  of  short- 
term sterling  credit  would  tend  to  increase  net  lending 
(by  encouraging  the  taking  of  credit  and  hmiting  the  deposit 
of  funds  in  London),  and  conversely  for  a listening  of 
credit  conditions.  In  both  cases  there  are  potential  effects 
on  the  reserves.  Since  the  network  of  monetary  centres 
round  the  world  is  technically  a very  perfect  set  of  markets, 
policy  would  have  to  take  careful  account  of  overseas 
conditions,  and  it  would  be  essential  to  keep  short-term 
rates  here  in  an  appropriate  relationship  to  those  overseas. 

34.  If  “ normal  ” factors  were  dominant,  we  would 
expect  movements  of  short-term  capital  to  be  confined  to 
two  main  kinds  : — 

(a)  those  which  merely  arise  as  the  financing  transactions 
which  offset  the  balance  of  current  and  long-term 
capital  transactions  ; and 

{b)  those  originating  in  changes  in  the  relative  credit 
conditions  in  different  centres. 

But  “ confidence  ” factors  (as  well  as  variations  in  the 
barriers  imposed  by  exchange  control)  have  tended  in  most 
of  the  post-war  period  to  dominate  such  “ normal  ” con- 
siderations. Changes  in  Bank  Rate  etc.  have  been  judged 
in  the  markets  by  their  presumed  effects  upon  questions  of 
this  kind  rather  than  upon  their  immediate  effects  upon  the 
credit  situation.  The  central  feature  of  “ confidence  ” has 
been  that,  having  regard  to  the  limitations  of  our  ©eternal 
monetary  position,  doubt  has  existed  over  our  capacity  to 
cany  out  our  domestic  programmes  without  running  into 
inflation.  Other  factors  have  from  time  to  time  had 
important  effects  but  this  has  been  the  continuing  one. 

Reverse  Effects 

35.  The  preceding  paragraphs  have  discussed  the  effects 
of  monetary  and  general  policy  upon  the  balance  of  pay- 
ments. But  there  are  of  course  reverse  effects  ; the  balance 
of  payments  affects  domestic  monetary  conditions  (which 
will  reflect  back  again  upon  the  balance  of  payments). 
When,  for  example,  the  Exchange  Equalisation  Account  is 
gaining  gold  or  dollars,  the  need  to  finance  the  purchase 


adds  to  the  total  borrowing  requirement  of  the  Exchequer 
and  this  is  liable  to  add  to  the  total  of  bank  deposits  and 
also  to  banks’  liquidity.  Further,  changes  in  overseas 
sterling  holdings  are  likely  to  be  accompanied  by  changes 
in  direct  overseas  holdings  of  United  Kingdom  National 
Debt  (Treasury  Bills  and  Stock)  and  in  money  lent,  for 
example,  to  toe  Discount  Market,  Such  changes  may 
absorb  debt  which  would  otherwise  gravitate  towards  the 
banking  system  or  may  leave  more  debt  to  be  held  by  the 
banking  system.  As  an  example  of  this,  an  increase  in  the 
external  reserves  which  is  accompanied  by  an  increase  in 
overseas  sterling  holdings  may,  at  least  in  part,  be  toe  more 
easily  financed  by  toe  Exchequer  without  recourse  to  toe 
banking  system,  because  overseas  holders  wish  to  raise  then- 
holdings  of  Treasury  Bills  or  other  governmental  indebted- 
ness. As  another  illustration,  if  overseas  sterling  holdings 
are  reduced,  it  is  likely  that  “ outside  ” holdings  of  Treasury 
Bills  (i.e.  those  outside  the  banks  and  the  Discount  Market’s 
holdings  with  batiks’  call  money)  will  fall  and  that  bank 
holdings  of  Treasury  Bills  will  rise  in  consequence.  The 
exact  sequences  of  events  are  very  various  and  depend  upon 
toe  nature  of  the  holdings  that  change ; they  are  likely  to 
differ,  for  example,  in  respect  of  transactions  with  the  R.S.A. 
and  the  N.S.A.  'Uie  additional  shifts  of  debt  to  or  from  the 
banking  system,  and  additional  Exchequer  borrowing,  due 
to  changes  in  the  external  reserves  and  in  overseas  sterling 
holdings,  form  part  of  the  general  problem  of  monetary 
control. 

Conclusions 

36.  The  conclusions  which  can  be  drawn  from  this  section 
of  the  paper  are  ; — 

(а)  Exchange  Control 

Within  its  limits,  this  is  still  strict  and  effective,  but 
cannot  prevent  very  large  “ confidence  ” move- 
ments. Exchange  control  cannot  therefore  be 
regarded  as  a substitute  for  general  economic  policy  ; 
it  can  be  no  more  than  an  adjunct. 

(б)  Monetary  Policy  and  Current  Balance  of  Payments 
Two  main  elements  are  considered  : — 

(i)  Goods  and  Services  Balance 

Monetary  policy  can  affect  this  only  through  its 
impact  on  the  general  internal  economic  con- 
ditions ; to  the  extent  that  monetary  policy 
is  effective  in  influencing  these  conditions,  it 
will  influence  the  balance  of  goods  and  services 
also. 

(ii)  Properly  Income 

In  the  short  run  the  annual  return  will  mainly 
be  determined  by  external  conditions,  toou^  in 
the  long-term  new  capital  investment  overseas 
will  have  its  effect  upon  income.  The  only 
important  element  in  this  balance  which  is 
directly  affected  by  monetary  policy  is  interest 
on  overseas  sterling  holdings. 

(c)  Monetary  Policy  and  Long-Term  Investment 

In  general,  monetary  policy  can  be  expected  to  have 
an  effect  on  toe.level  of  United  Kingdom  investment 
overseas. 

But  monetary  policy  in  this  country  does  not 
necessarily  have  any  direct  or  significant  effect  upon 
the  plans  an  R.S.A.  country  may  have  to  use  existing 
London  funds  to  finance  a long-term  development 
programme. 

(d)  Monetary  Policy  and  Short-Term  Capital  Movements 
It  is  necessary  to  distinguish  between  " normal  ’*  and 
“ confidence  ” factors. 

If  only  “ normal  ” factors  operated,  it  would  be 
necessary  primarily  to  watch  overseas  conditions, 
and  to  keep  short-term  rates  in  appropriate  relation- 
ship to  those  overseas. 

But  in  fact  in  recent  years  “ confidence  ” factors 
have  tended  to  dominate  the  “ norm^”.  The  central 
feature  of  confidence  ” has  been  that,  having  regard 
to  the  limitations  of  our  external  monetary  position, 
doubt  has  existed  over  our  capacity  to  carry  out  our 
domestic  programmes  without  mnning  into  inflation. 
Other  factors  have  from  time  to  time  had  important 
effects,  but  this  has  been  the  continuing  one. 
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external  reserves  alter  the  total  of  Government 
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TABLE  I 

Analysis  of  Current  Balance 

£ Million 

1946 

1947 

1948  1949  1950 

1951 

1952 

1953  1954  1955 

1956 

Goods  and  services 

Property  income  (net)  

Government  balance : — 

(a)  Defence  aid  (net)  and  other 

special  receipts  (excluding 
offshore  exports)  

(b)  Other  Government  (net)  . . . 

Migrants'  funds,  etc.  

- 35 
44 

-323 
-f-  16 

-373 

114 

-149 
- 35 

- 76  + 29  + 94 

187  162  337 

- 76  -139  -136 

-34  - 21  +5 

-473 

217 

38 
-171 
- 14 

+186 

93 

184 
-201 
- 15 

+ 39  + 92  -134 

163  225  160 

167  122  129 

-177  -203  -217 

- 4 - 8 - 17 

+ 190 
178 

121 
-241 
- 15 

Current  balance 

-298 

-443 

+ 1 +31  +300 

-403 

+247 

+188  +228  - 79 

+233 

TABLE  II 

Balance  of  Overseas  Property  Income 

£ Million 

1950  1951 

1952 

1953 

1954  1955 

1956 

Payments  on  loans  from  foreign  Governments 

to  E.P.U 

Receipts  of  loan  interest 

Interest  on  overseas  sterling  holdings  (net) 
Other  property  income  (net)  

and  debt 

- 4 - 43 

+ 28  +28 

- 33  - 42 

+ 346  + 274 

- 49 
+ 28 

- 64 
+ 178 

- 51 
+ 36 

- 71 
+ 249 

- 49  - 45 

+ 36  +35 

- 68  - 97 

+ 306  + 267 

- 8 

- 114 
+300“ 

Total  ... 

+ 337  + 217 

+ 93 

+ 163 

+ 225  + 160 

+ 178 

“ Receipts  of  loan  iatertst  " are  not  yet  separately 
included  in  “ Other  property  income  (net)." 

available  for 

1956  and 

13.  ALTERNATIVE  TECHNIQUES* 


1.  We  have  seen  the  paper  No.  13  submitted  by  the 
Bank  of  England  entitled  “ Some  possible  modifications  in 
technique.”  We  have  no  observations  to  make  on  the 
analysis  of  possible  alternative  monetary  techniques  for 
regulating  bank  credit  made  in  this  paper,  and  we  have  no 
further  alternative  methods  to  suggest. 

2.  The  control  of  the  money  supply  is  the  recognised 
responsibility  of  the  Government,  and  it  is  the  interest  of 
the  Treasury  that  this  control  should  be  effectively  exercised. 

3.  It  is  generally  admitted  that  this  control  cannot  in 
present  circumstances  be  adequately  exercised  by  existing 
techniques  of  monetary  policy  alone ; and  that  these  have 
to  be  supplemented  by  control  of  capital  issues,  hire  purchase 
controls  and  requests  to  the  Banks,  or  a combination  of  all 
three  methods. 

4.  It  is  also  generally  admitted  that  the  method  of  requests 
to  the  Banks,  though  it  has,  in  conjunction  with  other 
methods,  been  effective,  is  not  desirable  as  a long  continuing 
arrangonent. 

5.  The  present  system  has  been  in  operation,  with  varying 
degrees  of  stringency,  over  the  past  6 years.  It  has  been 
more  successful  in  its  results  in  the  later  part  of  this  period 
than  in  the  former.  But  looking  to  the  future  we  cannot 
say  with  full  confidence  that  the  various  measures  taken 
under  it  will  operate  fast  enough  or  will,  in  all  circumstances, 
ensure  effective  control  over  the  money  supply. 

6.  On  the  other  hand,  there  is  a presumption  in  favour  of 
the  minimum  interference  with  the  normal  working  of  the 
existing  system.  Indeed,  it  is  advisable  to  be  quite  sure 
that  this  system  cannot  succeed  in  maintaining  adequate 
control  before  recommending  a change. 

7.  The  Government  has  stated  that  it  is  ready  to  take 
any  steps  ftat  may  be  necessary  to  control  the  money  supply. 
This  implies  readiness,  if  the  existing  system  does  not  secure 
the  required  results,  to  move  to  techniques  based  not  on 
conventional  rules  and  voluntary  co-operation  but  on 
compulsion.  Such  a move  would  necessitate  a choice  of 
alternatives.  The  Bank  of  England  has  pointed  to  the 


* See  Miautes  of  Evideace  Qu.  322fi  to  3308. 


risk,  under  a compulsory  system,  of  dislocating  established 
banking  practice  and  introducing  undesirable  rigidities  into 
*e  system.  We  accept  this  comment.  It  points  to  the 
sdection  of  an  alternative  method  which  would  disturb  the 
present  system  as  little  as  possible. 

8.  If  a change  were  to  be  made,  we  see  merit  in  the 
alternative  (lettered  H in  the  Bank  of  England  paper)  in- 
volving a system  of  special  deposits  by  the  Banks  with  the 
Bank  of  England.  We  observe  that  the  Bank  itself,  while 
making  it  plain  that  it  does  not  favour  any  change  at  the 
present  time,  indicates  a preference  for  this  alternative,  if 
one  were  contemplated. 

9.  Any  system  of  compulsory  control  over  Bank  credit 
implies  compulsory  lending  to  the  Government  in  one  form 
or  another.  While  it  seems  undesirable  to  attempt  to  cover 
this  up,  it  may  well  be  preferable,  as  a matter  of  form  and 
presentation,  to  arrjpge  that  the  Banks  should  lend  to  the 
Bank  of  England  rather  than  directly  to  the  Government. 
It  is,  however,  dear  from  the  Treasury  memorandum  on 
Monetary  Policy  and  the  Control  of  Economic  Conditions 
that  the  excess  liquidity  in  the  sytem  is  due  to  the  methods 
of  Government  borrowing  and  the  need  to  consider  alter- 
native techniques  can  indeed  be  largely  ascribed  to  this 
cause.  This  raises  the  question  where  the  initiative  in  the 
control  of  credit  policy  should  lie  under  an  alternative 
system. 

10.  According  to  the  present  practice  the  control  is 
exercised,  under  the  overriding  authority  of  the  Government, 
through  co-operation  and  agreement  between  the  Treasury, 
the  Bank  of  England  and  the  Clearing  Banks,  and  without 
the  exercise  of  statutory  powers  over  the  banks.  If  an 
alternative  technique  of  compulsory  control  were  adopted 
the  choice  would  lie  between  action  under  the  existing 
powers  provided  in  the  Bank  of  England  Act  1946  or  asking 
Parliament  to  grant  fresh  powers.  The  powers  of  direction 
for  which  the  Bank  of  ^gland  Act  1946  provides,  have 
never  been  exercised  either  by  the  Government  or  the  Bank 
of  England,  and  the  precise  application  of  Section  4(1)  and 
4(3)  of  the  Act  has  therefore  never  been  tested.  Nevertheless 
the  legislative  history  of  the  Act  supports  the  view  that  the 
initiative  lies,  and  was  intended  by  Parliament  to  lie,  with 
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the  Bank  of  England.  But  it  is  unlikely  that  in  practice  the 
Bank  would  decline  to  corifonn  with  Government  policy, 
and  it  is  reasonable  to  assume  that  if  a Government  decided 
to  adopt  compulsory  measures  and  found  that  its  legal 
powers  were  in  any  respect  deficient,  it  would  seek  a rein- 
forcement of  those  powers  from  Parliament. 

11.  If  it  were  decided  that  fresh  powers  were  desirable, 
it  mi^t  be  suggested  that  the  practice  which  obtains  in 
some  foreign  countries  should  be  followed  by  conferring 
formally  on  the  Bank  of  England  a further  measure  of 
independence  in  the  control  of  credit.  The  reason  for  this 
practice  abroad  is  that  if  Governments  can  borrow  too  easUy 
from  the  Central  Bank  they  are  tempted  to  have  recourse 
to  inflationary  finance. 

12.  However,  Governments  to-day  accept  full  responsi- 


bili^  for  the  level  of  economic  activity  and,  since  monetary 
policy  is  one  of  the  main  instruments  for  this  purpose,  it 
is  doubtful  whether  a Government  would  propose  or 
Parliament  would  accept  any  arrangement  whiidi  restricted 
the  exercise  of  governmental  responsibility  in  this  field. 

13.  It  appears  to  us,  therefore,  that  any  check  on 
Government  borrowing  imder  a compulsory  system  would 
be  likely  to  lie  with  Parliament  rather  than  with  toe  Bank 
of  England  or  other  independent  authority.  There  are  no 
doubt  a number  of  ways  in  which  this  could  be  secured, 
for  example  by  a requirement  of  Parliamentary  approval 
for  measures  of  compulsion,  thus  giving  an  opportunity  to 
examine  toe  amount  and  the  methods  of  Exchequer  finance 
which  had  made  the  measures  necessary. 

January,  1958 


14.  THE  FORWARD  EXCHANGE  MARKET— POLICY* 


1 . The  Bank  of  England  have  submitted  to  toe  Committee 
a paper  “ Interest  Arbitrage  and  toe  Gold  and  Dollar 
Reserves  ” (Bank  of  England  paper  No.  14)  which  describes 
the  present  arrangement  in  toe  forward  exchange  market, 
and  sets  out,  so  fw  as  it  is  possible  to  do  so,  toe  repercussions 
which  the  operations  of  this  market  have  upon  toe  gold  and 
dollar  reserves. 

2.  The  Committee  have  said  that  they  would  like  to  have 
the  views  of  the  Treasury  on  whether  a policy  of  official 
support  for  the  forward  rate  would  be  preferable  to  the 
present  arrangements.  They  may  refer  to  the  theory  that  if 
forward  rates  were  pegged  at  a relatively  narrow  discount 
for  sterling,  losses  to  the  reserves  would  be  reduced  when 
sterling  was  under  pressure,  and  toe  use  of  toe  Bank  Rate 
weapon  could  be  avoided. 

3.  The  theory  may  be  summarised  as  follows.  Under 
present  arrangements  when  sterling  is  weak  : — 

(a)  foreign  balances  are  run  down  ; 

ib)  forward  sterling  goes  to  a discount  larger  than  toe 
interest  differential ; 

(c)  banks  therefore  buy  spot  dollars  in  cover  of  their 
forward  sales ; 

(d)  the  fall  in  the  forward  rate  causes  alarm  and  brings 
in  other  commercial  buyers  of  dollars  which  forces 
the  rate  down  still  further  ; 

(e)  this  brings  leads  and  li^  against  sterling  into  full 
play,  e.g.,  acceleration  of  payment  for  imports  and 
slowing  down  of  remittances  for  exports,  etc.  ; 

if)  the  heavy  premium  on  forward  currencies  gives  a 
financial  impetus  to  international  traders  to  switch 
financing  to  London  and  make  payments  across  toe 
exchanges  prematurely  because  toe  extra  cost  of  toe 
London  financing  is  less  than  toe  extra  cost  of  buying 
exchange  forward  instead  of  spot. 

All  of  this  causes  an  exaggeration  of  losses  to  toe  reserves 
which  could  be  avoided  by  the  authorities  pegging  the 
forward  rate  at  a level  sli^tly  smaller  than  the  equivalent 
of  the  interest  differential  in  favour  of  London. 

4.  To  peg  forward  margins  at  an  appropriately  narrow 
discount  (i.e.,  smaDer  than  the  interest  differential)  woiold, 
it  is  argued  : — 

(i)  prevent  the  switching  of  financing  to  London  ; 

(ii)  by  maintaining  an  apparently  strong  forward  rate  for 
the  pound,  inspire  co^dence  ; 

(iii)  by  offering  an  insurance  against  devaluation  at 
virtually  no  cost,  discourage  the  speculator  from 
withdrawing  sterling  balances  and  delaying  sterling 
payments ; 

(iv)  encourage  inward  interest  arbitrage  which  would 
bring  dollars  into  the  reserves  to  offset  or  at  least 
reduce  such  smaller  losses  to  the  reserves  as  did  then 
occur. 

5.  This  theory,  while  attractive  intellectually,  does  not 
take  account  of  the  psychological  behaviour  of  markets  nor 
of  the  policy  implications  of  the  proposal.  It  falls  to  the 
ground  on  the  following  counts  ; — 

(a)  we  had  the  ©cperience  during  the  post-war  years  up 
to  1951  of  fixed  rates  for  forwards  at  margins  equiva- 
lent to  1 % per  annum.  We  did  not  find  that  the 


existence  of  fixed  rates  diminished  speculative  swings 
or  provided  noticeable  protection  for  the  reserves. 
On  toe  contrary  we  found  that  outstanding  forward 
commitments,  for  which  the  E.E.A.  provided  the 
counterpart,  varied  enormously  in  accordance  with 
the  view  currently  taken,  good  or  bad,  of  the  probable 
future  coiuse  of  any  exchange  rate— Respite  the  fact 
that  we  insisted  on  documentation  of  all  transactions 
in  an  endeavour  to  exclude  those  of  a patently 
speculative  nature.  We  found  that,  in  fact,  we  were 
financing  speculation  at  virtually  no  cost  to  the 
speculator  and  it  was  for  that  reason  that  it  was 
decided  to  withdraw  from  the  forward  market  and 
leave  forward  margins  to  be  determined  by  supply 
and  demand,  so  that  the  rate  corrective  could  be 
allowed  to  apply  and  speculation  be  discouraged  by 
increasing  the  cost.  From  our  subsequent  experience 
we  have  no  reason  to  doubt  that  toe  decision  taken  in 
1951  was  the  correct  one  and  no  reason  to  recommend 
a reversion  to  the  earlier  pressure  of  pegging  the 
forward  rates ; 

ib)  if  sterling  is  under  pressure  and  toe  pound  is  suspect, 
inward  interest  arbitrage  would  be  unlikely  to  take 
place,  irrespective  of  how  profitable  it  might  be.  The 
reason  is  that  the  Exchange  Control  Act  enables  the 
Government  to  determine  how  foreign-held  balances 
may  be  dealt  with.  Consequently,  foreigners  who  are 
content  in  the  ordinary  course  to  hold  funds  in  London, 
are  less  willing  to  do  so  when  sterling  is  weak,  when 
the  reserves  are  falling  and  when  defensive  measures 
of  some  kind  are  expected.  Under  such  circumstances 
foreigners  are  disposed  to  withdraw  funds  from 
London  even  if  that  may  involve  them  at  tones  in  quite 
considerable  cost.  It  is  therefore  quite  unrealistic  to 
suppose  for  one  moment  that  toe  opportunity  of  a 
relatively  small  interest  advantage  would  persuade 
them  at  such  times  to  bring  more  money  in  ; 

(c)  there  is  toe  further  objection  that  toe  course  proposed 
would  involve  the  E.E.A.  assuming  a liability  in 
respect  of  forward  sales  of  exchange,  toe  size  of  which 
could  not  be  calculated  in  advance  and  which  could 
in  theory  be  without  limit.  In  practice,  it  could, 
under  conditions  such  as  prevailed  in  August  and 
September  of  last  year,  reach  a figure  which  mi^t 
approach  the  total  of  the  gold  and  dollar  reserves. 
Such  a policy  could  not  be  prudently  recommended. 
Furthermore,  if  forward  rates  were  pegged  it  would 
be  known  that  the  authorities  were  carrying  an 
undisclosed  liability  in  respect  of  forward  sales  of 
exchange  which  would  be  a charge  against  the 
reserves.  At  times  of  pressure,  therefore,  the  published 
reserves  would  mean  little  since  the  public  would  be 
interested  more  in  the  size  of  the  forward  commit- 
ments. . Whether  toe  figure  of  liabilities  were 
published  or  not,  toe  knowledge — or  the  intelligent 
guess — that  a material  part  of  toe  reserves  was 
already  committed  could  have  a calamitous  effect 
upon  confidence  and  could  bring  about  just  the  kind 
of  disaster  which  the  advocates  of  a supported  forward 
rate  seek  to  avoid  ; 

id)  finally,  those  who  argue  in  favour  of  unlimited 
official  support  of  toe  forward  rate  say  that  the 
authorities  need  not  be  concerned  at  the  size  of  the 


• See  Minutes  of  Evidence  Qns.  S69J  to  9734. 
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conunitment  they  have  thus  taken  on ; they  may 
find  themselves  acting  as  gigantic  bulls  in  sterimg, 
but  the  decision  to  devalue  is  entirely  in  their  hands. 
Even  if  this  were  wholly  true  (which  it  obviously  is 
not  since  the  existence  of  such  a commitment  would 
have  the  dangers  described  in  (c)  above)  it  i^ores 
the  fact  that  the  acceptance  of  the  commitment  is  not 
only  a gesture  of  confidence  in  the  authorities’  abihty 
to  maintain  the  value  of  sterling,  but  is  also  a gamble 
on  another  matter  which  is  completely  outside  theu 
control.  i.e.,  whether  other  currencies  will  be  re- 
valued. They  might,  for  example,  get  into  the  position 
of  selling  a particular  currency  forward  on  a massive 
s^e  in  support  of  forward  sterling.  In  the  event  of 
a revaluation  of  that  currency,  a substantial  open 
short  position  could  cost  us  very  dear. 


6 We  therefore  conclude  that  a policy  of  supporting  the 
forward  rate  might  well  increase  speculation  rather  than 
reduce  it,  and  could  therefore  increase  rather  than  reduce 
fluctuations  in  the  reserves. 

7 By  contrast  our  view  is  that  the  fluctuations  in  the 
reserves  wliich  can  be  directiy  attributed  to  the  operariom 
of  the  forward  market  as  at  present  consbtuted  are  rdatiyely 
small  These  fluctuations  are  reflected  in  (i)  Authorised 
Dealers’  balances,  and  (ii)  movements  of  funds  under 
interest  arbitrage.  Paragraph  18  of  the  Bank  of  England  s 
paper  shows  that  changes  in  Authonsed  Dealers  ba  ances 
are  relatively  small,  and  the  movement  of  sterimg  balances 
suggests  that  fluctuations  due  to  interest  arbitrage  are  not 
unduly  large. 

June,  1958 


APPENDIX 


The  attached  annexes  give  the  additional  material  requested 
on  3rd  December,  1957,  by  the  Committee  during  the  course 
of  taking  evidence  on  the  Treasury  Memorandum  No.  10 
on  Debt  Management. 

Annex  A shows  the  reconciliation  between  the  National 
Debt  figures  in  the  Bank  of  England’s  paper  (Pt.  L No.  8)  on 
Principal  Changes  in  the  British  Monetary  System  sm« 
1931  and  those  in  the  Treasury’s  Memorandum  on  Debt 
Management  (No.  10)  (see  Memoranda  of  Evidence  Qn.2807). 

Annex  B shows  the  reconcQiation  between  the  National 
Savings  figures  given  in  the  Bank  of  En^and  s pa^r 
(Pt.  I.  No.  8)  and  those  in  the  Treasury  Memorandum  on  the 


Organisation  of  National  Savings  (No.  7)  (see  Mem^anda 
of  Evidenw  Qn.  2811).  This  is  another  case  of  different 
series  being  used  in  different  papers. 

Annex  C lists  the  funds  held  by  the  National  Debt 
Commissioners  (see  Memoranda  of  Evidence  Qns.  2871  to 
2872). 

Annex  D distinguishes  between  the  Official  and  Other 
holdings  of  Market  Securities,  as  shown  in  total  in  Appendix 
B of  the  Treasury  Memorandum  on  Debt  Management  (see 
Memoranda  of  Evidence  Qns.  2880  and  2886). 

Annex  E provides  information  about  Exchequer  interest- 
bearing  assets  (see  Memoranda  of  Evidence  Qns.  2861  to 
2870). 
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Appendix  : Additional  Statistics  relating  to  the  National  Debt  [Continued 

Annex  A 

National  Debt 

Reconciliation  of  statistics  shown  in  the  Bank  of  England’s  Paper  (Pt.  I,  No.  8)  on  Principal  Changes  in  the 
British  Monetary  System  smee  1931  with  those  in  the  Treasury’s  Memorandum  (No.  10)  on  Debt  Management 

£ Million  Nominal  at  31st  March,  1957 

Bank  of 
England's 
Paper  No.  8 
—Table  TV 
(Paragraph  10) 

Treasury 
Memorandum 
on  Debt 
Management 
— ^Appendices 
A andB 

Comments 

Floating  Debt — 

Non-Market — 

Ways  and  Means  Advances  

TVeasury  Bills  

Market  Bills 

y 4,195  ^ 

- 1 
1,368 

2,827 

Total  of  1,645  shown  in  Appendix  B. 
Ways  and  Means  advances  shown 
separately  in  Appendix  A,  of  the 
Treasury  Memorandum. 

TOTAL 

4,472 

4,472 

- 

National  Savings  Securities — 

National  Savings  Certificate  (principal 
only),  Defence  Bonds  and  Premium 
Saving  Bonds  

2,718 

2,715 

Later,  revised,  figures  used  in  Treasury 
Memorandum. 

National  Savings  Certificates,  accrued 
interest  

535 

(Not  Included) 

TOTAL  ... 

3^53 

2,715 

- 

Marketable  Securities — 

Quoted  on  the  London  Stock  Exchange , . , 

15,257 

15,257 

_ 

Treasury  Stock,  1986/2016  

Included  in 
“ Other  National 
Debt  ” 

78 

All  held  by  the  National  Debt  Com- 
mission's, and  not  marketed. 

TOTAL  ... 

15,257 

15,335 

- 

Tax  Reserve  Certificates  and  Other  National 
Debt  Internal — 

Tax  Reserve  Certificates  

363 

363 

_ 

Terminable  annuities,  Ulster  Savings 
Certificates,  and  Debts  to  the  Banks  of 
England  and  Ireland  

1,141 

1,146 

Later,  revised,  figures  used  in  Treasury 
Memorandum. 

2i%  Treasury  Stock,  1986/2016  

78 

(Included  Above) 

Other*  

(Not  Included) 

911 

Included  with  Terminable  annuities,  etc., 
in  a total  of  2,057  in  Appento  B of 
the  Treasury  Memorandum. 

TOTAL  ... 

1,582 

2,420 

- 

Other  Debt,  Extemalf  

(Not  Included) 

2,065 

_ 

Total,  National  Debt 

24,564 

27,007 

- 

Guaranteed  Loans!  

3,550 

3,295 

Please  see  t 

TOTAL  ... 

28,114 

30,302 

- 

lor  unoer  me  oeaaing  umer  ueol  unaer  me 

(excluding  Ulster  Savings  C^UScates),  namely  : — 
International  Monetary  Fund — Interest  free 

Government  of  India  

Government  of  Portugal,  etc 


t The  figure  shown  in  the 
Joans  listed  on  pages  68-73 
for  1956-37  : the  figures  in 
issued  by  natiooalisM  indiisl 


Bank  of  England's  paper  relates  to  all  Guaranteed 
of  the  Finance  Accounts  of  the  United  Kingdom 
the  Treasury  memorandum  relate  solely  to  those 
ries,  and  listed  on  pages  72-73. 
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National  Savings 

Reconciliation  of  Statistics  given  in  the  Bank  of  England  paper  CPt.  I No.  8)  on  Prinapal  ^ang« 
in  the  British  Monet^  System  since  1931  with  those  given  in  the  Treasury  Memorandum  (No.  7)  on  the 
Organisation  of  National  Savings. 

£ Million  at  31st  March 


Treasury  Memorandum 

National  Savings — 
Appendix  B 

Bank  of  England 
Paper  No.  8 
— ^Table  II  in 
paragraph  6 

1951 

1957 

1951 

1957 

Post  Ofliice  Savings  Bank 

Trustee  Savings  Bank — 

Ordinary  Department 

Spedal  Investment  Department  

1,926 

799 

115 

1,706 

809 

299 

- 

z 

TOTAL  ... 

2,840 

2,8I4t 

2,840 

2,8I3{ 

National  Savings  Certificates — 

Principal 

Interest  

1,710 

461 

1,907 

535 

z 

z 

2,17U 

2,442t 

2,170t 

2,445t 

Defence  Bonds  

Premium  Savings  Bonds 

934 

742 

66 

934 

742 

66 

TOTAL  NATIONAL  SAVINGS  excluding  Other  Securities 
Office  Register 

on  the  Post 

5,945 

6,064 

5,944 

6,066 

Other  Securities  on  the  Post  Office  Register* 

186 

190 

(Not  Given) 

TOTAL,  NATIONAL  SAVINGS  

6,131 

6,254 

- 

— 

• Th«  only  significant  diSerracs  between  the  two  sets  of  statist^  resists  from 
the  inclusioQ  io  tbe  Treasury  jaetnorandum,  and  the  exclusion  ftom  the  Bank 
of  England  paper,  of  “ Other  securities  on  the  Post  OflSce  Regisur." 

t The  small  difference  shown  was  caused  by  the  use  of  later,  revised,  figures 
in  the  Treasury  memorandum. 

} The  differences  shown  are  attributable  to  rounding. 


List  of  Funds  controlled  by  the  National  Debt  Commissioners* 


Annex  C 


The  Large  Funds 

Post  OCSce  Savings  Banks  Fund  

Fund  for  the  Banks  for  Savings  

Nation^  hisurance  Fund  

National  Insurance  (Reserve)  Fund  

Industrial  Injuries  Fund 

Other  Investment  Funds 

County  Court  Fund  

Local  Loans  Funds  (Ways  & Means  and  Cash  Only)  

Hospital  Endowments  Fund  

Supreme  Court  (Deposit  & Exchange  Account)  

The  Crown  Estate  ^vestment  Fund) 

Scottish  Teachers’  Superannuation  Fund  

Ironstone  Restoration  Fund  

Benefit  Branch,  Royal  Irish  Constabulary  Force  Fund  

National  Insurance  (Existing  Pensioners)  Fund  

Ministry  of  Pensions  and  National  Insurance  Investment  Fund  (£49,000)  

Civilian  Masters  Dartmouth  College  Account  (£37,000)  

Cumulative  Sinking  Funds 

Irish  Land  Purchase  Fund  

Sinking  Fund  under  Purchase  of  Land  (Ireland)  Act,  1891  

Victory  Bond  Redemption  Account 

1855  Ottoman  Loan  Sinking  Fund  

Unclaimed  Holdings 

Unclaimed  Stock  & Dividends  Accounts  

Unclaimed  Redemption  Moneys  Account  

War  Loan  Scrip  Certificates  & Vouchers  Account  (£10,000)  

Death  Duties  Account 

Death  Duties  Sunendered  Securities  Account  (4%  Victory  Bonds  and  4%  Funding 
Loan) 


Securities  (nominal  amount)  and 
cash  held  at  31st  March,  1956 


Of  which : — 
“ National  Debt 
as  defined  in 

Total  Treasury 

Memorandum 
on  Debt 
Management 
(Appendix  C) 


£m 


£m 


1.692-3 

803-5 

315-7 

1,264-4 

149-3 


1,357-5 

795-4 

315-7 

1,253-3 

149-3 


3-7 

M 


1-6  1-6 

•9  -9 


83-5  — 

4,4201  3,920-5 


• Excluding  cancellation  and  other  accounts  which  had  no  stock  holding. 


Il 
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Appendix  : Additional  Statistics  relating  to  the  National  Debt  [Continued 


Annex  C (Cont’d.) 

Analysis  of  Securities  and  Cash  held  by  the  National  Debt  Commissioners 


Treasury  Bills  32 

Market  Securities  (i.e.  Government  securities,  and  Government  guaranteed  stocks  issued  by  nationalised  industries  and 

undertakings)  ...  2 702 

Other  ;;  ;;;  ;;;  ;;;  ;;;  ;;;  I’lg? 

Total  " National  Debt  ” as  defined  in  the  Treasury  Memorandum  on  Debt  Management,  Appendix  C 3,921 


Terminable  annuities  covering  advances  for  Post  Office  capital  expenditui'e  and  for  pensions  commutation 

Government  guaranteed  stocks,  other  than  those  issued  by  nationalised  industries  

Holdings  of  4%  Victory  Bonds  and  4%  Funding  Stock  surrendered  in  payment  of  Death  Duties 
Miscellaneous  securities  and  cash  balances  


TOTAL...  4,420 


Market  Securities 

— ^Analysis  between  Official  and  Other  Holdings 


Annex  D 


£ Million  Nominal  at  31st  March 


1935 

1952 

1955 

1956 

1957 

1958 

Official  Holdings 

(i.e.  Holdings  of  the  National  Debt  Commissioners  and  the  Issue  Department 
of  the  Bank  of  England). 

Up  to  5 years  38 

5 to  !'>  years  43 

Over  15  years  (including  undated)  208 

704 

348 

1,936 

509 

331 

1,922 

942 

930 

1,795 

858 

740 

2.194 

658 

1,031 

2,180 

TOTAL 

...  289 

2,988 

3,262 

3,667 

3,792 

3,869 

Other  Holdings 

Up  to  5 years  

5 to  1 5 years  

Over  15  years  (including  undated)  

...  142 
...  594 
...4,483 

2,891 

2,049 

8,308 

3,025 

3,374 

7.860 

3,004 

4,542 

7,071 

3,719 

3,997 

7,122 

3,115 

4,467 

7,127 

TOTAL 

...5,219 

13,248 

14,259 

14,617 

14,838 

14,709 

Total 

(As  shown  in  Appendix  B of  the  Treasury  Memorandum 
ment). 

Up  to  5 years  

5 to  15  years  

Over  15  years  (including  undated)  

on  Debt  Manage- 

180 

637 

4,691 

3,595 

2,397 

10,244 

3,534 

4,205 

9,782 

3,946 

5,472 

3,866 

4,577 

4,737 

9,316 

3.773 

5,498 

9,307 

TOTAL 

...5,508 

16,236 

17,521 

18,284 

18,630 

18,578 

Exchequer  Interest-Bearino  Assets 

1.  The  total  of  the  Exchequer’s  interest-bearing  assets 
(mainly  in  the  form  of  outstanding  advances  from  the 
Consolidated  Fund)  at  31st  March,  1957  was  £4,719  million 
as  quoted  in  paragraph  27  of  the  paper  No.  10  on  Debt 
Management. 

2.  Of  this  total,  £597  million  represents  advances  etc. 
for  which  there  is  at  present  no  fixed  period  for  redemption, 
viz.  : — 


Annex  E 
£ Million 

Finance  Act  1935 — Local  Loans 429 

Other  items  (including  ^5  million  advanced  for 
day-to-day  needs)  168 

597 

3.  The  balance  of  £4,122  million  is  repayable  to  the 
Exchequer  over  the  years  1957-1958  to  2017-2018,  as  shown 
in  the  attached  schedule. 


Principal  Repayments  due  to  H.M.  Excheqltbr 


Year  Ending 
3Ist  March 

£ Million 

Year  Ending 
31st  March 

£ Million 

Year  Ending 
31st  March 

£ Million 

Year  Ending 
31st  March 

£ Million 

Brought/Fwd. 

1,145 

Brought/Fwd. 

2,202 

Brought/Fwd. 

3,717 

1988 

80 

2003 

74 

62 

89 

84 

04 

75 

64 

90 

87 

61 

77 

76 

66 

91 

90 

06 

79 

77 

68 

92 

93 

07 

70 

93 

95 

64 

84 

79 

72 

94 

99 

65 

81 

80 

74 

95 

102 

81 

81 

76 

96 

67 

82 

82 

78 

97 

110 

68 

79 

83 

70 

98 

no 

13 

84 

70 

99 

113 

14 

70 

85 

73 

2000 

71 

57 

86 

76 

01 

117 

72 

62 

87 

78 

02 

114 

17 

18 

1 

Carried/Fwd. 

1,145 

Carried/Fwd. 

2,202 

Carried/Fwd. 

3,717 

4,122 
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1.  ASSETS  OF  FINANCIAL  INSTITUTIONS 
(Prepared  in  conjunction  with  the  Bank  of  England) 


1 . This  paper  gathers  together  information  on  the  holdings 
of  the  main  types  of  financial  assets  by  financial  institutions. 
It  does  not  cover  the  holdings  by  persons,  by  the  Central 
Government  and  by  many  overseas  institutions.  The  United 
Kingdom  branches  of  foreign  banks,  insurance  companies, 
etc.  have  been  excluded  but  the  assets  held  against  their 
overseas  liabilities  by  insurance  companies  established  in  the 
United  Kingdom  are  included,  as  are  the  assets  of  British 
registered  trading  companies  operating  overseas.  The 
Colonial  Development  Corporation  and  fte  Commonwealth 
Development  Finance  Corporation  are  included  but  the 
Crown  Agents  are  excluded. 

2.  The  published  statistics  for  the  various  categories  are 
often  incomplete  largely  because  of  the  omission  of  private 
companies  which  are  exempt  from  the  requirement  of 
pubfishing  accounts.  This  applies  particularly  to  the  in- 
formation about  the  assets  of  discount  houses,  banks,  hire 
purchase  companies,  investment  trusts  and  ttading  com- 
panies. It  may  well  be  that  in  evidence  to  be  presented  to 
the  Radcliffe  Committee  by  these  various  institutions  more 
complete  statistics  will  be  provided  but  there  are  certain 
to  be  some  major  gaps,  especially  in  the  field  of  trading 
companies  and  superannuation  funds. 

3.  For  trading  companies,  local  authorities  and  most 
public  corporations,  only  the  holdings  of  cash  and  marketable 
securities  have  been  shown  but  for  the  other  financial 
institutions  who  hold  comparatively  small  amounts  of  real 
assets  except  as  an  investment ; all  assets  have  been  shown. 

4.  In  most  cases  the  figures  sbowu  are  on  the  basis  of 
valuation  adopted  by  the  various  institutions  and  this  basis 
may  vary  widdy.  The  values  are  mostly  book  values,  and 
these  are  to  a large  extent  dependent  upon  the  date  of 
purchase  of  the  assets.  This  is  a major  disadvantage  when 


it  is  desired  to  compare  the  size  of  one  institution  with  that 
of  another  or  to  discover  the  relative  importance  of  the 
holders  of  various  types  of  assets,  since  on  the  available 
figures  such  comparisons  can  only  he  made  in  very  general 
terms.  It  means  that  the  yearly  changes  as  shown  by  the 
balance  sheets  should  be  used  witih  great  caution.  \^ere 
market  values  are  readily  available  they  have  been  shown 
in  the  tables  as  in  the  case  of  the  figures  for  investment 
trusts,  which  are  given  at  both  book  and  market  prices. 
The  difference  between  these  two  series  suggests  that  where 
the  holdings  are  of  ordinary  shares,  the  difference  between 
book  values  and  market  values  is  l^ely  to  be  substantial. 

5.  No  attempt  has  been  made  to  give  totals  for  all  the 
institutions  which  have  been  listed,  because  of  the  incomplete 
coverage  in  some  categories  and  of  the  inter-relationship 
between  the  various  institutions. 

6.  The  paper  is  in  two  sections.  Appendbc  1 lists  aU  the 
categories  of  institutions  covered  and  gives  the  total  for 
their  financial  assets  at  the  end  of  1938  and  1955  or  at  dates 
as  near  thereto  as  is  practicable,  together  with  the  estimated 
yearly  changes  for  the  years  from  1952  onwards.  Appendix 
2 gives  more  details  of  the  types  of  asset  held  in  each  category 
for  the  year  1938  and  1951  to  1956,  together  with  certain 
explanatory  notes.  For  some  institutions  the  information 
on  yearly  changes  obtainable  from  balance  sheets  is  con- 
sidered to  be  too  unreliable  to  be  included  in  the  summary 
in  Appendix  1 although  yearly  changes  could  be  obtained 
from  information  given  in  Appendix  2. 

7.  AU  the  figures  in  this  paper  have  been  taken  from  the 
published  accounts  of  the  institutions  except  in  the  case  of 
the  Scottish  banks.  The  figures  for  the  Scottish  banks  have 
not  hitherto  been  published. 

December,  1957 
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1.  Assets  of  Financial  Institutions 


[Continued 


Appenddc  2 

SECTION  I,  BANKS  ^ 

Bank  of  England — Banking  Department 


£ Million 


1938 

28th  Dec. 


1952  1952  1953  1954  1955 

2nd  Jan.  31st  Dec.  30th  Dec.  29th  Dec.  28th  Dec. 


1957 
2nd  Jan. 


Government  Securities  ... 
Other  Securities ; 

Discounts  and  Advances 

Securities 

Notes  

Coin  


69  349  356  317  336  283  203 

28  23  11  5 9 38  45 

22  25  16  22  15  17  17 

52  31  50  55  24  II  56 

1 2 1 2 2 2 2 


Total 172  430  434  40  ! 386  351  323 

Source.-  Bank  or  Eoslasd  Recaro. 


Item  2 


London  Clearing  Banks 


(Years  Ending  — 3 1st  December)  £ Million 


1938 

1951 

1952 

1953 

1954 

1955 

1956 

Advances  and  other  accounts  total  

966 

1,931 

1,749 

1,707 

1,897 

1.851 

1,913 

Investments 

Treasury  Deposit  Receipts 

635 

1,965 

102 

2,148 

2,275 

2,353 

2,016 

250 

181 

159 

598 

529 

501 

Cash  and  Balances  at  Bank  of  England 

243 

531 

549 

542 

571 

Total  excluding  balances  with  other  banks,  etc.  ... 

2,253 

6,099 

6,223 

6,442 

6.632 

6,338 

6,384 

collection 

66 

297 

305 

324 

Total  Assets  

2,319 

6,396 

6,528 

6,766 

7,015 

6,689 

6,735 

— Nil  or  less  £$00,000.  Source  ; Monthly  Sutemenc  by  the  Committee  of  London  dearina  Bankets. 

® Not  available. 


English  Banks  Not  Specified  Elsewhere 

These  banks  may  be  divided  between  members  of  the  Accepting  Houses  Committee  and  the 
remainder.  A substantial  amount  of  business  done  within  these  groups  is  by  private  companies 
who  do  not  publish  accounts.  Of  the  accepting  houses  only  four  out  of  sixteen  publish  accounts 
and  the  four  houses  who  do  publish  accounts,  are  not  the  largest.  The  four  houses  who  published 
accounts  had  balance  sheet  assets  of  about  £100  million  for  the  period  1951  to  1956. 

Of  the  remaining  English  banks  the  five  who  publish  accounts  show  total  assets  on  the  balance 
sheets  being  somewhat  less  than  £150  million  for  the  years  1951  to  1956,  but  many  private  banks 
are  excluded. 


Item  4 


Co-operative  Wholesale  Society  and  Scottish  Co-operative  Wholesale  Society  Bank's 


(Accounts  Ending  in  January)  £ Million 


1939* 

1952 

1953 

1954 

1955 

1956 

1957 

Cash  in  hand  and  at  call 

5 

25 

30 

27 

29 

27 

22 

81 

127 

119 

!17 

24 

29 

31 

Advances,  current  account,  etc 

3 

31 

28 

45 

Total  Assets  

113 

212 

208 

215 

226 

223 

219 

* The  Cooperative  Wholesale  Society  Bank  only,  the  Scotcisb  Co>operative 
Wholesale  Society  Bank  was  formed  in  1948. 

r Include  colonial  and  municipal  stocks  held  by  the  Scotdth  C.W.S.  Bank. 


Source  Registrar  for  Friendly  Societies  Statements  of  Accounts, 
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Scottish  Banks* 


Item  5 

December  (Various  Dates)  £ Million 


1951 

1952 

1953 

1954 

1955 

1956 

87 

96 

103 

110 

119 

129 

Money  at  Call  and  Short  Notice  

63 

81 

76 

82 

74 

70 

Treasury  Bills  

7 

24 

21 

16 

22 

Commercial  Bills 

7 

3 

2 

6 

7 

7 

Treasury  Deposit  Receipts  

6 

Investments  

384 

388 

422 

439 

387 

Advances 

214 

194 

184 

213 

192 

194 

Total 

771 

789 

811 

872 

801 

794 

e..... 

■■  Special  «tu 

Royal  Bank  of  Scailand. 
British  Linen  Bank. 

National  Bank  of  ScoUand. 

Clydesdale  and  North  of  Scotland  Bank. 

Item  6 

Banks  of  Northern  Ireland* 

(At  31st  December) 

£ Million 

1938 

1951 

1952 

1953 

1954 

1955 

1956 

Cash  at  bank  and  in  band  and  cheoues  in  course  of 

collection 

6 

29 

26 

27 

23 

24 

Investments 

26 

55 

66 

67 

63 

59 

Bills  discounted,  advances  and  other  accounts  . 

24 

53 

51 

47 

52 

55 

60 

Total  

56 

131 

135 

139 

146 

141 

143 

* Included  : Belfast  Banking  Co. 
Nortbeni  Bank. 
Uktv  Bank. 


Source:  Annua]  Statements  of  Accounts. 


Discount  Houses* 


Item  7 


(To  Various  Accounting  Dates)  £ Million 


1951  1955T 


Cash  in  hand  and  at  bankers  

Bills  Discounted  

British  Government  and  O&er  Swurities 

Debtors  and  Loans  on  Securities 

Other  Assets 

9 

630 

294 

6 

11 

707 

315 

11 

Total  

939 

1,044 

)lic  companies  (included). 
Alexanders  Discount  ... 
Alien  Harvey  and  Ross 
Cater  Btightwen  and  Co. 
Cillet  Bros.  Discount  Co. 
Jessel  Toynbee  and  Co. 
Kin^  and  Sbaxson 


Union  Discount  Co.  of  London 
Ryder  Discount  Co.  (public  Co.  froi 
11th  June.  1954)  


Private  companies  (excluded) 

11.  Clive  Discount  Co. 

12.  Seacombe,  Marshall  and  Campion. 


3Ist_  

5ch  April  1956,  30th  Sept.  1951. 
Sth  April  following  year. 

31st  January  following  year. 

3 1st  March  following  year. 

30ih  April  following  year. 

31st  December. 

3Isi  March  following  year, 

31st  December. 


31st  May  following  year. 


5onrce  Annual  S taiement  of  Accounts. 


Note  : 

(1)  Owing  to  the  variety  of  accounting  dates,  and  to  the 
variability  of  the  sl2e  of  the  holdings  of  assets  by  discount 
houses  the  changes  from  year  to  year  are  likely  to  be  mis- 
leading and  thus  have  not  been  shown  here  or  in  Appendix  1 . 

(2)  No  pre-war  figures  are  given  because  the  companies  listed 
as  2,  3,  5,  6 and  8 above  were  private  companies  then, 


Post  Oitice  Savinos  Bank 


(At  31st  December) 


hem  8 
£ Million 


1938 

1951 

1952 

1953 

1954 

1955 

1956 

Securities  held  by  the  National  Debt  Commissioners*  : 
Market  Securities : 

British  Government 

Government  Guaranteedf  

98 

63 

54 

66 

118 

124 

Total  Market  Securities  

i(n 

559 

492 

417 

413 

461 

484 

Non-Market  Securities : 

Ways  and  Means  Advances  and  Treasury  Bills 

2 

Terminable  Annuities 

Other  (including  estimated  accrued  interest) 

92 

98 

111 

113 

94 

59 

61 

Total  Securities  

528 

1,879 

1,812 

1,742 

1,723 

1,707 

1,684 

Cash  in  hands  of  Postmaster  General ^ 

2J 

3t  * 

[ 1 

3 

1 

2 

1 

2 

1 

4 

1 

Total  Assets  

530 

1,882 

1,814 

1,746 

1,726 

1,710 

1,689 

* Nominal  values. 

t Issued  by  nationalised  industries  and  undertakings  (as  dedned  by  sec 
of  the  Finance  Act,  1956).  ’ 

xion  42 

■e ; Aaniia!  Statement  of  Accounts, 

VI  ulc  fulunce  acc,  1900;, 

t Premises  less  than  miUion. 
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Trustee  Savings  Banks  - 


- Ordinary  Departments 

{20th  November) 


Item  9 
£ Million 


Invested  Funds  with  National  Debt  Commissioners, 

including  Separate  Surplus  Funds  (1) 

Cash  at  bankers  and  in  hand  

I^mises,  etc.  

Total  


(1)  Securities  held  by  National  Debt  Commissioners  at 
nominal  values  are ; 

British  Government 
Government  Guaranteed*  . . . 


Other  Securities  : 

Ways  and  Means  Advances  and  Treasury  Bills... 

Terminable  Armuities  

Other  (including  accrued  interest)  


1 17  17  24 

29  324  315  305 

15  19  20  19 


Total  (all  securities) 151  828  842  836 


* Issued  by  Datioaalised  industries  and  underUkings  (as  defined  by  section  42 
of  the  Finance  Act,  19S6). 


Trustee  Savings  Banks  — Special  Investment  Departments 

(To  20th  November) 
iiii  1951  1952  195i 


16  12  21 

295  284  274 

19  16  16 

838  858  822 

Annual  Statement  of  Accounts. 

Item  10 
£ Million 

1954  1955  1956 


British  Government  Securities*  II 

Municipal,  Local  Government  and  Nor±ern  Ireland 

Government  Stock  3 

Mortgage  Loans  to  Local  Authorities  85 

Cash  at  bankers  and  in  hand  2 

Premises  and  Other  Assets 2 


Total  103  124  131  152  202  235  292 


* Including  Government  guaranted  securities. 


Railway  Savings  Banks 


(To  31st  December) 


Item  11 
£ Million 


Amounts  due  to  depositorsf 


t Secured  on  the  property  of  tbe  Railways. 


Source  : Report  of  the  Chief  Registrar  of  Friendly  SodeCies,  I 


SECTION  II,  TRUSTEE  HOLDINGS 

There  are  a very  large  number  of  charitable  and  other  trusts  on  which  no  detaUs  of  the  asset 
holdings  are  available.  The  large  holdings  of  assets  suggested  by  these  items  included  in  this  section 
is  probably  therefore  substantially  too  low  for  the  trusts  as  a whole,  very  many  of  which  have  their 
investments  in  securities  limited  to  the  trustee  list. 

The  Board  of  Inland  Revenue  estimated  by  1953  that  the  cost  to  the  revenue  of  tax  exemption 
on  the  income  of  charitable  trusts  as  being  about  £35  million. 


Public  Trustee 


Item  12 

(at  31st  March)  £ hUUion 


Approximate  Actual  Values  : 

Ordinap'  Trusteeships 

Custodian  Trusteeships 

Executorships  and  Administratorships 
MisceUaneous  


Stocks  and  Shares : 

British  Funds  

Public  Boards  

Coloration  and  County  Stocks  and  Mortgages 
(including  securities  guaranteed  under  the  Trade 

Facilities  Act) 

Dominion  and  Foreign  Government  and  Corporation 

Stodcs 

Other  Stocks  and  Shares 

Building  Societies,  Post  Office  Savings  Bank  and 

National  Savings  Certificates 

Mortgages 


Nominal  Value 


: Gcoeral  Reports  of  Che  Public  Trus 
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Item  13 

London  Clearing  Banks  — 

Trustee  Departments 

Amount  of  active  trusts  held  by  trustee  departmeots  of  the  London  Clearing  Banks  in  1947  (exact 

date  not  stated)  is  quoted  by  D.  R. 

Marsh  in  the  “ . 

Banker  ’ 

’ as  being  £754m. 

Item  14 

Insurance  Companies  — 

Trustee  Holdings 

The  assets  of  these  subsidiaries  are  thought  to  be  very 

substantial  but  no  details  have  been 

published  on  their  holdings. 

Item  15 

Charity  Commissioners  for  England  and  Wales 

(To  31st  December) 

£ Million 

1938 

1951 

1952 

1953 

1954 

1955 

1956 

62 

103 

107 

111 

114 

116 

118 

Other  Securities 

31 

13 

13 

13 

14 

15 

16 

Total  

93 

116 

120 

124 

128 

131 

134 

* Basis  of  valuation  not  given. 

ce : Aimual  Reports, 

Item  16 

Supreme  Court  of  Judicature  — Trustee  Holdings 

(End  February) 

£ Million 

1939 

1952 

1953 

1954 

1955 

1956 

Securitiest 

50 

48 

50 

51 

52 

55 

Cash  

3 

5 

5 

5 

5 

5 

Totalf  

53 

53 

55 

56 

57 

60 

eSbcts  in  Court. 

Item  17 

Church  Commissioners  for  England 

(To  31st  March) 

£ Million 

1952 

1953 

1954 

1955 

1956 

1957 

Book 

Book 

Value 

Value 

Value 

Value 

Value  Market 

Value 

Market 

Stock  Exchange  Secuiides  in  the  General  Fund,  at 

cost  less  net  surplus  on  disposals,  accounts  written 
oS,  and  sinking,  fund  in  hand : 

British  Government  

92 

89 

22 

DomimoD  and  Colonial  Government 

76 

5 

1 

Corporations  

12 

12 

3 

Public  Boards  

Commerce  or  Industry ; 

5 

5 

4 

4 

3 

3 

2 

1 

Debenture  and  Preference  

! 

9 

Ordinary  

21 

73 

Investment  Trusts  Water  Boards,  etc. 

6 

6 

6 

9 

16 

13 

IS 

15 

Total 

Total  market  value  of  securities  in  the 

137 

139 

137 

145 

133 

126 

124 

125 

general  fund  

(119) 

(127) 

(136) 

(153) 

(126) 

(125) 

Stock  Exchange  securities  on  trust  (nominal 

value)  for  specific  purposes 

Mortgages  including  die  net  consideration 

(4) 

(4) 

(4) 

(3) 

(3) 

3 

money  outstanding  under  the  tithe* 

I! 

Land,  Buildings  and  Other  Property 

11 

10 

12 

15 

23 

30 

Other  

2 

3 

2 

2 

3 

3 

Total*  

166 

168 

170 

182 

184 

187 

* The  method  of  preeeaUng  tccounu  was  changed  for  1954/S  onwa 
valuation  of  land,  building  and  other  property  was  written  up  by 
March  'S4  and  this  amount  has  been  added  to  the  figures  for  the  earlie. 
maintain  the  comparabiUiy  of  the  series.  No  adjustments  have  been  n 
the  small  amounts  for  the  amortisation  of  redeemable  securities  which  have  been 
eaeludedia  the  balance  sheets  for  1955  and  1956.  and  which  would  not  have  been 
excluded  is  earho'  years. 


yean  tc 


Source .'  Annual  Reports. 
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SECTION  UI,  OTHER  FINANCIAL  INSTITUTIONS  HOLDING  MAINLY  FINANCIAL  ASSETS 

Assurance  Companies  Established  within  Great  Britain 

(To  31st  December)* 

Item  18 
£ Million 

1937 

1951 

1952 

1953 

1954 

1955 

1956t 

191 

311 

362 

396 

430 

506 

596 

Loans  on  Public  Rates  (U.K.),  etc. 

121 

100 

99 

98 

102 

109 

131 

Loans  on  Personal  Security  and  Policies... 

51 

35 

42 

46 

49 

374 

1.140 

1,146 

1,213 

1,247 

1,233 

1,206 

Commonwealth  Government  and  Municipal 

116 

150 

160 

169 

183 

189 

187 

Foreign  Government  and  Municipal 

92 

196 

217 

219 

222 

242 

411 

464 

543 

Preference  Shares 

143 

266 

264 

279 

312 

335 

348 

173 

456 

619 

736 

832 

97 

229 

257 

. 286 

312 

377 

413 

41 

133 

143 

141 

131 

134 

141 

Other  Assets 

66 

246 

260 

271 

290 

323 

381 

Total  

1,745 

3,590 

3,809 

4,087 

4,437 

4,823 

5,210 

* Tbe  Bccoums  of  A^iiiruice  compsoiei  aie  almost  without  exception  (o  the  Sourct : Board  of  Trade  Summary  of  Statements  of  Assurance  Business, 

years  eit^g  31st  December. 

t Estimate  baaed  os  the  accounts  of  36  companies  covering  about  96%  of  tbe 
total  assets  of  all  compsniee. 


Item  19 


Superannuation  Funds 

(Excluding  those  reassured  with  Assurance  Companies) 


The  infonmatioD  available  on  tbe  size  and  tbe  distribution 
of  assets  of  the  independently  administered  superannuation 
funds  is  rather  fragmentary,  but  new  information  on  the 
size  of  tbe  funds  and  of  the  main  items  of  their  current 
accoimts  is  at  present  being  collected  by  the  Inland  Revenue 
and  will  be  continued  on  an  annual  basis.  The  assets 
representing  those  funds  reassured  with  life  offices,  and  the 
superannuation  schCTies  direct  with  life  offices,  are  included 
in  the  assurance  company  distribution  of  assets. 


96  Local  Authority  Funds — ^Distribution  of  Asset 


Government  and  Public 

Bonds  

Local  Authorities  (mostly 

internal  loans) 

Other  Assets  


£ Million 

1953  % 1955  % 

27-2  36  29-4  33 

43'8  57  51-2  58 

5-7  7 7-5  9 


76-7  100  88-1  100 


I.  Classification  of  funds  by  the  nature  of  the  employer 


Souret  ; Private  enquiry  reported  in  July  issue  of  Super 


£ Million  ^ook  Values) 

Local  Authorities 

End 

1951 

250 

End 

1955 

360 

(to  31st  March  1951. 

1956) 

(accounts  to  various 

dates) 

Industrial  and  Com- 
mercial funds 
(including  therefore 
Nationali^d  Indus- 
tries)   

1,000 

1,510 

1,250 

1,870 

Very  few  local  authority  funds  have  the  legal 
power  to  purchase  company  stocks  but  three  have 
recently  taken  steps  to  acquire  this  power. 


(ii)  Nationalised  industries 

Distribution  of  the  Assets*  of  40  Funds 


British  and  Overseas  Governments  and 

Local  Authorities  

Debentures,  Preferences,  Ordinary 

Mortgage  and  Rea!  Property  

Other  Investments  and  Cash  


£ Million 
1955 

1361 

93-7 

8-7 

21-3 


1.  Local  govemmeot  financial  statistics  for  Englud  and  Wales  and  local 
financial  returns  (Scotland)  give  details  for  tbe  size  of  tbe  funds  at  the  end 
of  tbe  financial  year  to  31st  March.  Tbe  figures  have  been  estimated  for 
3Ul  March,  1936. 

2.  Tbe  statistics  on  nationalised  industries  and  private  funds  for  1951  were 
obtained  fbom  a special  enquiry  by  (be  Institute  of  Actuaries  and  tbe  Faculty 
of  Actuaries  in  Scotland  undertakes  for  tbe  Committee  on  tbe  Economic 
and  Financial  problcroi  of  the  provision  for  old  age.  (PbiUips  Committee. 
Cmd.  9333). 

3.  Tbe  1936  figures  for  nationalised  industries’  funds  and  private  funds,  which 
aie  preliminary,  are  derived  &om  reports  collected  by  the  Inland  Revenue 
and  refer  to  accounts  to  various  dates,  the  average  being  January,  1936. 


II.  Distribution  of  assets 

The  main  source  is  a private  enquiry  by  Professor  Morgan 
of  the  University  of  Wales  which  was  revised  in  the  July 
1957  issue  of  superannuation.  It  was  requested  that  funds 
should  value  their  assets  at  market  values  so  far  as  possible. 

(i)  Local  authority  funds 

Although  comprehensive  figures  are  available  it  is 
known  that  a large  part  of  local  authority  funds  are 
advanced  as  internal  advances  to  local  authorities. 

Professor  Morgan’s  enquiry  revealed  the  following 
distribution  of  assets  : — 


259-8  lOO 


Source  : 

38  funds  included  in  Professor  Morgan’s  enquiry,  see  Simerannuation  19S7, 
and  tbe  eccounts  for  tbe  year  ending  31s(  March,  1936  of  tbe  Narional  Coal 
Board  Staff  Superannuaciou  and  tbe  Mine  Workers  Peusion  Schemes, 

* At  market  values  where  available. 


(iii)  Private  industrial  and  commercial  funds 
Professor  Morgan’s  enquiry  shows 

Assets  of  376  Superannuation  Funds 
£ Million 


British  Government,  Other 
Governments,  British 
Local  Authorities 

Debentures  

Preference 

Ordinary 

Mortgage  and  Real 

Property 

Other  Investments  and 
Cash  

Total 


1953 


154-5 

34-4 

25-5 

52-1 

20-1 


% 1955 


6-8 


7-7 

27-3 


6-3 


24-0 

9’1  3-1  10-9  2-9 

295-7  100-0  381-0  lOO-O 

ource  : Supmnnuacion  July  1937. 
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Collecting  Societies  — Great  Britain 


1938 

1951 

1952 

1953 

1954 

British  Govemraent  Securities 

British  Municipal  Securities  

Mortgages 

Land,  House  Property,  Ground  Rents,  etc. 

Other  Investments 

Miscellaneous  

5 

42 

17 

15 

8 

2 

Not 

Available 

73 

37 

43 

35 

27 

3 

74 

40 

46 

37 

31 

3 

73 

49 

47 

38 

34 

4 

Total  

89 

(211)* 

218 

232 

246 

• Industrial  and  other  funds  plus  estimated  12-8  for  investment  reserves,  etc.  Source  : Report  of  the  Industrial 


Item  20 


£ Million 


1955  1956 


74  74 

55  62 

49  54 

41  42 

38  39 

3 3 


260  274 

:e  Commissioners. 


Total  Funds ... 


Total  Funds ... 


t Including  a small 
Employers. 


Item  21 


Friendly  Societies  (Excluding  Collectinq  Societies)  — Great  Britain 

(To  31st  December)  £ Million 

1^8  1951  1952  1953  1954  1955  1956 

I I II  159  St  ^2  2?7  2^  ^ ^ 

Source  : Report  of  the  Chief  Registrar  of  Friendiy  Societies  Part  1 and  Part  2. 


t,  less  than  £1  million. 


Item  22 


Trade  UNiONst  — Great  Britain 

(To  31st  December)  £ Million 

iiii  1951  1952  W3  1954  1955  1^ 

77  7 20  66  68  72  75  77  80 

held  by  Association  of  Source  : Report  of  the  Chief  Registrar  of  Friendly  Societies  Part  1. 


Item  23 


BiHLDiNG  Societies  — Great  Britain 


(Various  Accounting  Dates)*  £ Million 


1938 

1951 

1952 

1953 

1954 

1955 

1956 

Assets : 

1,158 

1,263 

1,396 

1,574 

1,752 

1.882 

53 

146 

158 

184 

Cash  

::  :} 

40 

44 

Other  

13 

12 

12 

15 

Total  Assets 

759 

1,357 

1,478 

1,643 

1,867 

2,065 

2,234 

* The  figures  for  each  year  relate  to  accouuang  years  ending  on  any  date 
between  1st  February  of  that  year  and  31st  January  of  the  following  years. 

S.,„c 

e : Report  of  the  Chief  Registrar  of  Frie 

adly  Societies  Pi 

art  5. 

Unit  Trusts 

No  details  are  available  on  the  total  holdings  of  assets  by  Unit  Trusts ; although  individual 
trusts  often  show  the  percentage  distribution  of  their  security  holdings  between  various  industrial 
groups. 


Item  24 


Investment  Trusts 


Item  25 


I.  A complete  list  of  investment  trusts  quoted  on  London 
Stock  Exchange  along  with  some  details  of  types  of  security 
holdings  are  given  in  Stock  Exchange  Year  Book  for  1955 
onwards,  but  not  for  earlier  years. 

An  analysis  of  the  accounts  in  the  1958  Stock  Exchange 
Year  Book ; which  may  be  taken  on  average  to  be  the 
account  year  nearest  to  end  1956,  has  been  made  to  discover 
the  amount  invested  in  ordinary  shares,  and  the  amount  of 
holdings  in  U.K.  companies.  The  results  shows  the  follow- 
ing distribution  of  security  holdings  at  market  prices  for 
those  trusts  for  which  details  are  available  : — 

Amount  Per 
£m.  cent 

(a)  Bonds  and  preference  shares .. . 122  12 

Ordinary  slmes  875  88 


Total  holdings 


997  100 


(b)  Holdings  in  U.K. 
Other  


442  58 

325  42 


Total  holdings 


767  100 


The  number  of  investment  trusts  included  in  this  summary 
was  273,  with  total  investments  of  £l,124m.  at  market  values, 
or  £648m.  at  book  values. 

II.  The  accounts  of  investment  trusts,  with  Stock 
Exchange  quotations,  show  the  following  relationship 
between  the  book  values  of  their  security  holdings  and  the 
market  value  for  the  different  years 


Investment  Trusts 

(Various  Accounting  Dates)  £ Million 


1953 

1954 

1955 

1956 

527 

584 

617 

648 

At  market  values 

741 

1,004 

1,077 

1,124 

Appreciation  per  cent... 

41 

72 

75 

73 

III.  The  new  capital  issues,  excluding  refunding  and 
conversion  issues,  by  investment  trusts  incorporated  as 
public  companies  is  given  by  the  Bank  of  England  as  : — 

£ Million 

1952  1953  1954  1955  1956 

2 8 26  23  24 
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Item  26 

Members  of  the  Finance  Houses  Association* 

(To  Various  Accounting  Dates) 

£ Million 

1951 

1952 

1953 

1954 

1955 

1956 

Cash  at  bank  and  in  hand  

Customers’  balances,  bills  receivable  and  not«  on  h^d  !!!  ... 

Advances,  loans  and  debtors  

Investments  including  investments  in  associate’com^ies  !”  !!! 

4 

50 

4 

1 

4 
57 

5 

7 

69 

5 

1 

8 

111 

6 

1 

8 

146 

6 

1 

11 

153 

9 

2 

Total  of  items  included  

59 

67 

82 

126 

162 

174 

Dot  join  the  Association  until  1937. 

urce ! Company  Balan 

Note  : 

The  amount  of  hire  purchase  credit  directly  outstanding  to 
Finance  Houses  (including  non-members  of  the  Finance  Houses 
Association)  by  consumers,  and  the  amount  of  hire  purchase 
credit  outstanding  to  retailers  is  estimated  by  the  Board  of 
Trade.  At  31st  December  1955  the  total  amount  outstanding 
was  estimated  to  be  at  least  £450ra.  of  which  £170m.  was  to 
Finance  Houses,  and  £280m.  to  retailers. 

Finance  Corporation 

FOR  Industry  Limhed 

Item  27 

CTo  31st  March) 

£ Million 

1952 

1953 

1954 

1955 

1956 

1957 

Investments  by  way  of  loans  and  participations  at  cost,  unquoted  : 
In  companies  controlled  by  the  Iron  and  Steel  Holttog  and 

Realisation  Agency*  

In  other  companies  

40 

13 

39 

21 

36 

23 

36 

18 

28  \ 
13/ 

42 

Total  Loans,  etc 

Balance  with  bankers 

Debtors,  including  income  tax  recoverable,  less  profits  tax 
payable  

53 

3 

I 

60 

1 

1 

59 

1 

1 

54 

41 

1 

1 

42 

1 

1 

Total 

54 

62 

61 

55 

43 

44 

* Or  before  I9S4,  by  the  Iron  end  Steel  Corporation  of  Great  Britain. 

Source 

Annual  Sla 

ement  of  Accounts. 

Industrial  and  Commercial  Finance  Corporation  Ltd. 

Item  28 

(To  31st  March) 

£ Million 

1952 

1953 

1954 

1955 

1956 

1957 

Advances  and  investments  at  cost ; less  provisions  : 

British  Government  Securities  

Debentures  and  Secured  Loans  

Unsecured  Loans  

Redeemable  Preference  Shares  

Non-Redeemable  Preference  Sliares 

Ordinary  Shares  

9 

5 

5 

3 

2 

11 

6 

5 

3 

2 

11 

6 

5 

3 

3 

11 

2 

12 

7 

7 

4 

3 

12 

7 

7 

4 

3 

Total  Advances  and  Investments  

Balance  with  the  bankers  

Other  Assets 

24 

4 

27 

28 

1 

29 

33 

33 

1 

Total 

24 

27 

29 

30 

33 

34 

Source 

Annual  Statement  of  Accounts. 

Agricultural  Mortgage  Corporation  Ltd. 

Item  29 

CTo  31st  March) 

£ Million 

1939  1951 

1952 

1953 

1954 

1955 

1956 

1957 

First  Mortgages  on  Agricultural  Land  ...  8-7  i6-9 

Other  Loans  to  Landowners "I  '1 

British  Government  Securities,  etc 2-6  1-8 

Cash  in  hand  or  at  bankers '3  1 '2 

Treasury  Bills — — 

Properties,  etc '2  -6 

20-8 

•1 

.2-8 

1-3 

•6 

24-0 

3-2 

•7 

2-0 

•9 

24-4 

•1 

3-3 

•4 

1-7 

•9 

25-8 

3-6 

•1 

1-2 

27-7 

•1 

3-8 

•0 

•9 

30-4 

•1 

4.4 

•2 

M 

Total  11 ’9  20-6 

25'6 

30-9 

30-8 

30-8 

32-5 

36-2 

Source ! Annual  Slatenient  of  Accounts. 
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Ship  Mortgage  France  Company  Ltd. 

Item  30 

(To  30th  June) 

£ Million 

1952  1953 

1954  1955 

1956  1957 

Advances 

Cash  

Other  Assets  

!!!  !!!  !”  !"  -i  ■] 

1-5  2-7 

•5  -1 

3-4  3-0 

— -1 

— -1 

Total 

-5  10 

2-0  2-8 

3-4  3-2 

Source  : Annual  SlatemenC  of  Accounts. 

Estate  Duties  Investment  Trust  Limited 

Item  31 

(To  31st  March; 

£ Million 

1954 

1955 

1956  1957 

Investment  at  cost ; less  realisations : 

Quoted  on  Stock  Exchange 

Unquoted  ...  .4 

Cash  in  hand  and  with  bankers  ...  ■ 

Other  Assets  -1 

•2 

•8 

•I 

•3  -3 

M 1-5 

•1  -3 

•2  — 

Total 

j 

1-1 

1-7  2’1 

* IS  monlbs  to  31st  March. 

Sourer;  Annual  St 

icment  of  Accounts. 

Ant  Finance  Limited 

hem  32 

(To  31st  October) 

£ Million 

1954 

1955  1956 

Bills  Discounted 

Loans  Qess  than  S years) 

Treasury  Bills  

Cash  at  banks  

Other  Assets  

•3 

1 1 

5:  1 1 1 1 

Total 

•3 

1-3  12-7 

* Less  deferred  interest  *1. 

Source;  Annual  Statement  of  Accounts. 

Commonwealth  Development  Finance  Company  Ltd. 

Item  33 

(To  31st  March) 

£ Million 

1954 

1955 

1956  1957 

Investments : 

Loans  and  Debentures  at  cost ; 

Unquoted  

Quoted  in  Great  Britain  ... 
Shues  at  cost : 

Quoted  in  Great  Britain  ... 

Quoted  Overseas  

Treasury  Bills  

Cash  in  hand  and  at  the  bankers 
Other  Assets  

less  repayments : 

2-0 

2-2 

1! 

•1 

7-1  6-9 

— -1 

1-7  1-7 

•1  — 

•1  -2 

Total 

2'9 

3'4 

9-0  8-9 

Source ; Annual  Statement  of  Accounts. 

Colonial  Development  Corporation 

Item  34 

(To  31st  December) 

£ Million 

1951  1952 

1953  1954 

1955  1956 

Fixed  Assets  8-0  9'4 

Investments  at  cost ; less  amounts  written  off ; 

Quoted .j  .4 

Unquoted  3.3  j.j 

Subsioiary  Companies — Investments  and  Advances !!.  6-2  9-3 

Cash  ...  ___  .5  .4 

Current  Assets — Stocks,  etc „[  2-0  1-9 

Other  Financial  Assets 4.5  g.g 

7-6  7-9 

1-5  1 

7-7  11-9 

9- 0  9-7 

•6  -5 

1-6  1-2 

10- 4  10-7 

7-4  8-5 

1- 8  3-6 

16-8  21-4 

9-4  9-7 

2- 3  -5 

•8  -8 

IM  9-7 

Total 

24-7  35-3 

38'4  42-0 

49-6  54-2 

Source : Anoual  Stalemeni  of  Accounts. 
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SECTION  IV,  OTHER  FINANCIAL  INSTITUTIONS  HOLDING  MAINLY  NON-FINANCIAL  ASSETS 


Item  35 


Iron  and  Steel  — Companies  at  any  time  Nationalised* 

Cash  and  Marketable  Securities 

(At  30th  September)t  £ Million 


1951 

1952 

1953 

1954 

1955 

1956 

Marketable  Securities  (including  Tax  Reserve  Certificates) ... 

4 

3 

4 

6 

9 

18 

Cash  in  hand  and  balance  with  bankers  

36 

28 

26 

26 

27 

19 

Total 

40 

31 

30 

32 

36 

37 

* There  is  an  unknown  amount  of  duplication  between  the  figures  given  here 
and  those  for  the  quoted  companies  at  item  38,  whi^  include  the  “ public 
quoted”  Iron  and  Steel  companies  before  and  after  denationalisation. 

t Since  denationalisation  a few  companies  have  changed  to  accounts  ending 
31st  December. 


Item  36 

Other  Public  CorporahonsJ 
Cash  and  Marketable  Securities 


(Accounts  at  Various  Dates)  £ MUlion 


1951 

1952 

1953 

1954 

1955 

1956 

Investment  (excluding  interest  in  subsidiaries) : 

British  Government  Securities  

82 

Public  Corporation  Stock  

Other  Securities  ...  ...  

18 

19 

18 

19 

19 

18 

Total  Investments  ...  

108 

113 

111 

168 

136 

114 

Tax  Reserve  Certificates 

Cash,  Bank  Balances  and  Treasury  Bills  

58 

1 

Temporary  Deposits  with  the  Exchequer  

17 

6 

10 

9 

Total 

240 

182 

177 

227 

203 

151 

Qual  Statement  of  Accounts. 


Local  Authorities 

Details  on  the  financial  asset  holdings  of  local  authorities  are  not  available.  The  holdings  of 
market  securities  by  local  authorities,  exc^t  those  on  account  of  superannuation  funds  which 
are  included  in  the  figures  at  Item  19  above,  is  thought  to  be  small. 


Quoted  Companies  — Manufacturing,  Building  and  Distribution* 
Cash  and  Marketable  Securities 


Item  38 


(Accounts  at  Various  Dates)  £ Million 


1953 

Changes  in  the  Years  : 

1952 

1953 

1954t 

1955t 

1956t 

Marketable  Securidest  

44 

Tax  Reserve  Certificates  

Cash  and  Bank  Balances 

829/ 

75 

131/ 

- 90 

Total  

1.430 

1,495 

73 

206 

70 

- 5 

- 109 

Sourets;  Summaries  of  balance  sheets  by  the  National  Institute  for  Economic  and  Social  Research  and  the  " Economist." 


* There  is  some  duplication  with  items  33,  see  footnote  *,  item  33. 
t Estimate  based  on  the  " Economist  ” summaries  of  balance  sheets.  T 
mdividual  series  may  be  affected  by  the  “ Economist  " including  Treasury  b. 
in  cash,  whereas  the  N.I.E.S.R.  put  Treasury  hills  in  marketable  securities. 

t The  “ Economist " shows  figures  for  " gilt  edged  " j these  are  minimi 
fi({urea  before  th^  exclude^  the  holdings  of  very  many  cc  ... 


separate  details  on  their  gilt  edged  holdings. 

show  for  1933  about  60%  of  markets 


The  " Econ 


being  held  in  gilt  edg^. 


Note  : 

The  National  Institute  for  Economic  and  Social  Research  have 
analysed  for  1949-1953  the  consolidated  accounts  of  those 
companies  in  manufacturing,  building  and  distribution  who  have 
^are  capital  quoted  on  a United  Kingdom  Sto^  Exchange, 
in  order  to  obtain  data  based  on  a consistent  coverage  of 
companies,  and  having  consistency  in  the  years  to  which  the 
data  relate. 


The  sector  covered  by  the  N.I.E.S.R.  tabulations  is  commonly 
referred  to  in  “ the  quoted  company  sector  ” although  it  includes, 
in  addition  to  the  quoted  companies,  a small  number  of  un- 
quoted subsidiary  companies  of  foreign  companies,  and  two 
unquoted  subsidiaries  whose  accounts  are  not  consolidated  with 
those  of  the  British  parent  companies. 

The  Board  of  Trade  are  analysing  accounts  for  the  period 
smce  1953  on  similar  lines  to  the  N.I.E.S.R,  study  but  until 
these  results  are  available  the  summaries  of  the  accounts  of 
public  compames  made  by  the  “ Economist  ” have  been  used 
to  give  estimates  of  the  changes  since  1953. 

The  quoted  company  sector  as  analysed  by  the  N.I.E.S.R 
covered  on  average  in  1949/53  about  55  per  cent  of  the  profits 
of  tne  whole  corporate  sector,  as  shown  in  the  National  Income 
Blue  Book  and  about  70  per  cent  of  those  in  manufacturing 
but  the  relative  size  of  the  sector  increased  significantly  as 
measured  by  profits,  between  1949  and  1953,  and  so  the  per- 
centages given  above  may  well  be  too  low  for  the  later  years. 
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Item  39 


Quoted  Conjpanies  — Oil,  Rubber,  Tea  and  Shipping 
Cash  and  Marketable  Securities 


£ Million 


Changes  in  the  Years  ; 

1951 

1952 

1953  1954 

1955 

1956 

197 

- 1 

11 

— 3 

61 

11 

Cash  and  Tax  Reserve  Certificates  

184 

107 

Total  

381 

106 

- 24 

- 33  29 

42 

- 1 

* Excludes  Treasury  bills,  wbjcb  are  included  in  cash.  The  proportion  ol 
edged  holdings  shown  in  summaries,  about  60%  of  marketable  securities, 
minimum  figure  as  it  excluded  the  holdings  of  those  companies  who  d< 
identify  their  g!lt.edged  holdings  separately. 

r gilt- 

Source  : “ 

Economist”  Sum 

maries. 

Note  : 

The  accounts  of  quoted  public  companies  are  summarised  by 
“The  Economist  ” on  the  basis  of  the  accounts  published  each 
quarter,  liie  accounts  published  between  October  of  one  year 
and  September  of  the  following  year  inclusive  have  been  taken, 
on  average,  asrefeiring  to  the  trading  year  ending  31st  December. 


Owing  to  variations  in  dates  of  publication  between  one  year 
and  another  a company’s  accounts  may  occur  twice  in  one  year 
and  not  at  all  in  anotiier.  The  changes  from  year  to  year  in  the 
table  above  are  those  as  shown  in  the  accounts  published  in  the 
later  year.  These  companies  cover  somewhat  more  than  7 per 
cent  of  the  total  of  trading  profits  in  the  corporate  sector  as 
shown  in  the  National  Income  Blue  Book. 


2.  TRADE  CREDITORS  AND  TRADE  DEBTORS  OF  COMPANIES 
QUOTED  ON  THE  STOCK  EXCHANGE 


Section  IV  (38)  of  the  paper  on  the  Assets  of  Financial 
Institutions  deals  only  with  the  cash  and  marketable  securities 
of  “ quoted  companies  ” in  manufacturing,  building  and 
distribution.  The  assets  side  of  the  balance  sheets  of  these 
companies  includes  a figure  for  “ trade  and  other  debtors,” 
which  is  larger  than  that  for  cash  and  marketable  securities, 
but  this  figure  for  trade  and  other  debtors  was  omitted 
from  the  main  paper  as  it  is  largely  offset  by  a corresponding 
item  of  “ trade  and  other  creditors  ” on  the  liabilities  side. 
For  companies  as  a whole,  however,  the  movements  in  trade 
debtors  and  creditors  may  influence  signifl.cantly  changes 
in  other  items,  such  as  bank  advances. 

Table  I shows  the  consolidated  balance  sheet  for  quoted 
companies  for  the  year  1953.  The  table  is  taken  from  the 


analysis  prepared  by  the  National  Institute  of  Economic  and 
Social  Research  and  covers  the  latest  year  for  which 
such  complete  figures  are  at  present  available. 

In  Table  II  the  annual  changes  in  trade  credit  during  the 
years  1949  to  1956  are  compared  with  the  movements  in 
bank  advances.  La  gross  fixed  investment  and  in  stocks  and 
work  in  progress. 

The  balance  between  trade  creditors  and  trade  debtors 
varies  as  between  one  industry  and  another  and  also  as  a 
proportion  of  total  assets.  In  Table  III  the  1953  figures 
are  shown  for  21  major  industrial  groups,  both  in  absolute 
terms  and  in  comparison  with  the  gross  assets. 

17/A  December,  1957 


TABLE  I 

Quoted  Companies  — Manufacturing,  Building  and  Distribution 
1953 


Liabilities 

Issued  Share  Capital  

Capital  and  Revenue  Reserves  ... 

Future  Tax  Reserves  

Debentures  and  Minority  Interests 
Current  Liabilities, 
of  which : — 

Bank  Overdrafts  and  Loans 
Trade  and  Other  Creditors  ... 

Current  Taxation  

Provisions,  etc.  

Difference  owing  to  rounding 


Assets 

Fixed  Assets  (net) 

Goodwill,  etc 

Trade  Investments 

Current  Assets, 
of  which : — 

Stocks  and  Work  in  Progress 
288  Trade  and  Other  Debtors  ... 

1,528  Marketable  Securities 

651  Tax  Reserve  Certificates 

264  Cash  , , . 


£ Million 


Source  : N.I.E.S.R.  Summary  of  Balance  Sheets. 


TABLE  II 


Quoted  Companies  — Manufacturing,  Building  and  Distribution 
(Annual  changes  in  Trade  Credit,  Bank  Advances,  Fixed  Investment  and  Stocks) 

£ Million 


1949 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

Creditors  (Trade  and  Other) 

76 

159 

266 

- 1 

65 

180 

230 

200 

Debtors  (Trade  and  Other) 

113 

222 

285 

62 

100 

213 

289 

180 

Net  Trade  Credit 

- 37 

- 63 

- 19 

- 63 

- 35 

- 33 

- 59 

20 

Bank  Advances  

14 

35 

111 

- 36 

Fbced  Investment  (Gross)  

355 

379 

444 

451 

920 

Stocks  and  Work  in  Progress 

134 

286 

655 

23 

- 12 

225 

364 

390 

Sources  : 


Jl 
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TABLE  III 

Quoted  Companies  — Manufacturing,  Building  and  DiSTRiBunoN 
(Trade  Creditors,  Trade  Debtors  and  Gross  Assets,  by  Industry,  1953) 


Trade  Trade  Net 

and  and  Trade 

Other  Other  Credit 

Creditors  Debtors  (col.  1 

I 2 less  2) 


Average  of 
Trade  Debtors 
Gross  and 

Assets  Creditors 

as  % of 
Gross  Assets 


£m 

£m 

£m 

£m 

1. 

Building  Materials  

24 

39 

- 15 

2. 

Chemic^  

144 

214 

- 70 

■i. 

Iron  and  Steel  and  Non-ferrous  Metal 

173 

196 

- 23 

4. 

Shipbuilding  and  Engineering 

123 

182 

- 60 

5. 

Electrical  Engineering 

132 

205 

- 73 

6. 

Vehicles 

153 

131 

23 

7. 

Other  Metal  Goods  

48 

71 

- 23 

ti. 

Cotton 

21 

34 

- 13 

9. 

Wool  

14 

18 

- 5 

Id 

Other  Textiles 

40 

54 

- 13 

11. 

Clothing  and  Footwear 

17 

17 

1 

12. 

Food  

71 

69 

2 

458 

15-3 

13. 

Drink 

71 

61 

9 

14. 

Tobacco  

28 

78 

- 49 

15. 

Paper  and  Printing  

52 

72 

- 20 

454 

13-7 

16. 

Other  Manufacturing 

48 

68 

- 20 

17. 

Building  and  Contracting 

31 

28 

3 

18. 

Wholesale  Distribution 

178 

203 

19. 

Retail  Distribution  

101 

119 

- 18 

20. 

F.nfp.rfflinrnent  and  Sport 

12 

21. 

Miscellaneous  Services 

46 

41 

5 

362 

12-0 

Grand  Total  

1,528 

1,911 

-383 

10,263 

16'8 

Source  : N.LB.S.R.  Sununoiies  of  Balaace  Sheets. 


3.  FINANCIAL  AND  ECONOMIC  STATISTICS  RELATING  TO  THE  MONETARY  SYSTEM 


1.  This  memorandum  lists  the  main  statistical  series 
available  to  the  authorities  and  to  the  public,  thought  to 
be  of  interest  when  studying  the  working  of  the  Monetary 
System.  It  has  been  prepared  in  consultation  with  other 
Government  Departments  and  the  Bank  of  England. 

2.  Ad  hoc  enquiries  have  not  been  listed ; neither  have 
all  the  detailed  sub-series  on  commodities,  particular  trades 
and  regions  which  make  up  the  main  aggregate  index  numbers 
on,  for  example,  production,  prices,  stocks  and  wage  rates  ; 
nor  have  individual  company  balance  sheets.  The  recent 
analysis  by  the  Federation  of  British  Industries  of  answers, 
received  in  non-statistical  form,  to  a questionnaire  on 
production,  investment  intentions,  etc.,  has  not  been  listed. 

3.  The  paper  on  current  sources  of  banking  statistics 
presented  to  the  Committee  by  the  Bank  of  England  has 
been  incorporated  in  the  present  paper. 

4.  The  improvements  that  may  be  desirable  in  the  range 
or  timeliness  of  the  information  that  is  made  available  are 
not  discussed. 

5.  For  each  of  the  statistical  series  included  the  following 
information  is  shown  ; — 

(i)  The  nature  of  the  series. 

(ii)  The  Department  responsible. 

(iii)  How  often  the  figures  are  compiled. 

(iv)  The  approximate  delay  brfore  the  figures  are  available 
to  the  authorities. 

(v)  Where  they  ate  published. 

(vi)  Brief  notes  on  the  contents  and  coverage  of  the 
series. 

6.  The  delay  before  the  statistics  are  normally  available 
to  the  authorities  will,  of  course,  vary  from  series  to  series 
and,  where  the  delays  are  not  extremely  short,  it  is  usually 
possible  to  obtain  earlier  simplified  statistics  if  this  is  made 
the  object  of  a special  exercise  to  meet  an  urgent  need. 
Special  enquiries  and  urgent  reports  were  a common  feature 
in  the  war  years.  Many  important  series  are  being  con- 
tinually revised  as  extra  information  becomes  available, 
and  the  time  at  which  an  estimate  is  made  depends  upon 
the  degree  of  accuracy  that  is  required.  The  normal  delays 
are  shown  in  the  memorandum. 


7.  The  main  problems  relating  to  the  timeliness  of 
statistics  for  general  purposes  arise  with  the  monthly  and 
quarterly  returns,  which  are  usually  the  most  important  from 
the  point  of  view  of  obtaining  an  adequately  early  indication 
of  changes  in  economic  treniS. 

8.  The  daily  and  weekly  returns  are  available  in  a very 
^ort  period  and  the  problem  of  timeliness  of  these  series 
is  related  to  detailed  market  operations  rather  than  matters 
of  more  general  interest. 

9.  Most  of  the  monthly  series  listed  in  the  paper  are 
available  within  about  a month  following  the  period  to  which 
the  figures  relate  ; but  many  series  are  available  much 
earlier,  particularly  those  relating  to  prices  and  those  received 
from  banks.  However,  many  of  the  basic  monthly  returns 
on  production,  stocks,  employment,  etc.,  which  are  received 
from  a large  number  of  firms,  are  not  available  until  after 
six  to  ei^t  weeks. 

10.  The  quarterly  series  from  banks,  discount  houses 
and  building  societies  are  available  within  about  a month, 
the  series  on  profits,  orders-in-hand  and  balance  of  payments 
after  about  two  months,  and  the  series  on  stocks  and  fixed 
investment  after  about  fifteen  weeks,  with  provisional 
figures  after  eleven  weeks.  In  the  quarterly  series  that  are 
derived  from  a number  of  basic  series  such  as  halancf-  of 
payments  and  the  national  income  series,  the  delay  is  related 
to  the  longest  delay  in  the  basic  series. 

11.  There  is  a great  variability  in  the  delay  before  annual 
returns,  or  other  returns  received  less  frequendy  than 
quarterly,  are  received,  but  the  question  of  timeliness  for 
these  statistics  is  complicated  owing  to  the  fact  that  these 
returns  usually  provide  bench  mark  figures  which  are  brought 
up  to  date  by  short  period  returns,  and  reference  to  the  basic 
annual  figiues  is  often  only  for  specialized  detail.  Some 
of  the  series,  such  as  those  on  prices,  may  be  available 
within  two  or  three  weeks,  others  may  take  years,  especially 
if  they  are  subject  to  statutory  requirements  which  require 
the  detailed  examination  of  individual  returns,  and  if  there 
is  a long  period  before  final  settlements  are  agreed.  Thus, 
for  some  of  the  basic  Income  series  which  are  derived  from 
Inland  Revenue  data,  the  assessments  relate  to  a trading  year, 
that  is  the  year  before  the  year  in  which  the  tax  is  due,  and  a 
still  longer  period  elapses  before  disputes  are  settled.  It  may 
be  up  to  three  years  before  detailed  figures,  still  not  final. 
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are  published  in  the  annual  reports  although  more  up  to 
date  estimates  are  available  based  on  short  term  reports. 
These  estimates  are  being  continu^y  strengthened  ^ 
additional  information  from  the  basic  annual  returns  is 
received. 

12.  The  information  available  to  the  authorities  that  is 
to  be  published  is  usually  available  to  the  public  in  the  next 
issue  of  the  particular  publication  concerned  ; and  thus 
for  statistics  which  appear  in  weekly  or  monthly  journals 
this  docs  not  result  in  much  extra  delay.  Additionally, 
some  of  the  main  totals  of  special  interest  are  given  press 
release  at  about  the  same  time  as  the  figures  are  available 
to  the  authorities  as,  for  example,  with  price  index  numbers. 
For  statistics  that  appear  only  in  annual  reports  there  may 
occasionally  be  a substantial  delay  owing  to  the  date  of 
publication  being  dependent  on  the  available  non-statistical 


material,  and  where  the  statistics  are  available  at  different 
dates  during  the  year. 

13.  The  notes  on  the  series  give  some  details  on  the 
contents  covered,  and  the  date  from  which  the  figures  are 
available  if  the  series  is  not  available  for  the  whole  period 
since  1951.  More  detail  has  been  given  on  the  confidential 
series  than  on  those  that  arc  published.  A large  number  of 
the  published  series  appear  in  the  Monthly  Digest  of 
Statistics  ; details  of  these  are  given  in  the  supplement  to 
the  Digest  on  “ Definitions  and  Explanatory  Notes.” 

14.  Some  of  the  series  are  received  confidentially  on  a 
voluntary  basis  from  particular  trades,  and  therefore  the 
inclusion  of  confidential  series  in  this  paper  does  not 
necessarily  imply  that  the  authorities  will  be  able  to  give 
the  statistics  to  the  Committee. 

June,  1958 


Financial  and  Economic  Statistics 


Section  1.  Financial  Institutions,  including 
Trading  Companies 

1 . Bank  of  England. 

2.  London  Gearing  Banks. 

3.  Scottish  Banks. 

4.  Members  of  the  British  Bankers’  Association. 

5.  Discount  Houses. 

6.  Accepting  Houses,  Issuing  Houses,  Other  Merchant 

Banks. 

7.  Bankers’  Clearing  House. 

8.  Savings  Banks. 

9.  Hire  Purchase  Finance  Houses. 

10.  Insurance. 

1 1 . Building  Societies. 

12.  Industrial  and  Provident  Societies  and  Friendly 

Societies. 

13.  Superannuation  Fimds  and  Pension  Schemes. 

14.  Trading  and  Other  Companies. 

Section  II.  Public  Authorities  and  National  Debt 

15.  Central  Govemment. 

16.  Local  Authorities. 

17.  Public  Corporations. 

18.  National  Debt 

Section  III.  Stock  Exchange  and  Capital  Market 

19.  Stock  Exchange. 

20.  Capital  Issues. 

21.  Hire  Purchase  Debt  Outstanding. 

22.  Commercial  Bills. 


Section  IV.  National  Income  and  Expenditure 

23.  National  Income  and  Expenditure. 

24.  Consumers’  Expenditure. 

25.  Fixed  Investment. 

26.  Stocks. 

27.  Investment  Intentions. 

28.  Income. 

29.  Savings  Surveys. 

Section  V.  Industry 

30.  Production. 

31.  Distribution. 

32.  Orders  on  Hand. 

Section  VI.  Prices  and  Wage  Rates 

33.  Retail  Prices,  Index. 

34.  Wholesale  Prices. 

35.  Import  and  Export  Price  Indices. 

36.  International  Commodity  Prices. 

37.  Tramp  Freight  Rates. 

38.  Wage  Rates,  Index. 

Section  VII.  Manpower 

39.  Employment. 

40.  Hours. 

41 . Unemployment. 

42.  Unfilled  Vacancies. 

Section  VIII.  Overseas 

43.  Balance  of  Payments. 

44.  Imports  and  Exports  of  Goods. 

45.  External  Reserves,  Liabilities  and  Assets. 
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(J)  Tolal  advances  by  branches  within  Committee  of  Quarierly  1 month  Monthly  Digest  These  totals  are  consistent  with  the  analysis  in  item  4(a)  below  and 

Great  Britain  London  Clearing  exclude  advances  by  branches  outside  Great  Britain  together  with 

Bankers  items  in  transit,  internal  accounts,  etc.  Figures  are  available  from 

August  1955  onwards. 
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(c)  Statements  of  account  Individual  Banks  Annually  Several  months  Scottish  Digest  Summary  for  six  banks  as  a whole.  The  accoun 

of  Statistics  do  not  refer  to  years  ending  at  the  same  date. 
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(c)  Local  Authority  Mortgages  Government  Weekly  or  as  Same  day  Confidential  The  Government  broker  collects  reports  on  the  mortgage  market  giving 

Broker  required  details  of  the  price  and  amounts  raised  according  to  the  length  of  the 

mortgage.  These  reports  cover  a very  high  proportion  of  all  local 
authority  mortgages  and  have  been  available  since  November  1955. 
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arterly  II  weeks  (prov.)  Board  of  Trade  Firm  annual  eatirnates  are  not  yet  available  for  this  group  of  industries 

15  weeks  Journal  but  will  shortly  be  available  from  the  Board  of  Trade’s  annual  enquiry 

(see  26(c)).  Quarterly  figures  have  been  available  since  1955  based  on 
a sample  drawn  mainly  from  companies  with  a Stock  Exchange 
quotation.  These  trades  cover  about  one-eighth  of  total  fixed  invest- 
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I.  Tax  and  Rating  Reliefs,  etc.  for  Farmers 

1 . This  section  lists  and  comments  on  the  principal  taxes 
falling  on  farmers  with  particular  reference  to  those  points 
at  which  relief  is  given.  It  also  deals  with  the  main  taxes 
affecting  agriculttiral  landowners  (Schedule  A of  Income  Tax, 
and  Estate  Duties)  as  well  as  those  falling  on  farmers  as  such. 

2.  It  has  been  assumed  that  the  concept  of  a tax  relief  to 
farmers  can  in  some  cases  properly  apply  even  if  the  author- 
ising statute  does  not  mention  fanners  by  name,  or  if  the 
article  or  operation  relieved  is  not  exclusive  to  agriculture. 
Decisions  not  to  impose  a tax,  which  might  be  held  to  have 
benefited  agriculture,  have  not  been  dealt  with. 

Direct  Taxation 

Income  Tax  and  Surtax 

3.  The  profits  of  farming  are  assessable  under  Schedule  D 
in  common  with  those  arising  from  other  trades.  Income 
from  the  ownership  of  agricultural  land  is  subject  to  tax  in 
the  same  way  as  income  from  other  lands.  There  are 
differences  for  practical  reasons  in  the  computation  of 
fanning  and  of  other  profits,  but  the  general  rules  are 
identical  except  for  two  or  three  minor  points  : — 

(0  There  is  some  difference  of  treatment  in  the  capital 
(depreciation)  allowances  applicable  to  industrial 
buildings  on  the  one  hand,  and  agricultural  buildings 
and  other  permanent  farm  improvements  on  the  other. 
The  eipenditure  qualifying  for  allowances  (post-1944 
expenditure  on  agricultural  buildings  and  works)  is 
written  off  much  faster,  t 

(if)  In  the  case  of  agricultural  land  the  definition  of 
expenditure  eligible  for  maintenance  relief  is  somewhat 
broader,  2 and  the  buildup  ranking  for  capital 
allowances  are  less  restrictively  defined.^ 

(ill)  Owners  of  agricultural  land  have  special  treatment 
when  the  expenditure  ranking  for  relief  in  a mainten- 
ance claim  exceeds  the  Schedule  A net  annual  values 
and  any  excess  rents  from  the  property  concerned,  in 
being  able  to  set  off  the  excess  against  income  from 
other  sources. 

Profits  Tax 

4.  Since  this  is  a tax  on  corporate  bodies  and  is  not 
charged  on  trades  or  businesses  carried  on  by  individuals  or 
partnerships  of  individuals,  it  is  virtually  inapplicable  to 
agriculture. 

Estate  Duty 

5.  Agricultural  land  is  entitled  to  a 45  per  cent  relief  from 
duty.  The  relief  applies  also  to  agricultural  cottages,  farm 
buildings  and  farm  houses.*^  Agricultural  land  is  in  a 
privileged  position  here  : only  industrial  businesses  receive 
similar  Estate  Duty  relief  and  friat  relief  is  confined  to 
“ industrial  hereditaments  ” as  defined  for  rating  purposes. 
Machinery  and  plant  used  in  an  agricultural  business  is 
entitled  to  the  same  45  per  cent  relief  as  that  used  in  other 
businesses. 

(The  above  references  to  Estate  Duty  cover  England  and 
W^es  and  Scotland.  Northern  Ireland  has  its  own  ^tate 
Duty.) 

Customs  and  Excise 
Purchase  Tax 

€.  The  whole  produce  of  the  agricultural  industry  is 
outside  the  scope  of  this  tax,  though  products  manufactured 
from  such  agricultural  raw  materials  as  hides,  wool  and  fax 
may  be  chargeable.  These  materials  are  not,  however,  an 
important  part  of  agricultural  output.  A number  of  items 
of  agricultural  input  are  also  chargeable,  their  use  not  being 
confined  to  agriculture,  but  it  is  difficult  to  say  whether  the 
effect  of  this  is  proportionately  greater  or  less  than  in  industry 
generally.  By  far  the  biggest  farm  inputs  that  are  chargeable 
are  the  passenger  car,  brake,  lorry  or  van  ; but  the  rates  and 
definitions  of  purchase  tax  on  these  are  uniform  as  between 
farmers  and  others. 


1 One-tenth  over  ten  yean  compared  with  one  fiftieth  .over  fifty  years  (subject  in 
the  latter  case  to  an  initial  allowance  of  one-tenth  which  would  be  raisM  to  oae- 
eigihth  by  the  current  Finance  Bill),  But  pie-1944  expenditure  on  agricultural 
buildings  and  works  receives  no  capital  allowance. 

2 Section  101(2],  Income  Tax  Act,  19S2. 

3 Section  314,  Income  Tex  Act,  1952. 

4 The  relief  is  calculated  only  on  the  purely  agricultural  value  of  the  property  : 

any  development  value  is  liable  to  duty  at  the  normal  rate. 


Beer,  British  Wine,  Whisky  and  Sugar 

7.  The  Excise  taxes  placed  on  beer,  British  wine  (which 
includes  certain  artificiaUy  strengthened  ciders)  and  whisky 
need  mention  since  they  bear  indirectly  on  barley  and  apples, 
while  the  Excise  duty  on  sugar  bears  rather  more  directly  on 
sugar  beet  though  at  a rate  which  is  advantageous  compared 
with  that  borne  by  most  imported  sugar. 

Hydrocarbon  Oils 

8.  Much  the  greater  part  of  hydrocarbon  oil  fuels  used  in 
agriculture  is  of  kinds  not  subject  to  duty.  Farmers,  like 
others,  pay  duty  on  all  petrol  irrespective  of  use,  and  on  all 
other  fuels  when  used  for  road  transport. 

Custom  Duties  on  Farm  Requisites 

9.  The  basic  U.K.  protective  tariff  on  non-Common- 
wealth  products  applies  at  varying  rates  to  many  farm 
requisites,  (e.g.  fertilisers  and  farm  machinery)  but  the  same 
is  true  of  requisites  used  in  other  industries,  and  it  would  be 
difficult  to  discover  whether  agriculture  derives  any  particular 
benefit. 

Other  Items 

10.  (0  Molasses  (imported  or  home-produced)  for  use  as 
food  for  stock  can  be  delivered  free  of  duty.  The  quantities 
have  been  of  the  order  of  half  a million  tons.  (li)  A farmer 
or  shepherd  may  in  certain  circumstances  be  exempted  from 
paying  license  duties  on  dogs. 

Local  Rates  (England  and  Wales) 

11.  Agricultural  land  and  premises  (except  dweUinghouses) 
are  exempt.  Other  industry  is  three-quarters  de-rated,  but  a 
Bill  to  reduce  the  exemption  to  one-half  is  before  Parliament. 
Before  1929  agriculture  was  one-quarter  rated  ; the  current 
yield  of  rates  on  that  basis  would  probably  be  between  £8 
and  £10  million. 

Local  Authority  Grants 

12.  There  is  no  important  grant  offered  to  farmers  as  such, 
though  there  are  educational  and  other  grants  offered  to 
fanners  as  citizens,  and  farmers  may  participate  in  the 
dwelling  house  improvement  and  modernisation  grants  in 
some  local  authority  areas  as  employers  of  farm  labour. 
TTiere  are  also  one  or  two  examples  of  local  authority  services 
from  which  fanners  may  specially  benefit,  but  the  only  one 
of  any  size  is  ffie  small  share  of  the  total  of  River  Boards’ 
expenditure  on  arterial  drainage  that  is  home  by  County 
Councils. 

General  Note 

13.  It  will  be  seen  that  on  the  definition  of  tax  relief  to 
farmers  followed  in  this  Section,  there  are  few  instances  of 

and  that  none  of  them  is  really  clear-cut  or  (unless 
de-rating  is  to  be  counted)  of  great  quantitative  importance. 
It  may  also  be  worth  mentiou  that  indirect  taxes  falling  on 
farmers,  and  any  liability  to  local  rates,  are  items  to  be  taken 
into  account  in  deciding,  in  accordance  with  the  Agriculture 
Acts  1947  and  1957,  the  amount  of  subsidy  support  needed. 
Hence  such  rdiefs  as  are  granted  in  this  field  are  likely  to 
operate  to  reduce  the  agricultural  support  given  in  the  form 
of  Exdiequer  subsidies.  Direct  Central  Government  taxes, 
on  the  other  hand,  are  not  taken  into  account  in  determining 
the  amount  of  agricultural  support. 


n.  Price  Guarantees  and  Government  Grants 
General  Policy  Objective 

14.  The  basic  objective  of  the  Government’s  agricultural 
policy  is  set  out  in  Section  1 of  the  Agriculture  Act,  1947. 
ft  is  to  promote  and  maintain  “ a stable  and  efficient  agri- 
cultural industry  capable  of  producing  such  part  of  the 
nation’s  food  and  other  agricultural  produce  as  in  the  national 
interest  it  is  dtairable  to  produce  in  the  United  Kingdom,  and 
of  producing  it  at  minimum  prices  consistently  with  proper 
remuneration  and  living  conditions  for  farmers  and  workers 
in  agriculture  and  an  adequate  return  on  capital  invested  in 
the  industry  ”.  Horticulture  is  regarded  as  part  of  the 
agricultural  industry. 

Guaranteed  Prices 

15.  Under  the  authority  of  the  Agriculture  Acts,  1947  and 
1957,  the  Government  provide  guaranteed  prices  for  the  main 
farm  products,  viz.  fat  cattle,  fat  sheep,  fat  pigs,  cow’s  milk 
(liquid),  eggs  (hen  and  duck  in  shell),  wheat,  barley,  oats, 
rye,  potatoes,  sugar  beet  and  fleece  wool.  The  value  of 
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gross  output  (:.e.  value  of  sales  of  original  products  leaving 
farms,  plus  farmhouse  consumption  valued  at  farm-gate 
prices)  of  these  commodities  is  approximately  four-fifths  of 
the  value  of  the  total  gross  output  of  U.K.  agriculture 
(including  horticulture). 

16.  The  general  policy  of  the  Government  is  to  avoid 
direct  intervention  in  the  market  and  therefore  to  use  methods 
of  agricultural  support  that  leave  the  ordinary  channels  of 
trade  to  operate  freely.  The  form  of  price  guarantee  most 
generally  used  is  the  deficiency  payments  system  under  which 
the  Government  pay  producers  the  difference  between  the 
average  market  price  realised  and  the  guaranteed  (or 
" standard  ”)  price.  In  suitable  cases  the  Government  may 
use  producers’  Marketing  Boards  as  the  instruments  for 
giving  effect  to  the  guarantee.  Notes  on  the  arrangements 
for  each  guaranteed  commodity  are  given  in  Appendix  1. 


£ million 


1953/54  279-9 

1954/55  269  -8 

1955/562  243-5 

1956/57  256-5 

1957/58  (Estimate)  289-4 

1958/59  (Estimate)2  292-0 


22.  During  the  earlier  years  in  the  Table  the  subsidies  in 
effect  consisted  of  the  tracing  losses  of  the  Ministry  of  Food, 
and  the  benefit  from  them  could  not  be  allocated  between 
consumer  and  producer.  In  the  last  few  years,  however, 
the  subsidies  have  been  almost  completely  producer  subsidies. 
But  since  decontrol  proceeded  by  stages  the  transition  was 
gradual,  and  it  is  not  possible  to  indicate  in  the  Table  that 
the  changeover  was  made  in  any  particular  year. 


Production  Grants 

17.  In  addition  to  the  price  guarantees  there  are  a number 
of  schemes  of  grants  for  c^ain  farm  requisites  and  operations 
("  production  grants  ”)  ; some  of  these  relate  to  occupiers’ 
responsibilities,  e.g.  fertilisers,  ploughing-up  grassland,  mole 
drainage  and  ditching,  while  others  relate  to  landlords’ 
responsibilities,  e.g.  farm  buildings  and  water  supply.  Some 
of  the  grants  are  payable  in  respect  of  horticultural  holdings 
but,  in  the  absence  of  guaranteed  prices,  tariffs  are  the 
principal  form  of  assistance  for  the  horticultural  industry. 
Further  information  about  production  punts  is  given  in 
Appendix  2. 


Annual  and  Special  Reviews 

18.  The  level  of  the  guaranteed  prices  together  with 
certain  of  the  production  grants  i is  determined  in  total  and 
in  detail  annually  by  the  Government  after  reviewing  the 
economic  condition  and  prospects  of  the  agricultural 
industry  in  the  light  of  all  relevant  factors.  The  most 
important  of  these  are  production  trends  in  relation  to  con- 
sumption requirements,  the  trend  of  the  industry’s  net 
income.  Exchequer  liability,  cost  changes,  world  market 
prospects,  our  overseas  trade,  particularly  with  the  Common- 
wealth, and  the  increasing  efficiency  of  the  industry.  By 
custom,  the  annual  review  takes  place  in  February-March. 
The  determinations  of  guaranteed  prices  which  follow  such  a 
review  relate,  in  the  case  of  livestock  and  livestock  products, 
to  the  ensuing  twelve-month  period,  April  to  March  (except 
that  for  wool  the  period  runs  from  May  to  April)  ; and,  in 
the  case  of  crops,  to  the  harvest  following  the  annu^  review. 
The  Government’s  conclusions  from  the  annual  review  and 
their  decisions  on  changes  in  guaranteed  prices  and  production 
grants  are  published  each  year  in  a White  Paper. 

19.  In  the  event  of  any  sudden  change  in  the  economic 
condition  of  the  industry  (e.g.  as  a result  of  a substantial 
alteration  in  production  costs)  a special  review  may  be  held, 
In  conducting  an  annual  or  special  review  MMsters  are 
required  to  consult  with  producers’  representatives. 
Long-Term  Assurances 

20.  Hie  Agriculture  Act,  1957,  provides  that  the  guaran- 
teed price  for  any  commodity  detenruned  after  an  armual 
review  shall  be  not  less  than  96  per  cent  of  the  price  deter- 
mined after  the  previous  annual  review  ; and  for  Uvestock 
and  livestock  products  there  is  an  additional  limitation  that 
any  reduction  in  a guaranteed  price  shall  not  exceed  9 per 
cent  in  any  three-year  period.  The  1957  Act  also  provides 
that  the  total  value  of  the  guarantees,  including  relevant 
production  grants  (see  footnote  to  paragraph  5 and  Appendix 
2),  after  each  annual  review  shall  be  not  less  than  97^  per 
cent  of  their  value  in  the  preceding  year,  plus  or  minus  any 
net  increase  or  decrease  in  costs  that  has  occurred  since  the 
previous  annual  review.  The  percentages  specified  for  these 
forward  ^surances  are  subject  to  further  consideration,  from 
time  to  time,  after  the  1960  annual  reviev/. 

Cost  to  Exchequer 

21.  The  Table  in  Appendix  3 gives  for  each  financial  year 
from  1951/52  the  total  cost  of  food  and  agricultural  subsidies 
in  respect  of  home  produce.  This  cost  may  be  summarised 


1951/52 

1952/53 


£ million 
238-7 
216-0 


III.  Sources  of  Short  and  Medium-Term  Credit 

23.  Short  and  medium-term  credit  are  distinguished  in 
this  Section  from  long-term  credit  (Section  IV)  since  there 
are  appreciable  even  if  not  altogether  clear-cut  differences  in 
the  institutional  arrangements.  Roughly,  short-term  credit 
can  be  taken  as  given  for  less  than  two  years,  and  medium 
term  credit  for  2-15  years. 

24.  The  two  maiu  sources  of  short  and  medium-term  credit 
are  the  banks  and  the  agricultural  merchants  (including  live- 
stock dealers,  hire  purchase  firms,  etc.).  Statistics  of  the 
amounts  borrowed  by  farmers  from  these  sources  are,  how- 
ever, scanty,  and  the  Ministry’s  estimates  are  inference  rather 
than  measurements. 

Bank  Credit 

25.  The  latest  quarterly  figures  at  the  time  of  writing 
relate  to  February  1958  ; February  is,  however,  a month 
when  bank  advances  to  farmers  tend  to  be  slightly  below  the 
annual  average.  In  Februaiy  1958  the  Great  Britain  total 
of  advances  described  by  the  banks  as  “ for  agriculture  ” was 
£207  million.  The  corresponding  figures  for  previous  years 
and  quarters  are  given  in  Appendix  4. 

26.  The  Bank  of  England  have  been  unable  to  give  the 
exact  definition  and  make-up  of  these  figures,  but  it  is  known 
that  their  coverage  is  very  broad — indeed,  for  our  purposes, 
too  broad.  For  example,  it  is  understood  to  include  some  but 
not  all  of  the  agricultural  merchants,  most  of  the  livestock 
dealers,  and  perhaps  some  of  the  statutory  MarketingBoards. 
It  includes  also  advances  to  fanners  for  private  as  well  as  for 
business  purposes,  and  advances  (nominally  temporary)  for 
the  purchase  and  permanent  improvement  of  agricultural 
land  and  buildings. 

27.  In  these  circumstances  the  Ministry  has  been  unable 
to  do  more  than  roughly  estimate  the  proportion  of  the  total 
of  advances  that  goes  to  occupiers  of  agricultural  land  for 
current  business  purposes — i.e.  what  would  normally  be 
regarded  as  bank  credit  for  farmers.  This  rough  estimate  is 
about  one-half. 

28.  On  a Great  Britain  basis,  bank  lending  to  agriculture 
as  defined  by  the  banks  has  recently  amounted  to  1 1 per  cent 
of  the  total  of  bank  advances.  As  estimated  by  the  Ministry, 
farming’s  share  of  the  total  is  about  6 per  cent,  and  this  may 
be  compared  with  agriculture’s  contribution  to  Gross  Nation- 
al ftoduct  of  about  4 per  cent. 

29.  In  May  1956  the  Chairman  of  Barclays’3  stated  that  in 
the  preceding  February  farmers’  credit  balances  with  his  Bank 
exceec^  £71  million,  while  at  the  same  time  fanners’  loans 
and  overdrafts  amounted  to  £41  rnillion  (bank  definition). 
These  figures  related  to  a month  when  farmers’  credit  balances 
are  probably  higher,  and  debit  balances  rathCT  lower,  than 
the  yearly  averages,  and  it  may  be  that  the  proportions  for 
banks  other  than  Barclays’  are  not  quite  the  same.  It  seems 
likely,  nevertheless,  that  farmers  are  substantial  net  lenders 
to  the  banks  on  short-term. 

30.  Probably  the  greater  part  of  the  credit  balances  con- 
sists of  current  accounts,  the  sizes  of  which  fluctuate  according 
to  the  timing  of  payments  and  receipts,  and  which  the  farmer 
holds  partly  to  tide  him  over  the  most  difficult  period  of  the 
year,  which  is  usually  the  three  or  four  months  preceding 
harvest. 


( produelion  grants  given  by  the  Government  are  relevent  to  the 

agncuiturjl  guarantees  ; those  that  count  as  part  of  the  guarastees  are  indiceud 
in  Appendix  2. 


2 See  notes  in  Appendix  3. 

3 Address  to  the  Farmers’  Club,  2nd  May,  I9S6. 
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31 . A number  of  detailed  studies  of  the  seasonal  variability 
of  farmers’  credit  and  debit  accounts  have  been  made  by 
University  agricultural  economists  and  others.  i These  have 
drawn  attention  both  to  the  seasonal  variation  that  occurs  on 
individual  farms,  and  to  the  fact  ttat  the  phasing  of  peaks 
and  troughs  is  often  d^erent  on  different  farms  in  the  same 
districts.  Althou^  the  aggregate  of  farmers’  debit  accounts, 
and  probably  also  of  their  credit  accounts,  is  remarkably 
stable  over  the  year,  this  conceals  a fair  amount  of  fluctuation 
during  the  year  on  the  majority  of  individual  farms. 

32.  There  is  little  firm  information  about  the  terms  and 
conditions  of  bank  lending  to  farmers.  So  far  as  the  Minis- 
try can  tell,  the  average  rate  of  interest  is  about  equal  to  bank 
rate  plus  1 per  cent,  with  some  dispersion  about  this  average 
in  both  directions,  according  to  the  size  of  the  loan  and  its 
other  terms.  All  loans  are  “ at  call  almost  all  are  made, 
formally  at  least,  for  relatively  short  periods — e.g.  up  to  2 
years  ; a fair  proportion  may  become  medium  or  long-term 
credit  through  the  lapse  of  time  ; and  a substantial  share  of 
the  whole  consists  of  loans  that  are  not  " secured  (The 
word  “ secured  ” is  used  here  in  a strict  sense  : a loan  is 
" secured  ” if  the  security  is  physically  held  by  the  lender  and 
can  be  realised  in  cash  without  great  difliculty  or  chance 
of  loss).  Unsecured  loans  are,  it  is  believed,  often  assessed 
as  a certain  proportion,  e.g.  10  per  cent,  of  the  value  of  the 
gross  farm  assets.  The  secured  loans  are  usually  secured  on 
title  deeds, _ Government  securities,  stocks  and  shares,  in- 
surance policies,  and,  less  commonly,  assignments  of  monies 
due  to  the  farmer,  such  as  his  mondily  milk  cheque.  Little 
use  is  toade  of  Part  II  of  the  Agricultural  Credits  Act  1928 
which  in  relation  to  bank  credit  to  farmers  created  a class  of 
registrable  chattel  mortgages.  The  need  for  registration  has 
made  the  use  of  this  facility  unattractive. 

Merchant  Credit 

33.  The  credit  given  fanners  by  agricultural  merchants  and 
dealers  and/or  hire  purchase  firms  is  given  on  feedingstuffs, 
fertilisers,  store  livestock,  dairy  herd  replacements,  agricul- 
tural mathinery,  cars,  vans,  lorries  and  a wide  range  of  imple- 
ments, utensils  and  repairs.  There  is  no  direct  information 
on  the  total  credit  of  this  kind,  but  the  Ministry’s  best  estimate 
is  something  of  the  order  of  £120  million  in  the  United  King- 
dom. Included  in  this  total  is  £9  million  of  credit  given  on 
hire-purchase  transactions,  mainly  in  machinery  but  to  some 
extent  in  livestock.  Most  of  this  hire  purchase  credit  is  canal- 
ised through  specialised  companies,  who  are  the  primary 
source  of  these  statistics. 

Other  Sources  of  Short  and  Medium-Term  Credit 

34.  (i)  A good  many  farmers  borrow  in  cash  or  in  kind 
from  friends  and  relatives,  though  -neefllfiss  to  say, 
there  are  no  statistical  details  of  this.  The  Horace 
Plunkett  Foundation,  2 which  conducted  field  investi- 
gations, found  a good  many  instances  of  this  kind 
of  financing,  particularly  in  horticulture.  If  internal 
borrowing  be  included,  i.e.  borrowing  by  some  farmers 
from  others,  the  aggre^te  amount  of  private  borrow- 
ing must  be  quite  considerable,  since  family  loans  are 
a frequent  means  by  which  a new  farmer  gets  started. 

(ii)  If  the  agricultural  industry  can  be  defined  broadly  to 
include  persons  engaged  in  farming  but  for  whom 
farming  is  not  their  main  occupation,  there  are  very 
considerable  numbers  who  would  be  (and  normally 
are)  so  included.  There  are  mostly  small  “ spare-time 
farmers  ” and  retired  persons,  but  there  are  also  a fair 
number  of  public  and  private  companies,  institutions 
such  as  colleges  and  hospitals,  and  business  and  pro- 
fessional men  (employing  managers)  who  farm  for 
hobby  or  profit  on  _ quite  a large  scale.  Thus  in 
addition  to  the  identifiable  sources  of  credit  in  agri- 


/.  Ajhby,  Journal  of  the  Agrkul- 

" Work^  Capital  Reouirwerits;  Variations  according  to  Size  and 
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culture  there  are  others,  such  as  bank  loans  made 
apparently  for  private  purposes,  the  capital  issues  made 
by  companies,  and  even  advances  from  public  funds, 
that  are  not  obvious  pieces  of  agricultural  borrowing  ; 
yet  tliey  serve  the  same  purpose  and  may  be  appreciable 
in  the  aggregate. 

(iii)  Although  long-term  credit  for  agriculture  is  rather  a 
separate  subject,  it  should  be  mentioned  here  that 
owner-occupiers  may  find  it  convenient  to  borrow  as 
owners,  on  mortgage,  money  that  they  want  as  working 
capital  in  their  capacity  as  occupiers.  An  instance 
here  will  be  the  owner  of  an  estate  who  is  farming  one 
of  the  farms  himself. 

(iv)  The  Ministry  operates  an  Agricultural  Goods  and 
Services  Scheme,  first  introduced  during  the  war,  to 
provide  short  term  services  (ploughing,  cultivating, 
etc.),  longer  term  services  {e.g.  tile  and  mole  drainage^ 
and  goods  which  the  fanner  is  unable  to  purchase  either 
by  cash  or  credit  through  normal  trade  channels.  The 
total  value  of  goods  and  services  supplied  on  credit 
tenns  is  about  £250,000  a year.  In  the  last  two  cases 
repayment  in  instalments  over  three  years  may  be 
allowed  ; otherwise  it  is  expected  in  one  month. 
Interest  is  charged  at  current  money  rates. 

(v)  Under  Part  IV  of  the  Agriculture  Act,  1947  loans  at 
current  money  rates  of  up  to  three-quarters  of  the  esti- 
mated requirements  for  working  capital  can  be  pro- 
vided to  tenants  of  statutory  smallholdings,  the  loans 
being  normally  repayable  within  fifteen  years. 

Production  Grants 

35.  A form  of  credit  which  does  not  involve  aiy'  CTedit 
transaction  as  such  but  is  otherwise  important,  is  the  payment 
of  Government  subsidies  to  farmers  before  their  output  is 
ready  for  sale.  All  but  a small  part  of  the  £83  million  of 
subsidies  which  is  paid  as  production  grants,  is  payable  on 
purchase,  operations  and  processes  that  in  most  cases  con- 
siderably ante-date  the  farmers’  production  of  the  corres- 
ponding end-product.  Even  allowing  for  some  lag  in  the 
actual  payment  of  production  grants,  the  farmers  receive  their 
monies  much  earlier  than  sale  date  ; and  that  can  perhaps 
be  thought  of  as  an  interest-free  loan  from  the  Government. 


IV.  Sources  of  Long-Term  Credit 

36.  This  field  of  credit  is  more  specialised  in  this  country 
than  most  because  under  the  landlord  and  tenant  system 
nearly  two-thirds  of  all  agricultural  laud  is  owned  by  persons 
other  than  the  occupiers.  As  a rule  such  owners  require 
credit  only  for  the  purchase  and  permanent  improvement  of 
farms  for  lengthy  periods. 

37.  The  leading  institutional  bodies  providing  this  credit 
in  England  and  Wales  are  the  Agricultural  Mortgage  Corpor- 
ation and  the  Lands  Improvement  Company.  TTie  Corpora- 
tion lends  on  first  mortgage  on  the  security  of  freehold 
agricultural  land  and  buildings  for  terms  up  to  60  years,  and 
under  the  special  procedure  of  the  Improvement  of  Lands 
Acts  1864  and  1899  also  lends  under  terminable  rent  charges 
for  specified  agricultural  improvements  for  terms  up  to  40 
years.  The  I^ands  Improvement  Company  lenik  only  under 
terminable  rent  charges  for  terms  up  to  40  years. 

38.  Long-term  credit  to  farmers  is  also  provided  by  building 
societies,  insurance  companies,  and  other  private  sources. 
Country  solicitors  traditionally  act  as  intermediaries  for 
clients  with  funds  to  invest  and  arrange  land  mortgages.  It 
is  believed  that  loans  arranged  by  the  institutions  mentioned 
in  paragraph  37  may  not  account  for  as  much  as  half  the 
total  long-term  lending. 

The  Agricultural  Mortgage  Corporation  Ltd. 

39.  This  Corporation  was  incorporated  under  the  Agri- 
cultural Credits  Act,  1928,  and  has  carried  on  business  since 
January,  1929.  Its  equity  shareholders  are  the  Bank  of 
England  and  nine  joint  stock  banks,  whose  branch  offices  act 
as  agencies  for  procuring  business.  Loans  made  on  the 
security  of  agricultural  properties  are  restricted  to  two-thirds 
of  the  values  as  certified  by  the  Corporation’s  valuers.  Funds 
for  lending  have  been  obtained  by  the  public  issue  of  deben- 
ture stocks. 

40.  The  Corporation  acts  as  an  ordinary  coramerical 
company  but  receives  Exchequer  support  in  two  forms  which 
in  some  degree  subsidise  its  lending  rate  : — 
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(i)  contributkms  to  a guarantee  fund  in  the  form  of 
interest-free  loans  for  60  years,  their  amount  being 
subject  to  statutory  limitation.  These  loans  provide 
backing  for  the  debenture  stock  issued  and  are  held  by 
the  Corporation  in  the  form  of  Government  securities. 
(Latest  statute  b the  Agricultural  Mortgage  Corpora- 
tion Act,  195®; 

(ii)  annual  grants  and  loans  to  meet  operating  deficiencies, 
subject  to  a statutory  upper  limit  which  been  varied 
from  time  to  time.  (Latest  statute  b the  Agricultural 
(Miscellaneous  Provbions)  Act,  1944).  These  defici- 
encies, which  are  comparatively  small,  derive  from  the 
Corporation’s  adverse  experience  in  having  to  com- 
mence operations  and  borrow  large  sums  of  money 
shortty  before  the  major  conversion  operations  of  1 932. 

41.  The  amount  of  debenture  stodcs  that  the  Corporation 
can  issue  b determined  by  the  size  of  its  “ marginal  fund  ” — 
i.e.  the  amount  of  outstanding  borrowings  cannot  exceed  ten 
times  the  sum  of  the  share  capital,  the  reserves  and  the  guaran- 
tee fund.  In  practice,  the  last  named  item  determines  the 
amount  that  can  be  bonowed  ; its  upper  Unut  b now  £3  -25 
million.  In  recognition  of  the  Government’s  financial  com- 
mitment the  Treasury  appoints  cme  and  the  Minister  of  Agri- 
culture, Fi^ieries  and  Food  two  of  the  Corporation’s  eight 
directors.  The  Corporation  has  not  paid  a dividend  on  its 
share  capital  since  1935. 

42.  Loans  are  made  at  fixed  interest  rates  on  “ the  most 
favourable  terms  to  borrowers  ” for  periods  iq>  to  60  years  at 
the  option  of  the  borrowers.  The  money  lent  b borrowed  by 
issues  of  debenture  stocks  in  the  market  at  market  rates  and 
for  market  periods.  Hence  there  can  be  no  dose  relation- 
ship between  the  periods  for  and  rates  at  which  money  b 
borrowed  and  money  b lent.  Equilibrium  can  only  be  achie- 
ved by  averaging  the  bonowing  and  lending  p«iods  and  rates 
over  some  60  years. 

43.  The  main  factor  that  determines  the  Cori»ration’s 
most  profitable  lending  rate  b the  cost  of  borrowing,  after 
taking  account  of  discount,  under-writing  commission,  etc. 
and  the  need  to  provide  for  a sinking  fund.  Supplenenting 
thb  new  borrowing  there  b a varying  inflow  of  funds  &om  the 
repaymrait  of  old  loans  ; these  are  monies  for  whidi  the  Cor- 
poration b still  liable  to  the  public  on  its  own  original  borrow- 
ings, and  the  interest  rates  payable  by  the  Corporation  on 
these  are  therefore  a further  factor  relevant  to  the  Corpora- 
tion’s most  profitable  lending  rate. 

44.  The  fluctuations  in  the  general  level  of  interest  rates 
that  have  takw  place  in  the  short  period  of  the  Agricultural 
Mortgage  Co^ratioa's  exbtence  have  revealed  the  difficul- 
ties of  an  institution  that  must  borrow  in  the  market  at  fixed 
interest  rates  for  fixed  periods  and  lend  the  money  for  up  to 
60  years  on  terms  competitive  with  current  market  mortgage 
rates.  The  Corporation  has  not  yet  fully  recovered  from  its 
losses  of  the  middle  nineteen  thirties  when  it  had  to  lend 
money  that  had  been  borrowed  at  5%  and  4J%  at  rates  even- 
tually as  low  as  3i%  for  up  to  60  years.  Moreover  when 
money  b scarce  and  dear,  the  demand  by  landowners  for  long- 
term loans  tends  to  be  high  (and  adversely  when  money  b 
plentiful  and  cheap  the  demand  has  tended  to  be  low).  In 
periods  of  cheap  money  borrowers  seek  to  redeem  mortgages 
which  they  have  previously  entered  into  at  higher  interest 
rates,  and  it  b difficult  for  the  Corporation  to  resbt  thb 

45.  In  the  present  economic  climate  the  Corporation  is 
paying  regard  to  the  Chancellor’s  directives  on  cr^t  restric- 
tion. Over  the  past  few  years  it  has  felt  obliged  to  refuse  some 
applicadons.  particularly  where  an  applicant  could  raise 
money  in  other  ways,  e.g.  by  sale  of  stoclu  and  shares. 

46.  The  salient  factors  in  the  Corporation’s  business  in 
the  last  thirteen  years  are  set  out  in  Appendices  5 and  6. 

The  Lands  Improvement  Co. 

47.  Thb  is  an  older  insdtution  set  up  to  make  loans  secured 
by  terminable  rent  charges  for  agr^turai  improvemenb 
under  the  Improvemenb  of  Lands  Act  1864  and  1899  ; it 
has  also  the  unused  power  to  make  loans  on  mortgage.  The 
Company  receives  no  financial  assbtance  from  the  Govern- 
ment. Ib  funds  are  obtained  privately  either  by  way  of 
general  loans  or  against  the  assignment  of  specific  rent  charg»^ 
It  is  a much  smaller  institution  than  the  Corporation  ; hMns 
outstanding  at  31st  December,  1957,  were  sli^tly  over  £1  -5 
million.  It  has  not  paid  a dividend  since  1951. 


V.  Appraisal  of  Existing  Credit  Arrangements 

48.  Secdon  III  has  recorded  the  virtual  absence  of  State- 
created  or  other  special  institutions  in  the  field  of  short  and 
medium-term  credit.  This  surprises  many  vbitors  to  thb 
country,  since  such  insdtudons  exbt  in  most  other  countries 
and  are  there  considered  to  be  essential.  Well-known  ex- 
amples include  the  co-operative  credit  societies  found  over 
most  of  Europe  and  in  the  United  States,  and  the  Land  Banks 
whidi  in  those  countries,  and  in  various  Commonwealth 
countries  also,  finance  farmers  who  own  their  land,  as  most 
of  them  do.  In  Britain,  however,  there  are  various  factors 
which  have  so  far  made  any  special  institudon  unnecessary  : — 

(a)  some  sixty  pCT  CMit  of  farmers  in  England  and  Wales 
are  taianb  ; thus  the  capital  needs  of  more  than  half 
the  farms  are  shared  between  owner  and  tenant ; 

(b)  in  thb  country  a reladvely  high  proportion  of  agri- 
cultural production  comes  from  transforming  pur- 
chased raw  materiab  (especially  the  conversion  of 
feedingstuffs  into  eggs,  milk,  etc.)  and  thb  type  of 
agriculture  has  created  a source  of  credit  of  its  own  in 
the  shape  of  the  agricultural  merchants  who  supply 
the  materiab.  There  cannot  be  many  other  countries 
in  which  merchant  credit  is  of  such  proportionate 
importance ; 

(c)  generally,  the  prevalence  of  mixed  farming  over  much 
of  the  country , with  a preponderance  of  sales  of  milk, 
eggs  and  livestock,  means  for  most  farmers  a fairly  even 
balance  between  receipb  and  outgoings  over  most  of 
the  year,  and  few  long  intervab  with  nothing  coming 
in  ; 

(d)  branch  banking  facilities  in  this  country  are  spread 
more  widely  than  in  most,  and  even  at  times  of  national 
strin^nQ’,  when  credit  has  had  to  be  rationed,  the 
banks  have  had  special  regard  to  the  needs  of 
agriculture. 

49.  Whether  or  not  any  scope  b left  for  a new  institution 
to  operate  can  only  be  a matter  of  judgment.  But  it  seems 
unlikdy  that  much  scope  exbb.  Credit-worthy  but  unsatis- 
fied farmers  are  not  believed  to  be  many,  and  credit  shorta^ 
has  clearly  not  prevented  a very  substantial  increase  in  agri- 
cultural production.  It  does  not  seem  likely  therefore  that 
existing  credit  facilities  can  be  generally  or  substantially 
inadequate. 

50.  Those  expressing  views  to  the  contrary  often  relate 
them  to  their  wish  to  see  the  agricultural  industry  expanded 
further.  The  Government’s  agricultural  production  policy, 
however,  as  set  out  in  paragraphs  8-10  of  Cmnd.  390  (the 
White  ^per  that  immediately  foUowed  the  last  Annual 
Review)  leaves  relatively  little  room  for  increases  in  the  pro- 
duction of  end-products.  Any  increase  in  net  output  is  to 
be  sought  primarily  by  a reduction  in  inputs  and  needs  to  be 
accompanied  by  deebive  reductions  in  unit  cost.  The  latter 
may  come  about  partly  through  greater  efficiency  all  around 
and  partly  through  the  elimination  of  some  of  the  highest 
cost  output.  The  effect  of  such  developmente  on  the  industry’s 
need  for  capital  and  credit  would  not  be  uniform.  On  &e 
one  hand  greater  economy  in  the  feeding  of  livestock,  for 
which  there  is  mu<^  scope,  could  well  release  some  capit^  for 
investment  in  other  directions  ; on  the  other  hand,  to  econo- 
mise in  purchased  feedingstuffs  by  growing  more  crops  on 
the  farm  may  mtitially  call  for  more  capital,  and  the  same  could 
be  true  of  other  desirable  changes  in  farm  organisation.  But 
the  net  effect  of  all  the  various  possibilities  taken  together 
need  not  mean  an  increase  in  the  rate  at  which  the  farming 
industry  must  add  to  occupiers’  capital,  and  w^  lead 
to  a further  slowing  down  of  the  rate.  The  highly  mechan- 
ised state  that  the  industry  has  reached  has  already  led  to  a 
diminished  need  for  capita  as  compared  with  the  immediate 
post-war  years. 

51.  Those  who  maintain  that  present  facilities  are  inade- 
quate tend  also  to  point  to  the  absence  of  speciaUy  favourable 
rates  of  interest  and  other  terms  and  conditions  of  lending  to 
agriculture.  Here  too  some  international  comparisons  may 
by  useful.  Many  countries,  e.g.  Western  Germany,  make  a 
practice  of  supporting  the  agricultural  industry  by  subsidising 
the  credit  it  uses,  and  it  has  been  argued  that  this  country 
should  do  the  same.  But  if  the  cheap  credit  b related  to  some 
aspect  of  farming,  as  is  often  the  case,  there  is  the  ^ternative 
of  subsidbing  certain  op^tions.  It  b a common  practice  in 
thb  country  to  do  so,  since  getting  on  for  one-titird  of  the 
total  cost  of  agricultural  support  takes  the  form  of  “ pro- 
duction grants”  on  particular  operations  or  expenditures. 
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The  pioductioa  grant  technique  can  be  claimed  to  be  the  more 
effective  and  more  precise.  Subsidised  credit  can  lead  to 
over-boiTOwing,  to  borrowing  for  purposes  other  than  the 
maintenance  or  increase  of  output,  and  even  to  the  borrowing 
of  monies  which  are  not  needed  but  may  be  passed  on  to  others. 
Moreover,  the  giving  of  cheap  CTedit  could  result  in  claims 
on  behalf  of  the  agrioiltural  industry  to  be  exempted  from  the 
consequences  of  necessary  changes  in  national  credit  policy, 
whenever  this  had  for  the  time  being  to  be  expresWi  in 
relatively  high  rates  of  interest. 

Some  Particular  Problems 

52.  Although  the  Ministry  sees  no  evidence  of  general  or 
substantial  inadequacy  in.  the  present  arrangements,  there  are, 
in  its  view,  a number  of  particular  problems  worth  bringing 
to  the  Committee’s  att^tion.  These  problems,  which  are  in 
the  main  related  to  the  distribution  of  credit  among  different 
kinds  of  fanners  who  have  differing  needs  according  to  the 
periods  of  credit  wanted  and  the  kinds  of  security  they  can 
offer,  are  examined  imder  the  following  heads  ; 

(a)  the  apparent  over-reliance  of  many  farniCTS  on  mer- 
chant credit ; 

(b)  the  problem  of  the  imwilling  borrower  ; 

(c)  apparent  defects  in  some  of  the  detailed  arrangements 
for  bank  lending ; 

(if)  the  lack  of  specific  facilities  for  medium-term  credit. 

53.  Merchant  Credit.  This  is  estimated  to  account  for 
something  like  40  per  cent  of  the  totd  of  short  and  medium- 
term  credit.  The  estimated  average  rate  of  interest  is  12  per 
cent  compared  with  the  present  average  bank  lending  rate 
of  6i  per  cent.  On  hire-purchase  transactions  the  actual  cost 
is  usually  well  above  12  per  cent,  and  instances  of  20  per  cent 
are  not  uncommon.  It  is  appreciated  that  most  merdiants 
do  not  desire  to  conduct  a credit  business,  that  the  rates  of 
interest  charged  must  make  provision  for  bad  debts  and  the 
costs  of  collection,  and  that  these  latter  are  bound  to  be  heavy, 
particularly  in  the  case  of  hire-purchase,  The  mention  of 
these  rates  of  interest  is  therefore  not  intended  as  a criticism, 
but  simply  to  show  the  cost  of  this  type  of  credit. 

54.  From  the  point  of  view  of  the  individual  farmer,  some 
use  of  merchant  credit,  at  all  events  in  the  form  of  a short 
period  of  grace  before  accounts  are  settled,  is  sensible  and  in 
practice  more  or  less  inevitable.  Again,  the  use  of  the  mer- 
chant credit  system,  because  it  falls;  for  little  or  no  formal 
security  to  be  offer^  by  the  farmer,  may  often  be  almost  a 
necessity  for  the  less  credit-worthy  fanner  who  has  no  assets 
to  pledge.  To  many  farmers,  moreover,  it  has  the  advantage 
— or  apparent  advantage — that  its  use  enables  them  to  accu- 
mulate credit  balances  at  the  banks  to  an  extent  that  would 
not  otherwise  be  possible. 

55.  Despite  these  attractions  of  merchant  credit,  the  con- 
siderable part  it  plays  in  the  financing  of  British  agriculture 
must  be  considered  a weakness,  because  merchant  credit  both 
increases  the  true  cost  of  borrowing  and  obscures  that  cost 
from  the  farmers.  Tbe  heavy  cost  falls  particularly  ou  small 
farmers  as  the  main  users  of  this  kind  of  credit ; the  cost  to 
the  individual  cannot  be  related  fairly  to  the  amount  of  credit 
he  gets,  with  the  rwult  that  the  quick  and  reliable  payers 
subsidise  the  remainder ; and  the  system  may  create  too 
close  a bond  between  buyer  and  seller.  For  all  these  reasons 
a fairly  substantial  switch  to  bank  credit  would  be  an 
advantage. 

56.  Much  of  the  credit  given  to  their  customers  by  the 
agricultural  merchants  really  comes  from  the  banks.  It  may 
indeed  suit  the  banks  to  channel  throu^  the  merchants  some 
of  the  credit  th^  give  to  farmers  rather  than  lend  (Erect,  so 
as  to  improve  their  security  and  diminish  their  expenses.  But 
under  our  agricultural  support  system  these  advantages  to  the 
banks  result  in  further  expense  to  the  Exchequer  by  adding 
to  the  industry’s  costs. 

57.  "nie  Unwilling  Borrower.  Analyses  of  published  and 
unpublished  statistics  of  bank  advances  to  farmers,  supple- 
mented by  the  information  on  farmers’  credit  accounts  pub- 
lished by  the  Chairman  of  Barclays’,  gives  the  following  im- 
pression of  the  probable  distribution  of  debit  and  credit 
accounts.  In  England  and  Wales  about  one-third  of  the 
farmers  have  debit  accounts  over  all  or  most  of  the  year  ; to 
a large  extent  these  will  be  arable  and  horticultural  farmers 
with  a substantiU_  turnover,  located  predominantly  in  the 
east.  The  remaining  two-thirds  of  farmers  have  credit 
accounts  over  all  or  most  of  the  year  ; these  accounts  may 


average  some  £750  per  farm  ; and  the  farmers  in  question 
are  typically  livestock  farmers  in  the  central  and  western 
cx>unties,  practising  farming  on  a small  or  medium  scale,  with 
annual  net  in(»me$  of  the  same  order  as  the  average  credit 
balance. 

58.  Other  evidence,  e.g.,  through  the  Minis^’s  outdoor 
staff,  suggests  that  perhaps  half  the  farmers  with  credit  ac- 
counts would  not  in  any  circumstances  contemplate  turning 
the  credit  accounts  into  debit  accounts.  In  their  eyes  the 
credit  balances  are  necessary  as  reserves  against  both  business 
and  personal  contingencies.  Moreover,  their  outlook  is  such 
that  to  operate  on  credit  at  any  time  is  considered  unwise  or 
even  wrong.  Nevertheless,  the  postponement  of  payment  for 
goods  bought,  sometimes  for  long  periods,  is  not  so  regarded. 
Some  of  those  who  have  no  moral  objection  to  borrowing 
would  not  unless  confoelled  by  events  think  of  (Escussuig 
their  financial  affairs  with  professional  people  in  towns. 

59.  All  of  this  may  well  affect  agricultural  efficiency.  Des- 
pite the  advantages  of  credit  accounts,  many  of  these  farmers 
could  much  improve  the  earning  capacity  of  their  farms  if 
they  were  to  invest  in  the  farm  business  the  £750  held  at  the 
barJc,  and  if  possible  borrow  some  more  as  well.  Since  the 
relatively  low  incomes  of  the  small  livestock  farmers  are  one 
of  the  main  problems  of  the  agricultural  industry,  that  would 
be  a considemble  gain.  Of  the  farmers  who  are  not  at  present 
using  as  much  cr^t  as  they  need  for  the  good  of  their  busi- 
nesses, this  is  probably  the  largest  class. 

60.  Detailed  Arrangements  for  Bank  Lending,  (i)  Another 
reason  why  the  small  farmer — even  the  small  farmer  who  needs 
and  wants  a bank  loan — may  not  come  forward  is  that  he  is 
too  concerned  about  havi^  no  " security  ” to  offer.  In  fact 
the  bank  will  often  be  willing  to  advance,  unsecured,  a fair 
proportion  of  the  gross  value  of  the  fanner’s  assets.  But  the 
farmer  may  not  realise  that  this  can  be  done,  and  indeed  there 
seems  little  general  realisation  of  the  extent  to  which  the  banks 
make  these  unsecured  loans.  It  is  understood  to  be  over  one- 
third  of  all  loans. 

(ii)  Again,  while  the  amount  for  which  a farmer  may  be 
given  an  unsecured  loan  must  be  at  the  discretion  of  the  loikl 
manager,  the  fanner  will  feel  that  this  puts  him  at  risk.  He 
may  foar  that  having  gained  the  confidence  of  a particular 
manager,  that  manager  may  be  transferred  elsewhere,  and  then 
the  newcomer  might  start  demanding  repayment ; or  the 
same  manager  may  be  subject  to  instructions  from  head- 
quarters that  change  from  time  to  time  in  ways  the  farmer 
could  not  predict. 

(iiO  The  joint  stodc  banks  in  England  and  Wales  have  on 
occasion  been  criticised  for  being  inkifficiently  ready  to  lend 
to  “ new  men  There  is  evidently  a general  problem  here, 
and  doubtless  not  an  easy  one  to  solve.  So  far  as  agriculture 
is  concerned,  the  new  farmer  shares  the  difficulties  of  the 
new  entrant  into  business  generally  ; and  from  the  point  of 
view  of  the  agricultural  inffiistry  as  a whole,  they  will  be  likely 
to  narrow  the  field  of  recruitment  and  reduce  mobility. 
Similar  difficulties  may  confront  the  established  farmer  who 
wants  to  intensify  production  or  branch  out  into  a quite  new 
type  of  farming.  These  problems  can  be  particularly  acute 
if  there  is  inexperience  in  assessing  the  technical  soundness 
and  commercial  promise  of  a farming  enterprise. 

61.  Medium-Term  Credit.  As  a matter  of  practice  the 
banks  will  lend  to  traders  for  varying  paiods,  but  they  state 
a strong  preferen<»  for  short-term  lending  on  the  grounds 
that  lendijig  for  paiods  longer  than  a year  or  so  is  not  the 
real  function  of  a joint  stock  bank. 

62.  It  may  be  that  most  bank  customers  do  not  particu- 
larly need  medium-term  loans,  or  that  these  would  usually  be 
troublesome  or  unsafe.  Farmers  will  say,  however,  that  in 
agriculture  there  is  no  other  reasonably  suitable  source  of 
rn^um-term  credit  for  the  purchase  of  assets,  such  as  farm 
machinery  or  breeding  stock,  with  a productive  life  in  the 
range  of  3-15  years.  The  hire-purchase  companies  do  of 
course  operate  in  this  field,  but  they  usu^y  expect  repayment 
over  two  or  three  years,  and  this  form  of  credit  is  bound  to 
be  very  expensive  to  the  borrower.  It  is  for  these  reasons 
that  farmers  in  this  country  may  feel  themselves  to  have  be«i 
left  without  a facility — medium-term  credit  of  a banking  type 
— that  has  been  made  available  in  many  others. 

63.  To  the  reply  that  a short-term  bank  loan  may  in  prac- 
tice turn  into  a medium  or  long  loan,  the  farmer  makes  the 
rejoinder  that  he  cannot  count  on  that.  Indeed,  he  is  likely 
to  be  told  at  the  outset  that  he  must  repay  within  a short  time, 
and  in  any  case  the  loan  is  formally  “ on  call  ” at  any  time. 
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The  reasons  for  this  stipulation,  which  applies  to  all  types 
of  business,  are  uodostood.  But  the  seasonal  nature  of 
farming  being  what  it  is,  a sudden  call  at  a dead  time  of  the 
year  can  aipple  a farm  business  that  is  intrinsically  sound, 
and  fanners  are  afraid  that  not  all  bank  managers  fully  under- 
stand that.  If  ways  and  means  could  be  found,  a system 
of  bank  loans  for  fhm  periods  agreed  in  advance,  and  prefer- 
ably fairly  long  ones,  would  go  far  to  meet  the  claims  of  those 
who  assert  that  the  special  needs  of  agriculture  are  not  being 
met. 

Some  Changes  that  have  been  Suggested 

64.  I'heinferenceswhichmightbedrawnfromtheprevious 
section  can  be  bridly  summarised  as  : — direct  lending  from 
banks  to  farmers  needs  to  be  expanded  and  the  volume  of 
merchant  credit  correspondinjdy  diminidred  ; some  addition- 
al new  money  from  the  banks  is  also  nced^  especially  on 
small  livestock  farms  ; the  {Hactical  arrangements  for  bank 
leading  to  some  classes  of  fann»s  are  not  wlMlly  satisfactory  ; 
and  in  particular,  there  is  no  satisfactory  source  of  medium- 
term  cr^t. 

65.  Many  and  varied  suggestions  have  been  made  from 
time  to  time  fiw  improving  the  agricultural  cre^t  system  in 
this  country.  These  have  included  the  creation  of  some 
ahogetl^  new  credit  institution  to  lend  directly  to  farmos  in 
competition  with  the  banks  : the  use  of  subsidies  for  cheap- 
ening credit  or  making  lending  terms  more  liberal ; and  the 
promotion  of  co-operative  arrangements  in  agricultural 
credit.  As  regards  the  last  of  these,  co-operative  credit  is 
regarded  as  having  proved  hi^y  successful  alHoad  ; but 
thae  appears  to  be  not  much  will  to  co-operate  in  this  coun- 
try ; and  as  was  demoostrated  by  the  failure  of  the  Agricul- 
tural Credits  Act,  1923  (of  whk^  the  relevant  part  is  now 
repealed)  co-operation  cannot  be  imposed  or  even  inspired 
horn  above. 

66.  The  two  suggestions  that  appear  most  relevant  to  the 
above  conclusions  are  considered  in  what  follows.  Both  call 
for  banks  to  be  put  into  a position  of  being  able  to  accept 
rather  more  risk  and  expense  in  lending  to  fanners  (and  hervU 
to  be  able  to  lend  to  fanners  who  are  at  jwesent  regarded  as 
ridty,  awkward  tx  unremunerative)  by  be^g  given  certain 
guarantees  or  nKtenmities  against  bad  debts.  The  use  of 
guai^tees  is  a method  that  has  {decedents  in  this  country, 
e.g.  in  the  field  of  export  credit.  In  its  appUcation  to  short 
and  medium-term  cr^t  there  could  be  two  main  variations  : 
one  is  that  whkh  has  been  adopted  in  Canada  ; the  other 
was  outlined  by  the  Fanners’  Unions  in  1957. 

67.  77ie  Canadian  Farm  Improvement  Loans  Act,  1944 

This  is  one  of  the  most  interesting  pieces  of  agricultural  credit 
machinery  of  recent  years.  It  is  used  by  some  70  per  cent 
of  all  Canadian  fai  luers,  and  the  new  loans  granted  year 

amount  to  some  $70  million.  The  system  appears  to  work 
broadly  as  follows.  The  conunerdal  banks  keep  registers 
of  special  farm  loans  between  one  and  ten  years  in  duration. 
Entry  in  the  register  means  that  the  hank  niay,  if  necessary, 
have  to  accept  the  guidance  of  a Government  D^iartment  in 
recovering  the  ddjt  But  should  repayment  not  be  effected 
in  the  end,  the  bank  is  indemnified  as  to  100  per  cent.  The 
Government  jsotects  itself  by  limftmg  its  liability  to  10  per 
cent  of  the  prituapal  of  all  the  loans  register^  in  any  ha-nV 
and  also  by  imposing  limits  on  the  size  of  loan  pa-  farm 
(SS,000)andthe  purposes  for  which  the  money  can  be  borrowed 

68.  This  scheme  is  understood  to  be  r^arded  in 

as  having  completely  achieved  its  objectives,  and  as  having 
done  so  with  n^igible  expense  to  the  Government  ($615,000 
ova  13  years  oat  of  a total  of  $723,000,000  lait)  and  with  no 
interference  in  the  day-to-day  opaatlons  of  the  hanW 

69.  A Farmers'  Umons  Guarantee  Plan.  A plan  on 
the  offering  of  guarantees  to  the  banks  was  outlined  by  the 
President  of  the  National  Farmers’  Union  on  May  7th,  1957 
on  behalf  of  his  Union  and  the  National  Faimen’  Union 
of  Scotland  The  ^tails  given  were  not  sufficient  to  show 
the  operational  basis  of  the  plan,  but  the  Ministry  assumes 
that  this  would  have  needed  to  be  more  or  kss  as  follows. 
The  Unions  would  have  combined  to  offer  substantial  guaran- 
tees to  the  hanks  in  reqject  of  certain  major  dasses  of  loans 
to  farmery  mcluding  medium-term  loans.  They  would  have 
covered  themselves  against  their  risks  as  guarantCHs  by  effect- 
ing uncterwriting  policies.  The  cost  of  the  premiums  for  these 
would  have  been  met  by  charging  a loan  service  fee  to  the 
farmers  borrowing  under  this  plan.  The  rate  of  interest 

to  sudi  farmers  and  earned  by  the  banks  would  be 
fractionally  lower  than  the  ordinary  rate,  but  interest  plus 
servKe  fee  would  work  out  higher. 


70.  The  Ministry  understands  that  such  a scheme  was 
placed  before  the  joint  stock  banks  last  summer,  but  that  they 
did  not  feel  able  to  participate.  As  the  Ministry  was  not  a 
party  to  the  discussions,  the  reasons  are  not  known  to  it. 

71.  Although  in  the  event  the  N.F.U.’s  plan  was  not  taken 
up,  and  possibly  has  some  technical  defect  of  which  the  Mini- 
stry is  not  aware,  there  are  particular  reasons  for  mentioning 
that  plan  here.  Firstly,  both  general  reasoning  and  the  par- 
ticular experience  of  Canada  would  suggest  that  the  guarantee 
method  is  useful  and  practicable.  Secondly,  the  Ministry 
would  have  been  glad — assuming  the  basis  to  be  sound — to 
see  the  success  of  .such  a venture  by  the  farming  community. 
Long-Term  Credit 

72.  There  is  no  need  to  say  much  about  this.  There  seems 
to  be  a sufficiency  of  funds  for  lending  on  mortga^  at  ruling 
rates  of  interest,  and  the  practical  arrangements  for  getting 
them  are  well-known  to  those  concerned.  The  problems 
of  the  Agricultural  Mortgage  Corporation,  considered  as  an 
institution,  have  already  been  discussed  in  Section  IV. 

Conclusion 

73.  A difficulty  in  the  way  of  reaching  firm  conclusions  on 
this  subject  is  that  the  available  statistical  and  other  docu- 
mentary evidence  is  extremely  meagre.  It  is  therefore  neces- 
sary to  make  subjective  judgments  based  on  such  impressions 
as  can  be  obtained.  This  should  be  remembered  when  con- 
sidering the  views  expressed  above.  These  have  l^n  pre- 
sented so  far  as  possible  in  the  form  of  fairly  clear-cut  state- 
ments of  fact  and  opinion  with  a view  to  assisting  the 
Committee. 

74.  No  doubt  the  Committee's  work  will  itself  lead  to 
some  increase  in  the  factual  mformation  available.  But  a 
significant  addition  to  knowledge  as  to  the  adequacy  of  exist- 
ing credit  arrangements  for  meeting  the  needs  of  agriculture 
can  only  be  obtained,  it  is  believed,  by  detailed  local  investi- 
gations. 
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APPENDIX  1 

Details  of  Agricultural  Price  Guarantees 

The  foUowing  notes  give  a brief  indication  of  the  guarantee 
arrangements  for  individual  commodities  for  1958/59. 

FATSTOCK  {cattle,  sheep  and  lambs,  and  pigs) 

2.  A deficient'  payments  system  has  been  in  operation  for 
faUtock  since  July,  1954.  SUmdard  prices  apply  to  steers  and 
heifCTS,  to  Iambs  and  other  clean  sheep,  and  to  clean  home- 
taed  pigs  of  certain  qualifying  standMds  as  set  out  in  the 
“ Fatstock  Guarantee  Scheme  1958/59  Guarantee  pay- 
ments arernade  weekly  on  individual  certified  sales  of  fatstock. 
For  fat  pi^  there  is  one  standard  price  throughout  the  year, 
but  for  fat  cattle  and  sheep  the  standard  price  for  the  year  is 
broken  down  into  a seasonal  scale  of  weekly  standard  prices. 
The  rate  of  guarantee  payment  for  pigs  in  each  week  is  ad- 
justed to  take  account  of  changes  in  the  price  of  feed  during 
the  year. 

EGGS  {hen  and  duck) 

3.  _ Since  July,  1957  the  guarantee  has  applied  to  first- 
quali^  eggs  (but  not  to  hen  eggs  weighing  less  than  li  oz.) 
sold  to  the  British  Egg  Marketing  Board  through  packing 
stations.  Subsidies  are  paid  to  the  Board  at  a flat  rate  in 
resp^  of  all  eligible  so  sold  to  them.  The  rates  of 
subsidy  for  hen  and  duck  eggs  respectively  are  determined 
after  the  annual  review  by  subtracting  from  the  guaranteed 
prices  tl«  average  prices  which  it  is  estimated  that  the  Board 
will  r^ive  from  its  sales  of  fresh  eggs  in  the  ensuing  year.  In 
addition  there  is  a profit  and  loss  sharing  arrangement  if  the 
average  prices  actually  realised  by  the  Board  vary  by  more 
than  2d.  either  side  of  the  estimate.  Adjustments  are  also 
made  to  take  account  of  changes  in  the  price  of  feed  durinc 
the  year. 

WOOL 

4.  Since  1950  the  guarantee  for  wool  has  taken  the  form 
of  an  average  price  per  lb.  to  be  received  by  the  British  Wool 
Marketing  Board  for  home-produced  fleece  wool.  The  ar- 
ran^r^nts  provide  for  payments  into,  or  withdrawals  from, 
a Stabilisation  Fund  when  the  market  price  exceeds,  or  falls 
short  of,  the  guaranteed  price  ; and  when  the  Fund  is  ex- 
hausted “ overdrafts  ” are  given  by  the  Exchequer. 
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MILK 

5.  There  are  five  Marketing  Schemes  for  milk  in  the  United 
Kingdom,  each  covering  a different  part  of  the  country.  The 
guaranteed  price  for  the  United  Kingdom  as  a whole  is  broken 
down  into  separate  guaranteed  prices  to  the  Boards  in  the 
five  areas.  In  each  area  this  guaranteed  price  applies  to  a limited 
quantity  (the  “ standard  quantity  of  milk.  For  the  re- 
mainder of  the  milk  there  is  a “ lower  guaranteed  price  ”, 
which  is  no  more  than  an  estimate  of  the  price  that  the 
Board  will  receive  for  milk  sold  for  manufacture  in  the  coming 
year.  There  is  also  a profit  and  loss  sharing  arrangement 
which  applies  to  all  milk  in  excess  of  a certain  proportion 
of  the  standard  quantity.  The  Government  pays  the  appro- 
priate Board  any  deficit  between  its  net  commerical  returns 
and  its  entitlement  imder  the  guarantee  arrangements. 

CEREALS  (yvheat,  rye,  barley  and  oats) 

6.  A deficiency  payments  system  has  been  in  operation 
since  the  1954  harvest.  For  wheat  the  guaranteed  average 
standard  price  varies  seasonally,  but  for  rye,  barley  and  oats 
there  are  no  seasonal  scales.  For  wheat  and  rye,  deficiency 
payments  are  paid  on  the  quantity  of  millable  wheat  or  rye 
sold  and  delivered  by  powers  to  authorised  merchants.  For 
barley  and  oats  (including  mixed  com,  subject  to  certain  pro- 
visions) any  deficiency  between  the  guaranteed  price  and  the 
average  market  price  is  converted  to  a rate  per  acre  and  pay- 
ments made  on  the  acreages  grown. 

POTATOES 

1.  Potatoes  are  at  present  guaranteed  under  a support 
price  system.  The  support  price  for  the  United  Kingdom  is 
broken  down  into  separate  support  prices  for  five  different 
regions,  and  each  of  these  is  broken  down  again  into  seasonal 
support  prices.  These  prices  apply  to  ware  potatoes  of  a 
minimum  size  and  quality.  The  Potato  Marketing  Board  in 
Great  Britain  (acting  for  the  Government)  or  the  Ministry 
of  Agriculture  in  Northern  Ireland,  then  stand  ready  to  buy 
at  the  appropriate  support  price  any  potatoes  offered  to 
them  by  producers.  Potatoes  so  bought  are  resold  at  a loss 
for  processing  or  stockfeed. 

8.  As  stated  in  this  year’s  Annual  Review  White  Paper, 
experience  has  shown  the  need  for  altering  this  system  of 
guarantees  and  discussions  are  proceeding  with  representa- 
tives of  the  producers. 

SUGAR  BEET 

9.  The  guarantee  for  sugar  beet  operates  only  in  Great 
Britain,  since  the  crop  is  not  grown  in  Northern  Ireland.  The 
gumantee  applies  only  to  beet  produced  on  the  acreage  for 
which  the  British  Sugar  Corporation  enters  into  contracts 
with  producers.  The  Corporation  buys  and  processes  aU  the 
beet  from  this  acreage,  and  sells  the  sugar  at  the  internal  U.K. 
market  price.  The  Sugar  Board  is  responsible  for  financing 
the  Corporation  and,  broadly,  takes  its  profit  or  meets  its 
losses. 


APPENDIX  2 

Production  Grants  and  Subsidies 
1 . Following  is  a list  of  current  grants  and  subsidies.  The 
figures  represent  the  estimated  expenditure  in  1958/59.* 

£ million 

(i)  General  Fertiliser  Subsidy  26-8t 

CO  Lime  Subsidy  9-8t 

(iii)  Ploughing  Grants 9-4t 

(iv)  Ditching  and  Mole  Drainage  0-6t 

(v)  Tile  Drainage  1-3 

(vi)  Water  Supply  0-9 

(vif)  Hill  Farming  and  Livestock  Rearing  Grants  1 -7 
(viiQ  Marginal  Production  Schemes  2-2T 

(including 
a small  sum 
for  bracken 
eradication) 
8-8t 
01 


(ix)  Tuberculosis  Eradication  Scheme 

(x)  Livestock  : Improvement  of  Breeding 

(xi)  Calf  subsidy  

(xii)  Hill  Sheep  Subsidy 
(xiii)  Hill  Cattle  and  Cow  Subsidy 

(xiv)  Silo  Subsidy  

(xv)  Farm  Improvement  Scheme 


12-7t 

nil 

2-9t 

I-4t 

5-0 


The  items  marked  f are  those  falling  within  the  sys- 
tem of  agricultural  guarantees  as  relevant  production 
grants  for  the  purpose  of  Section  3 of  the  Agricultural 
Act,  1957. 

Additional  expenditure,  but  on  a smaller  scale,  on 
aid  to  occupiers  and  owners  of  agricultural  land  in- 
cludes compensation  for  animals  compulsorily  slaugh- 
tered on  account  of  foot  and  mouth  disease,  etc., 
clearing  of  rabbit  infested  scrubland,  and  grants  to 
rabbit  clearance  societies.  The  Government  also  give 
support  by  means  of  education,  research,  advisory 
services,  veterinary  services,  pest  control,  land  drainage, 
coast  protection,  land  development  in  Northern  Ire- 
land, help  for  Scottish  crofters,  and  the  improvement 
of  public  farm  access  roads. 
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APPENDIX  3 

Statement  Showing  Cost  or  Agricultural  Support  and  Food  Subsidies  in  Respect  of  Home  Agricultural 
Produce  per  Appropriation  Accounts,  Trading  Accounts  and  Estimates  of  the  Food  and  Agricultural 
Departments  in  the  United  Kingdom 


I 

n 

III 

IV 

V 
VI 


Direct  Subsidy  Payments  made  under 

Agricultural  Guarantees  

Agricultural  Production  Grants  and 

Subsidies  

Administrative  Overheads  applicable 

to  I and  II  above 

Trading  Subsidies  in  implementation  of 

Agricultural  Guarantees  

Other  Services  (Payments  to  Exchequer 

of  Northern  Ireland)  

Food  Subsidies  incurred  in  Trading, 
mainly  by  the  Ministry  of  Food,  in 
respect  of  Home  Agricultural 
Produce  {b) 


£ wiillinn 

1951/52  1952/53  1953/54  1954/55  1955/56  1956/57  1957/58  1958/59 

Estimate  Estimate 


30-8 


42-8 


— 136-1  138-6  156-4  205-6 

53-4  50-4  58-1  70-8  75-9 


210-8 

83-5 


(.a)  (a)  (a) 


4-1  5-1  4-7  4-7 

3-5  4-1  7-3  2-4 

— — — 0-8 


4-8 

0- 9 

1- 0 


207-9  173-2  226-5  75-7 


37-6 


17-3 


TOTAL,  COST  238-7  216  0 279-9  269-8  243 -5(c)  256-5  289-4  301-0(rf) 


(a)  Not  separately  assessed.  Administrative  overheads  for  trading  and  food  subsidies  are  included 
in  the  cost  of  the  subsidies. 

(b)  Consumer  and  producer  subsidies  not  separately  distinguishable.  See  paragraph  9. 

(c)  From  1955/56  onwards  direct  subsidies  have  been  assessed  on  a cash  basis  and  figures  therefore 
represent  actual  cash  expenditure.  In  earlier  years  direct  subsidies,  trading  and  food  subsidies 
were  assessed  on  a commitment  basis.  In  consequence  direct  subsidies  in  1955/56  were  over-stated 
by  the  extent  to  which  outstandings  at  the  be^nning  of  the  year  exceeded  outstandings  at  the  end 
of  the  year. 

(d)  Figures  are  extracted  firom  1958/59  Published  Estimates  and  do  not  take  account  of  the  determina- 
tions made  after  the  1958  Annual  Review  saving  £19  -5  million,  or  of  the  proposed  reduction  of  the 
retaU  price  of  milk,  adding  £10-5  million. 

(e)  Certain  small  expenditure  of  the  Ministry  of  Agriculture  in  Northern  Ireland  has  been  omitted. 


APPENDIX  4 


Bank  Advances  to  Agriculture  in  Great  Britain 
£ million 


mid-February 

1951  175-2 

1952  195-6 

1953  192-2 

1954  205-0 

1955  221  -5 

1956  225-9 

1957  220-4 

1958  207-0 


mid-May  mid-August 
181-5  199-0 

196-7  200-0 

195-1  202-0 

206-3  213-5 

229-3  239-4 

219-6  224-3 

226-3  227-6 


mid-November  Mean 
194-4  187-5 

191-6  196-0 

200-0  197-3 

217- 4  210-5 

231-1  230-3 

218- 7  222-1 

217-8  223-0 


Note. — For  years  prior  to  1956  the  figures  made  available  by  the  Banks  included 
fisheries  : thesehavebeendeductedon  the  basis  that  they  amounted  to  auniform 
U P®  cent  of  the  total. 
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APPENDIX  5 

THE  AGRICULTURAL  MORTGAGE  CORPORATION  LTD. 

£ thousands 


Year 
eading 
31  March 

Loans 

paid 

out 

Loan 

repay- 

ments 

New 

Lending 

Total 

Loans 

out- 

standing 

Surplus 

Funds 

(temporary 

borrowing 

from 

Banks  — ) 

Debenture 

Stock 

out- 

standing 

Date  of 
change  of 
leniSiig 
rates 

Lending 

Rates 

Bank 

Rate  A.M.C 

Govt. 

Guarantee 

Fund 

Annual 
loan 
or  grant 
from 
Ministry 

1946 

1,110 

810 

300 

7,221 

3,762 

10,500 

2%  3i% 

650 

150 

1947 

1,746 

713 

1,033 

8,260 

2,744 

10,500 

.. 

650 

150 

1948 

2,115 

848 

1,267 

9,539 

1,443 

10,500 

650 

140 

1949 

2,731 

1,010 

1,721 

11,235 

1,591 

12,500 

650 

148 

1950 

3,522 

972 

2,550 

13,827 

1,871 

! 5,490 

Nov.  1949 

» 4% 

650 

150 

1951 

4,121 

937 

3,184 

16,981 

1,185 

18,114 

May  1951 
Nov.  1951 

” 4% 
21% 

900 

150 

1952 

4,935 

1,207 

3,728 

20,840 

1,300 

22,193 

Feb.  1952 
Mar.  1952 

..  51% 

4%  „ 

1.800 

150 

1953 

4,475 

1,259 

3,216 

24,090 

2,699 

27,109 

Aug.  1952 
May  1953 
Sept.  1953 
Nov.  1953 

6% 
51% 
31%  „ 

„ 5% 

2,050 

111 

1954 

1,930 

1,528 

402 

24,488 

2,137 

26,989 

May  1954 
Jan.  1955 
Feb.  1955 

3%  41% 

31%  „ 

41%  ., 

2,050 

119 

1955 

2,852 

1,443 

1,409 

25,885 

498 

26,811 

Aug.  1955 
Feb.  1956 

;;  51% 

51% 

2,050 

90 

1956 

3,499 

1,556 

1,943 

27,836 

—1,729 

26,669 

July  1956 

” 5i% 

2,050 

54 

1957 

4,105 

1,457 

2,648 

30,528 

203 

31,577 

Mar.  1957 
July  1957 
Sept.  1957 
Oct,  1957 

5%  „ 

M 6% 

7%  ,. 

n 7% 

2,475 

47 

1958 

4,010 

1,802 

2,208 

32,722 

—2,290 

31,254 

Mar.  1958 
May  1958 

6%.  » 
51% 

2,775 

49 

APPENDIX  6 


THE  AGRICULTURAL  MORTGAGE  CORPORATION  LTD. 
STATEMENT  SHOWING  DEBENTURE  STOCKS  ISSUED  BY  THE  CORPORATION 


£>ate  of  issue 

Amount 
£ million 

Rate 

Period 

Price 

June  1929 

5-0 

5% 

1959/89 

Par 

May  1930 

3-5 

5% 

1959/89 

April  1932 

2-0 

41% 

1961/91 

95 

September  1948 

2-0 

3% 

1966/69 

98 

December  1949 

3-0 

31% 

1956/67 

99 

October  1950 

3-5 

31% 

1975/78 

Par 

September  1951 

3-25 

31% 

1961/63 

Par 

August  1952 

5-0 

41% 

1977/82 

961 

July  1956 

5-0 

1979/83 

97 
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APPENDIX  7 

Observations  on  Arguments  Used  in  Evidence 

Given  by  the  Country  Landowners’  Asociation* 

1.  The  Committee,  in  the  letter  from  its  Secretary  dated 
28th  March,  1958,  has  asked  the  Ministry  to_  comment  on 
some  particular  arguments  included  in  previous  evidence 
given  by  the  Country  Landowners’  Association.  These  can 
be  briefly  summarised  as  follows  : — 

Landowners  should  be  able  to  borrow  at  relatively  stable 
and  low  rates  of  interest  because  : — 

(fl)  it  is  not  possible  for  them  to  raise  rents  sufficiently  to 
achieve  an  adequate  return  on  capital ; 

(h)  they  cannot  defer  expenditures  on  improvements  luilil 
interest  rates  are  low,  and  may  be  compelled  by  law  to 
incur  them  when  interest  rates  are  hi^  ; and 

(c)  the  range  of  fluctuation  in  long-term  interest  rates  is  in 
any  case  too  great. 

General 

2.  The  general  economic  circumstances  in  which  the  level 
of  rents  is  determined  are  of  course  substantially  affected  by 
the  level  of  farming  returns,  and  these  in  turn  are  largely  in- 
fluenced by  the  Government  support  given  to  the  industiy,  at 
present  of  the  order  of  £300  million  a year. 

TTie  Adequacy  of  Farm  Rentals 

3.  The  adequacy  of  farm  rents  and  the  scope  for  increasing 

them  must  be  a matter  of  opinion.  Rents  are,  in  the  first 
instance,  a matter  for  agreement  between  landlord  and  tenant  ; 
and  in  the  absence  of  agreement  on  proposed  changes,  may  be 
referred  to  arbitration.  Section  8(1)  of  the  Agricultural 
Holdings  Act,  1948,  requires  arbitrators  in  these  circumstances 
to  fix  the  “rent  properly  payable”;  and  this  is  defined  in 
clause  2 of  the  Agriculture  Bill  now  before  Parliament  as 
" ....  the  rent  at  which,  having  regard  to  the  terms  of  the 
tenancy  (offier  than  those  relating  to  rent),  the  holding  mi^t 
reasonably  be  expected  to  be  let  in  the  open  market  by  a will- 
ing landlord  to  a willing  tenant ”.  These  words, 

designed  to  clarify  the  existing  provision,  correspond  with  the 
formula  under  whidi  rents  of  business  premises  are  deter- 
mined, in  the  absence  of  agreement,  under  section  34  of  the 
Landlord  and  Tenant  Act,  1954. 

The  Timing  of  Improvements 

4.  It  is  correct  that  agricultural  landowners  can  be  required 
to  carry  out  improvements  at  times  that  may  prove  incon- 
venient or  expensive  (on  account  of  the  rate  of  interest  ruling 
at  a time)  and  that  ffie  range  of  statutory  obligations  is  in- 
creasing as  a result  of  recent  and  impending  legislation. 
Hitherto  the  main  such  obligation  has  bMn  that  of  bringing 
the  condition  of  cowsheds  and  milking  parlours  into  com- 
pliance with  the  Milk  and  Dairies  Regulations  1949. 

5.  The  disabilities  of  which  the  C.L.A.  complain  axe  not 
peculiar  to  agriculture,  since  compliance  with  statutes  and 
regulations  is  required  in  other  fields  as  well.  Moreover, 
most  of  the  constructional  work  which  an  agricultural  land- 
owner  can  be  required  to  carry  out  is  eli^ble  for  33^  per  cent 
grant  under  the  Farm  Improvement  Scheme. 

Stable  and  Low  Rates  of  Interest 

6.  Stability,  in  one  sense,  is  already  available  to  the  agri- 
cultural landowner  who  borrows,  e.g.  from  the  Agricultural 
Mortgage  Corporation,  since  he  can  borrowfor  up  to  60  years 
at  a rate  of  interest  that  cannot  thereafter  be  raised  against  him. 

7.  Stability  in  the  sense  of  ensuring  that  the  rates  payable 
by  agricultural  landowners  on  new  borrowings  shall  never 
move  outside  a narrow  band,  appears  inconsistent  with  public 
policy.  Sound  public  finance  is  at  present  held  to  require 
freedom  for  rates  of  interest  to  move,  in.  response  either  to 
market  forces  or  Government  action,  over  a fairly  wide  range, 
as  a necessary  regulator  of  the  national  economy.  There 
appears  to  be  no  reason  why  investment  in  agricultural  larid 
and  buildings  should  be  exempt  from  the  effect  of  changes  in 
the  rate  of  interest,  even  when  interest  rates  may  from  tima 
to  time  be  high  enough  to  impose  temporary  chedcs  on  the 
pace  of  agricultural  investment.  The  importance  attached  by 
the  Government  to  a generally  higher  level  of  such  investment 
is  shown  by  the  recent  introduction  of  the  Farm  Improvement 
Scheme,  but  still  greater  importance  attaches  to  ffie  sound- 


*  See  Memoraodk  of  Evidence  Ptrt  Vm  No.  2.  and  Minutes  of  Evidence  Qna. 


ness  of  the  economy  ; and  it  is  considered  that  the  agricultural 
industry  must  be  prepared  to  make  its  share  of  any  temporary 
sacrifices  needed  to  that  end. 

8.  In  any  case  the  creation  and  operation  of  a piece  of 
finandfli  machinery  for  the  stabilisation  of  long-term  interest 
rates  for  agriculture  would  be  cumbersome  and  costly  ; and 
it  would  in  practice  be  impossible  to  prevent  the  use  of  sub- 
sidi^  aedit,  at  times  of  high  market  rates,  for  purposes 
other  than  the  improvement  of  agricultural  land  alone. 

9.  Arguments  against  making  interest  rates  low  by  means 
of  direct  or  indirect  subsidies  have  been  given  in  paragraph 
51  of  the  Ministry’s  rpain  memorandum,  and  these  arguments 
are  considered  to  apply  to  long  as  well  as  short-term  borrow- 
ings. In  their  particular  application  to  long  term  borrowing 
the  main  points  may  be  summarised  as  : — 

(a)  the  alternative  of  directly  subsidising  the  operation  for 
wffich  the  money  is  to  be  borrowed  appears  preferable 
as  being  simpler,  more  effective  and  more  precise  ; 

(i)  subsidised  credit  is  a form  of  subsidy  which  may  not 
be  at  all  dosdy  related  to  maintaining  or  increasing 
output,  and  which  would  require  a good  deal  of  ad- 
ministrative policing  to  prevent  abuse. 


The  Farm  Improvement  Scheme 

10.  Following  are  the  main  details  of  the  provisions  of  the 
Scheme,  and  of  the  response  to  date  ; — 

11.  The  Scheme  provides  for  grants  of  one-third  of  the 
cost  of  certain  specified  long-term  improvements  to  agricul- 
ture land.  Broadly  speaking  grants  are  confined  to  the  new 
construction  or  improvement  of  farm  buildings,  roads,  fences, 
gates  and  cattle  grids  and  extend  also  to  the  provision  of 
dectrical  light  and  power,  and  shelter  belts,  the  reclamation 
of  wasteland  and  the  remove  of  obstacles  to  cffitivation. 
Grants  are  not  available  for  bare  land  or  holdings  which  will 
not  yidd  a sufficient  livelihood  to  a reasonably  skilled  occupier. 
The  cost  of  an  improvement  must  be  reasonable  in  relation 
to  the  benefit  to  be  obtained  from  it,  and  it  must  be  one  which, 
in  the  Minister’s  opinion,  a prudent  landlord  would  carry  out 
himself  or  be  willing  to  compensate  a tenant  for  carrying  out. 
Tenants  as  well  as  landlords  are  eligible  for  grant,  but  if  a 
tenant  receives  a grant  towards  the  cost  of  an  improvement 
the  compensation  which  he  may  claim  at  the  end  of  his  tenancy 
is  reduced  accordingly  ; conversely,  a landlord  who  receives 
grant  may  not  put  up  the  rent  of  the  holding  so  as  to  reflect 
more  than  the  net  cost  of  the  improvement  to  him. 

12.  By  the  end  of  April,  1958  (/.«.,  eight  months  after  the 
formal  introduction  of  ffie  Scheme  and  a year  after  the  Minis- 
try first  began  to  accept  applications)  some  29,500  applications 
had  been  received  in  England  and  Wales,  of  which  about  21 
per  cent,  were  from  ownCTS,  58  per  cent,  from  owner-occupiers 
and  20  per  cent,  from  tenants.  So  far,  nearly  10,500  applica- 
tions have  been  approved  at  an  estimated  cost  of  nearly 
£7i  million  (representing  about  £2J  million  in  grant)  ; in 
addition,  nearly  6, (XX)  applications  have  been  rejected  or 
withdrawn.  Of  the  actual  improvements  for  which 'grant 
has  been  sou^t,  some  two-thirds  are  farm  buildings.  Com- 
paratively little  grant  has  actually  been  paid  yet ; the  total  at 
the  end  of  April  was  £235,000  for  England  and  Wales.  This 
figure  can,  of  course,  be  expected  to  rise  sharply  as  the  Scheme 
gets  fully  tmder  way. 


The  Agricultural  Mortgage  Corporation. 

13.  The  Committee  have  asked  the  Ministry  to  describe 
the  processes  by  which  the  rates  of  interest  on  various  types 
of  Governmental  or  non-Govemmental  loan  are  fixed.  The 
rate  of  interest  on  non-Govemmental  loans,  including  those 
made  by  the  Lands  Improvement  Company,  is  presumably 
determined  by  market  prices. 

14.  As  regards  the  Agricultural  Mortgage  Corporation, 
the  factors  to  be  taken  into  account  are  given  in  paragraph  43 
of  the  Ministry’s  main  memorandum.  No  indication  in 
detail  can  be  given  of  how  they  are  taken  into  account,  since 
the  Corporation  acts  as  a private  commercial  institution,  and 
is  so  expected  to  act.  The  parent  Act,  however,  (the  Agri- 
cultural Credits  Act,  1928)  requires  that  the  rates  charged 
shall  be  “ most  favourable  to  the  borrower  ”.  In  practice 
this  has  meant  the  lowest  rates  consistent  with  the  avoi^nce 
of  substantial  loss. 
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2.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  DEPARTMENT  OF  AGRICULTURE  FOR  SCOTLAND 


Section  I-~Grant  Aid 

_1.  "Hie  memorandum  by  the  Ministry  of  Agriculture, 
Fisheries  Food  describes  the  general  schemes  of  grant 
aid  for  apiculture  in  the  United  Kingdom  as  a whole.  There 
are  certain  additional  provisions  in  Scotland  as  follows  ; — 

2.  Local  Authority  Grant.  Farmers  and  landowners  can 
obtain  grants  from  Local  Authorities  under  the  Housing 
(Scotland)  Act,  1950  for  the  improvement  of  farm  houses 
and  cottages.  The  grant  is  50  per  cent,  of  the  expenditure  up 
to  a maximum  grant  of  £400.  The  Act  covers  housing  im- 
provements generally,  and  &ere  is  no  separate  account  of 
grants  paid  specific^y  to  farmers  and  farm  owners.  Evi- 
dence su^ests  that  Scottish  farmers  have  made  fairly  wide- 
spread use  of  these  grants  to  finance  improvements  of  farm 
workers’  cottages. 

3.  Grants  for  Crofters.'^  Under  the  Crofters  Agricultural 
Grants  (Scotland)  Scheme,  1956  the  Crofters  Commission  are 
appointed  to  administer  on  behalf  of  the  Seaetmy  of  State  a 
scheme  of  grants  for  aiding  and  developing  agricultural  pro- 
duction on  crofts.  The  crofters  receive  grants  of  £12,  £9  and 
£7  per  acre  for  the  cropping  of  marginal  land,  according  to 
the  situation  and  the  quality  of  the  land.  In  addition,  Siey 
can  obtain  grants  of  between  50  per  cent  and  85  per  cent  of  the 
cost  on  land  improvement  work,  such  as  land  reclamation  and 
fencing.  Expenditure  in  1957/58  amounted  to  £261  thousand 
on  cropping  grants  and  £70  thousand  on  improvement  grants. 

4.  Grants  and  loans  are  also  available  to  crofters  under  the 
Crofters  Act,  1955  for  the  erection,  improvement  and  rebuild- 
ing of  dwellinghouses  and  othar  bulldogs.  Advances  of  this 
kind  since  1951  have  been  on  average  about  £80  thousand  a 
year  in  grants  and  £100  thousand  a year  in  loans  (before  1955 
this  assistance  was  available  under  Ae  Agriculture  (ScotlaruQ 
Act,  1948  and  earlier  legislation). 

5.  Under  the  Marginal  Agricultural  Production  Scheme  in 
Scotland  cropping  grants  are  available  to  certain  farmers  on 
marginal  land  and  these  contribute  to  meeting  their  working 
capital  needs. 

Section  II — Taxation  and  Rating  Relief 

6.  Since  1957,  when  under  the  Valuation  and  Rating 
(Scotland)  Act,  1956  the  whole  responsibility  for  rates  was 
transferred  to  the  tenant,  the  position  in  Scotland  has  been 
similar  to  that  in  England  and  Wales,  with  ftill  derating  of 
Agricultural  land  and  buildings. 


Section  III — Short  and  Medium-Term  Credit 
Short-Term  Credit 

7.  This  provides  working  capital  for  seeds,  fertilisers, 
fcedingstuffs  and  the  like.  Such  credit  is  required  normally 
for  periods  of  less  than  a year. 

8.  Merchant  credit.  Agricultural  merchants  are  generally 
prepared  to  defer  payment  of  their  accounts  normally  maVing 
a charge  for  this  credit.  It  is  difficult  to  estimate  the  amounts 
involved  but  it  is  certainly  an  important  source  of  working 
capital. 

9.  Livestock  auctioneers.  It  is  fairly  common  in  Scotland 
for  livestock  auctioneers  to  supply  livestock  on  credit,  nor- 
mally store  sheep  or  store  cattle  for  fattening.  The  fanner 
must  sell  the  stock  when  fat  through  the  same  auctioneer  who 
deducts  the  loan  and  interest  on  it  from  the  farmer’s  sale 
cheque.  There  is  no  direct  evidence  of  ffie  amount  of  credit 
given  by  livestock  salesmen,  but  they  in  turn  obtain  at  least 
part  of  their  finance  through  bank  overdrafts.  The  bank 
advances  to  livestock  salesmen  as  at  May  each  year  from  1951 
to  1957  have  been  as  follows  : — 

Advances  by  Scottish  Banks  to  Livestock  Salesmen 
£ million 

1951  0-4 

1952  0-5 

1953  0-4 

1954  0-5 

1955  0-5 

1956  0-3 

1957  0-4 

10.  Banks.  The  Scottish  banks  supply  the  bulk  of  short 
term  credit  to  farmers  in  Scotland  under  the  usual  overdraft 


I Crofter  tenure  is  a distiiun  form  of  tenure  under  separate  legislation.  Broadly 
speaking  and  prowde  their  own 
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MSied  in  towiships  with  the  rough  grazings 
nvely  while  the  " inbye  " land  is  individual^' 


arrangements.  The  banks  are  the  most  satisfactory  sources 
of  short  term  credit,  the  only  disadvantage  being  that  the 
duration  of  overdraft  facilities  cannot  be  guaranteed.  The 
interest  rates  are  normally  IJ  per  cent  above  the  Bank  Rate 
for  secured  loans  and  2 per  cent  above  for  unsecured  over- 
drafts. Tliere  is  no  official  estimate  of  the  proportion  of 
secured  and  unsecured  loans,  but  a Scottish  bank  general 
manager  has  said  “in  one  of  the  Scottish  banks  about  a 
third  of  the  tot^  of  farming  advances  is  not  covered  by 
security 

11.  Tenant  farmers  must  usually  borrow  on  nominal 
security  of  their  personal  creditworthiness  as  farmers  as  far 
as  this  can  be  judged  by  the  bank  or  pled^  non-agricultural 
assets,  because  under  Scottish  law  their  livestock  and  crops 
are  not  acceptable  as  security.  OwnCT-occupiers  can  offer 
their  land  as  legal  security  in  addition  to  whatever  personal 
standing  they  have  as  fanners.  Thus,  in  fact,  although  in 
Scotland  the  numbers  of  owner-occupiers  and  tenant  farmers 
are  roughly  equal  and  the  acreage  occupied  by  tenants  is 
^eater,  bank  advances  to  owner-occupiers  are  three  to  four 
times  as  much  as  those  to  tenants. 

12.  The  advances  by  Scottish  banks  to  farmers  as  at  28th 
May  each  year  from  1951  to  1957  have  been  as  follows  : — 


Advances  by  Scottish  Banks  to  Farmers  at  28th  May 


(£  million)^ 

Tenants  Owner-Occupiers 

1951  (Not  given  separately) 

1952  (Not  given  separately) 

1953  5-1  16-8 

1954  5-2  18'7 

1955  6-1  21-5 

1956  6-1  22-0 

1957  6-2  23-0 


Total 
19-3 
22-7 
21  -9 
24-0 

27- 6 

28- 1 
29-2 


Much  of  the  increase  in  bank  overdrafts  in  recent  years  has 
been  to  enable  farmers  to  purchase  their  farms.  The  amount 
of  these  loans,  which  are  in  practice  of  a long  term  nature,  are 
not  known  separately,  but  they  are  included  in  the  totals 
shown  above  for  owner-occupiers. 

13.  There  is  no  evidence  in  Scotland  that  the  foregoing 
sources  have  failed  to  meet  the  short  tom  credit  needs  of  the 
industry  at  any  time.  Li  particular,  the  banks  have  extended 
their  lending  to  help  tide  farmers  over  when  bad  weather  has 
adversely  affected  income  levels,  notably  as  they  did  in  1954/55. 

Medium  Term  Credit 

1 4.  This  is  for  periods  of  mainly  from  three  to  ten  years  to 
provide  for  ffie  purchase  of  breeding  stock,  farm  improvement 
under  the  Farm  Improvement  Scheme  or  the  Livestock  Rear- 
ing Act  for  example,  the  purchase  of  machinery  and  temporary 
buildings  and  similar  purposes.  An  immediate  direct  return 
(and  hence  a speedy  repayment  of  the  loan)  cannot  be  ob- 
tamed.  The  credit  period  is  generally  too  long  for  agricul- 
tural merchants  to  consider  and  the  capital  goods  to  be  pro- 
vided are  not  suitable  as  security  for  bank  loans. 

1 5.  Hire  purchase  of  machinCTy  is  becoming  more  common 
but  it  is  not  an  important  part  of  farmers’  interest  payments 
yet.  It  is  likeb'  that  farmers  have  a conservative  reluctance 
to  enter  into  hire  purchase  agreements,  but  as  this  is  overcome, 
hire  purchase  may  become  an  important  source  of  credit, 
mainly  for  the  purchase  of  machinery  and  equipment,  although 
this  may  well  depaid  on  whether  alternative  means  of  medium 
term  credit  are  developed  in  the  industry.  Potentially  it  is  a 
means  for  providing  medium  term  finance,  and  one  which 
would  be  open  to  many  yoimg  men  starting  farming  who 
might  have  no  other  source  of  credit.  Its  priucipal  disad- 
vantage is  that  it  is  expensive  as  compared  with  bank  credit. 

16.  Bank  credit.  There  is  little  doubt  that  bank  loans  do 
in  practice  provide  a source  of  medium  term  and  even  long 
term  finance,  mainly,  that  is,  to  owner-occupiers  who  can 
deposit  title  deeds  as  security. 

17.  The  need  for  the  extension  of  medium  term  credit 
facilities.  The  Government  assists  farmers’  medium  term 
investment  needs  with  various  grant  aid  schemes — ^principally 
the  Farm  Improvement  Scheme,  making  grants  avaOable  up 
to  one  third  of  the  cost  of  approved  work,  and  the  Livestock 


2 These  figures  are  aot  exectlj'  comparable  with  those  for  Great  Britain  in  the 
Ministiv’s  memorandum. 
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Rearing  Act,  which  provides  for  grants  up  to  one  half  the 
cost  of  improvement  schemes  on  upland  and  hill  farms.  But 
there  is  reason  to  think  that  some  farmers,  and  particularly 
small  tenant  farmers,  may  have  ditliculty  in  financing  their 
own  share  of  the  cost,  and  that  an  extension  of  medium  term 
credit  facilities  would  enable  these  nwn  to  make  fuller  use 
of  the  Government  schemes  for  modernising  and  extending 
their  farming. 

18.  As  the  extent  of  bank  advances  to  formers  shows  above, 
owner-occupiers’  borrowing  is  considerably  in  excess  of  ten- 
ants’. Although  to  some  extent  this  extra  credit  may  be  to 
meet  their  capital  needs  as  landowners,  rather  than  as  farmers, 
it  remains  true  that  they  have  potentially  a much  greater 
facility  to  obtain  credit  of  all  types  and  particularly  for  med- 
ium term  finance  which  constitutes  the  bulk  of  operating  capi- 
tal, than  have  tenant  farmers. 

19.  An  extension  of  medium  term  aedit  facilities  would 
assist  the  movement  out  of  milk,  eggs  and  pigs  (ail  short  term 
merchant-credit-based  enterprises)  into  the  longer  term  stock 
rearing  enterprises.  It  would  also  help  able  young  men  to 
enter  fanning  who  are  often  unable  to  raise  the  necessary 
capital — agriculture’s  field  of  recruitment  may  be  limited  by 
the  fairly  lar^  amount  of  capital  required. 

20.  The  need  appears  to  be  not  for  any  additional  source 
of  credit,  but  for  some  institutional  basis  to  supplement  bank 
managers’  or  other  lenders'  judgments  by  guaranteeing  far- 
mers’ creditworthiness.  This  might  be  developed,  for  instance 
on  the  lines  of  the  plan  devised  by  the  Farmers’  Union?  of 
Great  Britain  and  outlined  by  the  President  of  the  National 
Farmers’  Union  in  May,  1957. 

Section  IV— Long  Term  Credit 

21.  This  is  for  farm  purchase  or  permanent  improvements. 

22.  Scottish  Agricultural  Securities  Corporation 

Loans  are  panted  for  farm  purchase  for  appropriate 
periods  at  fixed  rates  of  interest.  The  amount  of  the  loan 
may  not  exceed  two-thirds  of  the  value  placed  on  the  property 
by  the  Corporation.  Repayment  is  by  half-yearly  instalments 
covering  both  principal  and  interest.  Interest  on  all  new 
loans  is  now  6J  per  cent  per  annum. 

23.  Improvement  loans  are  also  panted  to  landowners  to 
improve  agricultural  land  and  buildings.  The  loan  may  be 
for  the  full  cost  of  the  work  less  any  government  grant  and  is 
repayable  by  equal  half-yearly  instalments  spread  over  a 
period  not  exceeding  for^  years. 

24.  Application  in  either  case  is  made  through  any  of  the 


Scottish  banks.  The  Corporation  has  no  pov/er  to  grant 
loans  on  the  security  of  stock,  crops  or  implements. 

25.  The  advances  by  the  Corporation  outstanding  each 


year  from  1951,  have  been  as  follows  : 
Purchase 
£ million 

Improvement 
£ million 

1951 

1-3 

0-03 

1952 

14 

0-05 

1953 

1-6 

0-07 

1954 

1-7 

0 07 

1955 

1-7 

0 06 

1956 

1-9 

0 05 

1957 

Section  V 

2-1 

0 05 

GE.\ER.4L  COMMENTS 

26.  The  continuing  rise  in  advance  of  all  kinds,  and  es- 
pecially of  bank  advances,  since  1953  has  been  due  to  the  trend 
toward  owner  occupation  coupled  with  the  continuing  rises 
in  the  price  of  farm  supplies.  In  addition  bad  harvest  weather 
caused  a big  increase  in  1955. 

27.  There  has  been  no  widespread  complaint  in  Scotland 
of  shortage  of  short  term  and  long  term  credit  (these  have 
expanded  even  during  the  credit  squeeze)  though  individual 
cases  are  cited  from  time  to  time. 

28.  There  is  reason,  however,  to  think  that  the  situation 
may  not  be  so  satisfactory  where  medium  term  credit  is  con- 
cerned, esp>ecially  since  there  is  no  agency  specifically  fitted 
to  operate  in  that  field. 

29.  The  Department  has  always  taken  the  view  that  lending 
to  farmers  should  be  undertaken  by  tiie  established  institu- 
tions applying  normal  standards  of  creditworthiness  and 
that  it  would  be  undesirable  for  the  Department  to  try  to 
influence  their  lending  policies  to  secure  the  provision  of 
credit  to  particular  classes  of  farmers  or  cheap  credit  to  farmers 
generally.  The  Department  has  held  that  ability  to  pay  the 
current  rate  of  interest  is  a legitimate  test  of  the  tise  to  whici 
money  is  to  be  put.  It  has  been  accepted  that  not  all  farmers 
are  equally  creditworthy  and  that  some  would  be  classed  as 
“ bad  risks  ” and  find  it  difficult  to^borrow. 

30.  A scheme  designed  to  guarantee  farmers’  creditworthi- 
ness as  a basis  for  extending  medium  term  credit  facilities 
niKd  not  run  counter  to  these  principles. 

Juno  1958 


3.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  MINISTRY  OF  AGRICULTURE  FOR 
NORTHERN  IRELAND 


1.  The  purpose  of  this  memorandum  is  to  supplement,  as 
regards  features  peroliar  to  Northern  Ireland,  the  evidence 
submitted  by  the  Ministry  of  Agriculture,  Fisheries  and  Food. 

2.  Northern  Ireland  is  essentially  a country  of  owner 
occupiers,  due  mainly  to  the  operation  of  a series  of  Land 
Acts  dating  back  to  1870,  as  a result  of  which  most  farms 
formerly  held  under  contract  of  tenancy  passed  to  the  occu- 
piers, subject  to  the  payment  of  terminable  annuities.  The 
total  number  of  holdings  which  have  been  vested  in  occupiers 
is  122,200  with  an  area  of  2.715,700  acres— roughly  80  per 
cent,  of  the  total  acreage  of  land  in  Northern  Ireland.  "The 
amount  paid  by  these  occupiers  in  respect  of  terminable  land 
purchase  annuities  is  at  present  of  the  order  of  £900,000  per 
annum. 

3.  The  average  size  of  an  agricultural  holding  in  Northern 
Ireland  is  slightly  under  30  acres.  There  are  approximately 
48,000  holdings  under  30  acres  (out  of  a total  of  81 ,000  hold- 
ings in  the  country)  representing  about  one  quarter  of  the 
entire  area,  while  a further  half  is  divided  over  some  27.000 
holdings  ranging  between  30—100  acres.  The  bulk  of  the 
farms  are  operated  by  the  owners  and  members  of  the  familj’. 
The  number  of  other  workers  employed  represents  only 
one-twelfth  of  the  total  number  permanently  occupied  in  the 
agricultural  industry. 

4.  It  has  always  been  the  practice  in  Northern  Ireland  for  the 
State  to  advance  loans  on  a small  scale  to  farmers  for  specific 
purposes,  such  as  the  purchase  of  livestock.  During  the  war 
(193945)  a Scheme  of  hire  purchase  for  agricultural  machinery 
chiefly  tractors,  was  operated  by  the  Ministry  of  Agriculture 
for  Northern  Ireland  from  voted  monies  and  proved  very 
successful.  At  the  end  of  the  war  the  Development  Loans 


Act  (Northern  Ireland)  1945,  was  passed  which  established  an 
Agricultural  Loans  Fund  to  be  administered  by  the  Ministry 
of  Agriculture  (Northern  Ireland)  for  the  following  purposes 

(1)  The  development  and  improvement  of  agricultural 
land  and  live  stock  and  of  land  suited  for  forestry  or 
woodland  purposes. 

(2)  The  purchase  of  agricultural  machinery,  implements 
and  equipment,  and  the  purchase,  erection  or  improve- 
ment of  agricultural  buildings,  including  farm  dwelling 
houses  and  labourers’  cottages. 

(3)  The  development  of  small  rural  or  agricultural  indus- 
tries where  expenditure  of  a capita  nature  is  involved. 

(4)  The  purchase,  by  occupiers  of  agricultural  holdings  in 
rural  districts,  of  live  stock  and  poultry  and  seeds  or 
artificial  fertilisers  for  the  cultivation  of  their  holdings . 

It  will  be  noted  that  the  purchase  of  land  is  not  included. 
The  amounts  advanced  from  the  Fund  to  borrowers  in  the 
past  four  years  are  : — 

£’000. 


1954/55  309 
1955/56  324 
1956/57  195 
1957/58  297 


About  90  per  cent,  of  the  advances  are  in  respect  of  hire 
purchase  machinery  and  the  drop  in  1956/57  is  due  to  restric- 
tions on  this  form  of  credit  imposed  by  the  Board  of  Trade. 
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3.  MINISTRY  OF  AGRICULTURE  FOR  NORTHERN  DIELAND  {Continued 


5.  The  climate  being  eminently  suitable  for  the  production 
of  grass,  livestock  and  livestock  products  are  an  important 
factor  in  the  agricultural  economy  of  Northern  Ireland  and 
these  products  are  covered  by  the  price  guarantees  provided 
under  the  Agriculture  Act,  1947.  In  addition  the  various 
production  grants  are  also  available  to  Northern  Ireland 
farmers. 

6.  A scheme  in  respect  of  housing  on  farms  is  in  operation 
whereby  the  Ministry  of  Health  and  Local  Government  is 
authorised  to  pay  grants  direct  to  farmers  towards  the  cost  of 

(а)  providing  new  farmhouses  or  approved  workers’ 
houses  ; 

(б)  reconditioning  any  premises  on  a farm  to  make  them 
suitable  for  occupation  as  a farmhouse  or  approved 
workers’  dwelling. 

Up  to  the  end  of  1955,  grants  paid  amounted  to  £895,000 
in  respect  of  3,056  works  completed. 

7.  Northern  Ireland  farmers  are  subject  to  the  same  forms 
of  tax  and  rating  relief  as  in  Great  Britain. 

8.  As  in  Great  Britain,  the  joint  stock  banks  and  merchants 
provide  credit  facilities  to  Northern  Ireland  farmers.  Bank 
advances  amount  to  some  £6-6  million  and  it  is  estimated 
that  farmers  owe  their  merchants  some  £4  to  £5  million  for 


feeding  stuffs  and  some  £0-25  to  £1.25  million,  according  to 
the  time  of  the  year,  for  fertilisers.  It  is  considered  that  by 
reason  of  the  nature  of  the  rural  economy  in  Northern  Ireland 
merchant  credit  will  continue  to  be  an  essential  feature  in  the 
life  of  the  community. 

9.  In  general  it  may  he  said  that  there  are  facilities  in 
Northern  Ireland  for  aU  types  of  credit.  The  degree  to  which 
the  various  sources  are  utilised  depends  to  a great  extent  on 
the  purpose  for  which  the  credit  is  required  and  on  the  form 
of  security  demanded.  The  Northern  Ireland  farmer,  being 
as  a rule  the  owner  occupier,  is  in  a much  faett^  position  than 
a tenant  for  securing  credit  terms.  The  form  of  registration 
of  title  in  land  is  wsry  simple  and  this  makes  it  an  easy  matter 
to  effect  a charge  on  a hoIcUng  when  offered  as  security.  With- 
out some  form  of  security  it  is  difficult  for  any  medium  or 
long  term  credit  to  be  negotiated  and  the  question  of  the  risks 
which  it  is  legitimate  to  run  in  panting  such  credit  is  rather  a 
problem.  In  so  far,  as  present  facilities  are  deemedinadequate 
it  may  be  that  a scheme,  such  as  the  National  Farmers’  Union 
plan  referred  to  by  the  Ministry  of  Agriculture,  Fisheries  and 
Food,  may  fill  the  gap  and  even  supplant  some  of  the  existing 
forms  of  credit  to  the  advantage  of  the  agricultural 
community. 

June  1958 


4.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  CAPITAL  ISSUES  COMMITTEE* 


1.  On  behalf  of  the  Capital  Issues  Committee,  I have  now 
the  following  answers  to  give  to  the  questions  put  to  the 
Committee,  in  your  letter  from  the  Committee  on  the  Working 
of  the  Monetary  System. 

2.  We  are  eager  to  help  your  inquiries  in  every  possible  way. 
If,  as  you  will  notice,  we  have  not  been  able  to  give  any  answer 
to  some  parts  of  your  questions,  it  is  for  the  rather  insuperable 
reason  that  it  would  be  beyond  our  competence  to  do  so. 
Our  Committee  has  limited  functions.  We  should  explain 
them  a little  furthw,  because  there  are  some  current  mis- 
apprehensions about  them. 

3.  It  is  sometimes  thought  that  the  Capital  Issues  Commit- 
tee acts  as  a Tribunal,  that  is,  that  it  decides  applications  on 
its  own  authority.  That  is  not  so.  Its  status  is  no  higher 
than  that  of  an  advisory  committee,  appointed  by  the  Chan- 
cellor of  the  Exchequer  to  advise  him  on  applications  received 
by  the  Treasury  for  leave  to  make  issues  or  loans.  The 
Capital  Issues  Committee  gives  its  advice  in  the  form  of  re- 
corrunendations  to  the  Chancellor  of  the  Exchequer,  and  we 
are  informed  whethar  he  has  accepted  our  recommendation 
or  not,  or  he  may  ask  us  to  give  further  consideration  to  a 
case.  Our  functions  are  thus  wholly  advisory,  not,  as  it 
were,  judicial. 

4.  Again,  it  is  sometimes  thought  that  the  Capital  Issues 
Committee  is  an  executive  body,  administering  the  control 
of  issues  and  loans.  That  also  is  not  so.  We  have  no  such 
functions  in  addition  to  oiu  advisory  function  just  described. 
Administrative  control  in  these  matters  is  in  the  hands  of  the 
Treasury.  lii  this  connection  I should  stress  that  the  Capital 
Issues  Committee  is  concerned  primarily  with  the  purpose 
for  which  an  issue  or  loan  is  needed  and  its  urgency,  and  not 
with  the  amount  of  it  if  reasonable  in  relation  to  the  purpose. 

5.  Lastly,  by  way  of  explanation  of  the  functions  and  capa- 
city of  the  Capital  Issues  Committee,  I should  observe  ihat 
the  Committee  is  not  itself  responsible  for  public  policy  in  the 
matter  of  the  purposes  for  which,  or  the  conditions  under 
wbiich,  applications  should  be  granted  or  refused.  It  makes 
its  recommendations  to  the  Chancellor  of  the  Exchequer  in 
accordance  with  directives  received  from  him  as  to  the  policy 
of  Her  Majesty’s  Government  in  these  matters. 

6.  I trust  that  these  explanations  will  explain  why  we  have 
found  that  it  would  be  beyond  our  competence  ourselves  to 
give  full  answers  to  some  of  your  questions.  Nevertheless, 
such  answers  are  to  be  found  in  the  memorandumf  on  these 
matters  supplied  to  your  Committee  by  the  Treasury,  which 
is  the  authority  competent  to  answer  them. 


• See  Minutes  of  Evidence  Qtis.  6087  to  6248, 
t See  Tre*5ury  Paper  No.  8. 


7.  The  best  answers  then  which  we  can  give  are  these  : — 

(0  Relations  between  your  Committee  and  the  Treasury, 
the  Bank  of  England,  and  the  issuing  houses. 

The  relations  of  the  Capital  Issues  Committee  with  the 
Treasury  are  that  it  is  appointed  by  the  Chancellor  of  the  Ex- 
chequer to  advise  him  on  applications  for  leave  to  make  issues 
or  loans,  in  accordance  with  published  rules  as  to  the  need  for 
such  leave,  and  in  accordance  also  with  directives  as  to  public 
policy  in  the  matter,  given  by  the  Chancellor  of  the  Exchequer 
for  our  guidance  in  making  our  recommendations  to  him. 

The  Committee  does  not  deal  with  borrowings  by  the 
British  Government  or  Overseas  Governments.  Since  July, 
1946  the  Committee  has  been  relieved  of  advising  on  applica- 
tions for  consent  to  borrowing  by  Local  Authorities. 

From  the  Bank  of  England,  the  Capital  Issues  Committee, 
in  applications  involving  the  rules  governing  foreign  exchange, 
receives  information  as  to  the  action  taken  by  the  Bank,  under 
its  powers  in  respect  of  that  aspect  of  such  applications.  The 
Bank  also  reports  to  the  Committee  on  applications  relating 
to  hanking  capital  and  there  has  always  been  a member  of  the 
Committee  who  is  a member  of  the  Bank. 

With  the  issuing  houses  the  Capital  Issues  Committee  has 
no  relations,  other  than  those  which  they  have  with  other 
applicants,  when  such  a house  is  itself  an  applicant. 

(ii)  The  adequacy  of  present  arrangements  for  the  control 
of  capital  issues. 

(rVz)  The  suggestion  that  a frequent  report  on  the  Capital 
Issues  Committee's  activities  should  be  published  and 
that  changes  in  Government  policy  should  be  the  subject 
of  fuller  exposition  to  the  public. 

These  two  questions  relate  in  substance  to  adtninistrative 
aspects  of  the  control,  and  it  is  to  them  in  particular  that  I 
allude  in  my  references  at  the  outset  of  this  letter  to  the  nature 
of  the  status  and  capacity  of  the  Capital  Issues  Committee, 
and  their  limitations.  Such  matters  of  administration  are  in 
the  hands  of  the  Treasury,  as  the  responsible  executive  depart- 
ment ; and  they  are  dealt  with  in  the  memorandum  from  the 
Treasury. 

(zv)  The  influence  of  changes  in  rates  of  interest,  especially 
in  relation  to  the  flow  of  various  classes  of  new  issues, 
and  the  use  of  bank  advances. 

As  mentioned  above,  the  Capital  Issues  Committee  is  con- 
cerned primarily  with  the  purposes  for  which  applications 
are  made.  We  have  not,  and  we  have  no  means  of  cohectrag, 
statistics  adequate  to  throw  much  light  upon  this  question. 
We  have  records  of  the  applications  accepted  and  refused  ; 
and  study  of  these  gives  a general  idea  of  the  flow  of  various 
classes  of  issues  and  loans.  Information  under  this  heading 
is  being  prepared  for  your  use. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


178 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Cantinuedi 


Other  Government  Departments  etc. 


(v)  The  influence  of  the  Chancellor's  requests  to  bankers, 
in  so  far  as  they  have  affected  cases  coming  before  the 
C.I.C. 

Except  in  so  far  as  the  records  referred  to  in  the  last  question 
throw  light  upon  the  influence  of  the  requests  made  by  the 
Chancellor  of  the  Exchequer  to  bankers,  we  have  at  the 
Capital  Issues  Committee  no  direct  means  of  estimating  the 
effect  of  those  requests.  We  do  not  know,  for  instance, 
whedier,  when  an  applicant  applies  for  a loan  from  a source 
other  than  a bank,  his  bank  has  refused  him  a loan.  But  we 
may  add  that  we  receive  from  the  applications  which  come  to 
us  the  impression  that  there  has  b«n  a steady  hardening  of 
the  attitude  of  the  banks  in  the  matter,  and  that  this  is  in  re- 


sponse to  the  Chancellor  of  the  Exchequer’s  requests.  Our 
directives  from  the  Chancellor  in  respect  of  borrowing  from 
banks  are  dealt  with  in  the  Treasury  memorandum. 

8.  Generally,  answers  to  those  of  your  questions  which  for 
the  reasons  given  we  are  unable  to  deal  at  the  Capital  Issues 
Committee  will  be  found,  we  believe,  in  the  memorandum 
from  the  Treasury. 

9.  Let  me  add  that  the  Capital  Issues  Committee  is  most 
willing  to  help  your  inquiry  in  any  further  way  within  its 
power. 

Kennet 

August  1958 


5.  MEMORANDA  OF  EVIDENCE  SUBMITTED  BY  THE  DEVELOPMENT  COMMISSION 


1.  In  terms  of  Part  I of  the  Development  and  Road  Im- 
provement Funds  Act,  1949,  the  Development  Commissioners 
are  concerned,  inter  alia,  with  the  development  of  rural  in- 
dustries. The  Act  empowers  the  Commissioners  to  recom- 
men<i,  for  this  purpose,  grants  and  loans  from  the  Develop- 
ment Fund,  to  bodies  not  trading  for  profit  and  to  frame 
schemes  themselves  with  a view  to  their  adoption  by  a body 
elieble  to  receive  assistance  from  the  Fund.  Advances  from 
the  Fund  are  made  by  the  Treasury,  who  can  veto  the  Com- 
missioners’ recommendation  but  cannot  incur  expenditure 
from  the  Fund  without  the  Commissioners’  recommendation. 

2.  The  main  agencies  chosen  by  the  Commissioners  to 
carry  out  the  executive  functions  through  which  the  Commis- 
sion’s policy  for  the  development  of  rural  industries  is  imple- 
mented are  : — 

The  Rural  Industries  Bureau 

The  Scottish  Country  Industries  Development  Trust 
The  Rural  Industries  Loan  Fund 
Rural  Communis  Councils  (County  Organisations) 
which  employ  Rural  Industries  Organisers  and  main- 
tain local  Rural  Industries  Committees  (in  England 
and  Wales  only). 

3.  These  organisations  are  all  independent  self  governing 
bodies  though  the  first  three  are  financed  entirely  from  the 
Development  Fund  and  the  Rural  Conununity  Councfls  are 
assisted  from  the  Fund. 

4.  The  functions  of  the  Rural  Lidustries  Bureau,  Scottish 
Country  Industries  Development  Trust  and  Rural  Mustries 
Loan  Fund  are  briefly  explained  in  the  memoranda  submitted 
by  those  bodies  and  enclosed  herewith. 


5.  The  function  of  the  Rural  Commimity  Councils  in  the 
sphere  of  rural  industries  is,  broadly,  to  further  locally,  in  the 
English  and  Welsh  counties,  the  work  of  the  central  organi- 
sations described  above. 

6.  Over  a number  of  years  the  experience  of  the  officers  and 
governing  bodies  of  the  Rural  Industries  Bureau,  Scottish 
Country  Industries  Development  Trust  and  Rural  Indmtries 
Loan  Fund  has  led  them  to  the  view  that  there  is  a need  for  a 
scheme  for  the  provision  of  working  capital  for  rural  crafts- 
men to  supplement  the  facilities  avmlable  for  the  acquisition 
of  equipment  and  workshops  through  the  Rural  Industries 
Loan  Fund  and  the  help  given  by  way  of  advice  and  instruc- 
tion through  the  Rural  Industries  Bureau  and  the  Scottish 
Country  Industries  Development  Trust.  Representations  on 
the  subject  have  been  made  by  these  organisations  to  the 
Commissioners,  who  have  had  under  consideration  the  sub- 
mission to  the  Treasury  of  a scheme,  to  be  financed  from  the 
Development  Fund,  designed  to  meet  fiiat  need.  In  view, 
however,  of  the  pressing  need  to  curtail  public  expenditure  at 
the  present  time,  the  Commissioners  are  likely  to  defer  their 
submission  to  the  Treasury  until  a more  appropriate  occasion. 

7.  As  the  organisations  mentioned  above  are  in  close  day 
by  day  touch  with  rural  craftsmen  and  as  it  is  to  these  organi- 
sations that  the  Commissioners  look  for  detailed  information 
in  this  flield,  we  have  thought  it  right  that  evidence  should  be 
offered  to  your  Committee  by  the  Rtiral  Industries  Bureau, 
the  Scottish  Country  Industries  Development  Trust  and  the 
Rural  Industries  Loan  Fund  Society  in  their  own  words  rather 
than  that  we  should  attempt  to  int^ret  their  views. 

November  1957. 


MEMORANDUM  BY  RURAL  INDUSTRIES  BUREAU 


1 . The  evidence  herewith  submitted  by  the  Rural  Industries 
Bureau  demonstrates  the  need  for  essential  working  capital 
for  small  rural  firms  and  the  ioadequacg'  of  present  facilities. 
Definitions 

2.  For  the  present  purpose  working  capital  is  regarded  as 
the  financial  means  which  the  owner  of  a rural  business  wishes 
to  retain  for  use  in  his  business  for  a period  exceeding  the 
normal  overdraft  accommodation  facflities  of  banks.  By 
small  firms  is  meant  one-man  businesses,  partnerships,  or 
limited  companies,  producing,  processing  or  servicing  goods 
and  employing  as  a rule  no  more  than  20  skilled  operatives, 
excluding  appraitices  and  office  staff.  These  are  businesses 
of  the  kind  of  which  the  Rural  Industries  Bureau  has  special 
knowledge. 

Rural  Industries  Bureau 
Objects 

3.  The  Trust  Deed  of  the  Rural  tidustries  Bureau  states 
that  “ the  purpose  for  which  the  Bureau  is  constituted  is  to 
collect  and  diffuse  information  as  to  rural  industries  and  mat- 
ters wnnected  therewith,  and  to  take  any  steps  which,  in  the 
opinion  of  the  Trustees,  are  necessary  or  ancillary  to  that 
purpose  The  Trustees  have  set  up  a Councfl  of  the  Rural 
Industries  Bureau  of  which  they  are  ex-Officio  members.  This 
Council  is  representative  of  the  many  Government  depart- 
ments, trade  associations  and  voluntary  agencies  concerned 
with  the  development  of  rural  industries.  In  addition  to 
nominated  representatives,  there  are  included  some  private 
members,  invited  because  their  particular  knowledge  and 


experience  has  a direct  bearing  on  the  tasks  which  concern 
the  Council — ^the  planning  and  supervising  of  a national  policy 
to  maintain  and  develop  rural  industries  in  England  and  Wales. 
The  Scottish  Country  Industries  Development  Trust  performs 
a similar  function  in  Scotland,  and  the  whole  of  the  work  is 
financed  by  annual  ^ants  made  from  the  Development  Fund 
on  the  recommendation  of  the  Development  Commissioners. 

4.  The  aim  of  the  Bureau  is  the  prosp^ity  of  the  country- 
side and  the  encouragement  of  local  industry.  It  is  the  Bur- 
eau’s function  to  provide  technical  advice  and  instruction 
needed  to  assist  this  development.  The  Bureau  is  not  an 
organisation  to  preserve  ancient  crafts,  as  such,  or  out-dated 
techniques.  The  Trustees  recognise  interdependence  of 
town  and  country,  and  contend  that  village  workshops,  essen- 
tial to  the  count^side,  can  also  benefit  those  towns  which 
depend  on  the  products  of  the  countryside.  They  conform 
to  the  policy  followed  by  successive  govCTnments  of  encourag- 
ing the  growth  of  small  industries  in  country  ffistricts  by  the 
development  of  those  existing  already  and  by  means  of  assis- 
tance to  those  setting  up  new  industries.  Openings  for  young 
people  provided  in  this  way  help  to  check  the  decline  of  rural 
populations. 

5.  Industries  located  in  villages  and  country  towns  of  up 
to  10,000  population  and  employing  up  to  20  journeymen, 
are  normally  eligible  for  assistance.  First  emphasis  is  placed 
on  improving  the  efficiency  and  range  of  sldll  of  those  under- 
takings which  directly  serve  agriculture  (including  forestry) 
and  close  contact  is  maintained  with  the  needs  of  the  faiming 
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industry.  Businesses  which  can  make  some  contribution  to 
the  production  of  goods  for  export  also  receive  special  atten- 
tion. 

6.  The  economic  development  of  rural  areas  is  the  immedi- 
ate concern  and  ultimate  aim,  with  a recognition  of  the  dose 
link  between  national  needs  and  those  of  the  countryside. 
Organisation  and  staff 

7.  Through  a full-time  staff  of  rather  more  than  one  hun- 
dred ^d  through  part-time  consultants  the  Bureau  provides 
technical  advice  and  instruction  to  country  businesses.  Most 
of  its  staff  are  technicians  expert  in  various  skilled  agricultural 
engineering  and  woodworl^g  trades.  The  remainder  are 
men  of  experience  in  the  clay  industries,  saddlery,  thatching, 
■underwood,  wrought  ironwork,  textUes  and  miscellaneous 
trades  ; in  marketing,  costing  and  business  methods,  and 
some  are  concamed  with  technical  publications,  exhibitions 
and  information. 

County  Organisation 

8.  For  local  organisation  the  Rural  Industries  Bureau 
relies  mainly  on  the  services  of  the  Rural  Community  Coimids 
— bodies  composed  of  local  representatives  of  statutory  and 
volimtary  organisations,  whose  main  concern  is  the  well-being 
of  the  rural  community  in  their  own  county.  These  thirty- 
nine  Councils,  each  with  its  Secretary,  are  grant-aided  from 
the  Development  Fund  on  the  recommendations  of  the  Deve- 
lopment Commissioners  to  permit  the  employment  of  forty- 
three  full-time  Rural  Industries  Organisers.  Tluough  tfiem 
and  their  Rural  Industries  Committees  national  policy  can  be 
applied  with  due  regard  to  local  circumstances  ; they  form 
the  instrument  through  which  the  technical  services  of  the 
Bureau  can  reach  rural  industries.  Membws  of  the  Rural 
Industries  Committees  include  representatives  of  Govemmait 
departments,  local  authorities,  trade  assocations,  agricultural 
interests,  and  individuals  with  special  qualifications  or  interests 
in  rural  industries.  They  are  assisted  by  the  Bureau’s  Area 
Officers,  and  the  Regional  Officers  of  the  National  Council 
of  SocM  Service,  eacdi  of  whom  acts  as  assessor. 

Rural  Industries  Loan  Fund  Limited 

9.  Working  as  an  integral  part  of  the  organisation  to  deve- 
lop rural  industries  is  Rural  Industries  Loan  Fund  Limited. 
The  administration  of  the  Equipment  and  Workshop  Loan 
Funds  is  in  the  hands  of  the  Committee  of  Management  of 
Rural  Industries  Loan  Fimd  Limited.  They  use  the  Rural 
Community  Councils  as  their  agents  in  the  counties,  but  the 
Bureau  advises  on  the  suitability  of  equipment  and  workshop 
proposals  and  provides  instruction  in  ffie  use  of  equipment 
when  installed.  Bad  debts  of  the  Funds  have  amounted  to 
less  than  one-half  per  cent — a fact  attributable  not  only  to 
the  integrity  of  the  borrower,  but  also  to  the  care  of  Commit- 
tees and  Organisers  in  presenting  applications.  The  work 
of  the  Rural  Industries  Loan  Fund  Limited  is,  in  fact,  com- 
plementary to  the  general  work  of  the  Bureau  and  its  county 
associates,  and  advances  the  purpose  for  which  the  Bureau  is 
established. 

The  Need  for  Working  Capital 

10.  The  funds  provided  by  Rural  Industries  Loan  Fund 
Limited  only  go  part  of  the  way  towards  sol-ving  the  financial 
problems  of  the  small  rural  business.  Their  most  insistent 
need  is  for  long-term  working  capital. 

11.  From  all  quarters  in  the  rural  industries  organisation 
evidence  has  for  many  years  been  put  forward  of  the  need  for 
working  capital  if  country  businesses  are  to  develop  and  if  the 
organisation  is  to  carry  out  its  task  properly. 

12.  In  the  past  working  capital  has  been  provided  largely 
by  family  and  local  finance  and  it  is  still  occasionally  available 
from  this  source,  but  inareasing  taxation  on  income,  and 
death  duties  have  ^eatly  curtailed  the  funds  available  for 
developing  small  businesses.  It  is  also  possible  that  the  longer 
expectation  of  life  has  made  the  older  generation  less  willing 
to  make  capital  available.  Facilities  such  as  hire  purchase 
and,  in  the  absence  of  credit  restrictions,  short  term  loans 
from  banks  do  not  provide  the  solution  as  they  are  of  limited 
application. 

13.  The  major  part  of  the  gap  in  the  financial  structure 
of  the  United  Kingdom,  as  propounded  by  the  Committee 
on  Finance  and  Industry,  1929-31  (Macmillan  Committee) 
was  filled  by  the  fotmding  of  the  Finance  Corporation  for 
Industry  and  the  Industrial  and  Commercial  Finance  Corpora- 
tion, but  no  arrangements  have  been  made  for  providing  small 
amounts  of  working  capital,  i.e.  below  £5,000  for  small 
enterprises. 


14.  In  an  age  of  change  and  technical  development  the 
need  for  working  capital  is  increased.  The  trend  towards 
mechanised  processes,  for  new  and  quite  often  expensive 
materials,  involves  greater  use  of  capital  if  small  country  firms 
are  not  to  be  squeezed  out. 

15.  The  types  of  cases  can  be  classified  roughly  as  follows;- 

(a)  Permanent  working  capital  for  stock  and  wages, 

especially  as  such  items  have  become  relatively  more 
expensive. 

(h)  The  taking  over  of  an  established  business  by  a young 
person. 

(c)  The  general  expansion  of  an  existing  business,  particu- 
larly the  development  of  an  export  market. 

Id)  The  establishment  of  a business  of  the  traditional  type 
in  an  area  where  it  is  needed. 

(e)  Introducing  a new  industry  into  a rural  area. 

16.  Some  recent  examples  in  the  above  categories  are  given 
in  the  Appendix*  to  ttus  memorandum.  These  are  cases 
where  the  clearing  banks  would  be  unwilling  to  provide  the 
capital  required  even,  at  a time  when  credit  restrictions  do  not 
operate.  It  is  believed  that  the  reasons  are  partly  the  absence 
of  acceptable  security  and  partly  the  period  of  time  for  which 
the  finance  is  required, 

17.  The  need  for  working  capital  has  been  confirmed  by 
sample  findings  of  a current  survey  of  small  businesses  in 
viUages  and  coimtry  towns  of  England  and  Wales  in  the  course 
of  which  35,000  concerns  have  been  recorded  in  addition  to 
the  12,000  craftsmen-businesses  already  within  the  scope  of  the 
organisation’s  activities. 

Suggested  Solutions 

18.  A Working  Capital  Loan  Fund  should  be  established 
to  enable  the  maWng  of  loans  of  up  to  £5,000  each  for  periods 
up  to  20  years,  adniiaistered  by  Rural  Industries  Loan  Fund 
Limited  on  the  lines  of  their  existing  schemes  for  equipment 
and  workshops.  This  limit  would  prevent  overlapping  with 
the  field  covered  by  the  Ind-ustrial  and  Commercial  Finance 
Corporation  Limited. 

19.  Repayments  of  loans  should  not  encotmter  serious 
difficulties  as  the  experience  of  Rural  Industries  Loan  Fund 
shows,  but  care  should  be  taken  that  no  overcapitalisation 
takes  place,  i.e,  the  relation  between  repayments  and  the  size 
of  the  loans  must  be  carefully  watched.  Only  in  exceptional 
cases  should  it  be  possible  to  borrow  simultaneously  from 
more  than  one  of  the  three  Funds  (Equipment,  Loan  Fund, 
Workshop  Loan  Fund  and  the  suggested  Working  Capital 
Loan  Fund).  A careful  assessment  of  the  soundness  of  the 
borrower  and  his  business  prospects,  including  the  ability  to 
repay,  must  precede  each  loan  ; and  the  growth  potential 
of  quite  a number  of  firms  will  be  such  that  when  they  have 
been  helped  ov«  the  initial  pffl-iod,  they  will  be  able  to  tap 
other  sources  of  capital  such  as  the  Industrial  and  Commercii 
Finance  Corporation  Limited,  enabling  them  to  rqjay  the 
loans  suggested  here. 

20.  The  normally  .high  cost  of  administering  loans  in 
relatively  small  amounts  has  been  subsidised  in  the  Equipment 
and  Workshop  Loan  Funds  administered  by  the  Rural  In- 
dustries Loan  Fimd  Limited,  since  a large  part  of  the  cost  has 
been  borne  by  the  Rural  Industries  Bureau  and  its  county 
associates  in  their  normal  operational  expenses  in  accordance 
■with  approved  policy  in  assisting  the  development  of  rural 
ind'ustries. 

21.  Other  solutions  might  be  suggested  by  the  experience 
of  overseas  countries  in  successfiilly  providing  financial  help 
to  small  businesses.  Such  facilities  exist  in  most  Western 
European  countries  and  in  the  United  States  of  America. 
Examples  can  be  found  in  Switzerland  and  Holland  where 
the  cS'edit  Guarantee  Co-operatives  and  the  Middenstands 
Bank  respectively,  are  backed  by  government  guarantees. 

November  1957 


* Not  reprinted  in  this  record  of  evideace, 
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MEMORANDUM  BY  SCOTTISH  COUNTRY  INDUSTRIES  DEVELOPMENT  TRUST 


INTRODUCTION 

1.  The  Scottish  Country  Industries  Development  Trust 
was  established  in  1936  in  accordance  with  a scheme  framed 
by  the  Development  Commissioners  in  collaboration  with  the 
Department  of  Agriculture  for  Scotland  to  encourage  and 
develop  country  trades  and  industries.  It  carries  out  its  work 
by  providing  an  instructional  and  advisory  service  on  tech- 
nical matters  such  as  workshop  layout,  workshop  equipment 
and  machinery,  engineering,  wrought  iron  and  welding  tech- 
niques and  methods  of  adapting  modem  processes  and  materi- 
als to  country  workshops.  The  trades  covered  by  this  service 
include,  for  example,  blacksmiths,  agricultural  engineers, 
joiners,  boatbuilders,  brick  and  tile  manufacturers,  potters 
and  weavers.  In  addition  to  this  technical  service  the  Trust 
interests  itself  in  the  welfare  and  development  of  all  types 
of  country  craftsmen  providing,  amongst  other  services, 
advice  and  assistance  in  costing,  bookkeeping  and  marketing. 

2.  The  Trust  also  acts  as  the  Agent  in  Scotland  for  the 
Rural  Industries  Loan  Fund  Limited,  and  accepts  and  advises 
on  applications  from  eligible  rural  tradesmen  for  lo^s  to 
purchase  equipment  and  workshops.  The  Trust  in  its  ad- 
visory and  instmctional  work  is  the  counterpart  in  Scotland 
of  the  Rural  Industries  Bureau  iu  England  and  Wales. 

3.  In  addition  to  a technical  and  administrative  staff  of 
twenty  b^d  on  its  Headquarters  at  27,  Walker  Street, 
Edinburgh,  the  Trust  employs  ten  Organisers  as  field  officers, 
each  of  whom  is  responsible  for  an  area  of  rural  Scotland. 
These  Org^sers  maintain  close  liaison  with  all  rural  trades- 
men in  their  area  and  are  thoroughly  informed  on  the  difficul- 
ties and  problems  with  which  rural  tradesmen  are  faced. 

4.  The  case  histories*  which  appear  in  the  latter  portion 
of  this  memorandum  have  been  taken  from  areas  where  the 
Organisers  have  had  not  less  than  seven  years  experience,  and 
it  can  safely  be  said  that  they  are  thoroughly  qualified  to 
express  authoritative  opinions  on  the  problems  and  diffi- 
culties of  country  tradesmen. 

Aim  of  memorandum 

5.  This  memorandum  aims  to  provide  evidence,  from  the 
experience  of  the  Trust  in  its  work  throughout  rural  Scotland, 
of  the  need  to  provide  special  credit  facilities  for  rural  crafts- 
men. Before,  however,  considering  this  evidence  the  Trust 
feels  it  important  to  set  out  the  reasons  which,  in  its  opinion, 
make  such  special  credit  facilities  desirable  and  to  indicate 
the  field  whic&  such  facilities  would  be  required  to  cover. 

Basic  causes 

6.  In  the  opinion  of  the  Trust  there  are  three  main  causes 
which  make  some  scheme  to  provide  credit  to  rural  craftsmen 
desirable  : — 

(a)  Rural  tradesmen,  of  the  type  with  whom  the  Trust 
deals,  carry  on  their  businesses,  in  the  majority  of  cases, 
with  very  small  capital  resources  and,  as  a result,  they 
cannot  lay  out  more  than  small  amounts  of  money  in 
forward  payments  for  raw  materials  whilst  at  the  same 
time  awaiting  payment  from  customers  for  work  done  or 
in  progress.  The  position  is  made  worse  by  the  difficulty 
rural  tradesmen  find  in  getting  quick  payment  from 
their  individual  customers — a position  which  is  partly 
due  to  the  tradesmen’s  own  ineptitude  in  rendering 
accounts,  partly  to  his  fear  of  losing  custom  if  request 
is  made  for  early  payment  and  partly  to  the  attitude  of 
his  customers  who,  through  thoughtlessness  and  tradi- 
tion, are  apt  to  treat  the  rural  tradesmen’s  accounts 
as  ones  which  can  most  easily  be  set  aside  for  payment 
at  a later  date.  In  the  case  of  contracts  large  stocks 
of  raw  materials  are  normally  required  and  the  time 
lag  between  the  purchase  of  such  stocks  and  draws  on 
account  for  work  completed — which  are  not  given 
before  the  work  has  been  surveyed  and  measured — in 
many  cases  is  greater  than  the  capital  resources  of  the 
rural  tradesman  can  stand. 

(b)  The  difficulty  rural  tradesmen  have  in  ^tting  credit. 
In  the  past  banks  would  lend  money  to  reputable  sm^l 
tradesmen  on  “ sight  of  contract  ” or  in  similar  cir- 
cumstances, but  not  so  now.  Furthermore,  whole- 
salers who  were  formerly  ready  to  supply  raw  materials 
on  credit  now  require  payment  before  delivery  or,  at 
the  best,  are  prepared  to  give  less  credit  than  formerly 
and  to  require  earlier  repayment 

Both  these  factors  make  trading,  let  alone  developing, 


very  difficult  for  the  small  man  with  little  capital  to 
fall  back  upon. 

(c)  Many  rural  businesses  are  finances  by  one  man  or  one 
family,  and  it  is  rarely  possible  for  such  businesses 
to  raise  extra  capital  from  outside  private  sources. 

7.  Because  of  this  background  of  low  capital  resources 
and  the  present  lack  of  credit  facilities  to  finance  the  inevitable 
time  lag  between  purchase  of  raw  materials  and  payment  for 
services,  some  form  of  working  capital  loan  is  badly  needed 
if  the  services  rendered  by  the  small  rural  tradesman  to  the 
community  are  to  be  maintained  or  developed. 

Types  of  cases  requiring  assistance 

8.  In  considering  the  type  of  cases  which  might  qualify  for 
assistance,  available  evidence  seems  to  indicate  the  need  of  the 
following  categories  : — 

(a)  Established  Businesses 

(i)  The  small  man  who  could  have  obtained  and 
carried  out  a good  contract  in  his  own  locality 
and  at  less  cost  to  the  customer  had  he  had  the 
capital  with  wMch  to  purchase  raw  materials. 

(ii)  A Kpiall  firm  which,  given  working  capital,  might 
enter  or  make  more  headway  in  the  export  trade. 

{iii)  A tradesman  or  craftsman  of  repute  who,  through 
ill  hf‘alTh  or  other  misfortune,  has  met  with  a 
temporary  setback. 

(iv)  The  small  business  which  is  valuable  to  the  rural 
community  (either  throu^  the  employment  it 
offers  or  the  service  it  renders)  and  wMch  is  Imving 
to  restrict  its  activities  or  is  faced  with  having  to 
dose  down  due  to  lack  of  capital  resources. 

(b)  New  Businesses 

(i)  A partner  or  able  and  qualified  employee  wishing 
to  take  over  a business  on  the  death  or  retirement 
of  the  owner. 

(ii)  Young  men  of  integrity  and  skill  wishing  to  start 
a business  on  their  own  in  a rural  or  low  employ- 
ment area  where  such  a business  is  required. 

In  both  the  above  cases  the  Trust  feels  it  important 
to  bear  in  mind  the  position  of  the  ex-apprentice 
who  has  been  trained  under  one  of  the  approved 
schemes  which  have  recently  been  started  in  Scot- 
land and  which  are  proving  so  successful.  A 
scheme  which  would  enable  such  men  to  set  up  in 
business  on  their  own  in  due  course,  by  providing 
the  necessary  working  capital,  would  encourage 
the  apprentices  and  stimulate  recruitment  to  the 
rural  craft  trades. 

(c)  Craft  Centres 

For  setting  up  a “ Rural  Community  Craft 
Centre  ” in  remote  areas  where  such  a centre 
would  provide  remunerative  employment  within 
the  workers’  homes. 

In  all  the  above  cases  it  is  suggested  that  the  principal 
criterion  for  a loan  should  be  based  on  the  need  of  the  com- 
munity for  the  services  of  the  business. 

Evidence 

9.  In  considering  the  type  of  evidence  which  would  be 
useful  to  the  Commission  the  Trust  would  have  liked  to  in- 
clude some  indication  of  the  extent  of  the  requirement  and 
the  percentage  of  rural  craftsmen  by  categories  who  might  be 
expected  to  apply  for  credit  facilities.  They  do  not,  howevo", 
feel  themselves  in  a position  to  give  such  information  with  any 
degree  of  accuracy  because  no  survey  in  connection  with  this 
particular  problem  has  even  been  carried  out  and  records  are 
not  in.  the  Trust’s  possession  to  show  the  overall  extent  of  the 
requirement. 

10.  The  evidence  submitted  has,  therefore,  been  based  on 
the  knowledge  of  the  problem  gained  from  the  long  and  inti- 
mate d palings  of  the  Trust  with  the  country  craftsmen  and  is 
illustrated  by  giving  in  the  following  Appendix*,  as  examples 
of  the  need  for  special  credit  facilities,  a few  of  the  case 
histories  which  have  been  recorded. 


• Not  reprinted  in  this  record  of  evidence, 
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5.  Development  Commbsion 


MEMORANDUM  BY  RURAL  INDUSTRIES  LOAN  FUND  LTD. 


1.  Over  the  past  ten  years  Rural  Industries  Loan  Fund 
Limited  has  been  concerned  with  the  administration  of  two 
loan  ftinds  providing  assistance  for  specific  purposes  to  small 
scale  businesses  in  the  country  areas  and  smaller  market 
towns  of  Great  Britain.  Under  the  one — ^the  Craftsmen’s 
Workshops  Loan  Fund — ^help  can  be  given  towards  the 
acquisition  and/or  improvement  of  working  accommodation  ; 
under  the  other — the  Equipment  Loan  Fund — towards  the 
installation  of  modem  machinery.  The  capital  resources 
required  are  made  available  by  advances  from  the  Develop- 
ment Fund  and  the  aim  of  the  schemes  is  to  help — 

(a)  in  the  improvement  of  working  conditions  in  the 
country  so  that  they  may  more  nearly  approach  those 
offered  in  urban  workshops,  thus  removing  one  of  the 
reasons  why  younger  men  seek  work  in  the  towns  ; 

(b)  in  the  provision  of  alternative  opportunities  for  em- 
ployment in  the  countryside  and  so  to  maintain  a 
balanced  economy  as  well  as  stopping  migration  to 
the  towns  ; 

(c)  in  the  provision  of  an  efficient,  on-the-spot  service  of 
repair  to  agriculture  ; 

(d)  in  the  ability  of  these  small  industries  still  further  to 
increase  their  contribution — at  the  present  date  no 
mean  one — to  the  national  output. 

2.  The  limitations  which  are  at  present  set  to  the  two  exist- 
ing funds  are  that  the  business  assisted  shall  be  engaged  in 
one  of  the  servicing  trades  (primarily  repairs  to  agricultural 
machinery  and  fishing  boats)  or  producing  trades  (other  than 
food),  that  it  shall  employ  not  more  than  twenty  skilled  men, 
that  it  shall  be  located  in  a rural  area  or  small  market  town  and 
that  the  assistance  under  either  fund  shall  not  exceed  £2,000 
— although  in  practice  loans  of  this  size  have  hitherto  been 
rare.  Security  is  taken  for  advances  under  the  Workshops 
Loan  Fund  Scheme,  usually  in  the  form  of  a mortgage  on  the 
property,  but  loans  made  under  the  Equipment  Loan  Fund 
are  unsecured  except  where  the  Committee  of  Management 
feels  that  the  size  of  the  loan  calls  for  an  exception  to  be  made. 
Interest  is  charged  on  all  loans,  the  rate  which  is  laid  down  by 
the  Treasury  genert^y  having  regard  to  comparable  rates 
payable  under  the  Public  Works  Loan  Board.  To  date  some 
5,000  individual  craftsmen  or  firms  have  made  use  of  the  faci- 
lities, many  having  been  assisted  on  a number  of  occasions 
over  the  acquisition  of  new  machinery,  and  in  the  ten  years 
to  31st  March,  1957,  approximately  £900,000  had  been 
advanced. 

3.  These  figures  are  quoted  as  evidence  of  the  value  of  the 
two  Loan  Funds  which  are  already  operating,  but  for  several 
years  the  Society  has  held  the  view  that  they  do  not  entirely 
fulfil  the  need  in  that  neither  allows  for  assistance  towards 
general  running  expenses.  It  may  be  said  these  working 
capital  needs  could  be  met  from  existing  credit  sources,  such 
as  the  banks  or  a finance  corporation  like  the  Industrial  and 
CommCTcial  Finance  Corporation.  So  far  as  the  latter  is 
concerned,  the  very  fact  that  £5,000  is  the  minimum  amount 
which  can  be  borrowed  destroys  its  usefulness,  for  the  majority 
of  the  tradesmen  who  are  the  Society’s  concern  do  not  require 
nor  could  they  carry  loans  of  that  size.  In  some  cases  an 
advance  of  no  more  than  a few  hundred  pounds  may  be  all 
that  is  required.  Here  would  seem  to  be  the  place  of  the  banks 
(leaving  aside  any  question  of  present  restrictions  on  credit), 
but  diflficulties  are  encountered  in  that  security  may  not  be 
available  at  all  or  not  in  a form  acceptable  to  a bank,  the 
period  for  which  assistance  is  required  is  too  long  to  conform 
with  bank  policy,  or  the  craftsman  is  nervous  of  entering  into 
an  arrangement  with  his  bank  because  the  loan  might  be 
called  in  with  very  little  notice.  In  the  past  many  small 
country  businesses  met  their  worldng  capital  needs  from  a 
personal  loan  provided  by  a member  of  the  family  or  a friend, 
but  present  day  conditions  make  this  kind  of  assistance  in- 
creasingly difficult  to  arrange, 

4-  The  Society  feels  that  particular  consideration  should 
be  given  to  cases  coming  under  the  following  categories  : — 

(1)  Younger  men  taking  over  established  businesses  where 
the  present  owner  wishes  to  retire  because  of  age  or 
ill-health.  As  an  example  may  be  quoted  a case  in 
the  Horae  Counties  where  a busy  farriery/smithing 
business  will  have  to  be  disposed  of  shortly  because 
of  the  owner’s  ill-health.  A very  competent  young 
man  at  present  working  not  fax  away  in  a similar  work- 
shop has  been  helping  in  his  spare  time  and  is  capable 
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of  taking  over  and  running  the  business.  In  spite 
of  the  fact  that  the  purchase  terms  would  be  made  as 
easy  as  possible  for  him,  he  cannot  even  consider  the 
purchase  because  of  lack  of  the  necessary  working 
capital  to  run  it. 

Concern  as  to  the  future  of  ex-apprentices  has  been 
expressed  from  one  rural  industries  area  where  the 
Local  Education  Authorities  have  spent  considerable 
sums  on  apprenticeship  schemes  for  boys  wishing  to 
enter  the  engineering  or  woodworking  trades  in  a rural 
area.  When  the  time  comes  for  them  to  start  on  their 
own  account,  they  may  be  able  to  get  help  tlirough 
the  Society’s  existing  schemes  towards  the  purchase 
of  premises  and  machinery,  but,  havii^  had  little  oppor- 
tunity of  saving  during  their  apprenticeship  days  and 
pCTiod  as  journeymen,  they  lack  resources  from  which 
to  meet  general  running  expenses.  Credit  through  a 
bank  is  not  possible  since  the  probability  is  that  no 
bank  account  exists  and  whereas  in  the  past  the  vaca- 
ting owner  would  very  often  have  allowed  his  successor 
time  in  which  to  find  the  whole  sum  required,  he  is 
now  no  longer  in  a ^sition  to  do  so.  The  fear  is  that, 
having  received  training  at  the  ratepayers’s  expense 
“ with  the  intention  of  fitting  themselves  to  take  over 
a rural  business”,  these  young  men,  because  of  lack 
of  resources  will  have  to  take  work  in  an  urban  area 
and  their  services  be  lost  to  the  coimtryside  both  as 
individuals  and  as  potential  employers  of  other  labour. 

(2)  Men  requiring  capital  for  the  purchase  of  raw  materials. 
It  would  seem  that  an  increasing  number  of  suppliers 
are  unwHling  to  allow  credit  terms  and  the  replenish- 
ment of  stocks  of  materials  against  cash  payment  is 
a heavy  drain  on  working  capital  resources.  Again, 
in  the  case  of  some  woodworkers,  supplies  of  timber 
have  to  be  bought  well  in  advance  of  their  being  put 
to  productive  use  to  allow  time  for  seasoning,  and 
this  locks  up  a considerable  amount  of  money. 

(3)  Short-term  loans  to  tide  over  a difficult  period.  A good 
many  of  the  firms  with  whom  the  Society  is  in  touch 
are  now  undertaking  sub-contract  work.  This  often 
means  they  are  kept  waiting  for  payment  until  the  main 
job  is  completed.  At  the  same  time,  the  tradesman  is 
hesitant  of  being  too  pressing  in  his  requests  for  settle- 
ment, in  spite  of  his  urgent  need  of  the  money,  because 
he  fears  this  may  cause  him  to  lose  the  sub-contract. 
Another  example  of  a similar  kind  of  difficulty  is  that 
of  a craftsman  who  supplies  pre-fabricated  moveable 
glasshouses  to  a market  gardening  co-operative. 
Failure  of  one  of  their  main  crops  through  inclement 
weather  has  made  it  impossible  for  them  to  pay  with- 
out considerable  delay,  with  the  result  that  the  man 
has  temporarily  lost  the  use  of  some  £500,  almost  the 
whole  of  his  working  capital  resources. 

(4)  Development  of  an  established  business.  The  Society 
is  glad  that  use  of  the  Workshops  and  Equipment  Loan 
Fund  schemes  has  allowed  a considerable  number  of 
small  businesses  to  develop  on  special  lines,  This, 
however,  brings  its  own  problems  of  higher  overheads, 
more  wages,  fiurther  purchases  of  materials,  etc.,  which 
have  somehow  to  be  overcome  until  the  benefits  of  the 
increased  sales  begin  to  accrue.  The  fact  that,  if  a 
workshop  loan  has  been  received,  the  Society  will 
probably  have  taken  a first  charge  on  the  property  may 
well  rob  the  craftsman  of  the  only  security  which  he 
could  offer  to  his  bank  with  a view  to  arranging  tem- 
porary accommodation  in  the  shape  of  an  overdraft. 

(5)  Firms  undertaking  export  work.  It  is  highly  desirable 
that  the  number  of  small  firms  contributing  to  the  ex- 
port drive  should  be  constantly  added  to.  Here, 
again,  however,  the  time  lag  in  receiving  payment  for 
goods  supplied,  puts  a heavy  strain  on  existing  working 
capital  resources  and  prevents  on  expansion  of  the 
business  because  of  inability  to  buy  further  and  larger 
quantities  of  raw  materials  or  take  on  additional 
labour. 

5.  It  is  a trite  remark  that  it  is  easier  to  raise  large  loans 
than  little  ones.  Nevertheless,  it  is  the  fact  that  there  is  a 
lack  of  provision  to  meet  the  needs  of  the  man  who  r^ires 
only  a comparatively  small  amount  of  money — certainly  in 
most  cases  less  than  the  £5,000  lower  limit  of  the  Industrial 
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and  Commercial  Finance  Corporation — and  who,  for  one 
reason  or  another,  cannot  get  help  from  his  bank.  The  Soci- 
ety is  convinced  from  its  experience  of  the  Workshops  and 
Equipment  Loan  Funds  that  there  is  a strong  case  for  the 
establishment  of  some  scheme  run  on  similar  simple  lines 
from  which  small  rural  firms  could  obtain  assistance  to  meet 
their  -working  capital  needs.  There  will,  of  course,  be  risks 


but  the  percentage  of  loss  on  the  existing  Loan  Funds  has  been 
very  low  (under  the  value  of  a scheme  of  this  kind  is 

enhanced  when  it  is  accompanied  by  a skilled  service  of  advice 
as  provided  by  the  Rural  Industries  Bureau  and  the  Scottish 
Country  Industries  Development  Trust  and  has  the  personal 
supervision  of  county  Rur^  Industries  Committees. 
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I.  Export  Credit  Insurance. 

PART 

II.  The  role  of  Export  Credits  Guarantees  in  the  Monetary  and 
Credit  system  of  the  United  Kingdom. 

PART  III.  Comments  by  E.C.G.D. 


* See  Minutes  of  Evidence  Qns.  8617  to  8856. 
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Other  Government  Departments  etc. 


Part  I 

Export  Credit  Insurance 

1 . The  insurance  of  export  credit  in  the  United  Kingdom 
is  provided  chiefly  by  the  Ejqjort  Credits  Guarantee  Depart- 
ment. A limited  volume  of  insurance  in  respect  of  the  risks 
on  overseas  buyers  is  also  provided  by  the  Trade  Indemnity 
Company  Ltd.  and  by  other  smaller  concerns.  An  account 
of  the  facilities  which  these  organisations  provide  is  given 
below. 

A.  Export  Credits  Guarantee  Department  (E.C.G.D.) 

2.  The  Export  Credits  Guarantee  Department  is  a separate 
Department,  with  its  own  Parliamentary  Votes,  and  respon- 
sible to  the  President  of  the  Board  of  Trade  who  is  answerable 
to  Parliament  for  its  activities. 

3.  The  Department  derives  its  powers  to  provide  guaran- 
tees from  the  Export  Guarantees  Acts,  1949,  1951,  1952  and 
1957.  Of  these  the  1949  Act  is  the  principal  Act ; this 
brought  together  all  previous  legisiation  under  which  the 
Department  had  up  to  that  time  been  acting. 

4.  The  principal  function  of  E.C.G.D.,  deriviog  from  Sec- 
tions I and  2 of  the  1949  Act,  is  the  provision  of  insurance 
to  United  Kingdom  exporters,  merchants,  etc.  against  the 
major  risks  of  financial  loss  incurred  in  ovCTseas  trading. 
Broadly  speaking,  these  risks  are  (a)  the  risks  of  the  overseas 
buyer’s  insolvency  or  default,  and  (b)  the  “ political  ” risks 
such  as  exchange  delays,  war,  or  introduction  of  import  or 
export  licensing.  The  Department  provides  a wide  range 
of  facilities,  covering  a variety  of  risks  ; these  are  shown  at 
Appendix  A. 

5.  Under  Section  3 of  the  1949  Act  the  Department  may 
acquire  and  dispose  of  securities  which  it  has  guaranteed 
under  either  of  the  previous  Sections.  The  Export  Guaran- 
tees Act  1957  made  it  unnecessary  for  the  Department  to 
guarantee  securities  which  it  may  wish  to  acquire  for  the 
purpose  of  rendering  economic  assistance  to  countries  outside 
the  United  Kingdom. 

6.  The  insurance  facilities  afforded  by  E.C.G.D.  are  ad- 
ministered and  accounted  for  under  three  separate,  though 
inter-related,  schemes,  in  accordance  with  the  provisions  of 
the  1949  Act.  These  are  : 

(fl)  the  Credit  Insurance  Scheme,  \mder  which,  nearly 
90  % of  the  Department’s  business  is  done  ; this  in- 
cludes all  that  export  business  which  the  Department’s 
Advisory  Council  advises  may  be  underwritten  as  a 
commercial  proposition.  This  Scheme  is  opaated 
under  the  Authority  contained  in  Section  I of  the  1949 
Act ; 

(b)  the  Special  Guarantees  Scheme,  under  which  guaran- 
tees may  be  given  in  the  national  int«esl  where  the 
Advisory  Councfl  is  unable  to  advise  that  the  business 
can  be  underwritten  on  a commercial  basis.  Both 
this  Scheme  and  that  at  (c)  are  operated  under  the  auth- 
ority contained  in  Section  2 of  the  1949  Act  ; 

(c)  the  Economic  Assistance  Scheme,  under  which  guaran- 
tees may  be  given  not  as  a form  of  credit  insurance  in 
the  or(hnary  sense,  but  as  a form  of  aid  by  H.M. 
Government  to  overseas  governments. 

The  special  features  of  these  Schemes  are  explained  below 
(paragraphs  13-42).  There  are  however  certain  general 
limitations  to  which  the  Department’s  activities  are  subject ; 
these  are  considered  in  the  next  three  paragraphs. 

7.  E.C.G.D.  is  subject  to  the  same  financial  rules  as  any 
other  Department  of  State.  However,  so  long  as  it  succeeds 
in  its  object  of  meeting  claims  payments  and  administrative 
costs  out  of  premium  receipts,  no  more  than  a token  Vote  is 
needed.  Should  the  Department  not  be  self-supporting  undo: 
any  of  the  three  Schemes  outlined  above,  the  necessary  funds 
must  be  voted  by  Parliamait,  under  one  of  two  Estimates 
submitted  by  the  Department  (in  respect  of  business  under 
Section  1 or  Section  2 of  the  Export  Guarantees  Act,  1949). 

8.  In  addition  to  the  usual  Appropriation  Accounts, 
E.C.G.D.  produces  Trading  Accounts  in  respect  of  each  of 
the  three  Schemes  outlined  above.  These  are  in  the  ordinary 
commercial  form  of  Trading  and  Profit  and  Loss  Accounts 
and  Balance  Sheets,  and  include,  notionally,  expenses  incurred 
for  E.C.G.D.  by  other  Departments  and  interest  earned  on 
notional  investments  or  charged  on  notional  borrowing. 

9.  The  Department  has  no  power  to  give  any  guarantees, 
under  either  Section  1 or  Section  2 of  the  1949  Act,  or  to 


acquire  any  securities  under  Section  3,  without  the  consent 
of  the  Treasury.  It  would  clearly  be  impracticable,  in  view 
of  the  large  volume  of  business  that  the  Department  handles, 
for  every  guarantee  to  receive  individual  consent.  The 
Department  accordingly  operates  to  a large  extent  under 
geno'al  delegated  authorities  from  the  Treasury. 

10.  For  Section  1 guarantees  it  has  been  agreed  by  the 
Treasury  that  once  consent  has  been  given  “ in  principle  and 
on  broad  general  lines  ” for  the  issue  of  any  particular  form 
of  guarantee,  the  Department  may  thereafter  issue  such 
guarantees  without  referring  to  the  Treasury  individual  cases, 
policy  conditions,  or  rates  of  premium.  (This  rule  is  quali- 
fied somewhat  for  medium-term  guarantees,  which  must  be 
referred  to  the  Treasury  if  they  exceed  certain  specified  maxi- 
mum terms  of  payment  or  if  they  raise  important  policy  issues). 
Treasury  consent  is  required  for  any  extension  of  E.C.G.D. 
facilities  t^t  involves  an  important  technical  diange,  and  for 
new  forms  of  guarantee. 

11.  In  principle  the  Treasury  function  of  giving  consent  is 
no  different  where  guarantees  are  issued  imder  Section  2.  In 
practice,  however,  the  approach  is  somewhat  different  : the 
volume  of  business  is  much  less,  the  Department  does  not 
have  the  benefit  of  advice  from  the  Advisory  Councfl  and  there 
is  a paramount  need  to  establish  that  any  particular  cover  is 
in.  the  national  interest.  There  is  no  general  formula  for  the 
delegation  of  Treasury  consent  to  Section  2 guarantees,  but 
the  Treasury  have  given  a number  of  genoral  consents  within 
the  terms  of  which  the  Department  underwrites  individual 
cases  at  its  own  discretion. 

12.  In  the  course  of  time  E.C.G.D.’s  widely  drawn  statu- 
tory powers  have  inevitably  been  limited  by  assurances  given 
and  statments  made  to  Parliament  by  Ministers.  Thus  the 
commercial  basis  of  Section  1 operations  has  been  stated  in 
Parhament,  and  assurances  have  been  given  that  Section  2 
of  the  Act  will  not  be  used  to  insure  “ unduly  hazardous  or 
crazy  ” risks  ; Parliament  would  need  to  be  notified,  as  a 
result  of  another  assurance,  before  unorthodox  methods  of 
trade  were  guaranteed  under  this  Section. 

Credit  Insurance  Scheme  (Section  1 business) 

13.  The  present  scheme  came  into  operation  in  1930.  It 
had  been  preceded  by  several  attempts,  during  the  years 
1921-30,  to  provide  guarantees  in  respect  of  export  credit ; 
these  had  met  with  little  success,  largely  because  they  permit- 
ted selection  of  business  against  the  Department,  with  the 
consequent  necessity  to  provide  only  a lirnited  form  of  cover 
which  did  not  prove  attractive  to  the  export  trade.  In  1930 
a Committee  of  Enquiry  into  the  Scheme  recommended  that 
the  solvency  of  the  Department  should  be  achieved  by  securing 
a sufficient  minimum  turnover  to  carry  reasonable  overhead 
charges  and  by  administering  the  Scheme  “ as  far  as  possible 
on  ordinary  commercial  lines  without  the  trammels  which 
Government  adnunistrative  practice  may  afford."  These  and 
other  recommendations,  including  the  establishment  of  an 
Executive  Committee  of  Businessmen,  were  informed  by  the 
desire  to  see  the  Department  conduct  its  affairs  as  far  as 
possible  on  commercial  lines.  The  Credit  Insurance  Scheme 
was  launched  on  this  basis  and  in  its  subsequent  development 
this  has  remained  its  fundamental  principle  of  operation. 

14.  In  accordance  with  this  principle  cover  was  from  the 
beginning  of  the  Scheme  provided  in  respect  of  the  whole 
of  the  exporter’s  business,  thus  obtaining  a wide  spread  of 
business  and  the  advantages  of  bigger  turnover.  As  the  range 
of  risks  covered  widened,  a similar  policy  was  adopted  in  this 
field.  Today  the  exporter  is  required,  in  repect  of  consumer 
goods  and  commodity  business,  to  give  the  Department  all 
his  business  (or  an  acceptable  spread  of  business  : this 
relaxation  could  safely  be  introduced  in  1945)  in  respect 
of  the  fun  range  of  ris^  covered. 

15.  The  spread  of  business  requirement  is  not  applied  to 
major  capital  goods  (“  medium  term  ’’)  contracts,  which  are 
specifically  negotiated,  The  range  of  risks  is  however 
essentially  similar  in  this  field  to  that  in  the  consumer  goods 
field. 

16.  In  the  intermediate  field  of  “quasi-capital"  goods, 
i.e,  producer’s  goods  which  are  nevertheless  standard  line 
products,  the  exporter  is  required  to  take  a “ wholetumover  ’’ 
or  spread  of  business  guarantee,  but  is  permitted  a degree 
of  freedom  within  the  guarantee. 

17.  The  range  of  risks  covered  under  the  scheme  has  stead- 
ily widened  since  1930.  At  that  time  the  buyer’s  insolvent’ 
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was  the  only  insured  cause  of  loss.  Today  the  following 
risks  are  insured  tinder  the  standard  guarantee  in  respect  of 
short  term  business  : 

(i)  Insolvency  of  the  buyer. 

(ii)  Default  in  payment  by  the  buyer  after  acceptance 
of  the  goods. 

(iii)  Failure  or  refusal  of  the  buyer  to  accept  goods  exported. 

(iv)  The  operation  of  a law  or  order  which  prevents  the 
transfer  of  exchange  from  the  buyer’s  country. 

(v)  The  imposition  of  import  licensing  which  prevents  the 
import  of  goods. 

(vi)  The  cancellation  of  an  import  licence,  which  prevents 
the  import  of  goods. 

(vii)  The  cancellation  or  non-renewal  of  an  export  licence 
which  prevents  the  export  of  goods  contracted  for. 

(viii)  War  between  the  buyer’s  country  and  the  United  King- 
dom. 

(ix)  War,  civil  war  etc.  in  the  buyer’s  country. 

(x)  The  incurring  of  additional  charges  as  a result  of  a 
diversion  of  voyage  after  export  of  goods. 

(xi)  Any  other  cause  outside  the  control  of  the  exporter 
and  buyer  arising  from  events  occurring  outside  the 
United  Kingdom. 

(xii)  (Where  the  overseas  buyer  is  a Government).  The 
failure  or  refusal  fay  the  buyer  to  fulfil  the  terms  of  the 
contract. 

18.  The  percentage  of  loss  which  the  Department  wOl 
accept  is  ; 

Causes  of  loss  (i)  and  (ii)  above  85  % 

(iv)  to  (xii)  90%,  where  the  loss 

occurs  before  the  goods 
are  exported.  95%  (90% 
for  specific  medium  term 
business)  where  the  loss 
occurs  after  the  goods  are 
exported. 

Cause  of  loss  (iii)  85  % of  40  % of  the  con- 

tract price,  the  exporter 
to  take  a 20  % first  loss. 

(This  latter  cause  of  loss  was  introduced  only  in  April  1957, 
and  is  at  present  experimental.  It  does  not  apply  to  specific 
medium  term  business), 

19.  The  exporter  may  insure  his  business  either  from  date 
of  contract  (j'.e.  to  include  the  manufacturing  period)  or  from 
date  of  shipment.  The  rate  of  premium  varies  accordingly. 

20.  It  should  be  added  that  the  Department  offers  a wide 
range  of  facilities  in  addition  to  the  insurance  of  direct  exports. 
A full  list  is  provided  at  Appendix  A. 

21.  The  Department  is  advised  in  the  administration  of  the 
Credit  Insurance  Scheme  by  an  Advisory  CouucU.  This  is 
composed  of  prominent  bankers  and  businessmen,  together 
with  a Trade  Union  r^resentative.  In  accordance  with  the 
terms  of  the  1949  Act,  the  Council  must  be  consulted  about 
all  guarantees  given  under  the  Scheme.  In  this  way  skilled 
and  independent  commercial  experience  and  financial  judg- 
ment guide  the  Department  on  the  commercial  soundness 
of  giving  guarantees  under  the  Scheme.  The  practice  is  to 
seek  the  prior  approval  of  the  Council  for  all  new  forms  of 
guarantee  or  major  revisions  of  existing  forms  of  guarantee, 
major  modifications  of  terms  of  cover  for  particular  markets, 
major  alterations  to  the  premium-rating  system,  and  any  in- 
dividual guarantees  that  cannot  be  underwritten  by  officials 
within  their  delegated  limits  or  cause  the  Department  serious 
doubts  about  the  advisability  of  the  cover  proposed.  The 
underwriting  of  business  in  detail  is  delegated  to  the  Depart- 
ment through  the  Comptroller-General.  The  Council  is  kept 
informed  of  the  progress  of  the  Department’s  business 
generally. 

22.  The  cumulative  credit  balance  on  the  Trading  Accounts 
of  the  Credit  Insurance  Scheme  at  the  end  of  the  Vandal 
year  1956-57  was  £8  1 million-  This  balance  which  repre- 
sents, notionally,  the  trading  surplus  of  the  Scheme,  stood  at 
£1.6  million  in  1945.  There^er  it  increased  steadily  to  a 
peak  figure  of  £13  million  at  March  1952.  During  1952-3 
and  1953-4  claims  amounting  in  total  to  £14  4 million  and 
£11.4  million  respectively  were  paid,  mainly  in  respect  of 
exports  to  Brazil.  These  heavy  payments  resulted  in  yearly 
deficit  on  accounts  and  by  the  end  of  1953-4  file  cumulative 
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account  showed  a debit  balance  of  £3  -5  million.  It  was  not 
until  1955-56  that  reduced  claims  payments  together  with 
substantial  recoveries  from  Brazil  brought  the  account  back 
into  credit  again. 

23.  An  analysis  of  the  Credit  Insurance  Scheme  accounts 
from  1930-1931  to  1955-1956  is  given  at  Appendix  B.  The 
accounts  for  1955-56  are  shown  in  Appendix  C."* 

24.  The  general  aim  in  fixing  premium  ratK  under  the 
Scheme  is  to  achieve,  taking  one  year  with  another,  an  overall 
level  of  income  sufficient  to  balance  but  not  greatly  to  exceed, 
net  claims  payments  plus  the  administrative  eigienses  of  the 
Scheme.  This  is  the  only  standard  against  which  the  correct- 
ness of  E.C.G.D.  premium  charges  can  be  measured  in  any 
absolute  sense.  Individual  rates  have  only  a relative  signifi- 
cance. The  fundamental  basis  for  all  individual  rates  is  the 
assessment  of  the  market  risk.  Markets  are  classified  into 
five  divisions  according  to  the  view  taken  of  their  economic 
standing  and  financial  prospects  ; in  a few  instances  there  is 
a difference  in  the  gradmg  of  a market  for  short  term  and  for 
medium  term  cover. 

25.  For  short  term  policies  a further  classification  is  made 
within  this  system  according  to  (a)  type  of  goods,  and  (i) 
terms  of  payment.  Basic  tables  of  rates  have  been  drawn  up 
taking  account  of  these  factors.  Higher  rates  are  charged  for 
■ contracts  ’ than  ‘ shipments  ’ cover.  Underwriters  have 
discretion  to  vary  basic  rates  by  the  addition  or  substraction 
of  fixed  percentages  to  take  account  of  the  size  of  the  policy, 
whether  the  policy  covers  an  exporter’s  wholetumover  or 
merely  business  with  selected  markets,  and  the  exporter’s 
experience.  On  this  basis  a range  of  schedules  has  been  drawn 
up,  the  appropriate  schedule  being  used  in  accordance  with 
the  circumstances  of  the  case.  During  the  year  ended  March 
31st,  1957  the  average  rate  of  premium  charged  in  respect 
of  insured  eq>orts  where  terms  of  payment  were  not  in  excess 
of  six  months  credit  was  9/3d.  per  £100. 

26.  For  medium  term  policies  {i.e.  capital  projects  under- 
written individually),  premium  rates  comprise  two  separate 
elements  : a pre-shapment  portion,  taking  into  account  the 
resale  potential  of  the  goods,  and  the  length  of  the  manu- 
facturing prariod  ; and  a post-shipment  portion,  taking  into 
account  the  length  of  credit  aUowed  and  the  status  of  the 
buyer.  Naturally  rates  in  this  field,  where  cover  is  given  for 
specific  accounts  involving  a long  duration  of  risk,  are  higher 
than  those  charged  in  the  short  term  wholeturnovCT  sector, 
liiey  range,  according  to  the  Market,  terms  of  payment 
(which  might  extend  up  to  five  years  credit)  etc.  from  about 
2%  to  about  6J%  (flat  rate,  not  per  annum). 

Special  Guarantees  Scheme  (Section  2) 

27.  Powers  to  give  guarantees  which  were  expedient  in  the 
national  interest  even  though  they  might  not  appear  justifiable 
on  commercial  grounds  alone  were  acquired  by  the  Depart- 
ment under  the  Export  Guarantees  Act,  1939.  Section  4 
of  this  Act  set  out  these  powers  and  limited  to  £10  million  the 
aggregate  amount  of  the  liability  which  the  Department 
might  assume  in  exercising  them.  As  the  purpose  of  this 
new  Section  was  to  transcend  purely  corhmercial  considera- 
tions consultation  with  the  Department’s  Advisory  Council 
was  not  required,  although  in  practice  the  Council  has  been 
kept  informed  of  the  operation  of  these  “ Special  ” guarantees 
winch  were,  and  still  are,  given  for  the  purpose  of  encouraging 
U.K.  export  trade. 

28.  The  limit  on  the  aggregate  amount  of  the  Department’s 
liability  was  raised  from  £10  million  to  £60  million  later  in 
the  same  year  when  the  Overseas  Trade  Act  1939  was  enacted. 
The  Department’s  powers  to  give  “ Special  ” guarantees  were 
renewed  by  the  Export  Guarantees  Act  1949,  which  further 
increased  the  permissible  aggregate  amount  of  liability  for 
these  gi^antees  and  those  given  in  connection  with  the 
Economic  Assistance  Scheme.  This  figure  is  now  limited  to 
£250  million  by  the  Export  Guarantees  Act,  1957. 

29.  The  Department’s  use  of  its  powers  to  give  “ national 
interest  ” guarantees  is  limited  by  Ministerial  assurances 
mentioned  above.  The  Board  of  TVade  Solicitor  has  further 
^vised  that  the  wide  powers  under  Section  2 of  the  1949 
Act  must  be  construed  “ in  a reasonable  manner  The 
Department’s  freedom  of  action  under  Section  2 is  also  limited 
by  the  need  to  consider  possible  repercussions  on  Section  1 
business.  The  Department  accordingly  informs  the  Advisory 
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Council  in  advance  of  any  proposal  to  take  action  under  Sec- 
tion 2,  and  the  Council  then  has  the  opportunity  to  i^ke  rep- 
resentations, an  opportunity  which  it  has  on  occ^ion  exer- 
cised, on  the  grounds  that  the  action  in  question  woi^d 
compromise  “ the  principles  on  which  the  Department  with 
the  Council’s  advice  have  established  so  important  a position”, 
or  that  it  would  imperil  liabilities  already  taken  under  Section  1 . 

30.  In  general,  individual  cases  under  Section  2 must  be 
underwritten  no  less  prudently  and  carefully  than  under 
Section  1 . By  definition  the  risks  being  carried  under  Section 
2 must  always  tend  to  be  greater  than  under  Section  1,  and 
the  possibility  of  heavy  claims  payments  leading  to  a deficit 
in  the  cumulative  account  must  always  be  borne  in  mind. 
Running  the  Scheme  at  a continuing  deficit  would  amount 
to  a subsidy  of  U.K.  exports,  which  would  be  objectionable 
to  many  interests  in  the  U.K.  and  overseas,  and  would  be 
contrary  to  the  declared  poIiQ'  of  H.M.G. 

31.  Use  made  of  the  Special  Guarantees  Scheme  in  prac- 
tice may  be  divided  under  three  heads.  Firstly,  there  have 
been  special  forms  of  guarantee  devised  for  a specific  object 
of  national  policy  : this  group  is  limited  to  the  special  “dollar 
drive”  facilities  (see  Appendices  A and  L)  the  first  of  which 
were  introduced  in  1949.  Secondly,  there  have  been  standard 
forms  of  guarantee  made  available  under  Section  2 after  the 
Advisory  Council  has  rejected  the  business  for  cover  under 
Section  1.  This  group  may  be  further  sub-divided  into  ; 

(a)  cases  where  the  Council  considered  that  the  economic 
situation  in  a market  did  not  justify  cover  on  a com- 
mercial basis  ; and 

{b)  cases  where  the  Council  was  not  prepared  to  see  certain 
political  risks  underwritten  undCT  Section  1 . 

Thirdly,  there  have  been  standard  forms  of  guarantee  pro- 
vided where  current  risks  were  too  severe  for  ^tion  1 covct 
but  there  was  prospect  of  sufficient  improvement  to  allow  its 
early  resumption  (the  so-called  “ bridge  ” operation). 

32.  The  risks  insured  undCT  the  standard  guarantees  men- 
tioned above  are  essentially  as  described  undOT  the  Credit 
Insurance  Scheme  in  paragraphs  13-26  above.  Guarantees 
provided  unde"  the  Special  GuaranteesSchemearenot,  how- 
ever, subject  to  the  same  “ spread  of  business  ” rules  as  are 
applied  to  “ commercial  ” guarantees. 

33.  Transactions  arising  from  guarantees  given  under 
Section  2 of  the  1949  Act  have  since  1st  April  1949,  been  ac- 
counted for  in  the  trading  accounts  for  Special  Guarantees. 
As  stated  in  paragraphs  37-42  below  it  was  decided  in  1955  to 
account  separatdy  for  transactions  arising  from  guarantees 
given  under  Section  2 for  the  purpose  of  rendering  economic 
assistance  to  countries  outside  the  United  Kingdom  and  the 
figures  were  adjusted  retrospecitvely  to  1st  April,  1949.  The 
following  comments,  therefore,  relate  only  to  the  trading 
results  of  transactions  arising  from  guarantees  given  tinder 
Section  2 for  the  purpose  of  encouraging  trade  with  places 
outside  the  U.K. 

34.  In  the  first  year,  1949-50,  the  Scheme  ran  at  a deficit 
of  £13,000.  In  the  following  three  years  surpluses  of 
£191,000,  £408,000  and  £173,000  brought  the  cumulative 
balance  up  to  £760,000.  1953-54  included  heavy  payments 
under  guarantees  mainly  relating  to  exports  to  Iran  and  U.S.  A. 
and  turned  the  balance  into  a debit  one  of  £128,000.  The 
following  two  years  showed  a surplus  and  the  cumulative 
balance  at  31st  March,  1956  stands  at  a creffit  figure  of 
£868,000.  The  cumulative  balance  as  at  31st  March,  1957, 
increased  to  £1  -2  million. 

35.  An  analysis  of  the  Special  Guarantees  Accounts  from 
1949-50  to  1955-56,  the  last  year  published,  is  given  in  Appen- 
dix D.  The  accounts  for  1955-56  are  shown  in  Appendnc  E.i 

36.  The  basis  of  the  Department’s  approach  to  premium 
rating  is  explained  in  paragraphs  13-26  above.  It  follows  from 
what  has  b^  said  above  about  the  necessity  to  maintain  the 
Special  Guarantees  Scheme  in  balance  equally  with  the  Credit 
Insurance  Scheme  that  similar  principles  are  applied  in  this 
field. 

Economic  Assistance  Scheme  (Section  2) 

37.  Economic  Assistance  guarantees  have  been  given  since 
the  inception  of  the  Department.  Indeed,  the  originsil  legis- 
lation of  1920  was  introduced  largely  to  assist  countries,  the 
industrial  and  financial  conditions  of  which  had  been  disor- 
ganised by  the  1914-18  War. 


1 Not  iBpristed  in  this  racord  of  evideoce. 


38.  Development  between  1921  and  1939  was  on  more 
general  lines  but  the  Overseas  Trade  Guarantee  Act  of  1939 
was  introduced  for  the  specific  purpose  of  enabling  loans  to 
be  maHft  to  assist  countries  threatened  by  Germany.  It 
brought  into  operation  the  technique  of  purchasing  securiti« 
previously  guaranteed  and  so  providing  funds  for  the  purchase 
of  United  Kingdom  goods  and  services.  To  enable  securi- 
ties to  be  purchased  the  Act  provided  for  the  establishment 
of  the  Acquisition  of  Guaranteed  Securities  Fund  which  is 
fed  by  direct  issues  from  the  Consolidated  Fund.  These 
powers  were  renewed  by  the  Department’s  main  statute,  the 
Export  Guarantees  Act  1949. 

39.  Section  2 of  the  Export  Guarantees  Act  1957  dispenses 
with  the  necessity  of  guaranteeing  securities  before  purchasing 
them  to  provide  economic  assistance. 

40.  Appendix  F gives  details  of  economic  assistance  guar- 
antees given  since  1939. 

41.  From  1st  April,  1949  until  31st  March,  1955  trans- 
actions arising  from  both  types  of  Section  2 guarantees  (i.c. 
(a)  those  given  for  the  purpose  of  encouraging  trade  with 
places  outside  the  United  Kingdom,  and  (6)  those  given  for 
the  purpose  of  rendering  economic  assistance  to  countries 
outside  the  U.K.)  were  accounted  for  in  the  trading  accotmts 
for  Special  Guarantees.  It  was,  however,  decided  in  1955 
with  Treasury  consent,  that  because  of  the  essentially  different 
character  of  the  two  classes  of  guarantee  and  the  difficulty 
of  applying  normal  credit  insurance  underwriting  criteria  to 
economic  assistance  guarantees,  transactions  arising  from 
such  guarantees  should  be  accounted  for  in  a separate  Trading 
Account  for  the  Economic  Assistance  Scheme.  The  balance 
standing  to  the  credit  of  the  Special  Guarantees  Scheme  at 
3Ist  March  1955  was  accordingly  apportioned  between  the 
two  Schemes,  subsequent  transactions  having  been  shown  in 
the  account  appropriate  to  the  type  of  guarantee  from  which 
they  have  arisen  ; the  cumulative  balance  refiects  the  results 
of  trading  since  1st  April,  1949. 

42.  An  analysis  of  the  Economic  Assistance  Scheme 
accounts  from  1949-50  to  1955-56,  the  last  year  published, 
is  given  in  Appendix  G from  which  it  will  be  seen  that  the 
cumulative  balance  has  risen  steadily  from  £19,000  at  the 
end  of  1 949-50  to  £248,963  at  3 1st  March,  1 957.  The  accounts 
for  1955-56  are  shown  in  Appendix  H.2 

Method  of  Operation 

43.  E.C.G.D.  provides  a variety  of  facilities,  which  are 
listed  in  full  in  Appendix  A.  The  methods  of  operation 
of  these  guarantees  differ.  The  principal  facilities  only  are 
therefore  described  below. 

44.  The  principal  guarantees  are  those  which  indemnify 
exporters  of  goods  exported  from  the  United  Kingdom  on 
short  credit  terms  (chiefly  consumer  goods  but  extending,  by 
endorsement,  to  standard  quasi-capital  goods  such  as  agri- 
cultural machinery,  trucks,  tractors)  against  losses  due  to  the 
risks  set  out  in  paragraphs  13-26  above.  These  are  known  as 
the  Comprehensive  Guarantee  and  Comprehensive  Guarantee 
(Shipments).  Export  business  transact^  under  these  guaran- 
tees constitutes  currently  some  78%  of  all  the  export  business 
insured  by  E.C.G.D. 

45.  The  procedure  for  issue  of  the  Comprehensive  Guaran- 
tee follows  normal  insurance  procedure  fairly  closely.  In 
completing  a proposal  form  the  exports'  gives  details  of  all 
his  business,  including  business  which  he  does  not  wish  to 
insure  or  for  which  the  Department  accepts  no  liability.  On 
the  basis  of  this  information  and  with  details  of  the  exporter's 
bad  debts,  sedit  control  arrangements,  etc.,  the  Department 
quotes  rates  upon  which  business  wiU  be  insured  with  all 
markets  and  on  all  terms  of  payment  up  to  six  montla,  together 
with  conditions  of  cover,  where  applicable. 

46.  Upon  accepting  the  quotation,  the  exporter  must  pay 
a minimum  premium  which  is  normally  returnable.  Sub- 
sequently premium  is  paid  during  the  currency  of  the  guaran- 
tee ^arantees  are  issued  on  an  annual  basis)  as  contracts  and 
shipments  are  declared  as  having  been  made. 

47.  Business  up  to  a certain  figure  named  in  the  guar^tee, 
which  varies  as  between  exporters,  may  be  transacted  without 
reference  to  the  Department  as  to  ffie  buyer’s  creditworthiness ; 
in  the  event  of  a claim  the  exporter  must  justify  having  done 
the  business  by  reference  to  status  reports  or  to  previous 
satisfactory  trading.  Applications  for  approval  of  amounts 
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above  this  figure  must  be  individually  approved  by  the 
Department,  which  relies  upon  its  library  of  buyer  informa- 
tion, one  of  the  largest  in  the  country,  and  upon  normal 
commercial  sources  and  H.M.  Commercial  representatives 
overseas,  in  reaching  its  decisions. 

48.  Claims  due  to  the  buyer’s  insolvency  are  payable  im- 
mediately after  its  occurrence.  Where  the  buyer  fails  to  pay 
for  goods  which  he  has  taken  up,  the  claim  is  payable  six 
months  after  due  date.  Where  the  buyer  refuses  to  accept 
the  goods,  the  claim  is  payable  one  month  after  they  have 
been  resold.  In  all  othCT  cases  the  claim  is  payable  four 
months  after  the  event  causing  loss.  It  should  be  added  that 
in  recognition  of  ecporters’  needs  for  liquid  resources,  the 
periods  of  delay  in  paying  claims  w»e  reduced  in  April  last, 
from  12  months  in  the  case  of  default  and  6 months  for  all 
other  cases  to  those  stated  above. 

49.  The  provision  of  the  guarantee  may  be  extended  in 
various  ways  by  the  addition  of  endorsements  and  memoranda. 
The  most  important  of  these  are  : 

{a)  Extended  Terms  Memorandum.  The  guarantee  applies 
to  export  business  transacted  on  terms  of  not  more 
than  6 months  credit.  The  effect  of  this  memorandum 
is  to  extend  its  provisions  to  business  transacted  on 
credit  terms  of  up  to  3 years.  In  this  way  the  exporter 
obtains  the  benefits  of  continuous,  automatic  cover; 
he  also  obtains  finer  premium  rates  than  if  (where  such 
cover  is  obtainable)  he  applied  for  cover  on  individual 
contracts.  This  memorandum  was  first  introduced  in 
1954  when  it  was  recognised  that  credit  terms  in  the 
important  field  of  quasi-capital  goods  were  lengthening. 

(b)  Overseas  Currency  Endorsement.  The  guarantee  ap- 
plies only  to  contracts  expressed  in  sterling.  It  may 
however  be  extended  to  contracts  expressed  in  other 
currencies  by  means  of  this  endorsement.  Since  the 
Department  must  receive  premium  and  pay  claims  on 
a sterling  basis,  the  endorsement  provides  for  a feed 
conversion  date  for  calculation  of  sterling  liability. 
E.C.G.D.  does  not  cover  exporters  against  ®tchange 
fluctuations,  for  which  the  Forward  Exchange  Market 
is  considered  the  appropriate  medium. 

(c)  Sales  from  Stock  Memorandum.  The  guarantee  ap- 
plies only  to  contracts  for  the  sale  of  goods  from  the 
United  Kingdom.  This  memorandum  extends  cover 
to  sales  made  from  stocks  held  overseas. 

(d)  Stocks  Memorandum.  This  memorandum  differs 
from  those  already  described  in  covering  risks  addi- 
tional to  those  provided  for  in  the  guarantee.  It  in- 
sures the  stockholder  against  loss  due  to  the  stodcs 
being  confiscated  or  requisitioned  by  the  Government 
of  the  country  in  which  they  are  held  or  to  that  Govern- 
ment refusing  to  permit  the  stock  to  be  re-exported. 

Medium  Term  Business 

50.  Specific  guarantees,  limited  to  individual  contracts,  are 
issued  for  exports  of  major  capital  goods.  As  explained  above, 
quasi-capital  goods  business  is  thought  proper  to  the  contin- 
uous comprehensive  form  of  cover.  Ail  business  does  not, 
of  course,  fall  conveniently  within  one  field  or  the  other,-  and 
a degree  of  freedom  of  action  is  accepted  where  the  credit 
period  is  in  excess  of  two  years.  Generally,  however,  specific 
guarantees  are  limited  to  major  capital  worl«  involving  a 
lengthy  manufacturing  period. 

51.  The  risks  guaranteed  are  essentially  as  described  in 
paragraph  17.  Premium  is  payable  upon  acceptance  of  the 
Department’s  offer  of  cover.  Premium  rates  are  higher  than 
for  comprehensive  guarantees  since  in  this  field  there  is  elearly 
a tendency  for  exporters  to  sdect  for  insurance  their  most 
risky  business. 

52.  Rather  more  than  17%  of  the  exports  currently  in- 
sured by  the  Department  relate  to  specific  guarantees  of  this 
type. 

“ External  Trade  ” Guarantees 

53.  These  guarantees  provide  cover  against  a limited  range 
of  risks  in  respect  of  business  transacted  by  United  Kingdom 
merchants  between  countries  outside  the  United  Kingdom. 
They  were  originally  intended  to  assist  the  large  international 
commodity  business  undertaken  through  London,  and  the 
great  majority  of  the  business  cunently  insured  is  of  this  type. 
Any  extension  of  cover  to  manufactured  goods  could  result  in 
the  Department  encouraging  overseas  manufacturers  who 
were  competing  with  direct  U.K.  exports.  Ministerial  assur- 


ances have  been  given  that  E.C,G.D.’s  facilities  would  not  be 
used  in  this  way,  and  all  manufactures  submitted  for  cover  are 
subjected  to  an  examination  for  admissibility  on  this  score. 

54.  Annual  guarantees  axe  issued  in  respect  of  all,  or  a 
satisfactory  spread,  of  the  merchant’s  business.  The  risks 
covered  are  insolvency  of  the  buyer,  non-transfer  of  exchange 
and  war.  A limited  preshipment  period  can  be  covered  in 
addition  to  the  normal  post-shipment  period.  About  4% 
of  business  currently  being  transacted  under  E.C.G.D.  guar- 
antees is  in  this  field. 

55.  It  should  be  added  that  re-exports  from  the  United 
Kingdom  are  subject  to  the  same  admissibility  check  as  is 
described  above. 

Services  Guarantees 

56.  Guarantees  are  provided  in  respect  of  services  perfor- 
med by  United  Kingdom  concerns  for  Principals  overseas. 
Such  services  include  consultants’  fees,  royalty  payments  and 
similar  payments  from  overseas.  The  guarantee  operates  on 
a continuous  basis,  and  a spread  of  business  is  sought.  Risks 
covered  are  losses  due  to  the  Principal’s  insolvency,  non- 
transfer  of  exchange  and  war. 

Direct  Guarantees  to  Banks 

57.  The  object  of  these  special  guarantees  is  to  bring  forth 
finance  in  respect  of  major  capital  projects  which  might  other- 
wise not  be  forthcoming.  Since  teey  are  designed  primarily 
for  purposes  of  financing,  their  detailed  consideration  is  left 
to  Part  II  of  the  memorandum,  where  the  financial  implica- 
tions of  E.C.G.D.’s  activities  are  discussed. 

Financial  Accommodation 

58.  In  its  capacity  as  an  insurer,  E.C.G.D.  does  not  itself 
provide  finance.  However,  E.C.G.D.  guarantees  axe  widdy 
accepted  by  the  banks  as  collateral  security  for  advances  which 
they  make  to  the  exporter.  In  certain  cases  banks  will  dis- 
count overseas  trade  bills  at  a finer  rate  in  the  presence  of  a 
guarantee.  The  Department  is  prepared  to  see  the  insured 
exporter  assign  his  rights  under  the  guarantee  to  his  banker. 
This  topic  and  its  implications  is  dealt  with  in  more  detail  in 
Part  H of  this  Memorandum. 

Limitations  of  Liability 

59.  The  above  paragraphs  have  outlined  the  major  facili- 
ties provided  fay  E.C.G.D.  To  complete  the  picture  it  is 
necessary  briefly  to  explain  how  the  Department  reconciles 
its  duty  of  maximising  the  assistance  which  it  gives  to  the  U.K. 
export  trade  with  its  statutory  limitations  of  liability  and  the 
necessity  of  preserving  the  solvency  of  the  scheme  which  it 
operates. 

60.  The  necessity  of  securing  spread  of  business  and  risk 
has  been  emphasised  above.  In  file  event,  this  principle  has 
enabled  E.C.G.D.  to  extend  the  range  of  risks  covered,  to 
increase  the  percentage  of  guarantee,  to  provide  the  insured 
with  continuity  of  cover  and  progressively  to  reduce  the  rates 
of  premium. 

61.  The  basis  of  premium  assessment  has  been  explained. 
It  should  be  emphasised  that  premium  rates  are  not  a major 
factor  in  regulating  and  controlling  risk.  It  is  certainly  true 
that  rates  are  increased  as  the  risk  on  a particular  market  in- 
creases. However,  beyond  a cratain  point  the  risk  becomes 
too  ^eat  for  the  level  of  premium  to  operate  as  even  an  ap- 
proximate measure  of  that  risk. 

62.  In  order  therefore  to  retain  control  over  the  risk  other 
forms  of  “ regulator  ” have  been  devised.  These  are  applied 
either  by  reference  to  particular  markets  (the  “ economic 
imderwriting  ” approach)  or  by  reference  to  particular  buyers 
in  the  course  of  underwriting  credit  limits  as  described  above. 
Thus  it  may  prove  necessary  to  insure  exports  to  a particular 
market  only  on  limited  trams  of  payment ; guarantees  of 
payment  and/or  of  Governmental  willingness  to  transfer  ex- 
change may  be  required  as  a prerequisite  of  covering  all,  or 
possibly  some  (e.g.  capital  goods)  contracts  ; the  length  of 
the  insurable  preshipment  period  might  be  reduced  or  pre- 
shipment cover  might  even  be  completely  withdrawn;  in 
certain  rartreme  cases  it  may  even  be  necessary  to  limit  annual 
maturities  of  Departments  liability  in  the  light  of  the  anti- 
cipated balance  of  payments  situation  of  the  market.  In  his 
approach  to  the  buyer  the  underwriter,  in  addition  to  the 
normal  tests  in  respect  of  charactra-,  capacity,  etc.,  may  simi- 
larly require  guarantees  from  third  parties,  or  limit  his  decision 
to  business  in  hand  only  instead  of,  as  is  usual,  permitting 
the  insured  to  use  the  credit  limit  on  a revolving  basis. 
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63.  These  examples  will  illustrate  the  Department’s  ap- 
proach to  risk.  Liability  in  absolute  terms  is  limited  by  a 
maximum  liability  figure  in  every  guarantee  issued.  It  is  the 
sum  of  these  maxima  which  must  be  set  against  the  statutory 
limits  mentioned  in  paragraphs  13  to  26  above.  In  practice, 
it  should  be  added,  the  maximum  liability  figure  is  set  high 
and  is  not  a true  controlling  factor. 

64.  E.C.G.D.  does  not  provide  export  credit,  but  the  view 
has  been  expressed  from  time  to  time  that  by  its  willingness  to 
insure  marginal  risks  the  Department  does  encotuage  ex- 
cessive credit  giving  by  the  U.K.  export  trade.  The  financial 
limitations  to  this  argument  need  not  be  stressed.  Never- 
theless, E.C.G.D.  is  fully  alive  to  the  possibility  of  exporters 
“ selling  credit  ” in  competition  with  both  their  U.K.  rivals 
and  their  overseas  competitors.  It  is  no  part  of  a credit 
insurer’s  role  to  encourage  the  provision  of  excessive  credit. 
However,  credit  is  a dynamic  concept  in  the  international  as 
in  the  national  field,  and  it  is  not  easy  to  determine  at  any  one 
point  in  time  whether  the  credit  terms  of  payment  demanded 
or  proposed  in  relation  to  a particular  transaction  are  exces- 
sive or  merely  the  expression  of  a rapidly  changing  situation 
in  the  world  market  for  the  goods  in  question.  E.C.G.D. 
take  advice  in  their  efforts  to  deal  with  fiiis  problem,  from 
national  and  international  bodies.  At  the  national  level 
there  is  close  liaison  with  Trade  Associations  and  other 
representatitve  bodies  who,  especially  in  the  field  of  consumer 
goods  and  commodities,  are  able  to  advise  the  Department 
on  the  terms  of  payment  currently  being  employed,  not  by 
individual  exporters,  but  by  the  trade  as  a whole.  Inter- 
nationally, much  reliance  is  placed  upon  the  information 
which  is  received  from  export  credit  insurers  in  many  other 
countries  as  to  the  credit  terms  upon  wiuch  they  are  prepared 
to  insure  exports  of  particular  goods. 

65.  In.  certain  sectors,  notably  that  which  includes  semi- 
capital  type  goods  selling  on  credit  terms  of  two  to  three 
years,  the  situation  is  not  well-defined.  Generally,  however, 
by  these  means  the  Department  is  enabled  to  keep  up  with  the 
needs  of  commerce  and  industry  in  international  trade  without 
itself  stimulating  the  provision  of  excessive  credit. 

Statistics 

66.  Tables  showing  the  main  statistics  of  the  Department’s 
business  are  included  as  Appendix  J and  the  more  important 
features  are  commented  upon  in  the  paragraphs  which  follow. 

Section  1 
Guarantees  Issued 

The  face  value  of  guarantees  issued  rose  steadily  from 
£8  million  in  the  financial  year  1930/31  to  just  over  £60 
million  in  1939/40.  In  spite  of  the  outbreak  of  war  the  figure 
continued  to  increase  until  it  reached  £108  million  in  1941/42. 
During  the  three  war  years  of  1942/3  to  1944/5  the  face  value 
of  guarantees  issued  fell  sharply  to  about  £50  million.  With 
the  cessation  of  hostilities  the  Department’s  business  again 
began  to  increase  and  by  1951/52  the  value  of  guarantees 
issued  had  reached  nearly  £600  million.  In  the  four  following 
financial  years  the  figures  were  lower  but  in  1 956/57  the  record 
figure  of  £726  million  was  achieved. 

Guarantees  Current  and  Maximum  Liability 

The  'figures  for  face  value  and  Department’s  liability  of 
guarantees  current  show  the  same  general  pattern  as  those 
for  guarantees  issued. 

Business  Declared 

With  three  exceptions  business  declared  has  increased 
evei^  year  since  1941/2  the  earliest  year  for  which  figures  are 
available.  After  the  war  business  declared  rose  steadily  from 
the  low  figure  of  £32-2  million  in  1944/5  to  nearly  £441 
million  in  1951/2  a peak  year.  This  was  followed  by  a drop 
to  £387  -9  million  in  1952/3  and  afurther  drop  to  £380  -4  milliftn 
in  1953/4.  Since  then  there  have  been  annual  increases 
leading  up  to  the  record  figure  of  just  over  £450  million  in 
1956/7. 

Premium 

Since  the  war  premium  has  risen  from  less  than  half  a 
million  (£370,000)  in  1945/6  to  the  peak  figure  of  £3,690,000 
in  1956/7.  During  this  period  reductions  have  been  recorded 
in  only  two  years,  1952/3  and  1953/4.  These  reductions 
followed  the  previous  p^  figure  of  £3,130,000  in  1951/2.  It 
is  noteworthy  that  premium  income  has  continued  to  increase 
in  the  last  two  financial  years  in  spite  of  the  reduction  in 
Short  Term  rates  effected  at  1st  April,  1956. 


Claims  Paid 

These  figures  do  not  show  any  consistent  tendency.  A 
sudden  jump  to  £2'7  million  was  made  in  1940/1  owing  to 
the  war.  During  the  war  years  claims  remained  high.  After 
the  war  the  figure  fell  sharply  to  only  £16,000  in  1945/6.  The 
next  peak  figure  was  in  1950/1  when  the  total  again  rose  to 
over  £2  million.  After  a drop  in  1951/2  to  £607,000  there 
was  a dramatic  increase  in  1952/3  to  over  £14  million  to  _be 
followed  in  the  next  year  by  over  £11  million.  These  liigh 
figures  were  mainly  caused  by  claims  arising  from  sterling 
transfer  difficulties  in  Brazil.  Althou^  there  was  some  falling 
off  in  the  three  foUowing  years,  claims  continued  to  be  paid 
at  a high  rate,  the  figures  being  £4 '6  million  in  1954/5,  £2-3 
million  in  1955/6,  and  £5  A million  in  1956/7. 

Recoveries 

Of  the  total  of  £46-7  million  claims  paid  between  1930/1 
andl956/7,  £26-3  million  or  55%  has  been  recovered.  Most 
of  the  amounts  recovered  during  the  years  1953/4  to  1956/7 
have  been  received  from  Brazil.  Further  recoveries  from 
that  source  are  expected  to  bring  the  percentage  eventually 
recovered  up  to  about  70%. 

Section  2 
Guarantees  Issued 

The  face  value  of  guarantees  issued  in  1950/1,  the  first  full 
financial  year  in  which  guarantees  under  this  section  of  the 
Act  were  issued  was  £44-5  million.  After  an  increase  in  the 
following  year  (1951/2)  to  £67  million  the  valu^  declined  in 
the  two  foUowing  years  but  in  1954/5  the  peak  figure  of  £97-3 
million  was  reached.  The  figures  for  1955/6  and  1956/7  were 
£68  million  and  £85  -2  million  respectively. 

Guarantees  Current  and  Maximum  Liability 

As  in  the  case  of  Section  1 the  face  value  of  guarantees 
current  and  Department’s  maximum  liability  tha'eunda-  has 
broadly  kept  in  step  with  the  figures  for  guarantees  issued. 

Business  Declared 

The  figures  for  business  declared  rose  to  £464  million  in 
1951/2.  In  the  next  two  years  they  feU  to  £164  million  after 
which  they  rose  steadily  to  the  pe^  total  of  £47  T million  in 
1956/7. 

Premium 

Premium  income  foUows  a similar  pattern  to  business 
declared  except  that  the  peak  figure  was  £909,000  in  1955/6 
and  was  followed  by  a slight  reduction  to  £804,000  in  1956/7. 

Claims  Paid 

In  only  three  years  have  claims  paid  exceeded  £100,000, 
the  h^est  amount  being  £1T25  million  in  1953/4.  Over 
£-8  million  of  this  was  in  respect  of  default  by  the  Iranian 
Government.  In  1954/5  and  1956/7  claims  paid  were  £298,000 
and  £434,000  respectively. 

Recoveries 

These  have  been  very  small,  the  highest  amount  in  any  year 
being  £16,000  in  1956/7. 

Section  1 and  2 

Percentage  of  U.K.  exports  covered  by  E.C.G.D.  Guarantees 
Figures  are  not  available  before  1941/42.  Total  exports 
insured  have  grown  steadily  at  about  the  same  rate  as  U.K. 
exports  and  therefore  the  percentage  of  exports  covered  by 
the  Department’s  guarantees  has  remained  fairly  steady. 
During  the  last  seven  years  it  has  been  around  12%-13%. 

Overseas  Trade  Guarantees  Act  1939 
Guarantees  given  under  the  above  Act  between  1939  and 
1949,  when  it  was  superseded  by  the  Ejqiort  Guarantees  Act 
1949,  were  almost  entirely  of  the  economic  assistance  type. 
A table  showing  the  transactions  arising  from  these  guaran- 
tees is  given  at  Appaidix  K. 


B.  Trade  Indemnuty  Company  LdvCTEd 

67.  The  insurance  of  trade  credits  has  been  transacted 
continuously  by  private  enteiprise  in  the  United  Kingdom 
since  the  last  decade  of  the  nineteenth  century.  It  received 
official  recognition  from  the  authorities  in  1918  when,  at  the 
first  meeting  of  the  Government  sponsored  British  Trade 
Corporation  (established  “ to  meet  the  specific  needs  of 
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6.  Export  Credits  Guarantee  Department 


[Continued 


British  firms  after  the  war  as  regards  financial  facilities  for 
trade  ”).  it  was  decided  to  create  a separate  company  under 
the  control  of  the  Corporation  to  transact  insurance  of  com- 
mercial bills. 

68.  This  new  undertaking,  the  Trade  Indemnity  Company 
Limited,  was  accordingly  registered,  the  majority  shareholders 
being  the  British  Trade  Corporation. 

69.  The  Company  has  had  an  unbroken  existence  since 
1918  although  the  shareholders  have  changed.  In  1924,  the 
British  Trade  Corporation  parted  with  its  shares,  and  a num- 
ber of  leading  insurance  companies  and  banks  in  the  United 
Kingdom  became  interested  instead.  These  insurance  com- 
panies also  provided  a substantial  reinsurance  market,  and 
the  Trade  Indemnity  became  the  leading  specialist  company 
for  credit  insurance  in  this  country. 

Note  (0  When  the  British  Trade  Corporation  parted  with 
its  shares,  the  capital  of  the  Trade  Indemnity 
Company  was  increased  and  consequently  the 
insurance  companies  and  banks  did  not  acquire 
a majority  holding.  At  the  present  time,  approxi- 
matdy  35  % of  &e  capital  is  owned  by  insurance 
companies. 

70.  The  object  of  the  Trade  Indemnity  is  to  insure  or  guar- 
antee the  payment  of  advances,  credits,  bills  of  exchange  and 
other  commercial  obligations  or  commitments  as  well  as  the 
fulfilment  of  contracts  and  other  trading  and  commerical 
transactions  whether  at  home  or  abroad. 

71.  At  the  outset,  the  Company  took  over  a portfolio 
of  existing  U.K.  domestic  credit  insurance  from  earUer  ven- 
tures, but  it  was  expected  that  its  activities  would  be  directed 
primarily  towards  insurance  of  export  credits.  This  ex- 
pectation persisted  through  the  1920’s  but  ceased  about  1930 
because  of  the  emergence  of  the  political  and  exchange  trans- 
fer risks  as  a major  factor  in  export  trade.  The  Export  Q-edits 
Guarantee  Department,  then  beginning  to  be  very  active,  was 
able  to  take  on  these  non-commerci^  risks  but  was  only 
willing  to  do  so  in  conjunction  with  the  risk  of  insolvency. 
Exporters  who  had  their  export  credits  risks  covered  with  the 
Ti-ade  Indemnity  were  therefore  compelled  to  switch  over  to 
the  Department  if  they  felt  the  need  for  a guarantee  of  poli- 
tical and  exchange  transfer  risks. 

72.  In  spite  of  the  loss  of  most  of  its  export  credits  policies, 
the  Company’s  business  continued  to  expand  in  the  home 
market  and  by  1939  had  grown  to  the  extent  that  it  insured  a 
turnover  of  transactions  amounting  to  £60,000,000  in  the  year. 
The  Company  was  quiescent  during  the  war  but  since  then  its 
business  has  grown  from  an  insured  turnover  of  £117,000,000 
in  1947  to  £876,000,000  in  1956.  Of  this  latter  figure, 
approximately  £776,000,000  relates  to  credit  transactions  in 
the  United  Kingdom,  and  £100,000,000  to  export  credits, 
mainly  in  Commonwealth  countries.  Western  Europe  and 
North  America. 

Note  (ii)  Of  the  above  £100,000,000,  50%  concerns  goods 
of  British  origin. 

73.  The  cover  given  by  the  Trade  Indemnity  insure  mer- 
chants and  manufacturers  against  loss  which  arises  through 
the  insolvency  or  protracted  default  of  their  customers,  frt- 
solvency  is  defined  according  to  the  laws  ruling  in  this  country 
or,  in  die  case  of  an  overseas  account,  in  the  country  of  the 
debtor.  Protracted  default  is  defined  as  the  non-payment 
for  delivered  goods  withiu  ninety  days  of  the  origintd  due 
date  or  mutually  agreed  postponed  due  date. 

74.  The  Company  is  not  organised  to  underwrite  the 
insurance  of  liabilities  which  might  arise  directly  from  the 
imposition  of  exchange  transfer  restrictions  or  from  other 
political  measures  of  foreign  Governments.  These  contin- 
gencies, therefore,  are  not  covered  directly  by  the  Company’s 
policies,  although  the  causes  of  insolvency  are  not  restricted 
in  any  way. 

75.  The  policies  issued  by  the  Trade  Indemnity  Company 
fall  into  two  main  categories.  The  first  insists  of  Wiole 
Turnover  Policies  under  which  the  trader  insures  the  whole 
of  his  business  against  the  insolvency  or  protracted  default 
of  his  buyers,  The  second  category  consists  of  Specific 
Account  Policies  which  cover  part  of  the  trader’s  transactions 
or  even  single  contracts. 

76.  The  Company  covers  between  75%  and  85%  of  the 
risk,  the  balance  being  retained  by  the  Insured  for  his  own 
account.  The  percentage  of  cover  varies  according  to  the 
kind  of  business  to  be  insured,  and  in  exceptional  cases  may 
be  below  or  above  the  quoted  range,  fri  general,  each  risk  is 


considered  on  its  merits.  The  rates  of  premium  depend  on 
the  quality  and  po-iod  of  the  risks  insured.  An  estimation 
of  the  quality  of  the  risk  is  arrived  at  by  taking  into  account 
the  trade  of  the  applicant,  the  financial  and  credit  standing 
of  the  buyers  and,  in  overseas  markets,  the  commerciril 
morality  of  the  country  concerned.  Only  in  very  exceptional 
circumstances  will  the  Company  insure  terms  of  payment 
other  than  the  usual  or  prevalent  terms  in  a particular  market, 
either  at  home  or  abroad. 

77.  A great  deal  of  care  is  taken  in  scrutinising  risks  which 
the  Company  is  asked  to  cover  in  order  to  discourage  over- 
trading. In  addition,  the  Company  requires  the  Insured  to 
exercise  reasonable  care  and  prudence  at  all  times  as  if  he 
were  uninsured. 

78.  Under  the  Whole  Turnover  type  of  Policy,  the  Insured 
is  usually  given  a descretionary  limit  which  is  an  amount  up 
to  which  he  has  discretion  to  allow  credit  to  any  buyer,  but 
even  within  the  discretionary  limit  the  Insured  has  to  exercise 
care,  and  in  the  event  of  a loss  must  justify  the  credit  he  has 
allowed  by  information  or  past  experience.  The  agreement 
of  the  Company  is  necessary  in  all  cases  where  credit  is  granted 
in.  excess  of  the  discretionary  limit. 

79.  At  the  outset  when  Policies  are  issued,  the  Company 
usually  gives  the  Insured  general  advice  on  the  control  and 
supervision  of  his  book  debts,  and  experience  shows  that  there 
is  a tendency  for  bad  defat  losses  to  decrease  after  the  insur- 
ance has  been  effected. 

80.  It  is  possible  for  the  Insured  to  assign  a Trade  Indem- 
nity Policy  or  his  rights  in  specific  transactions  covered  by  the 
Policy  to  a recognised  banking  house  so  that  payment  of  auy 
claim  arising  from  an  assigned  transaction  will  be  made  to 
the  Bank.  This  constitutes  additional  security  to  the  Bank, 
and  there  has  been  a tendency  since  the  war  for  Banks  to 
require  more  and  more  clients  to  take  out  credit  insurance 
policies  as  a condition  precedent  to  obtaining  financial 
accommodation. 

81.  In  approved  cases,  where  the  amount  of  an  insured 
debt  is  covered  by  bills  of  exchange  drawn  by  the  Insured  on 
his  buyer  and  accepted  by  the  latter,  the  Company  will  issue 
a Certificate  of  Insurance  in  favour  of  a Bank  or  Discount 
House.  This  enables  the  bills  to  be  discounted  or  an  advance 
made  against  them  with  specific  security  for  the  discounter  or 
lender,  even  in  the  event  of  the  Insured  invalidating  his  Policy. 

82.  Appended  hereto  will  be  found  a Schedule  of  Principal 
Trades  showing  the  turnover  of  insured  transactions  in  1956 
in  each  category. 

Schedule  of  Principal  Trades  Showing  Turnover 
OF  Insured  Transactions  in  1957 

£ million 

Cotton,  rayon  and  silk 91-9 

Engineering  ...  112-5 

Food  & provisions  11-8 

Furs  & skins  2-2 

Leather  11-0 

Metal  58-8 

Paper  46-6 

Timber  198-1 

Wool  132-8 

Shipping  & Confirming  Houses  ...  84-4 

Purnitiue 12-5 

Miscellaneous  113-4 

876-0 


C.  Credit  and  Guarantee  Insurance  Company  Limited 

83.  The  Credit  & Guarantee  Insurance  Company  Limited 
was  registered  under  a different  title  several  years  ago,  but 
only  started  operating  as  an  underwriting  agency  on  the  1st 
January,  1957.  It  issues  policies  on  behalf  of  the  New  Era 
Insurance  Company  a subsidiary  of  the  National  Employers 
Mutual  General  Insurance  Association  Limited. 

84.  The  Credit  & Guarantee  started  on  quite  a small  scale 
but  by  the  end  of  September,  i.e.  approximately  nine  months’ 
operations,  the  response  from  various  parts  of  the  country 
had  been  suflnciently  encouraging  to  justify  the  Directors  in 
increasing  the  subscribed  capital  to  a figiue  of  approximately 
£150,000.  This  will  enable  the  Credit  & Guarantee  to  proceed 
on  a basis  still  as  underwriting  agent  for  the  New  Era  Insurance 
Company  but  themselves  participating  in  the  business  under- 
written to  a reasonable  extent. 
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85.  Due  to  the  short  time  the  Company  has  been  operating 
the  breakdown  figures  of  business  done  are  not  likely  to  be 
of  any  value  to  ttie  Committee,  but  in  the  first  ten  months 
over  200  policies  have  been  issued  covering  a wide  field  both 
in  the  United  Kingdom  and  abroad,  including  already  a 
number  of  Policies  granted  to  firms  domiciled  abroad.  In 
no  case  however,  does  the  Company  accept  the  political  or 
exchange  transfer  risks,  and  policies  issued  are  in  general 
Umited  to  the  risfe  of  insolvency,  and  protracted  defarilt. 

86.  It  is  desired  to  emphasise  that  in  establishing  this 
organisation  the  promoters  felt  that  the  available  market  was 
too  small  for  the  rapidly  growing  demand  for  Credit  Insurance 
and  the  response  indicated  above  appears  to  confirm  this  view. 

87.  The  forms  of  policies  being  issued  are  substantially  the 
same  as  those  issu^  by  the  Trade  Indemnity  Company 
Limited. 

D.  Black  Sea  and  Baltic  General  Insurance  Con*pany 

Limited. 

88.  As  far  as  is  known  the  principal  shareholders  and  direc- 
tors of  this  company  are  residents  of  the  U.S.S.R.  The  com- 
pany is  a memba:  of  the  British  Insurance  Association.  It 
transacts  considerable  Russian  insurance  and  reinsurance 
business  in  London.  Through  the  U.S.S.R.  Foreign  Insur- 
ance Department  “ Ingosstrakh  ”,  it  is  prepared  to  insure  the 
risk  of  non-payment  for  ej^jort  transactions  with  Eastern 
European  marlmts,  but  only  when  the  marine  risks  are  also 
covei^. 

E.  Lloyds’  Relationship  wira  Credit  Insurance 

89.  The  Act  of  1911  ©ctending  the  activities  of  Lloyds  to 
cover  non-Marine  insurance  expressly  states  “ the  objects  of 
this  Society  are  hereby  extended  to  include  the  carrying  out  of 
the  business  of  insurance  of  every  description  induding 
Guarantee  business.” 

90.  However,  following  an  unfortunate  incursion  into  the 
credit  insurance  field  by  one  of  its  members  in  1923,  Lloyds’ 
Committee  decided  strictly  to  limit  members’  activities  in  this 
branch  of  business.  A voluntary  agreement  was  undertaken  by 
the  Underwriters  under  which  it  was  agreed  that  no  underwriter 
would  write  direct  financial  guarantee  business  and  reinsur- 
ance of  companies  undertaking  such  business  would  be  al- 
lowed only  subject  to  certain  conditions. 

91.  A strict  oversi^t  of  all  policies  underwritten  by  Lloyds 
was  instituted  to  detect  any  element  of  credit  insurance. 
Reinsurance  of  companies  practising  CTedit  insurance  was 


APPENDIX  A to  Part  I 

FACiunES  Provided  by  E.C.G.D. 

1.  Comprehensive  Guarantee  Policy  (C<?) 

Comprehensive  Guarantee  {Shipments'^  Policy  {CGS) 

These  have  been  discussed  in  the  Memorandum. 

2.  External  Trade  Policy  (£T) 

External  Trade  {(Contracts)  Policy  {ETC) 

These  have  been  discussed  in  the  Memorandum. 

3.  Contracts  Policy  (2V) 

Shipments  Policy  {2VS) 

External  Trade  Contracts  Policy  {2ETC) 

External  Trade  Shipments  Policy  (2ET) 

These  are  essentially  similar  to  the  C.G.,  CG.S.,  ETC  and 
ET  policies.  They  relate  to  the  export  or  merchanting  of 
goods  to  markets,  business  with  which  is  insured  under  the 
authorities  provided  by  Section  2 of  the  E.G.  Act  1949 

4.  Processing  Policy 

This  polity  was  designed  in  the  post-war  situation  to  assist 
merch^ts,  who,  owing  to  the  insufficiency  of  the  necessary 
processing  capacity  in  the  U.K.  are  obliged  to  process  their 
raw  materials  (chiefly  wool)  ovCTseas. 

The  risks  insured  against  are  : — 

(o)  confiscation  of  the  raw  or  partly  processed  product  by 
an  overseas  government ; 

(6)  war  between  the  processing  country  and  the  U.K, ; and 


permitted  subject  to  strict  safeguards,  including  approval  by 
the  Committee  of  Lloyds,  of  any  company  reinsuring.  It  is 
imderstood  ffiat  the  above  procedure  remains  current  practice. 


F.  Berne  Union 

92.  The  Berne  Union  (Union  d’Assureurs  des  Credits  In- 
temationaux)  is  an  international  association  of  credit  insurers 
set  up  in  1934  by  four  founder  members,  Exports  Credits 
Guarantee  Department  (United  Kingdom),  Societe  Francaise 
d’Assurance  pour  Favoriser  le  Credit  (France),  Societa 
Italiana  Assicurazione  Crediti  (Italy),  and  Compania  Espanola 
de  Seguros  de  Creditor  y Caucion  (Spain).  Since  1934,  the 
niunber  of  members  has  risen  to  ei^teen  (including,  besides 
E.C.G.D.,  the  Trade  Indemnity  Company  Ltd.  of  the  United 
Kingdom)  in  sixteen  countries  plus  one  associate  member, 
the  Export-import  Bank  of  Washington  D.C.  The  activities 
of  the  Union  have  increased  considerably  in  scope  since  its 
inception  and  a full-time  Secretary-General  is  now  employed. 

93.  The  main  objects  of  the  Union  are  “ to  work  for  the 
rational  development  of  credit  insurance  in  the  international 
field  ” by  providing  for  the  exdiange  among  members  of  in- 
formation and  views,  To  this  purpose,  various  meetings  are 
held  and  a considerable  amount  ofcorrespondence  is  entered 
into. 

94.  The  Union’s  Management  Committee  has  the  power  to 
set  up  a Technical  Sub-Committee  consisting  of  experts  from 
several  member  organisations  who  study  particular  problems 
of  CTedit  insurance  principles  and  techniques.  The  views 
of  all  membCTs  are  normally  sought  before  a final  report  is 
made,  and  the  questions  are  discussed  at  the  Annual  Meeting, 
which  has  been  held  every  year  since  1947. 

95.  In  addition,  the  Union  seeks  to  establish  a common 
approach  to  the  credit  terms  upon  which  members  are  pre- 
pared to  insure  business.  A major  contribution  in  this  field 
is  the  Annual  Meeting.  At  these  meetings,  members  are  able 
to  CTchange  information  on  the  terms  of  payment  they  nor- 
mally cover  for  certain  goods  and  countries.  General  agree- 
ment has  been  reached  on  the  maximum  terms  that  should  be 
covQ'ed  and  the  Union  is  making  a firm  stand  against  demands 
for  excessively  long  credits.  Besides  this,  there  is  direct  con- 
sultation between  members  on  individual  cases  and  this  has 
effectively  prevented  one  credit  insurer  being  played  off 
against  another  by  competing  exporters  in  the  respective 
countries. 


(c)  war,  civil  war,  revolution  or  civil  disturbance  in  the 
processing  coimtry. 

E.C.G.D.  is  on  risk  from  the  date  of  landing  of  the  raw 
materials  in  the  processing  country  to  the  date  of  shipment 
from  that  country  or  date  of  delivery  to  buyers  in  that  country. 
Percentage  of  loss  payable  is  up  to  90  %. 

5.  C.I.F.  Charges  Policy  (5.4),  (55)  and  {SQ 

Additional  facilities  for  covering  the  risks  of  increases  ia 
the  rates  of  premiums  charged  for  marine  or  war  risk  insur- 
ance or  frei^t.  The  SA  policy  is  applicable  to  all  contracts, 
whereas  SB  is  available  for  contracts  with  specific  countries, 
and  SC  for  specific  contracts  only.  There  is  vary  little  demand 
for  this  cover. 

6.  Contracts  Policy  (F  Spec)  and  {V  Spec  Air) 

Shipments  Policy  {VS  Spec)  and  {VS  Spec  Air) 
Contracts  Policy  (FG)  and  {VG  Air) 

Shipments  Policy  {VSG)  and  {VSG  Air) 

These  are  specific  policies  for  major  capital  goods  business, 
They  have  b«n  discussed  generally  in  the  Memorandum. 
The  V/VS  (Spec)  relates  to  private  buya^,  the  V/VS(G)  to 
Government  buyers.  The  same  standard  policies  have  been 
adapted  to  deal  with  major  contracts  for  aircraft. 

Oltems  7-12  below  are  special  facilities  introduced  in 
1949  in  order  to  assist  in  the  drive  for  dollar  account 
markets  undertaken  at  that  time.  Business  insured 
under  these  guarantees  is  shown  at  Appendix  L). 
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Dollar  Drive  Comprehensive  Guarantee  Policy  (DD.CG) 
Dollar  Drive  Comprehensive  Guarantee  Shipments  Policy 
{DD.CGS). 

Dollar  Drive  External  Trade  Contracts  Policy  {DD.ETC) 
Dollar  Drive  External  Trade  Policy  {DD.ET). 

These  differ  from  the  CG,  CGS,  ETC  and  ET  policies  only 
in  that  they  may  be  issued  in  respect  of  business  with  certain 
dollar  account  markets,  i.e.  spread  of  business  is  not  required. 

8.  Joint  Venture  Guarantees 

There  are  two  basic  types  : — 

Promotion  Designed  for  the  exporter  who,  in  endeavouring 
to  b^d  up  a lasting  trade  in  the  dollar  markets 
proposes  to  incur  planned  expenditure  ovct  a 
period  of  time  in  promoting  sales. 

Production  Designed  for  the  exporter  who  already  has  an 
established  trade  with  dollar  markets  but,  in  order 
to  increase  his  turnover,  must  purchase  additional 
raw  materials  and  put  goods  into  production  in 
anticipation  of  orders,  thus  running  the  risk  of 
loss  in  the  event  of  a price  fall  through  his  in- 
ability to  recover  his  costs  of  production  in  his 
selling  price. 

Both  types  of  guarantee  operate  on  the  basis  of  a ‘ Joint 
Venture  Account  ’ constnact^  in  a similar  manner  to  the 
exporter’s  normal  Trading  and  Profit  and  Loss  Accounts. 
They  operate  over  a period  of  four  years  or  more  and  loss  is 
estimated  on  results  achieved,  The  normal  percentage  of 
cover  is  50%,  but  in  the  case  of  Production  Guarantees,  this 
may  be  up  to  75  % in  special  cases. 


Government  of  the  exhibiting  country,  regulations  preventing 
the  export  of  goods  from  the  exhibiting  country,  war 
between  exhibiting  country  and  the  U.K.,  and  war,  civil  war 
or  other  disturbance  in  the  exhibiting  country. 

1 4.  Services  Policies 

These  have  been  dicussed  in  the  Memorandum. 

15.  Services  (G)  Constructional  Works  Policy 

Similar  in  purpose  to  the  Services  Policy  but  deals  exclu- 
sively with  large  scale  contracts  which  may  provide  for  the 
supply  of  both  goods  and  services.  The  work  may  extend 
over  long  periods  and  payment  may  not  be  related  to  the  cost 
of  the  work  done.  This  policy  is  drafted  for  specific  conttacts 
usually  on  the  assumption  that  the  overseas  Principal  is  an 
official  organisation,  but  it  is  possible  that  the  draft  could  be 
used  for  purely  ‘ private  buyers  ’ by  suitable  amendments. 
The  policy  is  d^igued  to  cover  90  % of  any  loss  sustained  by 
reason  of  the  following  specific  risks  : — 

(i)  failme  to  receive  sums  due  under  the  contract  by 
reason  of  default  on  the  part  of  the  principal,  transfer 
restrictions  or  war ; 

(ii)  in  respect  of  goods  or  materials  exported  from  the 
U.K.  in  connection  with  the  work,  losses  through 
export  or  import  restrictions,  and  the  incurring  of 
additional  costs  through  interruption  or  diversion 
of  voyage  ; 

(iii)  in  respect  of  contractor’s  plant  or  machinery  used 
overseas  on  the  work,  the  risk  of  confiscation  or  re- 
quisition or  refusal  by  the  overseas  Government  to 
permit  re-export  at  the  conclusion  of  the  work. 


9.  Market  Survey  Policy  (MS) 

Designed  to  assist  an  exporter  contemplating  trading  with 
dollar  markets  for  the  first  time.  This  policy  assists  him  to 
carry  out  a survey  to  ascertain  the  demand  for  his  products. 
The  policy  provides  cover  up  to  50%  of  the  cost  of  an  un- 
favourable survey,  or,  if  the  survey  shows  reasonable  pros- 
pects and  subsequent  sales  do  not  reach  expectations,  up  to 
half  the  difiCTence  between  the  cost  of  the  survey  and  an  agreed 
percentage  of  the  value  of  the  ensuing  sales  made  by  the  ex- 
porter to  the  market  over  an  agreed  period.  In  cases  where 
the  goods  are  not  suitable  for  the  market  survey  technique 
and  have  to  be  tested  and  demonstrated  on  the  spot,  the 
policy  can  be  adapted  to  cover  these  ‘ produce  tests  ’ and  will 
cover  the  exporter  up  to  50  % of  the  cost  of  making,  shipping 
and  demonstrating  the  goods,  including  the  cost  of  sending 
out  skilled  staff,  in  so  far  as  these  costs  may  not  be  recouped 
from  ensuing  sales. 

10.  Advertising  and  sales  Promotion  Policy  (AP) 

Designed  to  assist  an  exporter  who  wishes  to  work  for  a 

large  volume  of  sales  in  the  dollar  markets.  Tliis  policy 
assists  him  in  the  heavy  losses  he  may  sustain  if  expenses  in- 
curred are  not  recouped  because  subsequent  sales  fail  to  reach 
the  level  expected.  The  exporter  is  insured  against  up  to 
50%  of  possible  losses  through  the  cost  of  his  sales  promotion 
activities  not  being  recovCTed  by  an  agreed  proportion  of  the 
total  sales  made  by  him  ovct  an  agre^  period. 

11.  Finance  Guarantee  (FG) 

This  facility  has  been  used  very  exceptionally  and  sparingly 
since  it  was  iutroduced.  It  takes  the  form  of  an  indemnity  to 
a bank.  Where  an  exporter,  engaged  in  sales  to  dollar  mar- 
kets, requires  an  overdraft  facility  in  excess  of  what  his  bank 
is  prepared  to  make  available  in  the  ordinary  course  of  busi- 
ness, E.C.G.D.  is  prepared  to  consider  a guarantee  to  the 
bank,  for  the  excess  portion,  that  the  exporter  will  repay  the 
bank  on  the  agreed  tCTms. 

12.  Stocks  Policy 

Designed  to  assist  exporters  who  find  it  necessary  to  main- 
tain stocks  in  a dollar  market.  Stockbuilding  on  the  scale 
often  necessary  is  attended  by  substantial  risks  if  stocks  are 
not  cleared.  This  policy  covws  the  exporter  up  to  50% 
of  any  loss  from  these  causes. 

13.  Fairs  Policy 

Designed  to  offer  an  exporter  a measure  of  cover  where 
goods  are  despatched,  not  under  a contract  of  sale,  to  an 
International  Trade  Fair  for  subsequent  sale  during  or  after 
closure  of  the  Fair.  This  policy  covers  an  exporter  for  90% 
of  a loss  sustained  through  coiifiscation  of  the  goods  by  the 


16.  Bank  Guarantees 

These  have  been  discussed  in  the  Memorandum.  Briefly, 
they  are  available  to  the  banker  who  is  providing  finance  for 
a major  capital  goods  export  order  in  excess  of  £250,000  for 
which  our  normal  policies  would  not  be  acceptable  as  a col- 
lateral security.  Under  this,  E.C.G.D.  would  give  a guaran- 
tee to  the  banks  up  to  85%  of  the  credit  to  be  given  to  the 
oversea  buyer.  This  guarantee  would  commence  from  the 
time  the  goods  have  been  duly  accepted  by  the  buyer,* 

17.  ENDORSEMENTS 

(d)  Extended  Terms  Memorandum 

This  has  been  discussed  in  the  Memorandum. 

(b)  Overseas  Stocks 

This  has  been  discussed  in  the  Memorandum. 

(c)  Sales  from  Overseas  Stocks 

This  has  been  discussed  in  the  Memorandum. 

(d)  Sales  in  Overseas  Currencies. 

This  has  been  discussed  in  the  Memorandum. 

(e)  Re-exports 

The  policies  relating  to  goods  exported  from  the  U.K. 
are  applicable  only  where  the  goods  are  ‘ wholly  or 
partly  produced  or  manufactured  in  the  U.K.  ’ This 
endorsement  extends  cover,  on  exportation  from  the 
U.K.,  to  goods  ‘ wholly  or  partly  produced  or  manu- 
factured outside  the  U.K.’  which  have  not  been  sub- 
jected to  transformation,  repair  or  supplementary 
treatment. 

(/)  U.K.  Buyers 

An  endorsement  to  provide  cover  for  transactions 
where  the  insured  is  selling  to  a U.K.  confirming  house 
or  buyer  for  ultimate  export. 

(g)  Documents  against  Payment 

Cover  under  this  endorsement  is  available  for  certain 
specified  markets  where  the  traditional  terms  of  pay- 
ment are  ‘ Documents  against  Payment  ’ under  a tenor 
bill.  Should  a buyer  default  after  acceptance  of  the 
bill  of  exchange,  but  before  he  has  paid  for  and  taken 
up  the  goods,  limited  cover  is  extended  to  the  exporter 
for  loss  sustained  upon  re-sale  of  the  goods. 


• As  aonounced  by  the 

Debate,  1958,  these  unconditional  Guarantees 
goods  export  orders  of  £100,000  value  and 
more  than  three  years  from  date  o"  ' ‘ 
bank  will  now  cover  90  % of  the 
these  guarantees  are  subject  will  r« 


of  the  Board  of  Trade  during  the  Budget 
uarantees  will  now  attach  to  major  capital 
and  over,  provided  that  the  credit  period  is 
iipment.  In  addition  the  Guarantee  to  the 

diC  UTVen.  The  otbar  /.nndirrnn, 
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EXPORT  CREDITS  GUARANTEE  DEPARTMENT 
CREDIT  INSURANCE  SCHEME 


Analysis  of  Trading  and  Profit  and  Loss  Accounts  for  the  Financial  Years  1930-31  to  1956-57 


1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

Income 

Ejqjenditure 

Balance 

for 

Year 

Cumulative 

Balance 

Financial 

Year 

Net 

Premiums 

Recoveries 

of 

Payments 

under 

Guarantees 

Interest 

or 

Recoveries 

Notional 
Interest 
on  Cash 
Balance 

Total 

Payments  Admini- 
under  stration 

Guarantees  Expenses 

Total 

£000 

£000 

£000 

£000 

£000 

£000 

£000 

£000 

£000 

£000 

1930-31 

268 

— 

— 

3 

271 

25 

24 

49 

222 

222 

1931-32 

781 

6 

23 

810 

43 

33 

76 

734 

956 

1932-33 

442 

7 

40 

489 

46 

31 

77 

412 

1,368 

1933-34 

151 

11 

48 

210 

9 

34 

43 

167 

1,535 

1934-35 

252 

5 

54 

311 

12 

40 

52 

259 

1,794 

1935-36 

245 

7 

60 

312 

13 

52 

65 

247 

2,041 

1936-37 

335 

8 

67 

410 

41 

66 

107 

303 

2,344 

676 

5 

79 

760 

35 

77 

112 

648 

2,992 

944 

5 

104 

1,053 

36 

90 

126 

927 

3,919 

1939-40 

357 

8 

123 

488 

177 

96 

273 

215 

4,134 

1940-41 

434 

46 

92 

572 

2,652 

125 

2,777 

—2,205 

1,929 

1941^2 

535 

490 

66 

1,091 

692 

132 

824 

267 

2,196 

1942-43 

506 

34 

64 

604 

922 

120 

1,042 

—438 

1,758 

1943^ 

367 

45 

52 

464 

594 

103 

697 

1944^5 

326 

114 

50 

490 

270 

106 

376 

114 

1945-46 

370 

596 

64 

1,030 

16 

114 

130 

1946-47 

763 

123 

86. 

972 

17 

151 

168 

804 

3,343 

994 

114 

108 

1,216 

45 

179 

224 

1948-49 

1,531 

796 

152 

2,479 

96 

247 

343 

2,136 

6,471 

1,731 

440 

203 

2,374 

765 

318 

1,083 

1,291 

2,391 

1,080 

238 

3,709 

2,359 

415 

2,774 

935 

1951-52 

3,130 

1,976 

338 

5,444 

607 

487 

1,094 

4,350 

1952-53 

2,769 

197 

329 

3,295 

14,410 

557 

14,967  - 

—11,672 

1953-54 

2,478 

4,804 

55 

—138 

7,199 

11,414 

691 

12,105 

-4,906 

—3,531 

5,355 

103 

—44 

8,309 

4,626 

763 

5,389 

1955-56 

3,614 

4,656 

251 

54 

8,575 

2,300 

883 

3,183 

5,392 

3,690 

5,397 

364 

268 

9,719 

5,411 

966 

6,377 

3,342 

8,123 

Totals 

32,975 

26,325 

773 

2,583 

62,656 

47,633 

6,900 

54,533 

8,123 

APPENDIX  D to  Part  I 


EXPORT  CREDITS  GUARANTEE  DEPARTMENT 
SPECIAL  GUARANTEES  SCHEME 

Analysis  of  Trading  and  Profit  and  Loss  Accounts  for  the  Financial  Years  1949-50  to  1956-57 


1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

Income 

Expenditure 

Financial 

Year 

Net 

Premiums 

Recoveries 
of  Payments 
under 
Guarantees 

Notional 
Interest 
on  Cash 
Balance 

Total 

Payments 

under 

Guarantees 

Admini- 

stration 

Expenses 

Total 

Balance 

for 

Year 

Cumulative 

Balance 

1949- 50 

1950- 51 

1951- 52 

1952- 53 

1953- 54 

1954- 55 

1955- 56 

1956- 57 

£000 

10 

254 

476 

264 

280 

654 

845 

784 

£000 

3 

5 

I 

4 

5 

16 

£000 

1 

13 

22 

23 

—3 

15 

43 

£000 

10 

258 

489 

291 

304 

655 

865 

843 

£000 

14 

14 

61 

1,125 

298 

51 

434 

£000 

23 

53 

66 

57 

67 

91 

84 

107 

£000 

23 

67 

80 

118 

1,192 

389 

135 

541 

£000 

—13 

191 

409 

173 

—888 

266 

730 

303 

£000 

—13 

178 

587 

760 

—128 

138 

868 

1,171 

Totals 

3,567 

34 

114 

3,715 

1,997 

548 

2,545 

1,171 
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EXPORT  CREDITS  GUARANTEE  DEPARTMENT 
ECONOMIC  ASSISTANCE  SCHEME 


Analysis  of  Trading  and  Profit  and  Loss  Accounts  for  the  Financial  Years  1949-50  to  1956-57 


1 

2 

3 

4 

5 

6 

7 

Income 

Expenditure 

Net  Interest 

Notional 

Balance 

Cumulative 

Year 

Accruing 

Interest 

Administration 

for  Year 

Balance 

from 

on  Cash 

Total 

Expenses 

Advances 

Balance 

£000 

£000 

£000 

£000 

£000 

£000 

1949-50 

— 

— 

— 

— 

— 

— 

1950-51 

21 

— 

21 

2 

19 

19 

1951-52 

43 

I 

44 

2 

42 

61 

1952-53 

40 

3 

43 

2 

41 

102 

1953-54 

17 

4 

21 

3 

18 

120 

1954-55 

36 

4 

40 

2 

38 

158 

1955-56 

64 

7 

71 

3 

68 

226 

1956-57 

20 

9 

29 

6 

23 

249 

Totals . . . 

241 

28 

269 

20 

249 
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Business  Transacted  under  the  Overseas  7>ade  Guarantees  Act  1939 


1 

2 

3 

4 

5 

6 

Financial 

Guarantees 

Guarantees 

Premium 

Payments 

Year 

Issued 

Current 

(6) 

under 

(«) 

Guarantees 

&n. 

£m. 

£000’s. 

£000’s. 

£000’s. 

1939/40 

2-933 

2-745 

3 

1940/41 

4-996 

4-656 

54 

74 

1941/42 

•939 

5-411 

70 

198 

1942/43 

•471 

5-863 

77 

249 

1943/44 

•284 

5-968 

84 

249 

1944/45 

•309 

5-767 

86 

451 

1945/46 

2-453 

6-116 

76 

896 

1946/47 

1-602 

7-724 

66 

183 

1947/48 

•513 

6-883 

100 

183 

1948/49 

1-6 

5-295 

83 

183 

1,147 

1949/50 

2-812 

51 

183 

1950/51 

2-324 

43 

549 

1951/52 

1-883 

36 

549 

1952/53 

1-422 

28 

549 

1953/54 

•938 

20 

549 

1954/55 

•801 

14 

183 

1955/56 

-656 

12 

183 

306 

1956/57 

•504 

9 

183 

224 

(<z)  Securities  guaranteed. 

(b)  Represents  difference  between  interest  receivable  and  interest  payable. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


197 


6.  Export  Credits  Guarantee  Dotartment 


[Continued 


APPENDIX  L TO  Part  I 


EXPORT  CREDITS  GUARANTEE  DEPARTMENT 

Special  Dollar  Markets  Guarantees  under  Section  2 of  the  E.G.A.  1949 
General  Financial  Results  up  to  31jf  March,  1957 


Table  I 


1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

Of  which 

aU  types 

Modified  Contracts  and 
Shipments  (S.T.)  Guarantees 
—viz.  Appendix  A,  para.  7 

Special  Guarantees 
—viz.  Appendix  A, 
paras.  8 — 12 

No. 

Face  Department’s 
Value  Liability 

No. 

Face  Department’s 
Value  Liability 

No. 

Face 

Value 

Department’s 

Liability 

f’OOOs. 

£’000s. 

£’000s. 

£’000s. 

£’000s. 

£’000s. 

Issued 

1949- 50 

1950- 51 

1951- 52 

1952- 53 

1953- 54 

1954- 55 

1955- 56 

1956- 57 

42 

194 

169 

217 

253 

250 

247 

242 

1,012 

8,940 

9,354 

6,441 

7,477 

7,209 

8,149 

8,576 

823 

7,449 

7,683 

5,332 

6,212 

6,030 

6,926 

7,270 

37 

115 

151 

206 

250 

246 

245 

238 

963 

7,003 

7,896 

6,063 

7,372 

6,875 

8,145 

8,456 

786 

6,171 

6,614 

5,074 

6,162 

5,780 

6,924 

7,196 

5 

79 

18 

11 

3 

4 
2 
4 

49 

1,937 

1,458 

378 

105 

334 

4 

120 

37 

1,278 

1,069 

258 

50 

250 

2 

74 

TOTAL 

1,614 

57,158 

47,725 

1,488 

52,773 

44,707 

126 

4,385 

3,018 

Expired 

1949-1956 

1,350 

48,540 

40,524 

1,241 

44,846 

37,961 

109 

3,694 

2,563 

Current 
At  31/3/57 

264 

8,618 

7,201 

247 

7,927 

6,746 

17 

691 

455 

Table  2 Business  Declared  and  Premium  Earned 


1 

2 

3 

4 

Of  which 

Short-term 

Guarantees 

Special 

Guarantees 

Ci) 

Business  Declared 

Turnover  in  Financial  Year  1956-57  ... 
Totd  Turnover  Cumulative  to  March 
1957  

£’000s. 

11,055 

68,357 

£’000s. 

(а)  10,783 

(б)  57,647 

£’000s. 

317 

12,787 

(u) 

Premium  Earned 

Premium  Earned  in  Financial  Year 

1956-57  

Total  Premium  Earned  Cumulative  to 
March  1957  

73 '9 
607-7 

66-1 

366-9 

7-8 

240-8 

NOTES  : (a)  These  figures  include  £45,000  duplicated  Shipments  unda:  both 
Short  Term  and  Special  Guarantees. 


(fc)  These  figures  include  £2,077,000  duplicated  Shipments. 


Table  3 Claims  Paid,  Recovered  and  Written-off- 
Cumulative  to  date 


£ 

(i)  Claims  Paid  742,984 

(ii)  Recovmes  received  in  respect  of  claims  paid  .. . 31,559 

(iii)  Amount  written  ofiF  as  irrecoverable 215,192 
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COMMnTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued] 


Other  Government  Departments  etc. 


Part  n. 

The  role  of  Export  Credits  Guarantees  in  the  Monetary  and 
Credit  System  of  the  United  Kingdom. 

1 . Introduction 

The  provision  of  E.C.G.D.  guarantees  greatly  reduces  the 
financial  risks  of  trading  overseas  and  influences  the  day-to- 
day  decisions  of  exporting  manufacturers,  raerdoants,  bankers 
and  others,  and  through  them  has  an  impact  on  the  monetary 
system,  itself.  The  guarantees  themselves  enhance  the  credit 
worthiness  of  insured  borrowers  and  although  the  proportion 
of  total  U.K.  exports  which  is  credit  insured  is  only  about 
13-14%,  the  insured  proportion  of  total  business  done  abroad 
on  credit  terms,  a great  deal  of  which  is  financed  by  the  bank- 
ing system  of  the  United  Kingdom,  is  much  higher.  At  the 
margin  business  involving  credit-giving  overseas,  although  in 
itself  sound,  might  not  be  done  at  all  without  E.C.G.D. 
guarantees  ; either  the  exports  could  not  afford  to  take  the 
risk  of  loss  or  he  could  not  afford  to  be  out  of  his  money  for 
the  credit  period  ; or  his  bank  would  not  provide  finance 
because  the  risk  overseas  together  with  the  credit  position 
of  the  borrower  would  not  justify  it.  The  manufacturer  or 
merchant  who  can  trade  abroad  knowing  that  he  will  not 
incur  any  long-standing  bad  debts  is  in  a position  to  maximise 
the  use  of  finance  at  his  disposal,  whether  from  his  own 
resources  or  through  the  banking  system. 

Much  of  the  above  relates  equally  to  the  effects  of  domestic 
credit  insurance.  There  are,  however,  problems  of  financing 
medium  term  credit  which  are  specific  to  the  export  field. 
The  following  paragraphs  provide  a factual  account  of  &e 
more  direct  implications  of  export  credit  insurance,  as  seen 
by  E.C.G.D.,  upon  the  monetary  and  credit  system,  with 
special  reference  to  these  problems. 

2.  E.C.G.D.  Guarantees  as  Security 

E.C.G.D.  is  not  a provider  of  finance  for  exports,  except  in 
the  case  described  in  para^aph  7 below.  A certain  amount 
of  export  business  on  credit  terms  is  self  financed,  but  outside 
the  range  of  a few  concerns,  the  volume  of  this  is  not  believed 
to  be  large.  The  capital  of  many  small  and  medium  sized 
manufacturers  has  not  kept  pace  with  the  rise  of  costs  and 
prices  in  the  economy.  This  together  with  the  reduced  acti- 
vity of  the  London  capital  market  in  providing  finance  for 
overseas  purchases  of  U.K.  goods  has  shifted  the  burden 
of  financing  credit  on  to  the  manufacturer.  The  banking 
system  is  therefore  called  upon  to  a greater  extent  than  for- 
merly to  finance  exports ; the  banks  must  however  continue  to 
observe  the  rules  of  prudent  lending  in  conditions  where  the 
risk  has  generally  increased.  For  these  reasons  the  hanks 
place  increasing  reliance  upon  the  additional  security  provided 
by  export  credit  guarantees.  In  some  cases  finance  is  pro- 
vided only  in  the  presence  of  such  guarantees.  In  others,  the 
existence  of  a guarantee  enables  Ae  exporter  to  obtain  dis- 
count facilities  at  finer  rates  than  would  o Setwise  be  the  case. 

3.  Assignment  of  Rights  under  an  E.C.G.D.  Policy. 

In  many  cases  the  banks,  while  requiring  that  the  exporter 
be  credit  insured,  are  satisfied  with  the  knowledge  that  this  is 
the  case.  In  other  cases  banks  insist,  as  a condition  of  pro- 
viding finance,  that  all  payments  due  to  the  insured  be  assigned 
to  them.  The  Department  recognise  the  need  for  such 
assignment,  and  has  devised  a procedure  for  so  doing.  As- 
signment may  be  specific,  i.e.  in  respect  of  specified  trans- 
actions, or  it  may  relate  to  all  business  with  a particular  mar- 
ket or  to  all  business  transacted  under  the  Department’s 
guarantee.  In  the  two  latter  cases  the  assignee  ba^  is 
notified  of  any  changes  in  the  terms  or  conditions  of  cover 
affecting  his  interest.  In  all  cases  the  Department  will  pay 
claims  due  to  the  insured  under  the  guarantee  direct  to  the 
assignee  bank. 

4.  Export  credit  guarantees  do  not  insure  that  payment 
will  be  made  in  all  circumstances  ; for  instance,  non-payment 
due  to  breach  of  condition  by  the  insured  is  outside  the  scope 
of  the  guarantee  and  there  are  also  certain  risks,  such  as  that 
of  devaluation  of  an  overseas  currency,  which  are  not  covered. 
Thus  guarantees  do  not  provide  a complete  security  for  the 
banker  financing  the  business. 

Nevertheless,  in  the  field  of  short  term  business,  i.e.  involv- 
ing credit  up  to  six  months,  the  guarantees  are  widely  used  as 
additional  security  and  the  system  generally  works  well.  This 
field  includes  all  raw  material  and  consumer  goods  business 
together  with  a great  deal  of  consumer  durables  and  light 
machinery  which  can  still  be  transacted  on  relatively  short 
terms  of  payment. 


5.  Capital  Goods  Exports 

Few  real  difficulties  w^e  experienced  in  financing  capital 
and  quasi-capital  goods  until  the  last  few  years.  During  the 
post  war  period  many  overseas  countries  had  large  available 
funds  which  they  bad  been  unable  to  spend  and  the  sellers 
market  persisted  generally  into  the  early  1950’s.  Essential 
replacement  needs  had  by  then  been  largely  met  often  at  the 
expense  of  a rapid  rundown  in  buying  countries’  exchange 
reserves,  and  the  United  Kingdom’s  former  major  competitors, 
notably  Germany  and  Japan,  were  again  active  in  the  export 
field.  Competition  sharpened,  and  with  it  an  increasing 
demand  from  overseas  buyers  for  extended  credit.  Un- 
developed or  underdeveloped  countries  tended  increasingly 
to  create  a demand  for  capital  goods  type  of  product  which 
outran  their  ability  to  pay  except  over  a period  of  years. 

Insofar  as  the  I.B.R.D.  and  similar  organisations  are  able 
to  finance  such  development  requirements  they  present  little 
problem  to  U.K.  manufacturers.  But  the  extent  of  such 
assistance  has  been  limited,  and  manufacturers  have  increas- 
ingly foimd  it  necessary  to  find  finance  not  merely  for  the 
period  of  manufacture  but  for  the  provision  of  credit  after 
the  goods  have  been  delivered,  which  might  extend  from  12 
months  up  to  as  much  as  five  years.  Their  own  resources 
are  rarely  adequate  for  this  purpose  and  manufacturers  have 
turned  inevitably  to  the  banks  for  their  increasing  export 
credit  needs.  The  relatively  illiquid  nature  of  medium  term 
financing  has  posed  its  own  problems  as  has  also  the  risk 
attaching  to  these  medium  term  transactions.  E.C.G.D.’s 
facilities  are  available,  and  have  been  in  increasing  demand 
for  capital  goods  business.  However,  the  conditional  charac- 
ter of  the  guarantees,  which  are  generally  acceptable  for  nor- 
mal commercial  purposes,  is  much  more  of  a problem  where 
the  financing  period  extends  over  a number  of  years  and 
where  the  amounts  at  stake  are  very  large. 

Several  suggestions  have  been  made  to  solve  this  problem 
of  financing  medium  term  export  credit ; one  of  the  most 
practical  is  the  setting  up  of  institutions  such  as  Air  Finance 
Ltd.,  to  mobilise  resources  for  exports  of  a particular  nature. 
Other  new  institutions  on  the  lines  of  those  in  use  in  Germany, 
France,  the  U.S.A.  etc.  have  been  suggested  and  have  been 
related  to  schemes  for  tapping  new  sources  of  funds,  i.e.  the 
insurance  companies.  It  was  against  this  background  to  the 
financing  of  large  capital  goods  exports  that  E.C.G.D.  direct 
bank  guarantees  emerged. 


6.  Direct  Bank  Guarantees 

E.C.G.D.  had,  prior  to  1954,  given  guarantees  to  banks 
direct  in  a ve^  limited  number  of  cases  in  respect  of  finance 
which  was  being  made  available  to  manufacturers  of  capital 
goods  who,  in  order  to  do  the  business,  had  to  allow  their 
overseas  buyer  CTedit  terms  extending  over  a period  of  years. 
It  was  felt  ffiat  an  extension  of  this  E.C.G.D.  facility  would 
bring  forth  the  finance  that  possibly  would  otherwise  not  be 
available.  The  guarantee  would  have  to  take  the  risk  element 
out  of  the  transaction  for  the  bank  ; it  would  thus  have  to 
be  unconditional.  Any  general  provision  of  such  a facility, 
howevo",  might  well  encourage  the  extension  of  an  increasing 
volume  of  credit  to  overseas  buyers  (within  the  lending  li-mits 
and  subject  to  the  liquidity  requirements  of  the  banks)  which 
might  well  be  inflationary,  and  which  incidentally  might  also 
lead  to  undue  rehaace  being  placed  upon  these  unconditional 
guarantees  rather  than  upon  the  stan(tod  forms  of  cover  pro- 
vided by  E.C.G.D.  However,  the  facility  was  devised  to 
assist  in  the  field  of  major  capital  projects  and  stringent  con- 
ditions were  laid  down  to  limit  its  use  to  that  field.  The 
guarantees  may  be  issued  only  in  respect  of  a major  capital 
goods  contract  valued  at  not  less  than  £250,000  and  are  not 
given  for  an  accumulation  of  small  orders  or  for  goods  of  a 
non-capital  nature.  The  more  liberal  issue  of  direct  guaran- 
tees to  banks  was  announced  by  the  Chancellor  of  the  Ex- 
chequCT  in  his  Budget  Speech  of  1954.  The  guarantee  relates 
only  to  the  pure  credit  period,  i.e.  to  the  period  after  the  buyer 
has  accepted  the  goods  and  covers  85%  of  the  credit  given  to 
the  buy».  The  guarantees  may  be  given  in  respect  of  two 
forms  of  financing. 

The  U.K.  manufacturer  can  draw  bills  on  his  overseas  buyer 
which  he  can  then  discount  with  his  bank,  (or  the  buyers 
promissory  notes  may  be  purchased  by  the  bank).  The 
manufacturer  must  have  a standard  E.C.G.D.  guarantee. 
The  direct  bank  guarantee  attaches  to  this  standard  guarantee, 
and  in  accordance  with  its  terms  E.C.G.D.  will  pay  the  bank 
three  months  after  due  date  should  it  not,  for  whatever  cause, 
receive  the  proceeds  of  the  bUl.  In  the  event  of  the  cause 
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of  loss  being  one  insured  imder  the  standard  guarantee,  pay- 
ment by  E.C.G.D.  to  the  bank  is  regarded  as  having  been 
made rmder that  guarantee  ; ifthecauseoflossis  notinsxired 
under  the  standard  guarantee,  the  Department  will  take  re- 
course to  the  manufacturer. 

Where  the  bank  is  providing  a line  of  credit  direct  to  the 
overseas  buyer,  the  manufacturer’s  contract  of  sale  is  not 
directly  related  to  the  financial  arrangement  between  bank 
and  buyer.  E.C.G.D.  rvill  issue  a direct  bank  guarantee  in 
^ese  circumstances,  but  its  ability  to  take  recourse  to  the 
manufacturer,  and  indeed  its  ability  generally  to  retain  control 
over  its  liabilities,  is  much  weaker  than  under  the  arrangement 
described  above.  The  Department’s  views  on  the  use  which 
should  be  made  of  this  form  of  financing  are  set  out  in  Part  III 
of  this  Memorandum. 

Since  the  direct  bank  guarantee  was  made  more  generally 
available  in  1954,  31  guarantees  to  a total  value  of  £65,075,495 
have  been  issued.’* 

7.  Provision  of  Finance 

As  has  been  emphasised  above,  E.C.G.D.,  in  its  role  as 
credit  insurer  does  not  provide  finance.  However,  the  Depart- 
ment has  since  1939  been  in  a position  by  means  of  the  machi- 
nery provided  by  the  Acquisition  of  Guaranteed  Securities 
Fund,  to  purchase  securities  which  it  has  itself  guaranteed  and 
in  this  way  make  finance  available  to  the  United  Kingdom 
exporter.  This  facility  was  devised  as  a means  of  providing 
economic  assistance  to  overseas  governments  where  H.M.G. 
decided  as  a matter  of  policy  that  this  should  be  done.  Sec- 
tion 3 of  the  Export  Guarantees  Act,  1949,  is  the  current 
authority  for  the  operation  of  these  arrangements.  Anumber 
of  credit  agreements  have  been  administered  in  this  way  ; 
for  details  see  Appendix  K.  of  Part  I of  this  Memorandum. 

Prior  to  the  Overseas  Trade  Guarantees  Act,  1 939,  whereby 
the  Acquisition  of  Guaranteed  Securities  Fund  came  into 
operation,  credit  facilities  were  made  available  in  respect  of 
business  with  the  Governments  of  the  U.S.S.R.  and  Afghanis- 
tan by  means  of  promissory  notes  drawn  by  these  Govern- 
ments and  guaranteed  by  E.C.G.D.  which  were  sold  by  the 
Govffl-nment  Broker  on  the  London  market. 

8.  Facilities  Abroad 

A summary  of  the  export  credit  facilities  available  in  other 
major  western  countries,  and  of  the  relationship  of  export 
credit  guarantees  to  them,  is  at  Appendix  A.  They  differ, 
of  course,  as  the  institutional  arrangements  for  raising  finance 
for  all  purposes  in  these  coimtries  differ.  However,  the 
following  points  are,  it  is  considered,  relevant  to  the  situation 
outlined  above  : 

•(fl)  The  State  provides  resources  directly  for  export  credit 
in  Italy  and  the  United  States  ; 

(ft)  the  State  has  participated  in  the  formation  of  specialised 
institutions  to  provide  export  credit  in  Belgium  and 
the  Netherlands  ; 

(c)  the  State  guarantees  performance  of  engagements  by 
specialised  institutions  for  providing  export  credit  in 
France,  Belgium  and  the  Netherlands  ; 

(d)  the  State  intervenes  indirectly  by  means  of  Central 
Bank  preparedness  to  rediscount  export  credit  paper 
in  Belgium,  France  and  Germany  ; 

(e)  credit  insurance  is  a prerequisite  to  the  provision  of 
export  credit  on  medium  term  either  by  specialised 
institutions  or  by  commercial  banks  in  Belgium,  Can- 
ada, France,  Germany. 

It  is  not  suggested  that  there  are  lessons  here  which  the 
United  Kingdom,  with  its  very  much  more  flexible  financing 
arrangements,  might  learn,  However,  the  arrangements  in 
some  of  these  countries  axe  often  in  the  minds  of  those  who 
criticise  die  facilities  available  in  the  United  Kingdom,  and 
this  information  might  be  of  interest  to  the  Committee. 


* As  aimouacsd  by  cbe  President  of  ths  Board  of  Trade  in  the  Budget  Debate 
(on  April  I£th,  19SB)  these  facilities  have  been  extended  and  will  now  attach  to 
major  capital  goods  export  orders  of  £100,000  value  and  over.  The  other 
>r  improvement  concerns  the  increase  in  the  percentage  of  cover  asm  85  % 
' " The  lower  limit  of  value  has  caused  us  to  unpose  a formal  limit  in  relation 
w.,;dit  period  ; bank  guarantees  will  only  be  given  in  respect  of  contracts 
the  credit  period  exceeds  three  years  from  date  of  shipment.  The  latest 
•v«,i>hi»  r~-  bank  guarantees  issued  stands  at  109  making  a total 


figures  available  d: 
value  of  £82,900,469. 


APPENDIX  A to  Part  n 

Export  Credit  Facilities  Overseas 

1.  Belgium 

The  principal  sources  of  export  credits  in  Belgium  are  the 
banks  and  two  semi-official  organisations,  the  Institut  de 
Reescompte  et  de  Garantie  (I.R.G.)  and  the  Societe  Nationale 
de  credit  a ITndustries  (S.N.C.I.).  The  Belgian  Government 
guarantees  the  performance  of  these  two  organisations.  The 
Bank  also  provides  discount  and  rediscount  facilities  in  respect 
of  export  transactions  involving  short  credit  (i.e.  up  to  120 
days). 

1. R.G.  is  a semi-official  organisation  which  derives  its  funds 
from  private  sources.  It  rediscounts  for  the  commercial 
banks  promissory  notes  and  bank  and  commerical  acceptan- 
ces in  respect  of  both  the  manufacturing  period  and  the  credit 
period,  the  maximum  credit  period  for  which  it  will  do  this 
being  two  years.  S.N.C.I.  obtains  its  resources  from  the 
capital  market  assisted  by  the  State.  It  deals  solely  with 
mediura-terin  credit,  i.e.  2 years  with  a general  maximum 
of  5 years  making  no  provision  for  the  manufacturing  period. 
Here  again  banlc  and  commerical  acceptances  are  rediscoun- 
ted. Paper  must  be  endorsed  by  a bank  and  credit  insured 
by  Office  National  du  Ducroire. 

A committee  called  the  Comite  Consultatif  de  Coordination 
du  Financement  a Moyen  Terms  des  Exportations  (Cofinex) 
consisting  of  representatives  of  the  National  Bank,  the  Gov- 
ernment, O.N.D.,  S.N.C.I.,  I.R.G.  and  two  others  considers 
all  applications  for  medium  term  financiug  of  exports,  to  co- 
ordimte  intervention  by  the  bodies  concerned  and  seek  such 
financial  solutions  as  may  be  necessary,  i.e.  sending  the  appli- 
cation to  S.N.C.I.  or  I.R.G.  Applicants  are  advised  to  obtain 
a decision  from  Office  National  du  Ducroire,  the  official 
credit  insurance  organisation,  before  applying  to  Cofinex. 

2.  Canada 

In  Canada  there  are  no  specialist  financing  institutions, 
The  prime  and  virtually  sole  suppliers  of  medium  term  finance 
are  the  nine  chartered  banks  of  Canada.  Finance  is  provided 
only  if  the  Export  Credits  Insurance  Corporation  has  agreed 
to  insure  and  only  to  exporters  of  established  credit-worthi- 
ness, partly  because  E.C.I.C.  does  not  provide  direct  guarantees 
to  the  banks.  Canadian  exporters  have  occasionally  obtained 
medium  term  finance  from  New  York  banks.  As  finance  is 
only  obtainable  with  export  credits  insurance  coverage  the 
length  of  credit  financed  and  insured  is  the  same,  i.e.  a maxi- 
mum of  5 years. 

3.  France 

A special  procedure  is  employed  within  the  general  finan- 
cing system  for  exports  involving  credit  of  more  than  2 years 
(no  special  procedure  exists  under  this  limit).  Credits  in 
these  cases  are  usually  granted  by  the  exporters’  bank  and 
provided  that  they  are  guaranteed  or  endorsed  by  the  Banque 
Francaise  du  Commerce  Exterieur  may  be  rediscounted  by 
the  Credit  National  who  may  in  turn  pass  tliem  on  to  the 
Banque  de  France  ; they  must  be  credit-insured  by  the  Com- 
pagnie  Francaise  d’ Assurance  pour  le  Credit  Exterieur 
(CO.F.A.C.E.).  There  is  no  compulsory  limit  to  such  finan- 
cing but  some  control  is  exercised  by  the  Banque  de  France  and 
to  a greater  extent  by  CO.F.A.C.E. ’s  participation  which  is 
controlled  by  the  Commission  des  Garanties  et  du  Credit  on 
Commerce  Exterieur.  CO.F.A.C.E.  and  the  Credit  National 
are  in  agreement  in  limiting  guarantees  and  financing  to  a 
maximum  limit  of  2 years  for  prefinancing  and  to  5 years  for 
the  period  proper.  A similar  procedure  may  be  adopted  for 
credit  of  less  than  2 years,  but  a CO.F.A.C.E.  guarantee  is 
not  required  in  this  case.  Both  the  B.N.C.E.  and  the  Credit 
National  are  limited  liability  companies  ; the  engagements 
of  the  latter  are  guaranteed  by  the  State. 

4.  Germany 

Export  credits  may  be  obtained  from  the  commercial  banks 
but  the  majority  of  medium  term  credit  financing  is  done 
through  the  Ausfuhrkredit  Aktiengesellschaft  (A.K.A.) 
which  was  set  up  by  the  major  German  banks.  A.K.A.  re- 
discounts export  paper  for  the  commercial  banks.  The  Bank 
Deutscher  LandCT  wUl  rediscount  bills  and  promissory  notes 
which  have  been  endorsed  by  A.K.A.  A.K.A.  has  two  main 
financing  limits,  an  “A”  limit  of  D.M.  269  million  made 
available  by  the  participating  banks  and  a “B”  limit  of 
D.M.  500  million  by  the  Bank  Deutscher  Lander.  Credits 
are  available  for  both  the  manufacturing  period  and  the  buyer 
credit  period  up  to  a maximum  of  4 years. 
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For  advances  of  up  to  two  years  the  exporter  must  find  at 
least  20  % himself  and  for  advances  of  two  to  four  years,  at 
least  40%.  AD  credits  over  two  years  must  be  aedit  insured 
by  the  Hermes  organisation  and  agreed  by  the  Bank  Deutscher 
Lander.  Credits  under  two  years  noay  have  to  be  insured  if 
A.K.A.  or  the  supporting  bank  request  it.  Credit  insurance 
poDcies  issued  must  be  assigned  to  A.K.A.  but  fuU  recourse  is 
to  the  exporter  if  there  is  a loss  outside  the  terms  of  the  poDcy. 
Credit  must  not  exceed  the  amount  guaranteed.  Hermes 
cover  about  95%  of  “A”  limit  loans  but  less  than  half  of  “B” 
limit  loans. 


5.  Italy 

The  Banca  dTtalia  wDl  rediscount  export  biUs  involving 
short  credit  {i.e.  up  to  120  days).  The  two  main  export  credit 
institutions  in  Italy  are  the  Institute  Centrale  per  il  (^edito  a 
Medio  Termine  (MEDIOCREDITO)  and  the  Distituto  Molin- 
liare  Italiano  (I-M.I.).  MEDIOCREDITO  is  a public 
institution,  deriving  its  funds  direct  from  the  State.  It  pro- 
vides medium  term  credit  chiefiy  for  capital  goods.  The 
maximum  period  of  credit  is  10  years. 

I.M.I.  also  derives  its  funds  from  the  State.  It  provides 
medium  term  credit  facUities  normally  for  capital  goods  but 
also  consumer  goods  if  they  are  part  of  a large  scale  operation. 
Only  70  % of  the  value  of  the  export  wiU  be  advanced  and  the 
maximum  period  of  credit  is  four  years  althou^  this  may  be 
exceeded  in  exceptional  circumstances. 

There  does  not  appear  to  be  any  connection  between  ejqiort 
credit  financing  and  the  export  credit  insurance  organisations 
in  Italy. 

6.  The  Netherlands 

The  Nederlandsche  Bank  rediscounts  export  bills  involving 
short  credit  {i.e.  up  to  105  days).  The  commerical  banks  do 
not  normally  gram  medium  term  credits  but  leave  this  type 
of  financing  to  speciaDsed  institutions  of  which  the  N.V. 
Export-Financiering-Maatschappij  (E.F.M.)  is  Ae  most  im- 
portant. E.F.M.  was  formed  by  major  Netherlands  Banks 
with  State  participation.  Credits  are  granted  for  exports 
of  capital  goods.  Although  the  maximum  length  of  export 
finance  may  he  8-10  years  it  is  normally  kept  down  to  5 years 
because  of  the  participation  of  the  officii  credit  insurance 
organisation,  N.C.M.  It  is  not  an  unconditioni  requirement 
that  export  credits  insurance  should  he  obtained  but  E.F.M. 
almost  always  insists  on  it  except  in  the  case  of  the  building 
of  cargo  vessels  (tankers  mainly)  which  have  been  chartered 
on  time  charter  by  large  international  concerns  and  export 
credits  granted  by  international  concerns.  N.C.M.  wiU  not 
cover  credit  in  excess  of  five  years. 


7.  U.S.A. 

Export  financing  in  the  U.S.A.  is  carried  out  mainly  by  the 
Export  Import  Bank  of  Washington  a Government  agency 
and  the  American  Overseas  Finance  Company.  The  Export- 
Import  Bank  provides  finance  normaUy  only  for  amounts 
over  $10,000  and  for  periods  over  one  year  with  a noimal 
maximum  of  five  years.  The  provision  of  development 
credits  on  a Government  to  Government  basis  whi^  are 
repayable  over  anything  up  to  20  years  is  a separate  aspect 
of  the  Export-Import  Bank’s  activities.  Generally  the  Bank 
will  only  provide  finance  for  exports  of  capital  or  quasi-capital 
goods.  Within  this  financing  there  is  a certain  measure  of 
iusuiance  cover.  The  exporter  is  required  to  obtain  payment 
of  at  least  20  % in  cash  and  to  make  his  own  arrangements  for 
financing  at  least  a further  20%  of  the  invoice  value.  The 
Bank’s  purchase  (or  guarantee)  of  the  balance  is  made  with- 
out recourse  to  the  exporter  unless  the  loss  is  his  fault. 

The  American  Overseas  Finance  Corporation  was  formed 
in  1955  with  capital  from  a number  of  American  banks. 
Recently  it  has  been  taken  over  by  non-banking  owners  and 
has  become  the  American  Overseas  Finance  Company 
Originally  it  was  intended  that  the  exporter  should  obtain  at 
least  20  % of  the  value  of  the  order  in  caih  and  then  A.O.F.C. 
would  purchase  the  buyer’s  notes  but  would  pay  only  75  % 
of  their  outstanding  value.  To  cover  its  own  risk  in  part'’ 
A.O.F.C.  may  obtain  the  guarantee  of  the  Export-Import 
Bank  for  one-third  of  the  financed  portion  of  the  buyers’  notes 
It  appears,  however,  that  the  75%  is  subject  to  variatiori 
according  to  individual  cases.  Financing  was  origirtaDy  for 
exports  of  capital  and  quasi-capital  goods  but  the  new  Com- 


pany is  probably  entering  the  field  of  consumer  goods  as  well. 
Credit  is  normaUy  six  months  to  five  years  although  longer 
terms  are  possible.  The  maximum  credit  period  covered  to 
date  is  five  years  with  the  majority  of  business  done  on  four 
years  terms  or  less. 

Part  III 

Comments  by  E.C.G.D. 

1.  E.C.G.D.  has  been  asked  for  its  comments  on  (a)  any 
short  comings  or  suggested  improvements  in  existing  export 
credit  insurance  arrangements,  and  {b)  the  provision  of  finance 
for  exports.  Much  of  the  Department’s  attitude  towards 
these  questions  is  implicit  in  what  has  been  said  in  Parts  I and 
II  of  this  Memorandum  The  object  of  this  section  is  to  fiU 
in  and  enlarge  upon  the  two  matters  to  which  its  attention  has 
been  directed. 

2.  Existing  credit  insurance  arrangements 

E.C.G.D.  would  certainly  not  claim  that  they  have  achieved 
in  their  guarantees  a state  approaching  perfection,  or  even 
completion.  They  recognise  the  need  to  operate  dynamically 
in  what  is  a constantly  changing  field  ; and  the  present  guaran- 
tees have  evolved  out  of  a continual  adaptation  to  changing 
demands  and  circumstances.  This  process  is  continuing,  and 
the  Department  is  always  prepared  to  consider  proposals  for 
adapting  the  present  cover  or  creating  new  types  of  cover 
where  changes  in  trading  methods  or  conditions  reqtUre  them. 
The  Department’s  contacts  with  banking  and  commerce 
through  its  own  Regional  Organisation,  Trade  Associations, 
ChambCTS  of  Commerce  and  Banks,  as  weU  as  through  the 
normal  Governmental  channels,  krep  it  informed  of  the 
credit  insurance  and  financial  requirements  of  the  export  trade. 

3.  At  the  same  time,  if  the  guarantee  scheme  is  to  be  self- 
supporting,  whDe  stiU  evolving  new  facilities  to  meet  the  re- 
quirements of  trade  and  industry,  it  must  be  operated  subject 
to  certain  principles  which  have  been  explained  in  the  descrip- 
tive parts  of  this  Memorandum.  In  particular  it  must  ensure 
that  its  ^arantees  do  not  relieve  the  insured  of  the  consequen- 
ces of  his  own  short-comings  as  a manufacturer  or  trader,  and 
that  it  does  not  encourage  the  undertaking  of  unsoimd  export 
business.  The  Department  believes  that  the  credit  insurer  by 
the  nature  of  his  business  and  by  his  capacity  to  spread  risk 
widely  is  and  can  continue  to  be  more  audacious  in  the  exer- 
cise of  judgment  in  these  matters  than  the  great  majority  of 
exporters.  To  ignore  the  principles  desoribed  would  lay  open 
the  credit  insurance  scheme  to  pressures  which  would  inevit- 
ably cause  it  to  become  a source  of  subsidy.  The  Department 
cannot  at  the  same  time  ignore  the  impact  which  its  charges 
place  upon  the  exporter.  Experience  has  shown  however 
that  by  following  its  principles  of  operation  the  Department 
has  been  able  to  keep  the  cost  of  export  credit  insurance  as 
low  as  it  is  possible  to  do,  consistent  with  the  solvency  of  the 
scheme.  Any  extension  of  the  Department’s  facDities  must 
be  subject  to  the  operation  of  these  fundamental  principles  in 
the  Dght  of  aU  the  circumstances  existing  at  any  particular  time. 

4.  New  facDities  could  be  developed  as  a direct  result  of 
government  policy.  This  was  done  in  1949  when  the  Depart- 
ment developed  “ dollar  drive  ” guarantees  in  support  of 
exports  to  North  America.  The  problems  involved  and  their 
solutions  were  an  interesting  example  of  the  appDcation  of  the 
rules  described  in  paragraph  3 above.  At  no  time  was  the 
exporter  reheved  of  his  share  in  the  loss,  and  the  facilities  were 
underwritten  by  means  of  techniques  which  required  proof 
that  his  resources  and  capacity  justified  the  enterprise  insured. 
The  Department’s  experience  with  these  guarantees  suggests 
that  specially  designed  facDities,  which  must  stDl  comply  with 
the  ries  outlined  in  paragraph  3 above,  provide  Dttie  more 
than  is  already  avaDable  in  the  Department’s  standard 
guarantees. 

5.  There  is  some  misunderstanding  of  the  Department’s 
constitutional  position,  its  relationship  with  other  Govern- 
ment Departments,  and  the  part  it  should  play  within  broad 
Government  policies.  But  aD  these  matters  are  currently 
being  considered  by  a Committee  under  the  Chairmanship 
of  Sir  Eric  Speed  wWch  was  appointed  by  the  President  of  the 
Board  of  Trade  in  September,  1957. 

6.  Finance  for  Exports 

The  export  credit  insurer  is  prepared  to  cover  the  credit 
risk  only  provided  that  he  is  satisfied  that  it  is  a sound,  under- 
writable  proposition.  His  willingness  to  do  so,  however, 
does  not  in  edl  cases  ensure  that  finance  wiU  be  forthcoming. 
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althougii,  as  explained  in  Part  II,  it  assists  to  this  end.  The 
Department  inevitably  hears  of  cases  where  it  is  alleged  to  be 
difficult  to  finance  propositions  which  E.C.G.D.  are  prepared 
to  insure.  Some  of  the  suggestions  for  improving  the  supply 
of  export  credit  have  been  mentioned  in  Part  11,  where  the 
origin  of  direct  guarantees  to  banks  is  described.  Whether 
it  is  desirable  to  provide  further  assistance  in  this  field  is  a 
matter  which  the  Committee  will  no  doubt  consider.  The 
wider  ^ects  upon  the  financial  policy  of  doing  this  are  not 
for  the  Department  to  consider.  If  however,  it  were  con- 
sidered desirable  to  provide  such  further  assistance,  E.C.G.D. 
facilities  could  be  used  for  tMs  purpose.  The  following 
paragraphs  describe  how  this  might  be  done  and  explain  the 
credit  insurer’s  attitude  towards  these  and  certain  other 
methods  of  providing  finance. 

7. 1 The  direct  bank  guarantees,  which  have  been  described 
in  Part  II  of  the  Memorandum,  could  be  used  more  liberally. 

(a)  They  could  be  made  available  to  banks  in  respect  of 
credit  facilities  which  banks  provide  for  overseas 
buyers.  E.C.G.D.  do  this  exceptionally  only  because, 
in  addition  to  the  lack  of  opportunity  for  obtaining 
spread  in  this  type  of  business,  (z)  the  banks  will  extend 
such  facilities  only  to  the  extent  that  they  are  guaran- 
teed ; it  is  contrary  to  fundamental  credit  insurance 
practice  to  guarantee  100%  of  the  credit  given  ; 
(it)  the  Department  may  not  be  able  to  take  recourse 
to  the  exporter  as  easily  as  it  is  enabled  to  do  where 
the  bank  finances  the  exporter  by  discounting  his  bills. 

(b)  They  could  be  made  available  in  respect  of  payments 
due  before  acceptance  of  the  goods,  The  major  credit 
insurance  objection  to  this  is  that  the  buyer’s  failure  to 
pay  before  acceptance  is  likely  to  be  related  to  the 
manufacturers’  performance  undCT  the  contract.  The 
insurer  could  thus  find  himself,  having  paid  the  bank 
and  seeking  to  take  recourse  to  the  manufacturer, 
involved  in  differences  at  a technical  level  where  he  has 
no  place. 

(c)  They  could  be  made  available  to  a wider  range  of  in- 
sured business  embracing  ultimately  all  standard 
guarantees.  This  could  result  in  credit  insurance,  in 
the  form  of  direct  guarantees  to  banks,  being  sought 
driefly  for  its  value  as  a prerequisite  of  obtaining 
finance. 

8.  Were  direct  bank  guarantees  to  be  extended  on  the  lines 
of  (b)  and  (c)  above,  the  credit  insurer  would  find  himself 
having  to  meet  his  obligations  in  many  cases  owing  to  the 
seller’s  failure  to  carry  out  the  terms  of  his  contract.  This  is 


fundamentally  different  from  E.C.G.D.’s  present  function 
of  insuring  the  risk  that  the  buyer  will  not  or  cannot  pay.  It 
could  be  dealt  with  only  by  the  Department  becoming  a major 
holder  of  recourse  against  British  exporters.  Such  a develop- 
ment would  require  new  techniques  in  the  field  of  recourse. 
In  particular  arrangements  would  have  to  be  made  whereby 
the  Department  safeguarded  its  position  in  relation  to  other 
holders  of  recourse  against  U.K.  concerns.  More  funda- 
mentally, if  the  solvency  of  such  a scheme  were  not  to  be 
jeopardised  it  would  be  necessary  to  secure  adequate  spread 
of  business  throughout  British  commerce  and  industry  in 
order  to  avoid  having  “ too  many  eggs  in  one  basket.” 

These  problems  have  not  been  fully  investigated,  but  ware 
such  developments  considered  desirable  adequate  techniques 
could  probably  be  devised. 

9.  Greater  use  could  be  made  of  the  machinery  provided 
by  Section  3 of  the  1949  Export  Guarantees  Act,  described  in 
Part  n.  This  could,  as  is  at  present  usually  the  case,  take  the 
form  of  Government-to-Government  loans  ; or,  if  it  were 
thought  desirable  in  terms  of  high  monetary  policy,  it  could 
be  OTipIoyed  as  a method  of  direct  financing  of  insurable 
business  for  which  finance  was  otherwise  not  fOTthcomiog. 
In  the  latter  case  credit  terms  would  be  insured  in  accordance 
with  the  principles  described  elsewhere,  whereby  E.C.G.D. 
secures  its  own  position  and  follows  customary  practice  in 
the  credit-giving  field. 

10.  Securities,  guaranteed  by  E.C.G.D.  might  be  disposed 
of  on  the  London  market  as  was  done  before  the  last  war. 
Discussions  which  the  Department  has  had  in  the  City  have 
shown  little  enthtisiasm  for  this  suggestion.  However,  such 
a procedure  could  result  in  a reduction  in  the  cost  of  finance, 
in  respect  of  credit  insured  securities  ; at  the  present  time,  in 
many  cases,  the  banks  apparently  make  no  provision  in  charg- 
ing for  such  finance  for  the  fact  that  the  business  is  supported 
by  credit  insurance. 

1 1 . Finance  institutions  in  the  city  make  use  of  revolving 
credit  of  various  types.  These  are  not  generally  acceptable 
for  E.C.G.D.  guarantees.  They  are  normally  made  available 
to  overseas  buyers  and  are  thus  objectionable  for  the  reasons 
given  at  7(a)  above.  There  are  furthermore,  credit  insurance 
trading  policy  objections  to  such  methods  which  enable  ex- 
porters to  transact  business  in  no  direct  relationship  with  the 
credit  insurer  and  in  competition  with  the  insurer’s  own 
policyholders. 

November,  1957. 


7.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  NATIONAL  SAVINGS  COMMITTEE  J 


The  Role  and  Functions  of  National  Savings  in  the  Monetary 

System. 

1 . The  aims  of  the  National  Savings  Committee,  the  Cen- 
tral Organising  Committee  of  the  National  Savings  Movement, 
are  laid  down  in  its  Constitution — “the  object  of  the  Com- 
mittee shall  be  to  create  and  to  maintain  throughout  England 
and  Wales  a vigorous  organisation  for  the  purpose  of  educa- 
ting the  public  in  saving  for  the  benefit  of  the  State  and  of  the 
inffividual  through  investment  in  Government  securitiesZ  and 
deposits  in  the  Post  Office  and  Trustee  Savings  Banks  ”.  The 
organisation  and  history  of  the  National  Savings  Movement 
have  been  described  in  a memorandum  submitted  by  the 
Treastiry. 

2.  The  total  at  present  outstanding  in  National  Savings  is 
nearly  £6,300  million.  There  is  no  official  record  of  the 
number  of  persons  to  whose  credit  this  sum  stands,  but 
surveys  undertaken  by  the  Oxford  Institute  of  Statistics  in 
1952-4  and  by  the  National  Savings  Committee  in  1948  seem 
to  indicate  that  (a)  about  half  the  adult  population  hold 
National  Savings  in  one  form  or  another  ; (6)  about  half  of 
those  with  Nation^  Savings  have  less  than  £50  each  ; (c)  the 
greater  part  of  the  total  is  owned  by  a small  minori^  of  the 
total  holders.  (Top  5 % of  those  holding  National  Savings 


1958™y  B?arVo^  announced  In  the  Budget  Debate. 
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have  50%  of  the  total  holdings,  top  10%  have  60%).  The 
major  portion  of  accumulated  saving  or  dis-saving  according 
to  the  Surveys  would  seem  to  depend  upon  the  saving  or  dis- 
saving of  a smaD  minority  who  save  or  dis-save  heavily.  The 
amounts  outstanding  at  various  dates  in  the  respective  forms 
of  National  Savings  are  shown  in  a table  in  the  memorandum 
on  National  Savings  submitted  by  the  Treasury  and  in  a 
graph  attached  to  this  note.  The  Oxford  Surveys  provide 
some  information  about  the  distribution  of  National  Savings 
among  occupational  groups.  The  managerial  class  is  repor- 
ted as  being  the  best  supporter  of  National  Savings  with  four 
out  of  five  of  them  holding  some  form  or  other.  Then  come 
the  clerical  and  sales  workers  (with  more  than  two  thirds 
holders),  the  self-employed  and  skilled  manual  (over  half) 
and  finely  the  unskilled  manual  and  retired  (under  half). 
Similar  results  were  obtained  from  a 1956  survey  by  the 
Central  Statistical  Office.  Analysing  the  distribution  of 
National  Savings  by  age  groups  the  largest  proportion 
of  National  Savers  occurs  between  the  ages  of  35  and  54,  with 
the  average  holding  increasing  with  age.  It  is  also  apparent 
from  these  surveys  that  contractual  kind  of  saving,  e.g.  Life 
Insurance,  form  a large  proportion  of  total  savings,  showing 
a tendency  to  increase  directly  with  age,  irrespective  of  the 
running  down  of  moTe  liquid  assets. 

3.  A thrift  organisation  of  the  kind  and  of  the  importance 
of  the  National  Savings  Movement  is  now  something  more 
than  a safe  repository  for  the  savings  of  the  ‘ small  ’ man. 
iTie  stimulation  and  collection  of  ‘ small  ’ savings  plays  a 
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stabilising  role  in  the  financial  system  and  serves  as  a signi- 
ficant source  of  finance  for  capital  investment.  It  is  not 
possible  to  state  to  what  extent  the  National  Savings  Move- 
ment is  responsible  for  the  stimulation  of  small  savings  which 
would  otherwise  be  lost.  Experience  with  the  group  system, 
however,  has  provided  ample  evidence  of  the  accumulation 
of  savings  which  would  probably  not  have  been  made  but  for 
the  existence  of  the  Savings  Group.  This  is  understandable 
because  savii^  by  this  method  has  in  it  an  element  of  con- 
tractual saving  which,  as  already  mentioned,  seems  to  have 
a stronger  hold  on  the  saver  than  more  liquid  forms  of  saving. 
The  greater  part  of  National  Savings,  however,  comes  from 
outside  the  groups  being  stimulated  by  the  various  publicity 
media  used  by  the  National  Savings  Movement.  Part  of  this 
propaganda  effort  is  devoted  to  establishing  a climate  of 
opinion  which  suggests  to  the  public  at  large  that  saving  is  an 
advantage  both  to  the  individual  and  to  the  country.  If  the 
work  done  in  this  direction  in  the  schools  is  taken  into  account 
the  educational  effects  of  National  Savings  publicity  must  be 
very  considerable. 

4.  Additionally,  the  National  Savings  Committee  has  a 
particular  ftinctioa  to  perform  in  that  money  invested  in 
National  Savings  is  made  available  to  the  Exchequer  and  is 
thus  an  important  potential  means  of  financing  Government 
expenditure.  For  this  reason  the  volume  of  net  receipts  (or 
repayments)  of  National  Savings  can  have  some  bearing  on 
decisions  affecting  the  level  of  taxation  and  Government 
borrowing. 

5.  The  National  Savings  Movement  makes  a further  im- 
pact on  the  monetary  system  in  that  the  existence  of  a fund 
of  National  Savings  amounting  to  nearly  £6,300  million, 
repayable  virtually  on  demand,  constitutes  an  ominous  poten- 
tial source  of  aditional  purchasing  power,  equal  to  nearly 
half  a year’s  consumers’  expenditure.  Furttermore,  the 
financing  of  the  net  repayment  of  any  substantial  part  of  the 
£6,300  million,  which  represents  nearly  a quarter  of  the 
National  Debt.,  would  present  formidable  problems  for  the 
Exchequer  and  be  a grave  disturbance  to  the  monetary  system. 
Withdrawals  must  necessarily  be  expected  from  the  pool  of 
£6,300  mUUon,  and,  indeed,  have  averaged  no  less  than  £1,224 
million  per  annum  over  the  past  five  years.  The  National 
Savings  Committee  therefore  recognises  its  first  responsibility 
to  be  the  raising  of  sufficient  new  Saving  to  cover  &ese  with- 
drawals which  it  endeavours  to  keep  to  a minimum  by  the  use 
of  propaganda  and  education.  This  achievement  is  probably 
as  important  as  any  net  additional  Savings  which  in  any  year 
must  inevitably  be  small  in  relation  to  the  large  aggregate 
outstanding. 

6.  The  National  Savings  Committee  maintains  no  admini- 
strative link  and  no  co-ordination  of  policy  with  other  thrift 
organisations  (except  the  Post  Office  Savings  Bank  and  Trustee 
Savings  Banks)  but  enjoys  cordial  relations  with  the  Clearing 
Banks  at  all  levels.  TTiese  Banks  have  a representative  on 
the  National  Savings  Committee  and  in  every  locality  the 
National  Savings  Committee  is  indebted  to  local  bank  mana- 
gers for  their  help,  in  the  shape  of  voluntary  service  for  the 
local  Savings  Committee  and  in  advice  to  customers  concern- 
ing investment  in  National  Saving.  About  one-third  of 
Savings  Certificates  (this  proportion  is  about  doubled  follow- 
ing an  increase  in  the  maximum  holding  or  on  the  introduction 
of  a new  issue)  and  the  major  portion  of  Defence  Bonds  ate 
sold  throu^  the  Joint  Stock  Banks.  In  the  initial  stage,  too, 
over  half  file  Premium  Savings  Banks  were  bought  through 
these  Banks.  Friendly  informal  relations  are  also  maintained 
with  the  London  Stock  Exchange  who  nominate  a member  to 
the  National  Savings  Committee  and  organise  facilities  for 
the  sale  of  Savings  Certificates,  Defence  Bonds  and  Premium 
Savings  Bonds. 

Monetary  Policy  since  1951 

7.  The  various  channels  of  National  Savings  are  in  compe- 
tition with  each  other  and  also  with  other  channels  of  thrift, 
e.g.  bank  deposits  and  building  societies.  The  switching 
of  existing  savings  (and  the  diversion  of  new  savings)  between 
one  channel  and  another  inevitably  occurs  from  time  to  time, 
and  in  the  direction  and  to  the  extent  dictated  by  current  dis- 
paiities  in  interest  yields  and  other  features.  Movements 
of  this  kind  have  b«n  a noticeable  feature  of  the  nation’s 
small  savings  since  1951,  when  monetary  policy  'again  began 
to  be  used  as  an  instrument  for  the  control  of  the  national 
economy. 

8.  The  effects  of  recent  monet^  policy  on  National 
Savings  are  difficult  to  disentangle  in  an  examination  of  the 


statistical  record,  because  of  the  existence  of  other  factors. 
It  is,  however,  pretty  clear  as  a result  of  a higher  Bank  Rate 
and  consequent  higher  market  rates  generally,  National 
Savings  suffered  a severe  reverse  in  the  years  1952  and  1953 
(see  attached  graph).  In  particular,  both  sales  and  encash- 
ments of  Defence  Bonds  and  withdrawals  from  the  Post  Office 
Savings  Bank  and  the  Trustee  Savings  Banks  (Ordinary 
Department)  moved  adversely.  By  1954  the  position  had 
improved,  partly  because  Bank  Rate  and  other  interest  rates 
were  by  then  rather  lower  and  partly  because  the  Savings 
Movement  had  by  then  to  some  extent  adapted  itself  to  the 
new  situation.  A new  issue  of  Defence  Bonds  was  by  then 
yielding  a higher  rate,  and  the  Trustee  Savings  Banks  Special 
Investment  Departments  (with  their  higher  rates  of  interest) 
had  begun  a marked  expansion.  In  the  later  phase  that 
commenced  in  February  1956  with  the  introduction  of  the 
5i%  Bank  Rate,  it  is  probable  that  National  Savings  would 
again  have  suffered  a sharp  reverse,  but  on  this  occasion  the 
Movement  adapted  itself  to  the  new  situation  with  much 
greater  rapidity.  New  issues  of  Defence  Bonds  and  Savings 
Certificates  at  more  competitive  rates  of  interest,  and  other 
incentives  in  the  form  of  a tax  concession  on  Savings  Bank 
interest,  along  with  the  novel  Premium  Savings  Bond,  were 
initiated  by  the  1956  Budget.  (An  attached  graph  illustrates 
movements  since  1951). 

9.  In  addition  to  the  effect  upon  National  Savings  of  chang- 
ing market  rates  since  1951,  it  should  also  be  noted  that  the 
more  rigid  control  of  credit  has  had  other  repercussions. 
There  has  been  evidence,  although  it  cannot  be  measured 
statistically,  that  individuals  failing  to  secure  accommodation 
from  their  bankers  have  had  resort  to  the  encashment  of 
National  Savings.  Also,  it  is  fairly  certain  that  the  restric- 
tions upon  hire  purchase,  requiring  increased  down-payments, 
have  tended  to  react  adversely  on  National  Savings  as  these 
larger  down-payments  have  been  to  some  extent  met  from 
wifiidrawals  from  Savings  Bank  accounts,  etc. 

The  Rate  of  Interest 

10.  As  indicated  in  the  preceding  paragraphs,  there  is 
growing  evidence  that  the  relative  rates  of  interest  yielded  by 
different  channels  of  thrift  govern  the  manner  in  which  the 
flow  of  personal  savings  is  distributed  between  such  channels. 
There  is  also  a fair  Consensus  of  opinion  among  those  working 
in  the  Savings  Movement  that  in  recent  years  those  investing 
in  National  Savings — and  particularly  the  larger  investors 
who  account  for  the  bulk  of  the  total  invested — ^have  become 
increasingly  interest  conscious.  It  is,  however,  rather  more 
open  to  question  whether  the  general  level  of  interest  rates 
affects  the  flow  of  personal  savings  as  a whole.  Much  modern 
economic  thought  tends  to  believe  that  the  part  played  by  the 
general  level  of  interest  rates  in  detarnining  the  total  level 
of  personal  savings  is  relatively  unimportant  compared  with 
other  factors,  e.g.  the  level  and  distribution  of  income,  level 
of  taxation,  age  distribution,  social  habits,  psychologic^ 
attitudes,  avsiilability  and  security  of  savings  facilities,  etc. 
Nevertheless,  it  is  interesting  that  an  examination  of  the  ad- 
mittedly inadequate  estimates  of  total  personal  savings 
since  1951  suggests  that  they  have  shown  a distinct  tendency 
to  move  in  sympathy  with  the  prevailing  trend  of  interest 
rates.  (An  attached  gi'aph  illustrates  this  point).  This  move- 
ment may  be  explained  by  the  possibility  that  while  few  people 
spend  less  and  save  more  of  their  income  because  rates  of  inte- 
rest rise  say  1 % or  2%,  they  may  very  well  then  hesitate  to 
seek  new  overdrafts  or  enter  into  fresh  hire  purchase  commit- 
ments and  may  even  make  efforts  to  reduce  liabilities  of  this 
kind. 

The  Uses  of  National  Savings 

11.  There  is  Little  statistical  evidence  as  to  the  uses  to  which 
the  public  puts  money  saved  through  the  various  channels 
of  National  Savings,  and  there  is  a need  for  further  studies 
along  the  lines  of  those  undertaken  by  the  Oxford  Institute 
of  Statistics  on  savings  habits  generally,  including  the  pur- 
poses served  by  the  various  channels  of  thrift.  Little  is 
known  of  the  relative  strengths  of  the  various  motives  for 
saving.  Thrae  are  short-term  motives  such  as  holidays, 
Christmas  and  the  initial  deposit  for  a hire  purchase  trans- 
action, whilst  other  saving  is  for  a longer  period,  e.g.  marriage, 
education  and  retirement.  Many  people  like  to  have  a 
monetary  reserve  to  which  to  turn  in  case  of  need,  it  gives 
them  a sense  of  security  and  independence.  But  saving  in 
order  to  get  an  income  from  capital  has  a very  limited  appeal 
for  the  small  saver.  Certain  broad  generalisations,  can, 
however,  be  made  about  the  uses  to  which  the  various  forms 
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of  National  Savings  are  put.  Tlie  National  Savings  Certi- 
ficate with  its  gradual  accretion  of  capital  value  tends  to  be 
used  as  a means  of  “ nest  egg  ” saving,  Certificates  being  left 
undisturbed  for  long  period  of  time.  Defence  Bonds  on  the 
other  hand  tend  to  be  bought  by  investors  who  look  for  an 
income  from  their  savings,  and  who  hope  at  the  same  time  to 
preserve  the  value  of  their  capital,  viz.,  old  people,  investors 
of  modest  means  with  no  knowledge  of  stocks  and  shares,  and 
trustees.  The  Savings  Banks,  while  attracting  a certain 
volume  of  long-term  “ nest  egg  ” savings,  are  undoubtedly 
used  to  a very  marked  degree  for  relatively  short-term  pur- 
poses. Withdrawals  are  frequently  made  for  purposes  such 
as  holidays,  Christmas  and  the  purchase  of  durable  consumers’ 
goods.  It  even  seems  that  there  has  been  a tendency  for  these 
Banks  to  be  used  increasingly  as  quasi-current  accounts.  The 
Trustee  Savings  Banks  have  apparently  accepted  this  tendency 
because  they  felt  that  such  use  resulted  in  a genuine  increase 
in  saving.  It  is  perhaps  significant  that  the  T^stee  Savings 
Banks  (Ordinary  Department)  have  suffered  nothing  like  the 
decline  in  total  funds  that  has  been  experienced  by  the  Post 
Office  Savings  Bank,  although  cognisance  should  be  taken 
of  the  growth  in  the  number  of  Trustee  Savings  Bank  branches 
since  the  end  of  the  war.  Anyone  familiar  with  the  whole 
field  of  National  Savings  may  feel  that  to  too  great  an  extent 
National  Saving  are  very  short-term.  It  should,  however, 
be  appreciated  that  much  short-term  saving  is  done  fay  sections 
of  community  hitherto  not  savings  minded,  who  are 
acquiring  the  habit  of  thrift  and  learning  the  vsdue  of  the 
monetary  reserve.  To  the  extent  that  this  is  true  their 
savings  may  tend  to  become  of  longer-term  in  the  future,  in 
fact  this  is  now  the  case  where  after  a Savings  Club  share-out 
a significant  proportion  of  the  money  comes  back  to  the 
Savings  Bank  for  deposit  in  the  individual  Club  member’s 
account.  Furthermore  a growth  of  even  short-ta-m  thrift 
helps  to  build  up  the  total  pool  of  National  Savings  which 
has  now  reached  approximately  £6,300  mUlion. 

The  Encoure^ement  of  Small  Savings  : The  Group  Method 

12.  La  this  connection  the  National  Savings  Committee 
makes  wide  use  of  modern  publicity  methods  but  additionally, 
it  has  a unique  advantage  over  other  thrift  organisations  in 
that  it  uses  a nation-wide  system  of  volimtary  Committees 
and  the  group  method  whereby  savings  facilities  are  made 
available  to  individuals  in  a group  at  their  place  of  work, 
school,  club,  street,  village,  etc.,  who  are  thus  more  readily 
persuaded  to  save  small  sums  regularly.  Although  the  money 
collected  through  these  groups  amoimts  to  about  £120  mn. 
gross  pCT  annum,  and  this  is  only  about  7%  or  8 % of  the 
total  gross  inflow  of  money  into  National  Savings,  it  is  b^eved 
that  much  of  this  money  would  not  otherwise  be  saved  and 
that  the  group  method  has  an  educational  publicity  value 
which  cannot  be  me^ured  just  by  the  money  directly  contri- 
buted through  that  means.  It  is  known  for  instance,  that 
many  members  who  save  small  sums  regularly  through  groups 
also  make  occasional  lump-sum  investments  privately  through 
banks  or  Post  Offices.  Also  many  past  members  of  groups 
continue  to  invest  in  National  Savings  long  after  they  have 
ceased  their  association  with  a group. 


13.  Some  80%  of  Group  Savings  come  from  groups  in 
places  of  employment.  There  are  about  54,000  of  such  groups 
with  over  3,000,000  members  and  a ^eat  deal  of  the  work 
of  the  National  Savings  Organisation  is  directed  towards  per- 
suading employers  who  do  not  already  do  so  to  provide 
savings  facilities  for  their  employees.  The  level  of  smaU 
savings  depends  upon  an  aggregate  of  a vast  number  of  small 
sums  the  collection  of  which  is  made  easier  and  more  certain 
if  carried  out  at  the  place  where  the  money  is  earned,  prefer- 
ably by  deductions-from-pay  as  with  P.A.Y.E. 

Groups  in  Streets  and  Villages  have  now  passed  the  73,000 
mark.  The  voluntary  workers  regularly  call  on  over  a million 
homes,  and  collect  about  a milHon  pounds  a month— and 
what  is  perhaps  of  greater  importance  is  the  propaganda  value 
of  the  regular  visits  to  these  households. 


14.  In  view  of  the  probable  need  of  a high  level  of  savings 
for  a long  period  to  come  consideration,  might  be  given  to  the 
establishment  of  a close  relationship  between  the  National 
Savings  Committee  and  other  thrift  organisations  e.g.  Building 
Societies,  Life  Assurance  Offices,  Friendly  Societies,  Co- 
operative Societies.  There  seem  to  be  two  lines  along  which 
collaboration  might  be  pursued  in  the  first  instance,  namely 
statistics  and  publicity.  If  consultative  machuiCTy  were  set 

N 


Up  for  those  concerned  in  the  encouragement  of  savings  (as 
now  exists  between  the  National  Savings  Committee,  the  Post 
Office  Saving  Department  and  the  Trustee  Savings  Banks 
Association)  increasing  avenues  for  collaboration  might  in 
time  be  developed. 


15.  Evidence  concerning  the  relation  between  rates  of  in- 
terest and  the  public’s  disposition  to  save  is  obtained  ftom  the 
voluntary  workers  in  the  National  Savings  Movement.  The 
250,000  savings  groups  are  run  by  voluntary  workers  and  ffie 
groups  contain  over  8,000,000  members.  Workers  amongst 
the  savings  groups  serve  on  Local  Savings  Committees  and 
there  follows  a chain  of  elected  representatives  from  the  Local 
Committee  to  Constituency  meetings  and  from  thence  to 
Regional  Advisory  Committees,  the  Chairmen  of  which  sit 
on  the  National  &vings  Committee.  In  addition  there  is  a 
parallel  organisation  by  which  representatives  of  groups  in 
Schools,  in  Places  of  Employment  and  in  Streets  are  elected 
to  serve  on  National  Advisory  Committees  responsible  for 
fostering  the  groups  in  these  three  categories. 


This  organisation  keeps  the  National  Savings  Committee 
fully  informed  of  the  views  of  its  voluntary  workers  and  it  is 
instructive  in  this  connection  to  examine  the  resolutions  which 
come  before  the  National  Committee  through  this  chain  of 
representation. 


About  140  resolutions  from  their  constituent  bodies  come 
before  the  National  Savings  Committee  each  year.  In  1957, 
sixty-five  resolutions  came  from  the  annual  Regional  Con- 
ferences held  in  all  the  twelve  Regions  and  attended  by  repre- 
sentatives of  local  Savings  Committees.  Seven  out  of  ffie 
twelve  Conferences  passed  resolutions  expressing  dissatisfac- 
tion with  the  rate  of  interest  now  being  paid  on  matured 
Certificates.  These  resolutions  express  a widespread  and 
persistent  sense  of  dissatisfaction  amongst  voluntary  workers 
in  the  National  Savings  Movement  concerning  the  com- 
paratively low  rate  of  interest  on  matured  Certificates  which 
has  no  doubt  been  a factor  in  the  continued  high  encashments 
of  Savings  Certificates  and  the  cause  of  many  requests  for 
raising  the  limit  of  the  present  issue  of  Certificates. 


The  Encouragement  of  Small  Savings  : Media  and  Incentives 

16.  The  Resolutions  received  by  the  National  Savings 
Committee  from  its  voluntary  workers  frequently  urge  the 
adoption  of  new  media  which  the  people  who  send  the  reso- 
lutions think  would  assist  them  in  their  work. 


Many  of  the  proposals  thus  received  are  impracticable  but 
study  of  them  reveals  that  voluntary  workers  in  the  Savings 
Movement  believe  that  people  save  for  a variety  of  reasons  or 
motives,  and  that  motives  vary  at  different  ages.  The  reso- 
lutions therefore  ask  that  in  addition  to  special  propaganda 
special  savings  media  should  be  created  suited  to  various  pur- 
poses. For  example  : — 

(o)  Hiere  is  a widespread  appeal  for  some  form  of  saving 
tailor-made  to  encourage  people  in  middle  age  to  save 
in  order  to  augment  pensions. 

(i>)  Another  suggestion  is  that  a Savings  sectirity  should 
be  provided  with  specially  favourable  financial  terms 
for  young  people  (15-25). 

(c)  An  idea  which  commends  itself  to  many  voluntary 
workers  is  the  association  of  the  National  Savings 
Movement  with  the  Unit  Tf-ust  development.  The 
National  Savings  Movement  should,  it  is  urged, 
undertake  publicity  and  the  mobilisation  of  Group 
Savings  either  for  approved  existing  Unit  Trusts  or 
for  a new  Unit  Triist  to  be  set  up  and  administered 
under  Government  sponsorship. 


17.  Experience  gained  at  the  Headquarters  of  the  National 
Savings  Movement  over  many  years  suggests  strongly  that 
the  greater  the  variety  of  savings  media  which  can  be  provided, 
especially  created  to  appeal  to  various  ages,  and  or  motives, 
widely  held  by  the  pubUc,  the  greater  will  be  the  amount  saved. 
The  success  of  the  Premium  Savings  Bond  points  the  way  to 
further  experiment. 

December,  1957 
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Nadoiial  Savings  Certificates 
(Principal  outstanding  at  31st  March) 


Rate  of  Interest  on  current  issues: — 
2i%  till  Jan.  ’51 
3%  till  July '56 

(Max.  holdings  raised  in  Sept.  ’52, 
Nov.  ’54  and  Nov.  ’55) 

4J%  from  August  1956 


Post  Office  Savings  Bank 
(Total  deposits  with  accrued 
interest  at  31st  March) 


Interest  rate  unchan^  at 
2t  % throughout  period 


Trustee  Savings  Banks 
(Total  deposits  with  accrued  interest 
at  31st  March — 
lower  line  Ordinary  Dept.  only. 
Upper  line  inch  Special  Investment 
Dept — shaded  area  represents  Special 
Investment  funds.) 


Interest  rate  unchanged  at  Zi%  on 
Ordinary  Dept,  throughout  period. 


Restrictions  on  Special  Investment 
were  relaxed  from  1953  and  interest 
rates  increased  from  around  2J%  in 
1953  to  say  3i%  or  more  by  1956, 


Defence  Bonds 

(total  outstanding  at  3ist  March) 
Rate  of  Interest  on  current  issues: — 

2i%tiUNov.  ’51. 

3%  tiUSept. '52. 

3i%  till  Nov.  ’55. 

4%  till  May  ’56. 

4i  % thereafter. 
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TOTAL  REMAINING  INVESTED  IN  NATIONAL  SAVINGS 
ON  3|s-^  MARCH,  1938,  1946-57 

£millions 
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8.  Scottish  Savings  Committbe 


[ Continued 


8.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  SCOTTISH  SAVINGS  COMMITTEE* 


1.  Introductory  note 

The  National  Savings  Movement  in  Scotland  is  a voluntary 
organisation  which  operates  throughout  the  Country  through 
the  agency  of  Local  Savings  Committees  and  Savings  Groups  ; 
the  movement  receives  general  ^dance  from  the  Scottish 
Savings  Committee.  There  is  direct  representation  of  the 
voluntary  workers  on  the  Local  Savings  Committees,  and 
there  are  on  the  Scottish  Saving  Committee  itself  representa- 
tives of  Local  Savings  Committees  ; in  addition  there  are 
representatives  for  some  of  the  larger  cities,  and  members 
nominated  by  H.  M.  Treasury  representing  organisations  in- 
terested in  savings.  The  functions  of  a Local  Savings  Com- 
mittee are  to  carry  out  within  its  area  the  poliQ'  of  the  Scottish 
Savings  Committee  ; to  conduct  propaganda  and  publicity, 
and  to  cany  out  special  campaigns  to  maintain  throughout 
its  area  a vigorous  organisation  for  the  purpose  of  educating 
the  public  in  savings  ; to  form,  affiliate  and  maintain  Savings 
Groups  undei  any  Scheme  authorised  by  the  Scottish  Savings 
Committee  ; to  collect  returns  of  transactions  from  Savings 
Groups  within  its  area,  as  required  by  the  Scottish  Savings 


Committee  ; to  hold  wherever  practicable,  an  annual  con- 
ference of  Savings  Group  Workers.  Local  Committees  are 
composed  of  representatives  of  Savings  Groups  and  nomina- 
ted and  co-opted  members  appointed  to  represent  every  sphere 
of  local  life.  Savings  Groups  are  bodies  which  adopt  one 
of  the  schemes  authorised  by  the  Scottish  Savings  Committee 
to  provide  facilities  for  the  accumulation  by  regular  contribu- 
tions of  sums  to  be  invested  in  Government  securities  or 
deposited  in  the  Post  Office  or  Trustee  Savings  Bank. 


2.  Functions  of  the  Scottish  Savings  Committee 

To  create  throughout  Scotland  a vigorous  organisation  for 
the  purpose  of  educating  the  public  in  saving  for  the  benefit 
of  the  State  and  of  the  individual,  through  investment  in 
Government  securities  and  deposits  in  the  Post  Office  and 
Trustee  Savings  Banks.  To  serve  the  Volimtary  Movement 
and  to  help  in  maintaining  itself  at  the  highest  possible  level 
of  efficiency  and  effectiveness. 


3.  The  following  table  of  National  Savings  figures  relative  to  Scotland  gives  a clear  indication  of  savings  progress  during 
the  years  1951-56  : — 


1951 

1952 

1953 

1954 

1955 

1956 

£ thousand 

Post  Office  Savings  Bank 

Deposits  

11,124 

11,797 

11,860 

12,530 

13,747 

15,034 

Withdrawals 

Balance  outstanding  (t). 

12,334 

12,808 

12,948 

12,464 

13,449 

14,760 

Trustee  Savings  Banks 

Ordinary  Department  : 

Deposits  

69,316 

71,702 

76,008 

81,003 

85,954 

100,173 

75,424 

80,154 

87,336 

88,391 

94,068 

108,699 

Balance  outstanding  (2)  ... 
Special  Investment  Department 

197,062 

193,382 

186,721 

183,840 

180,147 

177,411 

Deposits  

— 

— 

— 

13,895 

13,926 

19,207 

— 

— 

— 

5,838 

7,955 

11,268 

Balance  oustanding  (2)  ... 

— 

— 

— 

52,877 

60,491 

70,792 

Total  of  Balances 

outstanding  

197,062 

193,382 

186,721 

236,717 

240,638 

National  Savings  Certificates 

purchased  

Premium  Savings  Bonds 

15,924 

11,895 

13,837 

14,251 

15,001 

25,191 

3,281 

purchased  (3) 

— 

— 

— 

— 

— 

Defence  Bonds  purchased 

6,711 

6,985 

8,019 

9,000 

(1)  Not  available  for  Scotland. 

(2)  At  the  end  of  period  ; including  accrued  interest. 

(3)  Available  for  purchase  from  1st  November,  1956. 


4.  The  role  and  function  in  the  monetary  system  of  the 
Scottish  Savings  Committee. 

(a)  The  investor  in  National  Savings  securities  can  best  be 
described  as  a person  who  has  a long-term  objective, 
e.g.  purchase  of  a house,  marriage  or  education  of 
cWJdren,  whereas  the  person  who  deposits  in  the  Sav- 
ings Banks  does  so  in  order  to  provide  funds  for  some 
more  immediate  need,  e.g.  paying  of  the  rent,  holidays, 
house  repairs,  etc. 

(A)  (0  Our  relations  with  the  Post  Office  Savings  Bank 

and  the  Scottish  Trustee  Savings  Banks  are  of  a 
most  cordial  nature.  These  institutions  form 
part  of  the  National  Savings  Movement.  We 
receive  weekly,  through  these  institutions,  figures 
relative  to  Saving  Banks  deposits  and  invest- 
ments made  in  National  Saving  securities.  These 
figures  cover  burghs  in  Scotland  with  ovct  5,000 
of  a population  and  are  given  due  Press  and  other 
publicity  by  us.  Deposit  and  investment  figures 
are  provid^  by  these  institutions  to  Local  Savings 
Committees  at  the  end  of  evray  month. 

(ii)  In  so  far  as  Scottish  savings  are  concerned,  we 
are  provided  weekly  with  the  figures  relative  to  the 
sales  of  Savi^  Certificates  from  the  Saving 
Certificate  Division  of  the  Post  Office  Savings 
Department.  Weekly  sales  figures  of, Defence 
Bonds  are  sent  to  us  from  the  Post  Office  Savings 


•Ranlf^  Harrogate  and  weekly  figures  of  gross 
deposits  in  the  Post  Office  Savings  Bank  are  sent 
to  us  from  that  Bank’s  HeadquartCTS  in  London. 
Figures  relative  to  the  sale  of  Premium  Savings 
Bonds  in  Scotland  are  sent  to  us  weekly  by  the 
Premium  Savings  Bond  Division  of  the  Post  Office 
at  Lytham  St.  Annes,  The  National  Debt  Office 
in  London  send  to  us  each  week  gross  deposits 
lodged  in  Scottish  Trustee  Savings  Banks.  Th^ 
also  send  to  us  the  total  amount  invested  in  De- 
fence Bonds  through  Scottish  Trustee  Savings 
Banks. 


(i»)  Our  relations  with  the  Joint  Stock  Banks  in  Scot- 
land have  always  been  cordial.  These  Banks  act 
as  agents  at  all  their  offices  for  the  sale  of  National 
Savings  securities  and  provide  us  with  weekly 
details  of  the  investments  made  in  burghs  in  Scot- 
land with  ovCT  5,000  of  a population.  The  local 
branches  of  the  Joint  Stock  Banks  provide  to  the 
Honorary  Secretaries  of  their  respective  Local 
Savings  Committees  figures  of  investments  made 
through  them  in  National  Savings  securities  at  the 
end  of  each  month. 

(c)  We  obtain  figures  of  withdrawals  made  in  Scotland 
from  the  Post  Office  Savings  Bank  from  that 


* See  Minutes  of  Evidence  Qns.  7982  to  8075, 
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Other  Government  Departments  etc. 


Bank’s  Headquarter’s  and  from  the  National 
Debt  Office  in  so  far  as  withdrawals  made  from 
Trustee  Savings  Banks  in  Scotland  are  concerned. 
The  Post  Office  Savings  Department,  however, 
are  unable  to  provide  us  with  figures  relative  to 
encashments  made  in  Scotland  by  holders  of 
Savings  Certificates,  Defence  Bonds  and  Premium 
Savings  Bonds. 

(d)  The  Committee  has  no  connection  with  any  other 
financial  institutions. 

5.  Results  of  monetary  measures  introduced  since  1951 

The  raising  of  the  Bank  Rate  to  4 per  cent  on  Ilth  March, 

1 952,  ultimately  had  the  effect  of  making  Defence  Bonds  un- 
attractive to  the  public  and,  in  September  of  that  year,  a new 
per  cent  issue  of  the  Bonds  was  put  on  sale. 

By  September,  1955,  sales  of  Defence  Bonds  were  again  at 
a low  level.  The  Bank  Rate  at  that  time  was  4i  per  cent  and 
the  return  on  Defence  Bonds  was  not  attractive  to  the  in- 
vesting public.  Consequently,  a new  4 per  cent  issue  of  these 
Bonds  was  put  on  sale  in  November,  1955. 

When  the  Bank  Rate  was  raised  from  4i  per  cent  to  per 
cent  on  16th  February,  1956,  Defence  Bonds  gradually  dwind- 
led and  a new  4i  per  cent  issue  was  brought  out  on  1st  May, 

1956.  Tliis  is  the  current  issue  but,  with  the  raising  of  the 
Bank  Rate  to  7 per  cent  on  20th  September,  1957,  the  Bonds 
are  again  proving  unattractive  to  the  investor. 

In  addition  to  the  effect  of  Bank  Rate  changes  on  the  sale 
of  Defence  Bonds,  there  are  indications  that,  since  September, 

1 957,  the  sales  of  Savings  Certificates  have  also  been  adversely 
affected. 

6.  Relation  between  rates  of  interest  and  the  public's  dis- 

position to  save. 

The  National  Savings  Movement  in  Scotland  caters  for  two 
distinct  types  of  person.  The  first  of  these  is  the  person  who, 
e.g.  when  a new  Savings  Certificate  comes  on  sde  can  afford 


to  buy  immediately  the  maximum  number  permitted.  That 
person  is  interest  conscious  and  also  income  tax  conscious, 
liie  other  type  of  person  with  whom  the  Movonent  has  more 
contact  is  the  small  saver  who  subscribes  towards  the  purchase 
of  Savings  Certificates,  Defence  Bonds,  Premium  Savings 
Bonds  or  lodges  small  amounts  in  his  deposit  account  in  the 
Post  Office  or  Trustee  Savings  Banks.  The  latter  person,  in 
a great  many  cases,  is  much  less  conscious  of  interest  rates. 
This  can  be  borne  out  by  the  fact  that  the  number  of  deposi- 
tors in  the  Post  Office  and  Trustee  Savings  Banks  has  gone  on 
increasing  year  by  year  although  the  rate  of  interest  paid  on 
deposits  in  the  Post  Office  Savings  Bank  and  in  the  Ordin^ 
Department  of  the  Tnistee  Savings  Banks  has  not  been  in- 
creased from  2i  per  cent  per  annum  for  almost  70  years. 

It  is  not  possible  for  us  in  Scotland  to  give  evidence  of  the 
amount  of  money  transferred  from  one  channel  of  National 
Savings  to  another,  for,  as  has  already  been  stated,  we  do  not 
receive  Scottish  encashment  rates  relative  to  Savings  Certi- 
ficates, Defence  Bonds  and  Premium  Savings  Bonds. 

7.  Long-period  investment 

At  the  Annual  Conference  of  Scottish  Savings  workers  held 
at  the  end  of  October,  1957,  an  address  was  given  by  a Pro- 
fessor of  Applied  Economics  of  St.  Andrews  University,  who 
maintained  that,  under  present  conditions,  something  attrac- 
tive had  to  be  offered  to  bring  in  more  savers  and  savings. 
What  the  Professor  had  in  mind  was  that,  in  order  to  encourage 
long-term  saving  the  Government  had  to  make  it  worth  while 
to  the  investor  by  giving  him  a slightly  higher  return  for  his 
money.  The  concession  ©ranted  by  the  Chancellor  of  the 
Exchequer  in  his  1956  Budget  whereby  the  first  £15  of  interest 
earned  by  depositors  in  the  Post  Office  Savings  Bank  and  in 
the  Ordinary  Department  of  the  Trustee  Savings  Banks  would 
not  be  taken  into  account  for  income  tax  purposes  has  un- 
doubtedly proved  to  be  attractive  to  a great  many  people. 
There  is  evidence  of  a growing  awareness  of  the  small  saver 
of  what  money  invested  can  produce  for  his  financial  ben^t. 
21th  November,  1957 


9.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  POST  OFFICE  SAVINGS  DEPARTMENT* 


1 . This  evidence  is  contained  in  a series  of  cover  appendices 
which  embrace  the  full  range  of  services  for  which  this  Depart- 
ment is  responsible  and  which  are  lettered  : — 

Appendix  A for  the  Post  Office  Savings  BanV 
„ B „ National  Savings  Certificates 
,,  C „ Defence  Bonds  and  Government 
Stocks  and  Bonds  on  the  Post  Office 
Register. 

„ D „ Premium  Savings  Bonds. 

„ E „ National  Savings  Stamps. 

„ P „ Government  Annuities. 

(The  last  two  are  not  included  in  the  published  figures  of 
National  Savings). 

2.  The  Post  Office  Savings  Bank,  National  Savings  Certi- 
mates,  Defence  Bonds  and  Government  Sto^  on  the  Post 
Office  Register  and  Premium  Savings  Bonds,  together  with 
the  Trustee  Savings  Banks  constitute  the  National  Savings 
Services.  _ With  the  elasticity  which  is  inherent  in  the  ability 
to  vary  mterest  rates  and  conditions  of  investment  these 
services  provide  a completely  comprehensive  range  of  facfiities 
for  saving,  sufficient  to  meet  the  needs  of  all  sections  of  the 
conmunity  fi-om  the  person  of  small  means  putting  aside  a 
sra^l  amount  weekly,  to  the  supertax  payer  who,  within  the 
limits  laid  down  for  each  particular  service,  can  obtain  for  his 
surplus  funds  maximum  security  with  reasonable  interest 
respite  from  inconie  tax  (partial  in  the  case  of  the  Savings 
Banks,  complete  in  the  case  of  Savings  Certificates  and 
Premium  Savings  Bonds)  and  maximum  liquidity. 


tion  of  2 years  when  there  were  surpluses  of  net  receipts 
(1954/55  £60  millions  and  1956/57  £119  millions),  each  year 
has  been  one  of  dissaving,  coupled  with  substantial  redemp- 
tions of  Defence  Bonds,  (£328  millions  since  1948).  Never- 
theless the  total  indebtedness  to  depositors  and  investors, 
which  stood  at  £6,102  millions  at  the  end  of  1948/49,  has  in- 
creased to  the  present  figure  of  about  £6,290  millions  mainly 
owing  to  the  additions  of  accrued  interest  (about  £130  millions 
annually)  in  respect  of  Savings  Bank  deposits  and  Savings 
Certificates. 


4.  Viewed  from  the  standpoint  of  there  being  no  prohibi- 
tion or  restraint  whatever  upon  ffie  public  from  withdrawing 
the  whole  of  this  mass  of  money  at  any  time  should  they  choose 
to  do  so,  the  position  of  these  savings  may  be  regarded  as 
being  extremely  vulnerable.  The  National  Savings  Move- 
ment derives  a great  deal  of  its  strength  from  the  fact  that 
those  who  save  through  the  National  Savings  Services  know 
that  their  money  is  available  to  them  at  any  time  and  the 
position  of  vulnerability  is  perhaps,  therefore,  more  apparent 
than  real.  In  these  circumstances  it  might  be  undesirable 
within  the  framework  of  the  National  Savings  Services  to 
considCT  (1)  the  introduction  of  a bond  for  a period  of  years 
without  encashment  conditions  so  that  the  holder  would,  in 
an  emergency,  have  to  sell  his  bond  under  market  conditions 
with  the  prospect  of  some  capital  loss,  and  (2)  the  introduction 
of  a deposit,  certificate  or  bond  for  a period  of  years  with  the 
interest  or  increment  concentrated  unduly  at  the  redemption 
^te,  so  that  the  depositor  or  holder  would  get  little  or  nothing 
in  interest  or  increment  if  circumstances  compelled  him  to 
withdraw  his  money  before  the  end  of  the  term. 


3.  At  ffie  present  time  the  National  Savings  Services  ai 
r^ponsible  for  about  £6,290  millions  of  the  public’s  mone- 
Much  of  this  was  saved  during  the  war  and  the  postwar  yeaj 
up  to  the  financial  year  1948/49.  Since  then,  with  the  excej 


• See  Minute*  of  Evidence  Qns.  6836  to  6950, 


5.  In  the  case  of  the  Post  Office  Savings  Bank  £1 ,700  milli. 
ons,  Savings  Certificates  £2,434  millions  (£1,908  millions  capi- 
tal plus  £526  millions  estimated  interest)  and  Defence  Bonds 
£659  millions,  withdrawals  or  encashments  are  in  excess  of 
new  deposits  or  investments.  This  has  been  going  on  for 
some  years  with  the  Post  Office  Savings  Bank  but  in  recent 
years  the  position  has  been  tending  to  improve  because  al- 
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thou^  withdrawals  have  been  increasing,  new  deposits  have 
been  increasing  also  but  at  a greater  rate  and  the  gap  has  been 
tending  to  narrow.  This  favourable  trend  has  not  so  far 
continued  for  this  financial  year.  The  only  direction  in 
which  it  has  been  possible  to  make  the  Savings  Bank  more 
attractive  to  depositors  has  been  the  important  concession 
which  was  granted  in  the  1956  Budget  of  exempting  the  first 
£15  of  interest  from  income  tax.  Much  correspondence  has 
appeared  in  the  press  in  recent  weeks  about  the  traditional 
2i  per  cent  Savings  Bank  interest  Rate  and  suggestions  have 
been  made  about  the  inadequacy  of  this  rate  in  relation  to  the 
interest  level  created  by  the  7 per  cent  Bank  Rate.  In  any 
consideration  which  may  be  given  to  the  question  of  raising 
the  2i  per  cent  interest  rate  the  following  points  need  to  be 
taken  into  account : — 

(1)  The  facilities  available  to  the  Post  Office  Savings  Bank 
depositor  throughout  the  country  for  deposit  and 
withdrawal  are  generally  superior  to  those  of  any  other 
bank  and  many  depositors  use  their  accounts  for  cur- 
rent expenses. 

(2)  If  it  is  a valid  argument  that  Post  Office  Savings  Bank 
interest  should  rise  when  Bank  Rate  rises,  the  converse 
should  be  true,  that  it  should  be  lowered  when  Bank 
Rate  falls.  Operationally,  changes  of  this  nature 
would  be  very  difficult  to  provide  for  and  very  costly 
in  staff. 

(3)  Except  for  a brief  period  of  small  deficits  very  many 
years  ago,  the  Post  Office  Savings  Bank  has  always 
been  able  to  pay  its  depositors  their  interest  and  meet 
its  management  expenses  out  of  the  interest  earned  on 
the  investment  of  its  surplus  deposits  by  the  National 
Debt  Commissioners.  IX  the  Savings  Bank  rate  of  in- 
terest were  increased  from  2i  per  cent,  even  if  it  were 
possible  to  limit  such  increase  to  those  depositors  who 
keep  their  deposits  invested,  the  Post  Office  Savings 
Bank  wotdd  cease  to  pay  its  way  and  would  become  a 
State  subsidised  Savings  Bank. 

6.  In  the  case  of  National  Savings  Certificates  it  is  only 
since  last  June  that  encashments  significantly  began  to  exceed 
new  purchases.  It  was  expected  that  the  very  high  sales  of  the 
earlier  months  would  fall  but  they  are  still  at  a fairly  satisfac- 
tory level.  Unfortunately  encashments  have  not  fallen  corres- 
pondingly to  purchases  and  there  is  an  appreciable  weekly 
deficit.  It  is  understood  that  references  have  appeared  in  the 
press  recently  advising  the  public  to  encash  their  old  certifi- 
cates and  it  is  believed  that  this  has  helped  to  swell  the  figures 
of  encashments.  One  way  of  helping  to  restore  the  balance 
of  purchases  over  encashments  would  be  to  increase  the  maxi- 
mum holding  from  600  to  1,000  units.  Temporarily  at  least 
sales  would  increase  both  from  the  new  money  of  those  who 
purchase  to  the  limit  whenever  the  opportunity  offers,  and 
from  holders  of  old  certificates  who  would  take  the  opportunity 
to  encash  and  re-invest  in  Tenth  Issue  certificates.  In  either 
case  it  seems  doubtful  whetha-  any  great  advantage  woiild 
accrue  to  the  economy.  The  bulk  purchasers  would  transfer 
the  money  from  some  other  sector  of  the  economy  and  from 
those  who  would  re-invest  there  would  be  no  new  money. 
The  regular  purchasers  of  Savings  Certificates  in  small 
amounts  would  have  the  opportunity  of  proceeding  beyond 
the  former  barrier  of  600  units  but  the  advantage  to  savings 
would  be  marginal.  What  would  be  of  decid^  advantage 
would  be  for  more  savings  to  come  from  the  wage  packet 
and  for  such  savings  to  be  kept  invested  for  a reasonable  time. 

7.  The  Defence  Bond  appeals  to  a much  smaller  section 
of  the  public  than  does  either  the  Savings  Bank  or  Savings 
Certificates.  This  explains  why  the  problem  of  encouraging 
the  flow  of  savings  into  the  Defence  Bond  is  much  greater 
than  it  is  with  Savings  Certificates  even  though  like  the 
Savings  Certificate  interest  rates  can  be  adjusted  or  maximum 
holdings  increased  in  order  to  add  to  its  attraction  or  provide 
increased  opportunity  for  investment. 

8.  The  Defence  Bond  is  the  most  susceptible  of  the  various 
media  of  National  Savings  to  the  general  level  of  interest  rates 
prevailing  at  any  time,  and  it  may  seem  logical  that  now  that 
Bank  Rate  has  been  increased  to  7 per  cent  the  terms  for 
Defence  Bonds  should  be  improved.  But  the  purc^ser  of 
Defence  Bonds  buys  a contract  with  the  advantages  all  on 
his  side.  If  the  general  level  of  interest  rates  falls  the  govern- 
ment must  still  pay  him  his  high  interest  for  a period  of  10 
years  which  is  the  usual  term,  but  at  any  time  he  can  contract 
out  by  encashing  his  bond.  In  these  circumstances  the 
present  rate  of  4J  pw  cent  payable  six-monthly,  plus  a ^onus 


of  £5  per  cent  non-taxable  at  the  end  of  10  years  (£2  per  cent 
if  it  is  encashed  after  5 years)  seem  generous  even  though  for 
the  present  the  general  level  of  interest  rates  may  be  somewhat 
higher. 

9.  The  Premium  Savings  Bond  is  the  newest  of  the  Post 
Office  Savings  Services  and  is  the  only  one  which  is  consistent- 
ly showing  a satisfactory  balance  of  new  purchases  against 
encashments.  The  potential  for  further  considerable  savings 
is  by  no  means  exhausted.  I have  no  information  officially 
but  I am  personally  convinced  that  these  Bonds  are  iieing 
bought  by  pieople  who  have  never  hitherto  cultivated  the  sav- 
ings habit.  Although  originally  there  was,  no  doubt,  a 
considerable  diversion  of  funds  from  other  savings  services 
or  from  other  sectors,  I feel  sure  that  much  of  the  new  money 
is  now  coming  from  persons  of  small  means  and  from  current 
income  although  the  possibility  cannot  be  ruled  out  that  a 
proportion  of  this  money  might  otherwise  have  found  its  way 
into  the  Savings  Banks  or  Savings  Certificates.  If  heavy  en- 
cashments do  not  take  place  in  December  it  is  likely  that  the 
amount  of  prize  money  will  increase  from  the  present  level 
of  about  £260,000  per  month  to  about  £460,000  per  month  as 
from  next  January,  which  will  be  an  added  attraction.  The 
condition  that  a bond  does  not  qualify  for  the  draw  until  it 
has  been  held  for  6 clear  months  is  proving  a useful  deterrent 
to  encashments.  It  is  a pity  perhaps  that  no  other  human 
desire  remains,  the  legitimate  satisfaction  of  which  can  be 
offered  as  an  inducement  to  the  public  to  save  in  sufficient 
numbers  and  in  amounts  significant  enough  to  have  an 
appreciable  influence  on  the  national  economy. 

10.  Altogether,  however,  the  prospects  for  National  Sav- 
ings for  the  current  financial  year  are  by  no  means  as  good  as 
they  were  last  year  and  this  analysis  has  had  little  to  offer  to 
offset  what  may  turn  out  to  be  rather  a depressing  position. 
It  has  been  said  that  a time  of  inflation  and  high  prices  is  bad 
for  savings  whatever  the  inducements.  It  may  be  that  no 
overall  beneficial  solution  lies  in  the  direction  of  offering 
higher  interest  rates  or  increased  maximum  holdings  for  in- 
vestments, whether  they  are  liable  to  tax  like  Defence  Bonds 
or  income-tax  free  as  are  Savings  Certificates.  High  interest 
rates  and  increased  limits  confer  benefits  in  direct  ratio  to  the 
ability  of  people  to  put  their  money  into  National  Savings, 
which  is  not  necessarUy  to  identify  them  as  people  who  are 
practising  the  habit  of  thrift. 

1 1 . Although  the  Premium  Savings  Bond  as  an  additional 
savings  service  is  bringing  in  an  appreciable  amount  of  savings, 
I am  convinced  that  the  solution  to  the  problem  of  National 
Savings  does  not  lie  in  the  direction  of  more  savings  services, 
either  of  a general  or  a specialised  nature.  More  services 
would  not  be  likely  to  attract  more  savings  from  those  sectors 
where  the  cultivation  of  the  thrift  habit  would  be  most  bene- 
ficial. Generally  speaking  the  most  pronounced  effect  would 
be  to  spread  the  available  savings  over  a greater  number  of 
savings  channels  with  a consequent  increase  in  the  costs  of 
administration  which  is  something  to  he  avoided. 

12.  The  problem  of  National  Savings  can  hardly  be  con- 
sidered in  isolation.  It  should  be,  and  no  doubt  is,  considered 
in  relation  to  other  avenues  for  savings  such  as  Building  Socie- 
ties, Insurance  Companies  and  Co-operative  and  Friendly 
Societies.  Competition  in  interest  rates  between  the  National 
Savings  Services  and  these  institutions  is  hardly  desirable  and 
can  work  to  the  prejudice  of  the  interests  of  the  community 
as  a whole.  Neither  should  interest  rates  for  the  National 
Savings  Services  be  based  in  any  close  degree  upon  the  general 
level  of  interest  rates  set  by  Bank  Rate  at  any  particular  time. 
Bank  Rate  is  a flexible  weapon  of  monetary  control  and  can 
be  raised  or  lowered  as  and  when  necessary.  Savings  Certi- 
ficates and  Defence  Bonds,  however,  have  to  be  issued  for 
7 or  10  years  as  the  case  may  be,  and  if  the  interest  rates  are 
fixed  at  a high  level  to  accord  with  Bank  Rate  at  say  7 per 
cent,  these  interest  rates  must  continue  to  be  paid  on  those 
certificates  and  bonds  throughout  the  term  whatever  may  be 
the  course  of  Bank  Rate  subsequently. 

13.  The  present  times  are  somewhat  exceptional  and  ex- 
ceptional measures  have  had  to  be  taken  with  a view  to  com- 
bating inflation  and  maintaining  the  value  of  the  pound  both 
at  home  and  abroad.  These  measures  have  probably  weighed 
most  heavily  on  those  people  who,  when  they  can,  are  the 
most  disposed  to  save,  the  small  business  man,  professional 
and  technical  people  and  the  middle  classes  generally.  If  the 
monetary  measures  referred  to  are  successful,  the  conditions 
for  saving  should  improve  and  the  position  would  tend  to 
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right  itself  without  the  need  for  any  special  measures  in  rela- 
tion to  issues  of  savings  securities.  In  the  meantime  tie 
National  Savings  Movement  has  recognised  that  a large 
potential  area  for  new  savings  exists  in  industry,  and  a 6 
months’  campaign  was  started  in  October  with  the  object 
of  increasing  the  number  of  savers  in  factories,  workshops 
and  offices.  From  the  early  indications  there  is  reason  to 
hope  that  this  campaign  will  be  successful. 

14.  The  Appendices  referred  to  in  para^aph  1 show  in 
some  detail  the  structure  and  statistical  background  of  each 
of  the  saving  services  for  which  the  Post  Office  is  responsible 
and  in  particular  the  detailed  evidence  upon  which  the  ans- 
wers to  the  points  raised  by  the  Committee  have  been  based. 
For  convenience  these  answers  have  been  smnmarised  below 

The  role  and  function  in  the  monetary  system  of  the  Post 
Office  Savings  Bank,  with  special  reference  to 

(fl)  the  use  made  by  the  public  of  deposits  in  the  Post  Office 
Savings  Bank  ; 

(6)  relations  with  the  Clearing  Banks  and  any  other  financial 
institutions. 

Point  1. 

Post  Office  Savings  Bank 

The  role  and  function  of  the  Savings  Bank  as  defined  in 
the  Act  of  1861,  is  to  provide  facilities  for  the  deposit  of  small 
savings  and  to  give  the  direct  security  of  the  State  for  the 
repayment  of  all  moneys  so  deposited,  including  the  interest 
due  thereon.  Since  those  early  days  the  maTimurn  deposits 
allowed  have  ^own  from  £130  to  £3,000,  the  greater 
proportion  of  the  total  deposits  of  £1,700  millions  is  owned  by 
a minority  of  the  depositors  and  to  a considerable  degree 
transactions  are  in  the  nature  of  current  account  banking  or 
for  short-term  saving  purposes,  such  as  holidays,  Christmas 
spending,  etc. 

It  is  difficult  to  give  much  precise  information  of  the  use 
made  by  the  public  of  deposits  in  the  Savings  Bank  but  of  the 
£497  millions  which  were  withdrawn  in  the  calenito  year 
1956,  £151  millions  were  by  withdrawals  on  demand  most 
of  which  was  almost  certainly  for  current  spending  ; £177 
millions  were  withdrawn  by  cash  warrant  a great  deal  of  which 
would  he  for  current  expenditure  and  for  holidays  ; £144 
millions  were  withdrawn  by  crossed  warrant  most  of  which 
would  be  for  special  purposes  involving  rather  large  sums 
such  as  the  downpayment  on  a house  ; £21 J millions  were  in 
respect  of  re-investinmt  in  other  forrrs  of  National  Savings, 
mainly  Savings  Certificates  or  Premium  Savings  Bonds  and 
£3i  millions  were  in  respect  of  Periodic  Payments  made  by 
the  Savings  Bank  on  the  depositor’s  instructions  to  Insurance 
Companies,  Building  Societies,  etc. 

The  relations  between  the  Post  Office  Savings  Bank  and 
the  aearing  Banks  are  entirely  functional.  The  Clearing 
Banks  dealt  with  3,173,000  crossed  warrants  to  a value  of 
£144  millions  which  the  Post  Office  Savings  Bank  issued  in 
1956. 


National  Savings  Certificates 

The  purpose  of  the  Savings  Certificate  is  to  provide  a sav- 
ings medium  of  a longer-term  nature  than  the  Savings  Bank 
deposit.  There  is  evidence  that  to  a considerable  degree  this 
purpose  is  achieved  ; encashments  of  Savings  Certificates  in 
1956  including  accrued  interest  represented  13  per  cent  of  the 
total  amount  remaining  invested  including  accrued  interest, 
whereas  withdrawals  from  the  Post  Office  Savings  Bank 
represented  29  per  cent  of  the  amount  remaining  invested. 

It  is  almost  impossible  to  say  what  use  the  public  makes  of 
the  money  when  Savings  Certificates  are  encashed.  In  many 
cases  the  money  is  in  the  nature  of  a nest  egg  and  some  of  it 
may  be  re-invested  in  the  Savings  Bank  or  in  new  purchases 
of  Savings  Certificates  especially  after  a new  issue  has  been 
intioduced.  An  appreciable  amoimt  of  encashments  are  in 
respect  of  recently  purchased  certificates  and  it  is  almost  cer- 
tain that  the  proceeds  are  used  for  current  expense  purposes. 

Relations  between  the  Clearing  Banks  and  the  Post  Office 
Savings  Department  in  respect  of  Savings  Certificates  are 
purely  functional  in  character. 

Defence  Bonds 

The  Defence  Bond  is  essentially  an  investment  with  interest 
payable  every  6 months  and  a future  bonus.  Its  appeal  is  to 
a much  more  restricted  section  of  the  public  than  either  the 
Post  Office  Savings  Bank  or  Savings  C^tificates. 


No  precise  information  is  avaOable  as  to  tlie  use  made  by  the 
public  of  encashments  of  Defence  Bonds.  Encashments  of 
Bonds  of  earlier  issues  may  be  for  the  purpose  of  re-investing 
in  the  current  tap  issue  or  meeting  difficulties  created  by  the 
credit  squeeze  or  for  re-investing  in  other  directions,  or  for  a 
current  expense  purpose. 

Relatiop  between  the  Post  Office  Savings  Department  and 
the  Gearing  Banks  in  respect  of  Defence  Bonds  are  purely 
functional.  A considerable  proportion  of  the  sales  of  De- 
fence Bonds  are  made  by  the  Ba^s. 

Premium  Savings  Bonds 

The  role  of  the  Premium  Savings  Bond  is  to  encourage  the 
public  to  save  by  offering  prizes,  allocated  by  cfraw,  from  a 
prize  fund  made  up  of  the  interest  which  woifid  otherwise  be 
paid  on  the  Bonds. 

So  far  the  amount  of  withdrawals  has  been  low — about 
£2i  millions  out  of  £114  millions  purchased.  The  Depart- 
ment does  not  know  how  the  holders  used  the  money,  but 
there  is  reason  to  believe  that,  apart  from  the  repayments 
made  to  the  personal  representatives  of  dereased  holders,  the 
withdrawals,  in  most  cases,  were  for  urgent  purposes. 

The  relations  with  the  Commerical  Banks  are  purely 
functional. 

Point  2 

Comments  on  the  use  made  by  the  authorities  of  monetary 
measures  since  1951,  in  so  far  as  these  measures  have  affected 
the  Post  Office  Savings  Bank. 

Post  Office  Savings  Bank 

The  opCTation  of  monetary  policy  does  not  enter  into  the 
relationships  between  the  Post  Office  Savings  Bank  and  its 
depositors,  although  depositors  often  have  to  withcfraw  in 
order  to  meet  overdrafts  with  Commercial  Banks.  It  is 
extremely  difficult  to  identify  these  effects  or  to  measure  thftm. 

The  operation  of  monetary  controls  does  not  seem  to  have 
been  to  the  detriment  of  the  figures  of  business  of  the  Post 
Office  Savings  Bank  since  1951 . Overall  business  in  deposits 
and  withdrawals  has  increased  but  rather  more  so  in  the  case 
of  deposits  than  withdrawals.  There  was  no  noticeable 
effect  on  the  position  when  Bank  Rate  rose  to  4i  per  cent  in 
February  1955  and  to  5i  per  cent  in  February  1956.  With- 
drawals increased  in  both  years  due  perhaps  to  depositors 
trying  to  get  better  terms  for  their  money  but  additional 
deposits  more  than  kept  pace  with  the  outflow. 

National  Savings  Certificates 

It  is  very  difficult  to  trace  any  pronounced  effect  upon  Sav- 
ing Certificates  of  the  use  of  monetary  measures,  except  that 
at  times  of  high  money  rates  encashments  tend  to  rise,  in  some 
cases  because  the  holders  want  the  money  to  meet  their  com- 
mitments. At  the  same  time  new  purchases  tend  to  fall 
because  potential  purchasers  may  be  looking  for  ^tter  terms. 
The  present  position  of  unbalance  is  due  more  to  heavy  en- 
cashments than  to  any  serious  decline  in  purchases,  which 
have  averaged  £4-3  millions  per  week  for  the  33  weeks  of  the 
present  financial  year. 

Defence  Bonds 

The  Defence  Bond  is  the  savings  security  which  seems  to 
be  most  affected  by  changes  in  Bank  Rate,  becoming  increas- 
ingly difficult  to  sell  at  times  of  rising  interest  levels  and  im- 
proving in  that  respect  when  interest  levels  tend  to  faU.  When 
credit  conditions  are  difficult  encashments  tend  to  rise,  the 
money  often  being  used  to  meet  bank  demands  which  the 
holder  may  have  to  face. 

Premium  Savings  Bonds 

As  the  Bonds  were  not  put  on  sale  until  November  1956  it 
is  too  early  to  discern  any  effects  of  monetary  measures  either 
on  encashments  or  purchases. 

Point  3 

The  relation  between  rates  of  interest  and  the  public's  dispo- 
sition to  save  {as  distinguished  from  the  transfer  of  savings  from 
one  institution  to  another). 

Post  Office  Savings  Bank 

It  is  not  believed  that  the  rate . of  interest  lias  a material 
effect  upon  the  public’s  disposition  to  save  in  the  Post  Office 
Savings  Bank.  At  a time  of  varying  Bank  Rate  between  the 
years  1953  to  1956  inclusive  when  depositors  could  have  earn- 
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ed,  and  can  still  earn,  a much  higher  rate  than  the  traditional 
2i  per  cent  per  annum  the  transactions  in  the  Post  Office 
Savings  Bank  were  as  follows  : — 


Deposits 

1953  1956 

millions  millions 

Number  48i  57i 

Amount  £349  £444 

Average  amount...  £7  3s.  8d.  £7  13s.  7d. 

fVit/idrawa/s 

Number  44  40i 

Amount  £457  £497 

Average  amoimt...  £10  7s.  7d.  £12  4s.  7d. 


If  there  had  been  any  substantial  objection  to  the  2jt  per 
cent  rate  it  would  have  been  reasonable  to  expect  a decline  in 
deposits  and  a much  greater  increase  in  withdrawals. 

It  is  believed  that  the  public’s  disposition  to  save  in  the  Post 
Office  Savings  Bmk  is  governed  by  certain  practical  and  tradi- 
tional reasons  such  as  the  convenience  of  having  a bank 
account  which  can  be  used  at  20,000  Savings  Bank  Post  Offices 
throughout  the  country  ; the  desire  to  have  something  in 
reserve  and  perhaps  also  family  prestige  and  morale  enters  into 
it.  Although  the  earning  of  interest  is  a further  reason,  the 
rate  at  which  intoest  is  allowed  is  not,  with  most  depositors, 
a matter  of  major  consequence. 

Savings  Certificates 

A large  proportion  of  the  money  which  is  held  in  Savings 
Certificates  is  held  in  maximum  holding.  For  example  48 
per  cent  of  the  £354  millions  remaining  invested  in  the  Tenth 
Issue  is  in  600  unit  maximum  holdings.  For  such  holders  it 
is  not  believed  that  their  investment  depended  upon  the  rate 
of  interest  allowed  ; they  would  have  bought  their  certificates 
in  any  case  because  they  are  attracted  by  the  income-tax  free 
nature  of  the  security. 

The  considerable  group  of  holders  who  buy  what  they  can 
afford  from  time  to  time  and  hold  on  to  their  certificates  for 
as  long  as  they  can  for  particular  purposes  such  as  retirement, 
are  probably  more  concerned  because  what  they  wiU  receive 
when  they  do  encash  their  certificates  is  considerably  affected 
by  the  rate  of  interest  allowed. 

The  short-term  holders  who  encash  soon  after  getting  their 
certificates  are  not  concerned  because  they  do  not  hold  them 
sufficiently  long  to  qualify  for  interest. 

Defence  Bonds 

Holders  of  Defence  Bonds  are  probably  very  interest  cons- 
cious because  they  are  paid  their  interest  every  6 months  and 
are  continuously  reminded  of  the  rate.  Investments  in 
Defence  Bonds  therefore  depend  to  a greater  degree  on  the 
rate  of  interest  than  is  the  case  with  deposits  in  the  Savings 
Bank  or  purchases  of  Savings  Calificates. 

Premium  Savings  Bonds 

Holders  of  these  Bonds  are  not  paid  interest.  A prize  fund 
equal  to  interest  at  the  rate  of  4 per  cent  per  annum  on  the 
Bonds  eligible  for  the  draw  is  constituted  in  respect  of  each 
draw,  It  is  doubtful  whether  holders  of  Premium  Savings 


Bonds  stopped  to  consider  how  the  prize  fund  would  be  con- 
stituted and  the  rate  of  interest  to  be  aUowed  for  it  before  they 
bought  their  Bonds. 

Point  4 

The  possibility  of  encouraging  small  savings  by  offering  more 
attractive  terms  for  long-period  investment. 

Post  Office  Savings  Bank 

The  investment  envisaged  seems  to  be  more  in  the  nature  of 
a bond  than  a deposit  and  to  be  outside  the  traditional  con- 
cept of  the  purposes  of  the  Post  Office  Savings  Bank.  In  any 
case  it  would  seem  to  be  undesirable  from  the  point  of  view 
of  general  relations  with  depositors,  to  introduce  into  Ae 
Savings  Bank  a special  form  of  savings  which  would,  at  the 
very  least,  require  the  Savings  Bank  to  be  discouraging  to 
any  depositor  who  might  seek  to  withdraw  his  money  before 
the  end  of  the  period. 

National  Savings  Certificates 

The  Savings  Certificate  is  already  by  nature  intended  to 
encourage  long-term  investment.  The  Tenth  Issue  Certificate 
reaches  maturity  in  7 years  but  the  increment  is  3 times  as 
much  in  the  sixth  and  seventh  years  as  it  is  in  the  first  and 
second,  and  if  the  holder  completes  7 years  he  is  given  a 
special  bonus  of  6d.  The  initial  period  of  7 years  is  exception- 
al and  applies  to  the  Tenth  Issue  only,  llie  usual  period  is 
10  years  but  an  even  longer  term  with  a specially  attractive 
bonus  for  those  who  held  on  imtU  the  end,  mi^t  perhaps  be 
worthy  of  consideration  ; provided  that  the  holder  would  at 
any  time  be  able  to  encash  his  certificate. 

Defence  Bonds 

The  Defence  Bond  can  be  encashed  at  any  time,  but  a special 
inducement  of  a tax-free  bonus  of  £5  per  cent  is  offered  to  the 
holder  if  he  keeps  his  money  invested  for  a period  of  10  years. 
He  gets  a reduced  bonus  of  £2  per  cent  if  he  keeps  his  Bond 
for  as  long  as  5 years  before  encashing  it.  It  is  desirable  that 
the  field  of  investment  for  Defence  Bonds  should  be  much 
wider  than  it  is,  in  which  case  it  would  hardly  be  desirable  to 
contemplate  a period  of  investment  longer  than  10  years. 
The  bonus  of  £5  seems  fairly  substantial  and  an  increase  in 
this  figure  might  tend  to  put  the  Defence  Bond,  which  appeals 
particularly  to  a selective  and  reasonably  well-to-do  section 
of  the  community,  out  of  phase  with  the  deposits  and  securi- 
ties of  the  other  National  Savings  Services. 

Premium  Savings  Bonds 

It  would  hardly  be  appropriate  or  useful  to  consider  the 
Premium  Savings  Bond  as  a long-period  investment,  or  to 
introduce  into  the  prospectus  conditions  which  would  have 
the  effect  of  making  it  so.  One  of  the  most  attractive  features 
of  the  Bond  is  that  it  can  be  encashed  at  any  time  and  the 
holder  knows  this.  As  time  goes  on,  however,  it  will  probably 
be  seen  that  many  holders  wiU  willingly  keep  their  money 
invested  in  the  constant  hope  that  they  will  be  lucky  in  the 
draw.  Experience  already  shows  that  most  of  the  money 
tends  to  remain  in  Premium  Savings  Bonds  and  this  may 
prove  to  be  a long-term  feature  of  the  Bonds. 

November  1957 
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Post  Office  Savings  Bank 

1.  The  Act  of  Parliament  of  1861  which  gave  legal  authority 
for  the  establishment  of  the  Post  Office  Savings  Bank  defined 
in  its  preamble  the  purposes  of  such  a bank,  which  were  to 
enlarge  the  facilities  then  available  for  the  deposit  of  small 
savings  and  to  give  the  direct  security  of  the  State  for  the 
repayment  of  all  moneys  so  deposited,  including  the  interest 
due  thereon.  These  early  deposits  with  a yearly  maximum 
of  £30  and  an  overall  maximum  of  £150,  could  rightly  be 
called  “ small  savings  ”.  Since  then  the  limits  for  small 
savings  gmerally  have  gi'own  so  that  a saver  can  now  hold  up 
to  £3,000  in  the  Post  Office  Savings  Bank,  £3,000  in  the 
Ordinary  Department  and  £2,000  in  the  Special  investment 
Department  of  the  Trustee  Savings  Banks,  £7,500  in  all  issues 
of  Defence  Bonds,  3,750  units  in  all  issuM  of  Savings 
Certificates  and  £500  in  Premium  Savings  Bonds. 


2.  There  are  about  22i  million  active  accounts  in  the 
Post  Office  Savings  Bank  and  about  18*  millions,  more  in 
the  Dormant  Ledger  (no  transactions  for  5 years).  The  present 
balance  due  to  depositors  stands  at  about  £1,700  millions 
and  the  average  amount  in  an  account  is  about  £76.  The 
impression  which  these  figures  might  create  of  a large  pro- 
portion of  the  population  having  a modest  but  moderately 
useful  balance  avilable  to  them  in  file  Post  Office  Savings  Bank, 
in  fulfilment  as  it  were  of  the  purposes  for  which  the  Savings 
Bank  was  originaDy  created,  is,  however,  a wholly  false  one. 
The  spread  of  deposits  is  extremely  uneven  so  that  the 
greater  proportion  of  the  depositors  own  a very  small  pro- 
portion of  the  balance  and  conversely  a small  minority  of  the 
depositors  own  the  greater  proportion.  An  examination 
of  the  1956  accounts  which  has  b^  made  in  recent  months 
shows  that : — 


* All  with  balances  ofless  than  £1. 
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(0  More  than  i of  the  depositors  have  balances  under  £1, 
the  average  balance  being  6s.  Id. 

(fi)  About  i the  depositors  have  balances  under  £10 
(avera^  £I  17s.  9d.)  and  control  only  1 -08  per 
cent  of  the  total  balance. 

(«0  Only  21  '6  per  cent  of  the  depositors  have  balances 
of  more  than  £100,  but  they  control  85  -7  per  cent  of 
the  total  balance. 

(iv)  8-4  per  cent  of  the  depositors  have  a balance  of  more 
than  £300  controlling  59-04  per  cent  of  the  total  bal- 
ance. 

(v)  -8  per  cent  of  the  depositors  have  a balance  of  more 
than  £1,000  and  control  17-33  per  cent  of  the  total 
balance. 

3.  The  tendeno'  for  depositors  to  use  their  accounts  as 
current  banking  accounts  has  increased  to  some  extent  in 
recent  years  although  it  affects  only  a small  proportion  of  the 
total  number  of  accounts.  It  is  believed  that  there  are  two 
main  reasons  for  such  increase  as  has  occurred  : — 

(а)  The  opening  of  accoimts  by  depositors  who  formerly 
had  accounts  with  commercial  banks  which  they 
maintained  mainly  for  the  purpose  of  drawing  against 
deposits  of  salary  cheques. 

(б)  The  raising  of  the  maximum  amount  payable  on  de- 
mand from  £3  to  £10,  undoubtedly  made  it  easier  for 
depositors  to  use  their  accounts  as  current  accounts. 
The  purpose  of  the  increase  was  to  make  the  demand 
withdrawal  more  appropriate  to  the  needs  of  an 
emergency. 

4.  The  number  of  accounts  which  are  operated  purely  as 
cument  banking  accounts,  in  many  cases  with  the  account 
being  replenished  at  the  begiruiing  of  the  month  and  most 
of  the  balance  withdrawn  by  the  end,  is  estimated  at  about 
i a million.  There  are,  of  course,  many  other  accounts  in 
which  the  saving  is  largely  of  a short-term  character,  much 
of  the  balance  being  drawn  on  for  such  purposes  as  holidays 
and  Christmas  spending. 

5.  The  Post  Office  Saving  Bank  does  not  encourage  cur- 
rent account  banking  business,  nor  does  it  encourage  the 
payment  of  household  bills  such  as  rates,  gas  and  electricity 
accounts  through  Savings  Bank  accounts.  These  activities 
are  contrary  to  the  purposes  of  the  Savings  Bank  and  are 
costly  to  the  State. 

6.  The  balance  in  the  Post  Office  Savings  Bank  received  a 
great  impetus  during  the  Second  World  War  when  all  the 
conditions  of  national  crisis  were  favourable  to  saving,  and 
immediately  after  the  war  when  special  accounts  were  opened 
in  respect  of  about  £380  millions  of  gratuity  and  release 
benefit  money  which  was  credited  to  demobilised  Forces  and 
Qvil  Defence  personnel.  At  the  beginning  of  1939  the  bal- 
ance stood  at  £509  millions  but  by  the  end  of  1946  it  had 
rMched  its  record  figure  of  £1,982  millions.  Every  year 
since  then,  however,  the  withdrawals  have  exceeded  new 
deposits,  and  by  the  end  of  1956  the  balance  had  declined  to 
£1,688  millions,  despite  the  crediting  of  over  £40  millions  of 
interest  each  year. 

7.  It  is  not  difficult  to  find  reasons  for  the  heavy  postwar 
withdrawals.  In  the  main  they  represented  the  release  of  the 
b^ed-up  demand  over  many  years  for  consumer  goods 
which  was  quite  unrealisable  during  a wartime  economy,  and 
m addition  the  heavy  cash  requirements  of  many  people  for 
the  purpose  of  obtaining  housing  accommodation. 

8.  When,  within  a given  more  money  is  taken  out 

of  the  Savings  Bank  than  is  put  in,  it  represents,  of  course, 
an  addition  to  spending  power  unmatched  by  current  pro- 
duction and  the  effect  is  therefore  to  some  extent  inflationary. 

9.  There  were  other  factors  which  have  probably  affected 
the  financial  results  of  the  Post  Office  Savings  Bank  in  recent 
years  such  as  : — 

(a)  the  requirement  in  the  Finance  Bill  of  1951  for  the 
Savings  Bank  to  inform  the  Inland  Revenue  of  all 
accounts  in  which  the  interest  earned  and  credited  was 
over  £15  in  a year.  This  was  widely  regarded  by  the 
public  as  a breach  of  secrecy  ; 

(i)  the  withdrawal  of  their  deposits  by  Building  Societies 
because  of  shortage  of  liquid  funds  ; 

(c)  the  expansion  of  the  Trustee  Savings  Banks  whose 
main  offices  and  branches  increased  from  a total  of 


about  850  in  1948  to  about  1,330  at  the  present  time  ; 
also  the  increase  in  the  maximum  permitted  deposits 
in  their  Special  Investment  Departments  from  £500  to 
£2,000  ; 

(d)  competition  from  other  forms  of  small  savings  e.g. 
10th  Issue  Savings  Certificates  and  Premium  Savings 
Bonds,  and  to  some  extent  also,  the  transfer  of  deposits 
from  the  Post  Office  Savings  Bank  to  Building  Societies. 

10.  The  interest  due  to  be  credited  to  depositors’  accounts 
and  the  expenses  of  management  of  the  Post  Office  Savings 
Bank  are  provided  from  the  Post  Office  Savings  Bank  Fund 
out  of  the  interest  accrued  in  respect  of  the  securities  held  by 
the  National  Debt  Commissioners  to  meet  the  liabilities  to 
depositors.  Expenses  of  management  include  such  amount 
as  the  Treasury  may  determine  shall  be  allocated  to  provide 
against  depreciation  in  the  value  of  the  securities  incurred 
during  the  year.  Any  balance  of  accrued  interest  which  may 
remain  after  making  these  provisions  finally  passes  to  the 
Exchequer.  If  the  accrued  interest  on  the.  securities  is  in- 
sufficient to  provide  for  the  crediting  of  the  interest  due  to 
depositors  and  the  expenses,  then  the  deficit  is  made  good 
from  the  Consolidated  Fund. 

11.  The  administration  of  the  Post  Office  Savings  Bank 
may  therefore  be  referred  to  as  being  “ in  surplus  ” or  “ in 
deficit  ” according  to  whethCT  the  accrued  interest  on  the 
securities  is  respectively  more  than  sufficient  or  insufficient 
for  these  purposes.  The  account  of  the  Post  Office  Savings 
Bank  Fund  is  submitted  to  Parliament  in  a White  Paper  in 
June  of  each  year,  in  respect  of  the  previous  calendar  year. 
For  the  year  ended  31st  December,  1956  the  figures  approxi- 
mately were  ; interest  accrued  on  securities  £52  -7  millions, 
interest  credited  to  depositors  £40-8  millions,  expenses  of 
mana^ment  including  provisions  for  depreciation  on  securi- 
ties £10-8  millions,  excess  interest  £1-1  millions.  Except  for 
minor  amounts  of  deficit,  the  last  as  far  back  as  1910,  the  ad- 
ministration of  the  Post  Office  Savings  Bank  has  always  been 
in  surplus. 

12.  Information  is  given  below  on  the  specific  points  which 
were  asked  to  be  covered. 

Point  1 

(A)  the  use  made  by  the  public  of  deposits  in  the  Post  Office 
Savings  Bank. 

(1)  Since  the  balance  reached  its  highest  total  of  £1,982 
millions  at  the  end  of  1946,  withdrawals  have  exceeded  new 
deposits  each  year  and  for  the  years  1947-1956  inclusive  a 
total  of  £739  millions  more  has  been  taken  out  than  put  in. 
After  crediting  to  the  accounts  a total  amount  of  interest 
of  £445  millions  during  those  ten  years  the  balance  due  to 
depositors  of  £1,688  millions  at  the  end  of  1956  was  £294 
millions  less  than  at  the  end  of  1946.  These  heavy  excess 
withdrawals,  except  for  the  proportion  which  has  been  used 
for  re-investment,  which  is  probably  not  very  large,  have 
represented  an  appreciable  addition  to  spending  power. 

(2)  The  Post  Office  Savings  Bank  operates  as  a centralised 
Savings  Bank  having  no  personal  touch  with  its  depositors. 
The  functions  of  the  Post  Office  counter  staff  who  act  as 
agents  of  the  Saving  Bank  are  ordinarily  confined  to  accept- 
ing money  for  deposits  and  paying  out  money  for  withdrawis. 
In  these  circumstances  little  is  known  precisely  of  the  use  made 
by  the  public  of  deposits  in  the  Post  Office  Savings  Bank. 
However,  certain  assumptions  can  be  made  or  conclusions 
drawn  from  the  trend  of  withdrawals  at  different  times. 

(3)  The  methods  available  to  a depositor  for  making  with- 
drawals from  the  Post  Office  Savings  Bank  are  (1)  by  cash 
warrant  payable  through  a post  office  ; (2)  by  crossed  warrant 
payable  through  a bank  ; (3)  by  withdrawal  on  demand  at  a 
post  office  : (4)  by  notice  (Form  lOA)  for  the  purpose  of 
making  a re-investment  in  Savings  Colificates,  Defence  Bonds 
or  Ifremium  Savings  Bonds  ; and  (5)  by  Pa-iodic  Payment  to 
an  insurance  company,  building  society  etc,  A depositor 
can  also  withdraw  money  by  telegraph  but  the  number  of 
applications,  about  72,000  in  1956,  axe  decreasing  and  are 
too  few  to  be  taken  into  account  in  the  present  context. 

(4)  The  amount  of  money  withdrawn  from  the  Post  Office 
Savings  Bank  in  1956  was  £497  millions.  An  examination 
of  these  withdrawals  has  been  made  on  a week-by-week  basis 
and  the  following  figures  provide  a broad  picture  of  the  with- 
drawals divided  amongst  die  five  categories  set  out  above  both 
in  totals  for  the  year  and  average  weekly  amounts.  The 
weekly  number  of  transactions  for  each  category  is  also  shown, 
and  the  average  amount  for  each  kind  of  withdrawal. 
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For  the 
year 

Average 
for  each 
week 

Avraage 
number  of 
withdrawals 
each  week 

Avera^ 
amount 
of  a 

withdrawal 

m 

Cash  warrants 

£m. 

177 

£m. 

3-40 

67,000 

£50  16  0 

(ii) 

Crossed  warrants 

144 

2-77 

22,500 

£122  7 0 

(hi) 

Withdrawals  on  demand 

151 

2-90 

679,000 

£4  6 0 

(iv) 

Forms  lOA  

214 

41 

2,100 

£197  0 0 

(V) 

Periodic  Payments 

34 

•067 

17,750 

£3  16  0 

Total  

497 

9 '547 

788,350 

(5)  (i)  Cash  Warrants 

Most  of  this  £177  millions  is  believed  to  have  been  with- 
drawn for  current  expenses. 

The  periods  of  heaviest  withdrawals  in  this  way  are  during 
June,  July  and  August  which  point  to  holiday  spending  and 
the  three  weeks  just  before  Christmas. 

(ii)  Crossed  Warrants 

Most  of  this  money  is  believed  to  have  been  withdrawn  for 
special  purposes. 

The  period  of  heaviest  withdrawals  is  March,  April,  May 
and  half  of  Jime.  This  seems  to  point  to  much  of  this  money 
being  required  for  house  purchase. 

(iii)  Withdrawals  on  demand 

Most  of  this  money  would  be  for  current  expenditure. 

The  periods  of  heaviest  withdrawal  were  during  the  ten 
weeks  ended  22nd  August  obviously  for  holiday  purposes, 
and  the  seven  weeks  ended  29th  December  for  Chrsitmas 
spend^g. 

(iv)  Withdrawab  for  re-investment  {Forms  10/4) 

The  use  of  withdrawal  Form  lOA  enables  the  Post  OfBce 
Savings  Bank  to  pin-point  transfers  of  Savings  Bank  deposits 
to  Savings  Certificates,  Defence  Bonds  or  Premium  Savings 
Bonds. 

Much  of  the  transfers  of  £21  i millions  occurred  during  the 
18  weeks  covering  August  to  November  inclusive  and  ■were 
in  respect  of  re-investments  in  the  new  10th  Issue  Savings 
Certificate  and  Premium  Savings  Bonds,  but  mostly  for  the 
former. 

(v)  Periodic  Payments 

Under  this  system  a depositor  is  able  to  enter  into  a con- 
tract with  the  Post  Office  Savings  Bank  to  pay  from  his  account 
a fixed  sum  regularly  every  month  or  quarter  to  an  insurance 
company,  building  society,  hire  purchase  firm,  etc.  A charge 
of  8d.  is  made  against  the  depositor’s  account  in  respect  of 
each  payment.  About  920,000  such  payments  totalling 
nearly  £3i  millions  were  made  during  1956.  The  distribution 
of  the  numbers  of  payments  between  the  various  categories 


of  payees  was  proportionately  : — 

% 

Insurauce  Companies  ...  76-6 

Building  Societies 8 '3 

Hire  purchase  firms  ...  3-6 

Miscellaneous  11-5 


(B)  Relations  with  the  Clearing  Banks  and  other  financial 
institutions. 

(1)  The  Post  Office  Savings  Bank  has  very  little  in  the  way 
of  business  relations  with  the  Clearing  Banks  or  other  financii 
institutions  except  that  the  Clearing  Baiks  clear  the  crossed 
warrants  issued  by  the  Savings  Bank.  In  1956  there  were 
about  1,173,000  such  warrants  of  an  aggregate  value  of  £144 
millions. 

(2)  A cheque  or  similar  order  or  warrant,  induding  a 
dividend  warrant  issued  in  payment  of  a dividend  of  a Joint 
Stock  Company,  may  be  accepted  for  deposit  in  a Post  Office 
Savings  Bsik  account  provided  certain  conditions  are  ful- 
filled. Such  ch^ues  or  warrants  are  paid  into  a banking 
account  or  remitted  to  headquarters  if  thore  is  no  offidal 
banking  account. 

(3)  The  Post  Office  Savings  Bank  Act,  1954,  Section  13 
provides  for  the  transfo:  of  deposits  to  or  from  Overseas 
Savings  Banks.  Arran^ments  for  such  trausfCTS  exist  be- 
tween the  Post  Ofll^e  Sa^lugs  Bank  and  Savings  Banks  in  most 


of  the  countries  of  the  Commonwealth  excluding  Canada 
South  Africa,  India  and  Pakistan.  In  1956  there  were  4,700 
transfers  outward  totalling  about  £700,000  and  3,600  transfers 
inward  totalling  about  £950,000. 

Point  2 

Comments  on  the  use  made  by  the  authorities  of  monetary 
measures  since  1951,  in  so  far  as  these  measures  have  affected 
the  Post  Office  Savings  Bank. 

(1)  It  is  difficult  to  find  any  evidence  of  the  effect,  if  any, 
that  the  use  of  monetary  measures  since  1951  has  had  upon 
the  Post  Office  Savings  Bank.  Although  these  measures  have 
at  times  been  restrictive  of  credit  and  are  so  at  the  present 
time,  the  record  of  the  Post  Office  Savings  Bank  has  been  one 
of  increased  deposits  each  year,  accompanied,  it  is  true,  by 
increased  withdrawals  but  with  the  deficit  gap  between  the 
two  gradually  narrowing.  It  is  possible  of  course  that  the 
increased  deposits  are  made  by  depositors  who  are  in  no  way 
affected  by  credit  controls  whereas  the  increased  withdrawals 
are  made  by  depositors  who  are. 

(2)  The  ordinary  banking/customer  relationship  which  is 
at  present  at  Commercial  Banks  is  largely  absent  from  the 
Post  Office  Savings  Bank.  The  Postmaster  knows  nothing 
about  the  depositors’  account  except  what  he  sees  in  the  bank 
book  as  it  is  presented  to  him,  and  Savings  Bank  Headquar- 
tCTS  where  all  the  accounts  are  centralised,  has  no  personal 
contact  with  the  depositor.  Those  questions  which  are  a 
matter  of  daily  routine  between  a Commercial  Bank  and  its 
customers  such  as  the  granting  of  overdrafts,  the  provision 
of  collateral  security,  the  acceptance  of  bills  and  the  purchase 
and  sale  of  foreign  currencies,  etc.,  are  entirely  absent  from 
the  work  of  the  Post  Office  Savings  Bank. 

(3)  In  view  of  its  limited  functions  in  the  realm  of  commer- 
cial banking  the  Post  Office  Savings  Bank  is  not  required  to 
operate  monetary  policy  such  as  the  restriction  of  credit  faci- 
lities by  the  limitation  of  bank  advances  nor  is  it  concerned  in 
any  positive  direction  with  other  measures  of  monetary  policy 
such  as  Bank  Rate  or  Board  of  Trade  Hire  Purchase  Restric- 
tion Orders. 

(4)  At  the  same  time,  howeva-,  the  business  of  the  Post 
Office  Savings  Bank  is  susceptible  to  the  impact  of  monetaiy 
policy  especially  where  it  operates  in  the  directioa  of  credit 
restriction  and  causes  an  increase  in  the  withdrawal  of  deposits 
from  the  Post  Office  Savings  Bank.  It  is  extremely  difficult 
to  identify  these  effects  or  to  measure  them. 


Point  3 

The  relation  between  rates  of  interest  and  the  public's  db- 
position  to  save  {as  distinguished  from  the  transfer  of  savings 
from  one  institution  to  another). 

(1)  Although  the  traditional  rate  of  interest  of  24  per  cent 
has  never  varied  since  the  Post  Office  Savings  Bank  was  first 
instituted  nearly  100  years  ago,  there  is  no  real  evidence  that 
this  rate,  which  is  low  in  relation  to  the  present  high  levels, 
has  caused  the  public  to  cease  using  the  Post  Office  Savings 
Bank.  Today  there  are  about  224  million  active  accounts 
and  new  accounts  are  opened  at  the  rate  of  about  1 1 millions 
each  year.  About  14  million  accounts  are  dosed  or  trans- 
ferred to  the  Dormant  Ledger  each  year. 

(2)  The  proportion  of  the  accounts  in  which  the  depositor 
only  makes  deposits,  or  his  deposits  exceed  ffis  withdrawal, 
or  the  balance  is  left  for  a year  or  more  is  about  74%.  bx 
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National  Savings  Ceruhcates 

1.  The  Saving  Certificate  was  first  introduced  in  19I6and 
since  then  there  have  been  altogether  12  issues  including  the 
numerically  designated  issues  from  the  1 st  to  the  current  10th, 
the  Conversion  Issue  of  1932  and  the  special  £1  Issue  of  1 943. 

2.  The  increment  rates  on  Savings  Certificates  vary  at 
different  stages  during  their  lives.  Generally  for  the  first 
10  years — 7 years  in  the  case  of  the  current  10th  Issue — the 
capital  value  grows  from  its  unit  price  to  a maturity  value  by 
increments  which  are  greater  in  the  later  years  than  in  the 
earlier.  Then  for  a further  period  varying  from  10  to  12 
years  the  certificate  increases  in  value  by  increments  of  ^ed 
amoimt  imtil  the  certificate  reaches  a pre-determined  value. 
After  that,  fixed  increments  are  added  every  month  or  every 
three  months  so  long  as  the  holder  does  not  encash  his  certi- 
ficate. The  addition  of  fixed  increments  to  the  capital  means 
that  if  the  increments  are  expressed  as  a percentage  rate  of 
interest  such  interest  rates  tend  to  decline  as  capit^  in- 
creases. 

3.  The  increments  for  the  1st  Issue  Certificate  were  for  the 
first  period  extremely  favourable,  15s.  6d.  rising  to  26s.  at 
the  end  of  10  y^s  and  only  a little  less  favourable  for  the 
2nd  Issue,  16s.  rising  to  26s.  at  the  end  of  10  years.  The  in- 
CTements  for  the  succeeding  issues  up  to  the  6&  were  decreas- 
in^y  favourable,  the  unit  purchase  price,  15s.,  of  the  6th  Issue 
rising  to  27s.  at  the  end  of  22  years.  The  period  during  which 
these  later  issues  were  available  was  not  always  a favourable 
one  for  interest  rates  ; War  Loan  5 % was  reduced  to  3i  % in 
1932. 

4.  For  the  first  8 years  of  Savings  (>rtificates  (1916  to 
1923  inclusive)  investments  were  greatly  in  exc«s  of  repay- 
ments of  principal — £524  millions  invested  and  £156  millions 
of  principal  repaid. 

5.  The  record  for  the  years  1924  to  1939  inclusive  was  of  a 
different  kind  with  repayments  of  principal  in  the  aggregate 
being  much  closer  to  the  amount  of  new  purchases.  For  this 
PCTiod  repayments  of  principal  amounted  to  £583  millions 
and  new  purchases  to  £622  millions.  By  the  end  of  1939  a 
total  of  £1,146  millions  had  been  invested,  £739  millions  of 
principal  repaid  leaving  £407  millions  still  invested. 


during  which  the  maximum  holding  was  raised  to  1,400  units 
at  15s.  compared  with  1,000  units  at  10s.  for  the  8th  Issue. 
Moreover  it  was  generally  believed  that  10s.  as  a unit  value 
was  impoptilar  with  savers. 

9.  The  introduction  of  the  9th  Issue  restored  the  increments 
on  Savings  Certificates  on  a percentage  basis  to  the  3 per  cent 
level — £3  Os.  I Id.  per  cent  per  annum  if  held  for  10  years.  For 
the  first  3 financial  years  1951/52,  1952/53,  and  1953/54  fol- 
lowing its  introduction  purchases  were  in  excess  of  encash- 
ments (excluding  interest)  by  about  £20  millions  each  year 
and  in  1954/55  which  was  an  excellent  year  for  saving  gener- 
ally, this  figure  rose  to  £46  millions.  In  1955/56  however, 
the  difficult  credit  conditions  were  responsible,  it  is  believed, 
for  increasing  the  encashment  figures  by  £26  millions  over  the 
previous  year  to  £1 63  millions  and  it  became  clear  that  the  9th 
Issue  Certificate  could  not  in  the  prevailing  circumstances,  be 
relied  upon  to  continue  to  contribute  a net  surplus  of  purchases 
over  encashments  and  in  the  Budget  of  April  1956  it  was  an- 
nounced that  a new  10th  Issue  would  be  introduced  in  the 
foDowing  August  with  improved  incremental  conditions 
which  would  be  equal  to  £4  3s.  lid.  per  cent  per  annum  if  the 
certificate  were  held  for  7 years. 

10.  For  some  months  after  the  lOth  Issue  was  introduced 
purchases  were  very  high  but  there  has  since  been  a decline 


in  the  buying  rate.  For  the  : — 

£m. 

1st  10  weeks  purchases  totalled 108 

2nd 84 

3rd 64 

4th „ 64 

5th  „ 47 

6th  „ „ „ „ 36 


11.  Simultaneously  with  the  high  purchases  of  the  new 
c^ificates  encashments  were  also  high,  and  in  many  cases 
they  were  for  the  purpose  of  re-investing  old  certificates  at  a 
more  favourable  rate.  The  continuance  of  a high  level  of 
enc^hmeuts  is  however  no  longer  for  that  purpose  to  any 
sig^cant  extent.  It  can  only  be  ascribed  to  the  need  to 
reahse  assets  to  meet  credit  difficulties  or  to  increase  spending 
power.  Corresponding  to  the  weeks  shown  above  encash- 
ments (excluding  interest)  have  for  the 


6.  The  7th  Issue  which  was  introduced  on  22nd  November, 
1939  was  the  most  successful  of  all  issues  in  terms  of  the  total 
amount  purdiased,  £1,683  millions.  This  amount  was  raised 
in  a period  of  7i  years  which  included  the  war  years  during 
which  the  public  stimulus  to  save  was  at  its  highest  point.  The 
mcrement  rate  was  more  favourable  to  the  holder  than  that 
of  the  6th  Issue,  but  it  was  a limiting  factor  to  investment  that 
the  maximum  holding  remained  at  500  units  inclusive  for  the 
7ffi  Issue  and  all  previous  issues.  On  the  other  hand  the  fact 
that  the  amount  remaiaing  invested  had  been  so  reduced 
when  the  7th  Issue  was  first  put  on  sale  meant  that  the  poten- 
tial for  investment  in  the  new  certificate  was  very  Mgh.  In 
January  1943  the  £1  Issue  was  put  on  s^e  concurrently  with 
the  7th  Issue  mainly  for  those  who  had  a maximum  holding 
of  other  certificates.  It  carried  a relatively  low  increment 
rate. 


7.  The  faU  in  interest  rates  after  the  war  and  the  rise  in  the 
mark^  value  of  2i  % Consols  to  near  parity  tended  to  put 
the  7th  Issue  Saving  Certificate,  with  its  increments  equal  to 
£3  3s.  5d.  per  cent  per  annum  over  a 10  year  period,  somewhat 
out  of  phase  with  current  interest  levels.  It  was  therefore 
replaced  m April  1947  by  the  8th  Issue  Certificate  whose  in- 
crements over  the  first  10  years  were  equal  to  £2  13s.  2d.  per 
cent  per  annum.  The  unit  price  was  lOs.  and  it  carried  an 
individual  maximum  of  1,000  units. 

8.  The  8th  Issue  was  on  sale  for  3 years  and  10  months 
durmg  which  a total  of  £484  millions  was  purchased.  This 
totol  at  first  sight  compares  unfavourably  with  that  of  the 
7th  Issue  and  of  the  later  9th  Issue  (£937  millions).  Although 
the  interest  rate  for  the  8th  Issue  was  lower  than  for  the  other 
two  issues  and  this  probably  affected  sales  to  some  extent 
there  were  other  factors  which  should  help  to  put  the 
sales  of  the  8th  Issue  in  a better  comparable  light.  The  7th 
Issue  was  on  sale  for  nearly  twice  as  long  as  the  8th  Issue 
dumg  a period  when  all  the  circumstances  were  favourable 
to  lar^  scale  saving.  The  9th  Issue  was  on  sale  for  5|  years 


1st  10  weeks  totalled 
2nd,,  „ 

3rd 

4th  „ 

5th  „ ., 

6th  „ „ 


61 

59 

45 

54 


12.  The  current  position  is  that  encashments  of  old  certifi- 
cates are  exceeding  purchases  of  the  new  issue.  For  the  31 
weeks  ending  9th  November  of  the  current  financial  year  new 
purchases  Imve  totaUed  £133-9  millions  and  encashments 
tl3o-l  millions. 

13.  The  increments  on  Savings  Certificates  are  not  of 
Murse,  paid  until  the  certificate  is  encashed,  and  when  at 
tunes  of  h^vy  encashment  old  certificates  which  have  a larae 
amount  of  accrued  increment  are  encashed,  the  amount  of  the 
repayment  warrant  is  considerably  in  excess  of  the  capital 
valiw  of  ffie  tertificates.  For  example,  £259-9  millions  of 

financial  year 

1956/57  plus  £94-8  milhons  of  accrued  increment  eivine  a 
total  of  £354-7  millions  of  which  the  total  of  accrued  inCTe- 
ments  reprwented  26-7  per  cent.  The  Post  Office  Savings 
Department  have  no  means  whatever  of  knowing  for  what 
purpose  these  considerable  sums  were  used  but  it  seems 
reasonable  to  suppose  that  a considerable  proportion  was  for 
current  spending. 

Certificate  holders 

tall  broadly  into  3 main  groups  ; — 

(I)  those  who  purchase  the  maximum  permitted  holding 
of  Mch  issue  as  it  is  mtroduced  and  who  rarely  encash 
their  certificates.  These  are  obviously  people  who  can 
some  hun- 

dreds  of  pomds  ^d  to  whom  the  income  tax  free  as- 
pect of  Savmgs  Certificates  is  particularly  attractive. 
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They  are  comparatively  few  in  numher  but  their  total 
holdings  represent  a fairly  large  proportion,  of  the 
money  remaining  invested  ; 

(2)  those  who  use  the  Savings  Certificate  service  almost 
on  a current  account  basis.  Often  they  buy  their 
certificates  by  accumulating  savings  stamps  and  as 
soon  as  the  certificate  is  handed  to  them  they  make 
application  for  encashment.  The  number  of  such 
savers  is  not  large  comparatively  but  their  numerous 
piffchases  and  repayments  provide  a great  deal  of  the 
day  to  day  work  of  the  Savings  Certificate  Division  ; 

(3)  a considerable  middle  group  purchase  fairly  regularly, 
allow  their  holdings  to  accumulate  and  only  apply  for 
encashment  in  an  emergency. 

15.  Significant  proportions  of  the  total  holdings  of  the 
various  issues  of  ^vings  Certificates  are  in  holdings  which 
are  up  to  the  maximum  permitted.  For  the  various  issues 
such  holdings  comprise  : — 

3d  % of  the  total  of  £608  millions  still  outstanding  in 
issues  1st — 7th  inclusive. 

56%  of  the  total  of  £27  millions  still  outstanding  in 
£1  Issue. 

43%  of  the  total  of  £241  millions  still  outstanding  in 
8tb  Issue. 

48%  of  the  total  of  £354  millions  still  outstanding  in 
10th  Issue. 

(as  at  3rd  September,  1957) 

16.  The  9th  Issue  is  exceptional  in  this  respect  in  that  only 
about  44  per  cent  of  the  total  amount  outstanding  of  £678 
millions  is  held  in  the  form  of  maximum  holdings.  It  is 
difficult  to  find  a reason  for  this  unless  it  is  that  certain  people 
who  make  a habit  of  investing  to  the  maximum  in  each  issue 
of  Savings  CCTtificates  as  it  is  introduced,  did  not  appreciate 
that  the  maximum  holding  of  the  9th  Issue  was  increased  on 
four  occasions  in  September  1952,  November  1 954,  November 
1955  and  AprU  1956. 

17.  The  role  and  function  of  the  Savings  Certificate  in  the 
monetary  system  is  to  provide  a long-term  tax  free  security  in 
which  the  public,  especially  those  of  modest  means,  may  inake 
regular  investments  in  the  knowledge  that  their  capital  is 
available  to  them  at  any  time  wifiiout  restriction,  that  it  will 
be  repaid  to  them  at  its  ftili  face  value  and  that  for  however 
long  it  has  been  allowed  to  remain  invested  it  will  be  repaid 
on  application  with  such  increments  added  as  the  govanment 
has  from  time  to  time  contracted  to  pay. 

18.  The  following  observations  are  offered  to  the  specific 
questions  asked  by  Sie  Committee  in  so  far  as  they  relate  to 
National  Savings  Certificates  : — 

(1)  (a)  The  Post  Office  Savings  Department  has  no  in- 
formation and  there  are  no  reasonable  means  of 
obtaining  it. 

(i)  Such  relationships  as  there  are  between  the  Post  Office 
Saving  Department  and  Qearing  Banks  and  other 
financial  institutions  are  few  and  of  a functional 
character  only.  The  Clearing  Batiks  accept  crossed 
warrants  issued  in  repayment  of  Savings  Certificates 
and  they  also  sell  certificates  and  account  to  the  Post 
Office  Savings  Department. 


fluenced  to  some  extent  by  the  rate  of  interest  and  this  is 
borne  out  by  the  high  sales  of  the  Tenth  Issue,  althou^  in 
the  first  few  months  these  were  considerably  helped  by  the 
encashment  and  re-investment  of  the  proceeds  of  old  certi- 
ficates the  interest  rates  of  which  were  below  that  of  the 
Tenth  Issue.  The  sales  of  the  Tenth  Issue  have  now  dropped 
to  a much  lower  level  than  in  the  early  months  although  they 
cannot  be  regarded  as  unsatisfactory  in  themselves.  The 
trouble  is  that  encashments  have  not  fallen  proportionately. 
This  seems  to  suggest  that  after  the  big  hold^s  have  bought 
to  the  maximum,  even  a very  favourable  rate  will  not  en- 
courage the  “ average  ” saver  to  maintain  sales  at  a high  level. 

It  is  difficult  to  make  comparisons  between  the  public 
response  to  different  issues  with  their  different  interest  rates 
betause  circumstances  were  not  the  same  throughout.  The 
Seventh  Issue  was  helped  by  the  enthusiasm  for  saving  in 
wartime  ; the  10/-  denomination  of  the  Ei^th  Issue  was  un- 
popular and  affected  sales  ; the  Ninth  Issue  was  helped  by 
2 increases  in  the  limits  to  the  high  maximum  of  1,400  units  ; 
the  Tenth  Issue  was  helped  by  a large  accumulation  of  old 
certificates  on  which  the  interest  rates  had  fallen  to  a low  level 
and  which  the  holders  were  pleased  to  encash  and  re-invest  in 
something  better. 

In  conclusion  it  is  considered  that  the  primary  consideration 
with  purchasers  is  the  income-tax  free  concession  ; the  secon- 
dary consideration  the  amount  of  interest  allowed. 

(4)  The  Savings  Certificate  is  meant  to  be  a long-period 
investment  and  certificates  of  the  First  Issue  are  stiU  held 
after  more  than  40  years.  The  initial  period  of  the  Tenth 
Issue  is  7 years  which  is  the  shortest  for  any  issue  and  in  order 
to  encourage  the  holder  to  retain  his  certificate  "until  the  end 
of  the  term,  at  least,  3 times  as  much  interest  accrues  in  the 
last  2 years  as  in  the  first  2.  From  a return  which  was  taken 
in  1954  it  was  found  that  of  the  certificates  which  were  en- 
cashed at  the  time  of  the  return  : — 


12-0%  were  held  for  less  than  1 year 
8 "3%  „ „ 1 year  and  under 

5-5%  „ „ „ 2 years,, 

4’9%  ,,  3,  ,,  3 ,,  ,,  ,, 

3 "7  % I*  ^ ♦» 

4'2%  „ „ ,,  9 ,,  ,,  „ 

12-0%  „ „ ,.  10  

32-9%  ,,  „ 1 1 years  and  over. 


2 years 

3 ., 

4 

5 

9 „ 
10  „ 

11 


(These  figures  would  be  affected  to  some  extent  by  the  en- 
cashment of  old  certificates  last  year  to  buy  the  new  Tenth 
Issue,  but  it  is  believed  that  they  are  still  reasonably 
representative). 

In  view  of  the  appreciable  proportions  of  certificates  which 
are  encashed  relatively  early  in  their  lives  there  seems  room  for 
consideration  whether  a cralificate  with  a longer  initial  period 
than  7 or  10  years  might  be  a possibility  both  for  the  purpose 
of  encouraging  these  holders  to  keep  their  money  invested 
for  longer  ffian  they  do  and  also  increasing  the  Sow  of  savings 
into  Savings  Certificates. 


Appendices 

The  following  appendices  are  attached  : 


(2)  It  is  difficult  to  say  the  degree  if  any  to  which  sales 
of  Savings  Certificates  have  been  affected.  It  is  believed 
however  that  the  restrictions  on  bank  advances  since  1955 
have  caused  many  holders  to  encash  their  certificates. 

(3)  The  fact  that  the  increment  on  Savings  Certificates  is 
free  of  income  tax  is  probably  the  most  important  inducement 
to  the  public  to  buy  them,  and  it  is  believed  that  this  applies 
particularly  to  those  holdCTS  who  generally  invest  up  to  the 
maximum  limit.  The  public’s  inducement  to  buy  is  also  in- 


Statement  of  sales,  etc.  of  all  issues  of  Savings  Certi- 
ficates and  estimates  of  amounts  remaining  invested 
in  each  issue. 

Yearly  statement  of  sales  of  all  issues  and  of  total 
amounts  repaid  with  principal  repaid  and  interest 
shown  separately. 

Statement  of  units  of  10th  Issue  sold  in  the  period  1st 
August,  1956  to  3rd  September,  1957  showing  num- 
bers of  units  separately  in  each  denomination. 
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Other  Government  Departments  etc. 


Appendix  B 

National  Savings  Certihcates 

1.  The  Savings  Certificate  was  first  introduced  in  1916  and 
since  then  there  have  been  altogether  12  issues  inelnding  the 
numerically  designated  issues  from  the  1st  to  the  current  10th, 
the  Conversion  Issue  of  1932  and  the  special  £1  Issue  of  1943. 

2.  The  inaement  rates  on  Savings  Certificates  vary  at 
different  sta^  during  their  lives.  GeneraUy  for  the  first 
10  years — 1 years  in  &e  case  of  the  current  10th  Issue — ^the 
capital  value  grows  from  its  unit  price  to  a maturity  value  by 
increments  which  are  greater  in  the  later  years  than  in  the 
earlier.  Then  for  a further  period  varying  from  10  to  12 
years  the  certificate  increases  in  value  by  increments  of  fixed 
amount  until  the  certificate  reaches  a pre-determined  value. 
After  that,  fixed  increments  are  added  every  month  or  every 
three  months  so  long  as  the  holder  does  not  encash  his  certi- 
ficate. The  addition  of  fixed  increments  to  capital  means 
that  if  the  increments  are  expressed  as  a percentage  rate  of 
interest  such  intwest  rates  tend  to  decline  as  the  capital  in- 
creases. 

3.  The  increments  for  the  1st  Issue  Certificate  were  for  the 
first  period  extremely  favourable,  15s.  6d.  rising  to  26s.  at 
the  end  of  10  years  and  only  a little  Iks  favourable  for  the 
2nd  Issue,  16s.  rising  to  26s.  at  the  end  of  10  years.  The  in- 
crements for  the  succeeding  issues  up  to  the  were  decreas- 
ingly  favourable,  the  unit  purchase  price,  15s.,  of  the  6th  Issue 
rising  to  27s.  at  the  end  of  22  years.  The  period  during  which 
these  later  issues  were  available  was  not  dways  a favourable 
one  for  interest  rates  ; War  Loan  5 % was  reduced  to  in 
1932. 

4.  For  the  first  8 years  of  Savings  Certificates  (1916  to 
1923  inclusive)  investments  wctc  greatly  in  excess  of  repay- 
ments of  principal — £524  millions  invested  and  £156  millions 
of  principal  repaid. 

_ 5.  The  record  for  the  years  1924  to  1939  inclusive  was  of  a 
different  kind  with  repayments  of  principal  in  the  aggregate 
bei^  much  closer  to  the  amount  of  new  purchases.  For  this 
period  repayments  of  principal  amounted  to  £583  millions 
and  new  purchases  to  £622  millions.  By  the  end  of  1939  a 
total  of  £1,146  millions  had  been  invested,  £739  millions  of 
principal  repaid  leaving  £407  millions  still  invested. 


during  which  the  maximum  holding  was  raised  to  1,400  units 
at  15s.  compared  with  1,000  units  at  10s.  for  the  8th  Issue. 
Moreover  it  was  generally  believed  that  10s.  as  a unit  value 
was  unpopular  with  savers. 

9.  The  introduction  of  the  9th  Issue  restored  the  increments 
on  Savings  Certificates  on  a percentage  basis  to  the  3 per  cent 
level — £3  Os.  lid.  per  cent  per  annum  if  held  for  10  years.  For 
the  first  3 financial  years  1951/52,  1952/53,  and  1953/54  fol- 
lowing its  introduction  purchases  were  in  excess  of  encash- 
ments (excluding  interest)  by  about  £20  millions  each  year 
and  in  1954/55  which  was  an  excellent  year  for  saving  gener- 
ally, this  figure  rose  to  £46  million.^.  In  1955/56  however, 
the  difficult  credit  conditions  were  responsible,  it  is  believed, 
for  increasing  the  encashment  figures  by  £26  millions  over  the 
previous  year  to  £163  millions  and  it  became  clear  that  the  9th 
Issue  Certificate  could  not  in  the  prevailhig  circumstances,  be 
relied  upon  to  continue  to  contribute  a net  surplus  of  purclmes 
over  encashments  and  in  the  Budget  of  April  1956  it  was  an- 
nounced that  a new  10th  Issue  would  be  introduced  in  the 
following  August  with  improved  incremental  conditions 
which  would  be  equal  to  £4  3s.  1 Id.  per  cent  per  annum  if  the 
certificate  were  held  for  7 years. 

10.  For  some  months  after  the  10th  Issue  was  introduced 
purchases  were  very  high  but  there  has  since  been  a decline 
in  the  buying  rate.  For  the  : — 

£m. 

1st  10  weeks  purchases  totalled 108 


2nd  „ „ „ „ 84 

3rd 64 

4th „ 64 

5th  „ „ „ 47 

6th  „ „ „ „ 36 


11.  Simultaneously  with  the  high  purchases  of  the  new 
certificates  encashments  were  also  hi^,  and  in  many  cases 
they  were  for  the  purpose  of  re-investing  old  certificates  at  a 
more  favourable  rate.  The  continuance  of  a hi^  level  of 
encashments  is  howeva-  no  longer  for  that  purpose  to  any 
significant  extent.  It  can  only  be  ascribed  to  the  need  to 
realise  assets  to  meet  CTedit  difficulties  or  to  increase  spending 
power.  Corresponding  to  the  weeks  shown  above  encash- 
ments (excluding  interest)  have  for  the 


6.  The  7th  Issue  which  was  introduced  on  22nd  November, 
1939  was  the  most  successful  of  all  issues  in  terms  of  the  total 
amount  purchased,  £1,683  millions.  This  amount  was  raised 
in  a period  of  7i  years  which  included  the  war  years  during 
which  the  public  stimulus  to  save  was  at  its  highest  point.  The 
increment  rate  was  more  favourable  to  the  holder  than  that 
of  the  6th  Issue,  but  it  was  a limiting  factor  to  investment  that 
the  maximum  holding  remained  at  500  units  inclusive  for  the 
7ffi  Issue  and  all  previous  issues.  On  the  other  band  the  fact 
that  the  amount  remaining  invested  had  been  so  reduced 
when  the  7th  Issue  was  first  put  on  sale  meant  that  the  poten- 
tial for  investment  in  the  new  certificate  was  very  high.  In 
January  1943  the  £1  Issue  was  put  on  sale  concurrently  with 
the  7th  Issue  mainly  for  those  who  had  a maximum  holding 
of  other  certificates.  It  carried  a relatively  low  increment 
rate. 

7.  The  fall  in  interest  rates  after  the  war  and  the  rise  in  the 
ii^k^  value  of  2J%  Consols  to  near  parity  tended  to  put 
the  7th  Issue  Savings  Certificate,  with  its  increments  equal  to 
£3  3s.  5d.  per  cent  per  annum  over  a 10  year  period,  somewhat 
out  of  phase  -mth  current  interest  levels.  It  was  therefore 
replaced  in  April  1947  by  the  8th  Issue  Certificate  whose  in- 
crements over  the  first  10  years  were  equal  to  £2  1 3s.  2d.  per 
cent  per  annum.  The  unit  price  was  10s.  and  it  carried  an 
individual  maximum  of  1,000  units. 

8.  The  8th  Issue  was  on  sale  for  3 years  and  10  months 
daring  which  a total  of  £484  millions  was  purchased.  This 
total  at  first  sight  compares  unfavourably  with  that  of  the 
7th  Issue  and  of  the  later  9th  Issue  (£937  millions).  Although 
the  interest  rate  for  the  8th  Issue  was  lower  than  for  the  other 

issues  and  this  probably  affected  sales  to  some  extent, 
there  were  other  factors  which  should  help  to  put  tl» 
sales  of  the  8th  Issue  in  a better  comparable  light.  The  7th 
Issue  was  on  sale  for  nearly  twice  as  long  as  the  8th  Issue 
durmg  a period  when  all  the  circumstances  were  favourable 
to  large  scale  saving.  The  9fli  Issue  was  on  sale  for  5i  years 


1st  10  weeks  totalled 
2nd  „ ,,  „ 

3rd  

4th  „ „ 

5th  „ „ 

6th  „ 


£m. 

...  61 
...  59 

...  45 

...  54 

...  46 

...  40 


12.  The  current  position  is  that  encashments  of  old  certifi- 
cates are  exceeding  purchases  of  the  new  issue.  For  the  31 
weeks  ending  9th  November  of  the  current  financial  year  new 
p^chases  have  totalled  £133-9  millions  and  encashments 
£138-1  millions, 


13.  The_  increments  on  Savings  Certificates  are  not  of 
course,  paid  until  the  certificate  is  encashed,  and  when  at 
times  of  heavy  encashment  old  certificates  which  have  a large 
amount  of  accrued  increment  are  encashed,  the  amount  of  the 
repayment  warrant  is  considerably  in  excess  of  the  capital 
value  of  the  certificates.  For  example,  £259-9  millions  of 
were  repaid  during  the  financial  year 
1956/57  plus  £94-8  millions  of  accrued  increment  giving  a 
total  of  £354-7  millions  of  which  the  total  of  accrued  incre- 
ments represented  26-7  pK  cent.  The  Post  Office  Savings 
Department  have  no  means  whatever  of  knowing  for  what 
purpose  these  considerable  sums  were  used  but  it  seems 
reasonable  to  suppose  that  a considerable  proportion  was  for 
current  spending. 


14.  iix^rience  indicates  that  Savings  Certificate  holders 
fall  broadly  into  3 mam  groups  : — 

(1)  those  who  purcha^  the  maximum  permitted  holding 
m Kch  issue  as  it  is  introduced  and  who  rarely  encash 
their  certificates.  These  are  obviously  people  who  can 
^ways  put  their  hands  on  a capital  simi  of  some  hun- 
dreds of  poimds  and  to  whom  the  income  tax  free  as- 
pect of  Savings  Certificates  is  particularly  attractive. 
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They  are  comparatively  few  in  number  but  their  total 
holdings  represent  a fairly  large  proportion  of  the 
money  remaining  invested  ; 

(2)  those  who  use  the  Savings  Certificate  service  almost 
on  a current  account  basis.  Often  they  buy  their 
certificates  by  accumulating  savings  stamps  and  as 
soon  as  the  certificate  is  handed  to  them  they  make 
application  for  encashment.  The  number  of  such 
savers  is  not  large  comparatively  but  their  numerous 
purchases  and  repayments  provide  a great  deal  of  the 
day  to  day  work  of  the  Savings  Certificate  Division  ; 

(3)  a considerable  middle  group  purchase  fairly  regularly, 
allow  their  holdings  to  accumulate  and  only  apply  for 
encashment  in  an  emergency. 

15.  Significant  proportions  of  the  total  holdings  of  the 
various  issues  of  Savings  Certificates  are  in  holdings  which 
are  up  to  the  maximum  permitted.  For  the  various  issues 
such  holdings  comprise  : — 

36%  of  the  total  of  £608  millions  still  outstanding  in 
issues  1st — 7th  inclusive. 

56%  of  the  total  of  £27  millions  still  outstanding  in 
£1  Issue. 

43%  of  the  total  of  £241  millions  still  outstanding  in 
8th  Issue. 

48  % of  the  total  of  £354  millions  still  outstanding  in 
10th  Issue. 

(as  at  3rd  September,  1957) 

16.  The  9th  Issue  is  exceptional  in  this  respect  in  that  only 
about  44  per  cent  of  the  total  amount  outstanding  of  £678 
millions  is  held  in  the  form  of  maximum  holdings.  It  is 
diflBcuIt  to  find  a reason  for  this  unless  it  is  that  certain  people 
who  make  a habit  of  investing  to  the  maximum  in  each  issue 
of  Savings  Certificates  as  it  is  introduced,  did  not  appreciate 
that  the  maximum  holding  of  the  9tb  Issue  was  increased  on 
four  occasions  in  September  1952,  November  1954,  November 
1955  and  April  1956. 

17.  The  role  and  function  of  the  Savings  Certificate  in  the 
monetary  system  is  to  provide  a long-term  tax  free  security  in 
which  the  public,  especially  those  of  modest  means,  may  make 
regular  investments  in  the  knowledge  that  their  capital  is 
available  to  them  at  any  time  without  restriction,  that  it  will 
be  repaid  to  them  at  its  fuU  face  value  and  that  for  however 
long  it  has  been  allowed  to  remain  invested  it  will  be  repaid 
on  application  with  such  increments  added  as  the  government 
has  from  time  to  time  contracted  to  pay. 

18.  The  following  observations  are  offered  to  the  specific 
questions  asked  by  3ie  Committee  in  so  far  as  they  relate  to 
National  Savings  Certificates  : — 

(1)  (a)  The  Post  Office  Savings  Department  has  no  in- 
formation and  there  are  no  reasonable  means  of 
obtaining  it. 

(A)  Such  relationships  as  there  are  between  the  Post  Office 
Saving  Department  and  Clearing  Banks  and  other 
financial  institutions  are  few  and  of  a functional 
character  only.  The  Clearing  Banks  accept  crossed 
warrants  issued  in  repayment  of  Savings  Certificates 
and  they  also  sell  certificates  and  account  to  the  Post 
Office  Savings  Department. 


fluenced  to  some  extent  by  the  rate  of  interest  and  this  is 
borne  out  by  the  high  sales  of  the  Tenth  Issue,  although  in 
the  first  few  months  these  were  considerably  helped  by  the 
encashment  and  re-investment  of  the  proceeds  of  old  certi- 
ficates the  interest  rates  of  which  were  below  that  of  the 
Tenth  Issue.  The  sales  of  the  Tenth  Issue  have  now  dropped 
to  a much  lower  level  than  in  the  early  months  although  they 
cannot  be  regarded  as  unsatisfactory  in  themselves.  The 
trouble  is  that  encashments  have  not  fallen  proportionately. 
This  seems  to  suggest  that  after  the  big  holders  have  bou^t 
to  the  maximum,  even  a very  favourable  rate  will  not  en- 
courage the  “ average  ” saver  to  maintain  sales  at  a high  level. 

It  is  difficult  to  make  comparisons  between  the  public 
response  to  different  issues  with  their  different  interest  rates 
because  circumstances  were  not  the  same  throughout.  The 
Seventh  Issue  was  helped  by  the  enthusiasm  for  saving  in 
wartime  ; the  10/-  denomination  of  the  Eighth  Issue  was  un- 
popular and  affected  sales  ; the  Ninth  Issue  was  helped  by 
2 increases  in  the  limits  to  the  high  maximum  of  1,400  units  ; 
the  Tenth  Issue  was  helped  by  a large  accumulation  of  old 
certificates  on  which  the  interest  rates  had  fallen  to  a low  level 
and  which  the  holders  were  pleased  to  encash  and  re-invest  in 
something  better. 

In  conclusion  it  is  considered  that  the  primary  consideration 
with  purchasers  is  the  income-tax  free  concession  ; the  secon- 
dary consideration  the  amount  of  interest  allowed. 

(4)  The  Savings  Certificate  is  meant  to  be  a long-period 
investment  and  certificates  of  the  First  Issue  are  stiU  held 
after  more  than  40  years.  The  initial  period  of  the  Tenth 
Issue  is  7 years  which  is  the  shortest  for  any  issue  and  in  ordo: 
to  encourage  the  holder  to  retain  his  certificate  until  the  end 
of  the  term,  at  least,  3 times  as  much  interest  accrues  in  the 
last  2 years  as  in  the  first  2.  From  a return  which  was  taken 
in  1954  it  was  found  that  of  the  certificates  which  were  en- 
cashed at  the  time  of  the  return  : — 


12-0%  were  held  for  less  than  1 year 
8-3%  „ „ „ 1 year  and  under 

5-5% 2 years,, 

4*9%  ,,  ,,  ,,  3 ,,  ,,  ,, 

16*5%  ,,  ,,  ,,  5 ],  ,,  ,, 

4*2%  ,,  >»  ,,  9 ,,  ,,  ,, 

12-0%  „ „ „ 10  „ „ 

32*9%  „ .,  1 1 years  and  over. 


2 years 

3 „ 

4 „ 

5 ,, 

9 „ 

10  „ 

11 


(These  figures  would  be  affected  to  some  extent  by  the  en- 
cashment of  old  certificates  last  year  to  buy  the  new  Tenth 
Issue,  but  it  is  believed  that  they  are  still  reasonably 
representative). 

In  view  of  the  appreciable  proportions  of  certificates  which 
are  encashed  relatively  early  in  their  lives  there  seems  room  for 
consideration  whether  a certificate  with  a longer  initial  period 
than  7 or  10  years  might  be  a possibility  both  for  the  purpose 
of  encouraging  these  holders  to  keep  their  money  invested 
for  longer  than  they  do  and  also  increasing  the  flow  of  savings 
into  Savings  Certificates. 


Appendices 

The  following  appendices  are  attached  : 


(2)  It  is  difficult  to  say  the  degree  if  any  to  which  sales 
of  Savings  Certificates  have  been  affected.  It  is  believed 
however  that  the  restrictions  on  bank  advance  since  1955 
have  caused  many  holders  to  encash  their  certificates. 

(3)  The  fact  that  the  increment  on  Savings  CCTtificates  is 
free  of  income  tax  is  probably  the  most  important  inducement 
to  the  public  to  buy  them,  and  it  is  believed  that  this  applies 
particularly  to  those  holders  who  generally  invest  up  to  the 
maximum  limit.  The  public’s  inducement  to  buy  is  also  in- 


Statement  of  sales,  etc.  of  all  issues  of  Savings  Certi- 
ficates and  estimates  of  amounts  remaining  invested 
in  each  issue. 

Yearly  statement  of  sales  of  all  issues  and  of  total 
amounts  repaid  with  principal  repaid  and  interest 
shown  separately. 

Statement  of  units  of  10th  Issue  sold  in  the  period  1st 
August,  1956  to  3rd  September,  1957  showing  num- 
bers of  units  separately  in  each  denomination. 
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NATIONAL  SAVINGS  CERTIFICATES 
SALES  AND  REPAYMENTS 

(Source — Permanent  record  Statistical  Section  S.C.D.,  figures  to  nearest  thousand 
excepting  the  final  total  of  Sales  for  eada  issue  which  is  exact). 


Amount 

Principal 

Interest 

Total 

Year 

Issue 

Invested 

Repaid 

Repaid 

Repaid 

£’000s. 

£’000s. 

£’000s. 

rooos. 

£’000s. 

1916 

1st 

41,708 

272 

Nil 

272 

1917 

1st 

64,722 

3,091 

12 

3,103 

1918 

1st 

109,090 

6,199 

122 

6,321 

1919 

1st 

79,948 

19,700 

869 

20,569 

1920 

1st 

45,134 

31,713 

2,517 

34,230 

1921 

1st 

41,855 

30,822 

4,860 

35,682 

1922 

1st 

63,506 

2nd 

25,532 

89,038 

31,431 

6,193 

37,629 

Total  1st  issue  £445,962,972  ; 1 : 6d. 


1923  2nd  48,223 

3rd  3,964 


52,187 

32,756 

7,049 

39,805 

Total  2nd  Issue  £73,755,368 

1924 

3rd 

27,656 

30,364 

6,979 

37,343 

1925 

3rd 

36,948 

28,376 

7,016 

35,392 

1926 

3rd 

31,722 

31,518 

9,800 

41,318 

1927 

3rd 

35,695 

39,053 

14,583 

53,636 

1928 

3rd 

41,639 

43,552 

19,010 

62,562 

1929 

3rd 

41,750 

44,396 

20,305 

64,701 

1930 

3rd 

46,559 

37,504 

16,958 

54,462 

1931 

3rd 

52,028 

41,041 

18,870 

59,911 

1932 

3rd 

29,390 

4th 

16,279 

45,669 

89,418 

20,775 

110,193 

1932  Conversion  Issue  £46,507,700 
Total  3rd  Issue  £347,351,364  : 16 


1933  4th  22,994 

5th  16,140 


39,134 

31,727 

11,440 

43,167 

Total  4th  Issue  £39,273,001  : 12 

1934 

5th 

30,354 

28,305 

9,004 

37,309 

1935 

5th 

7,905 

6tb 

20,379 

28,284 

27,298 

8,932 

36,230 

Total  5th  Issue  £54,399,100 

1936 

6th 

25,930 

26,984 

9,174 

36,158 

1937 

6th 

24,066 

27,984 

10,179 

38,163 

1938 

6th 

24,387 

28,536 

10,971 

39,507 

1939 

6th 

20,003 

7th 

24,002 

44,005 

27,262 

11,212 

38,474 

Total  6th  Issue  £114,764,865 

1940 

7th 

181,872 

24,169 

10,681 

34,850 

1941 

7th 

225,296 

26,188 

8,124 

34,312 

1942 

7th 

249,648 

38,476 

9,166 

47,642 

1943 

7th 

284,922 

£I 

28,898 

313,820 

45,174 

7,496 

52,670 

1944 

7th 

269,651 

£1 

24,401 

294,052 

62,594 

9,158 

71,752 

1945 

7th 

202,725 

£1 

19,189 

221,914 

98,289 

14,217 

112,506 

1946 

7th 

142,318 

£1 

12,241 

154,559 

130,294 

20,821 

151,115 

1947 

7th 

91,154 

£I 

4,368 

8th 

134,564 

230,087 

140,934 

26,272 

167,206 

Final  Adjustment  on  7th  Issue  £11,105,202 
Final  Total  7th  Issue  £1,682,693,322 
Final  Adjustment  on  £1  Issue  £5,423,682 
Final  Total  £1  Issue  £94,520,747 
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Amount 

Principal 

Interest 

Total 

Year 

Issue 

Invested 

Repaid 

Repaid 

Repaid 

£’000s. 

£’000s. 

£’000s. 

£’000s. 

£’000s. 

1948 

8th 

140,156 

127,098 

23,027 

150,125 

1949 

8tli 

109,256 

124,079 

25,271 

149,350 

1950 

8th 

90,606 

128,860 

30,252 

159,112 

1951 

8th 

8,387 

9th 

174,013 

182,400 

142,373 

36,813 

179,186 

Final  Adjustment  on  8th  Issue  £1,081,045  : 10 

Final  Total  8th  Issue 

£484,049,932 

1952 

9th 

151,026 

140,178 

39,641 

179,819 

1953 

9th 

166,282 

136,966 

40,371 

177,337 

1954 

9th 

170,032 

135,403 

41,306 

176,709 

1955 

9th 

184,983 

153,612 

48,395 

202,007 

1956 

9th 

90,766 

lOth 

199,727 

290,493 

234,396 

83,411 

317,807 

Total  9th  Issue  £937,102,025  : 5— 

Final  Adjustment  Not 

yet  to  Hand 

(October  1957) 

1957 

_ 10th 

193,331 

167,406 

60,191 

227,597 

NATIONAL  SAVINGS  CERTIFICATES 
TENTH  ISSUE 
(introduced  1st  August,  1956) 

Sales  up  to  Ird  September,  1957  ; — 
524,077,674  units  — £393,058,255 


Sales  by  Denominations 

Unit 

Number  of 

Equivalent 

Certificates 

in  umts 

% of  total 

1 

9,758,898 

9,758,898 

1-9 

2 

3,205,940 

6,411,880 

1-2 

3 

1,431,521 

4,294,563 

0-8 

4 

2,525,492 

10,101,968 

1-9 

5 

1,810,249 

9,051,245 

1-7 

10 

2,355,917 

23,559,170 

4-5 

20 

2,025,585 

40,511,700 

7-8 

50 

1,002,847 

50,142,350 

9-6 

100 

3,702,459 

370,245,900 

70-6 

Total  ... 

524,077,674 

100% 

ol 
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Appendix  C 


Government  Stocks  and  Bonds  on  the 
Post  Office  Register 

1 .  Tile  Post  Office  Saving  Department  provides  facilities 
at  all  Savings  Bank  post  offices  for  the  public  to  buy  and  sell 
government  securities  on  the  Post  Office  Register.  A small 
commission  charge  is  made  for  each  purchase  or  sale  of  a 
marketable  security.  The  Register  includes  a large  range  of 
government  securities  but  not  stocks  of  the  nationalised 
undertakings.  All  the  stocks  and  bonds  on  the  Register  are 
marketable  securities  with  the  important  exception  of  Defence 
Bonds. 


Defence  Bonds 

2.  Defence  Bonds  were  introduced  in  November  1939  and 
have  been  on  sale  continuously  since  under  varying  terms 
and  interest  rates.  The  heaviest  purchases  were  during  the 
years  1940 — 1946  inclusive  when  over  £1,000  millions  were 
invested.  Altogether  a total  of  about  £1,797  millions  has 
been  invested  but  this  has  been  reduced  by  redemptions  and 
encashments  to  the  present  figure  of  £659  millions. 

3.  The  Defence  Bonds  saves  more  as  a medium  of  saving 
for  the  discriminating  investor  and  for  trust  funds  and  cor- 
porate bodies  generally  ratha  than  for  what  is  generally 
understood  as  the  sm^  saver.  The  minirmim  purchase  is 
£5,  the  average  purchase  is  £331,  the  average  encashment  is 
£372  and  77  per  cent  of  the  purchases  are  made  through 
Joint  Stock  Banks  and  only  23  per  cent  through  post  offices. 
The  kind  of  money  which  is  invested  in  Defence  Bonds  there- 
fore is  more  likely  to  consist  of  reasonably  substantial  sums 
for  which  the  owner  has  been  looking  for  the  best  opportunity 
for  investment,  rather  than  the  small  sums  accumulated  week 
by  week  by  thrift  and  for  which  savings  stamps,  savings  certi- 
ficates and  the  savings  bank  may  generally  serve  as  more  con- 
venient ways  of  saving. 


4.  In  these  circumstances  and  bearing  in  mind  that  the 
holder  of  Defence  Bonds  is  paid  his  interest  every  6 months 
and  is  therefore  reminded  of  the  rate  of  interest,  it  seems  clear 
that  a savings  medium  of  this  kind  should  be  kept  in  line  with 
current  monetary  trends  if  it  is  to  maintain  its  appeal.  Inter- 
est on  Defence  Bonds  has  therefore  tended  to  follow  general 
interest  levels  with  the  added  inducements  of  tax-free  premiums 
on  maturity  to  encourage  the  holder  to  keep  his  money  in- 
vested. There  has  also  been  a progressively  increasing  overall 
limit  which  now  stands  at  £7,500.  Defence  Bonds  have  proved 
to  be  very  susceptible  to  changes  in  monetary  policy  especially 
as  they  affect  Bank  Rate  and  the  availability  of  credit. 


5.  The  2 per  cent  Bank  Rate  continued  from  Octoba, 
1939  to  November,  1951  when  it  was  raised  to  2J  per  cent, 
Throughout  the  war  years  those  two  important  items  of  small 
sav^_,  Savings  Certificates  and  Defence  Bonds,  had  been 
maintained  at  a 3 per  cent  level,  but  immediately  after  the 
war  interest  rates  were  tending  to  fall,  and  with  2i  % Consols 
rising  to  near  parity  during  1946,  the  interest  rate  for  Defence 
Bonds  was  lowered  from  3 per  cent  to  H pa  cent  in  May  1946, 
(In  April  of  the  following  year  the  7th  Issue  Savings  Certificate 
with  its  overall  rate  of  £3  3s.  5d.  per  cent  per  annum  gave 
way  to  the  8th  Issue  with  the  reduced  overall  rate  of  £2 1 3s.  2d. 
per  cent  pa  annum).  Soon  afterwards  however  interest  rates 
began  to  rise  but  with  the  Defence  Bond  rate  continuing  at 
2i  per  cent  purchases  fell  off  alarmingly  and  reached  the  lowest 
level  ever  of  £144  millions  in  1950  ; at  the  same  time  encash- 
ments increased.  In  February  1951  Defence  Bonds  were 
restored  to  the  3 per  cent  rate,  but  in  spite  of  the  further  in- 
centive of  an  increase  in  the  limit  by  £1,000,  this  issue  never 
had  a strong  appeal,  and  with  the  continued  rise  in  interest 
levels  and  the  higher  Bank  Rate  which  rose  to  4 per  cent  in 
March  1952,  purchases  flagged  and  encashments  continued 
to_  increase.  In  September  1952  Defence  Bond  interest  was 
raised  to  34  per  cent  and  purchases  received  a stimulus,  and 
although  encashments  of  earlier  issues  continued  at  a high 
level,  much  of  tlus  money  was  reinvested  in  the  34  per  cent 
issue.  With  a slight  fall  in  general  interest  levels  in  late  1953 
and  the  successive  reductions  in  the  Bank  Rate  to  34  per  cent 
in  September,  1953  and  3 per  cent  in  May  1954,  purchases 
maintained  a fairly  satisfactory  level  and  received  encourage- 


ment by  the  increase  in  the  limit  of  the  34  per  cent  issue  from 
£1,000  to  £2,000  in  November,  1954.  Encashments  also 
showed  considerable  reductions.  In  1955  however  the  posi- 
tion again  deteriorated ; the  general  level  of  interest  rates 
rose,  the  prices  of  gilt  edged  stocks  fell  and  Bank  Rate  was 
increased  twice,  to  34  per  cent  in  January  and  44  per  cent  in 
February.  In  these  circumstances  purchases  of  Defence 
Bonds  fell  away  considerably  during  the  year  and  it  was  only 
after  the  4 per  cent  issue  was  introduced  in  November  that 
the  position  was  temporarily  restored.  It  soon  became  ap- 
parent, however,  that  this  rate  would  not  be  sufficient  to  main- 
tain the  purchase  position  against  rising  encashments  which 
were  due  to  some  extent  to  the  difficult  funds  position  especial- 
ly after  the  further  increase  in  the  Bmik  Rate  to  54  per  cent  in 
February  1956.  Accordingly,  in  May  1956  a new  issue  of 
Defence  Bonds  was  introduced  which  gave  ffie  best  return  in 
the  history  of  this  security,  44  per  cent  per  annum  plus  a non- 
taxable  bonus  of  £5  if  held  for  10  years.  While  for  a few 
weeks  purchases  were  heavy  and  intermittently  so  afterwards, 
this  was  not  maintained  and  for  the  whole  period  from  Janu- 
ary 1956  to  September  1957  purchases  and  encashments  have 
about  balanced  each  other.  The  current  position  since  the 
increase  in  the  Bank  Rate  to  7 per  cent  in  September  last 
shows  that  encashments  are  considerably  in  excess  of  new 
purcliases. 

6.  With  regard  to  the  specific  points  raised  by  the  Commit- 
tee, the  comment  below  is  limited  to  Defence  Bonds  only. 
The  Bank  of  England  with  its  much  larger  register  is  best 
qualified  to  give  opinion  about  other  government  stocks  and 
bon<^  and  although  the  relatively  small  amounts  of  these 
securities  which  are  included  in  the  Post  Office  Register  form 
part  of  the  total  figure  of  National  Saving  they  hardly  come 
into  the  category  of  small  savings  in  quite  the  same  way  as 
Savings  Bank  deposits,  Savings  Certificates,  etc. 


Point  I 

(c)  It  is  impossible  for  the  Post  Office  Savings  Department 
to  give  any  precise  information  as  to  the  use  made  by 
the  public  of  holdings  of  Defence  Bonds  or  what  use 
they  make  ofthe  money  on  encashment  orredemption. 
In  many  cases  however,  encashment  is  believed  to  be 
merely  a preliminary  operation  to  switching  to  a tap 
issue  Defence  Bond  with  better  terms.  It  is  believed 
also  that  Defence  Bonds  are  a favourite  investment 
with  small  business  men,  and  when,  as  at  the  present 
time,  encashments  are  heavily  in  excess  of  new  pur- 
chases, this  may  very  well  be  because  the  holders  are 
having  difficulties  with  their  banks  about  credit,  or 
because  they  are  searching  for  a more  profitable 
avenue  of  investment. 

(Z>)  Relations  with  the  Clearing  Banks  are  entirely  func- 
tional. The  banks  clear  the  crossed  warrants  issued 
in  respect  of  dividends,  encashments,  and  redemptions. 
They  also  sell  Defence  Bonds  on  a commission  basis. 


Point  2. 

This  is  covered  in  paragraph  5 above. 


Point  3. 

There  is  evidence  that  investments  in  Defence  Ponds 
are  affected  by  the  rate  of  interest  paid.  S^es  have 
been  stimulated  whenever  the  interest  rates  have  been 
increased  since  1951  but  these  upward  trends  have  not 
been  long-sustained.  The  conclusions  which  may  be 
drawn  from  this  are  that  the  heavy  purchases  of  each 
new  issue  are  by  those  who  stock-up,  often  to  the  maxi- 
mum, as  each  new  issue  is  introduced,  or  those  who 
encash  their  holdings  of  lower  interest  Defence  Bonds, 
usually  at  6 months’  notice  and  re-invest  in  the  current 
“ tap  ’ issue  giving  better  terms.  The  period  of 
heaviest  purchases  of  Defence  Bonds  was  diming  the 
years  1940-46  when  the  rate  was  3 per  cent  per  annum. 
While  making  every  allowance  for  the  conditions 
favourable  to  saving  of  the  war  years,  it  remains  a 
fact  that  the  Defence  Bond  has  not  retained  its 
attraction  for  savers  as  might  have  beai  expected, 
bearing  in  mind  the  increasingly  better  terms  whidi 
have  been  offered  in  recent  years. 
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Point  4. 

The  holder  of  a Defence  Bond  of  the  current  issue  can 
keep  his  money  invested  for  ten  years  during  which 
he  is  paid  interest  at  the  rate  of  4i  per  cent  per  annum 
payable  every  6 months  and  at  the  end  of  the  period 
he  is  entitled  to  his  money  plus  a tax-free  bonus  of  £5 
per  cent.  At  any  time,  however,  he  may  require  immed- 
iate repayment  of  his  money  in  which  case  be  is  repaid 
his  capital  with  accrued  interest  up  to  the  date  of  en- 
cashment but  less  an  amount  equal  to  6 months’  interest. 
Alternatively  he  may  at  any  time  give  6 months’  notice 
of  his  intention  to  encash  at  the  end  of  which  he  is  repaid 
his  capital  plus  accrued  interest  but  with  no  deduction. 
If  before  the  end  of  ten  years  but  after  holding  his  bond 
for  at  least  5 years  he  encashes  it  imder  immediate 
conditions  or  at  6 months’  notice,  he  is  entitled  to  a 
tax-free  bonus  at  the  rate  of  2 per  cent. 

If  a Defence  Bond  were  introduced  with  a higher  rate 
of  interest  ftan  4^  per  cent  per  annum  and  perhaps 
better  bonus  conditions  than  at  present,  but  with  a 
longer  period  than  ten  years,  it  is  probable  that  this 
would  be  attractive  to  the  investing  public.  If  howeva- 
the  level  of  interest  rates  should  fall  in  the  years  to  come, 
the  conditions  of  such  an  issue  would  be  disproportion- 
ately in  favour  of  the  holder  for  a longer  period  than 
under  present  conditions.  At  the  same  time  he  would  be 
able  to  encash  his  bond  at  any  time,  eitber  immediately 
or  at  6 months’  notice.  If  this  facility  were  withdrawn 
tite  character  of  the  Defence  Bond  as  a small  savings 
medium  would  be  altered,  and  the  holder  would  have 
to  be  given  facilities  to  sell  his  bond  on  the  market  if  he 
wanted  his  money  befoie  the  end  of  the  period.  This 
would  create  an  unfavourable  atmosphere  among 
potential  purchasers  of  Defence  Bonds. 


Government  Stocks  and  Bonds  (excluding 
Defence  Bonds) 

7.  Although  the  Post  Office  Savings  Bank  was  established 
in  1861  it  was  not  until  1880  that  d^ositors  were  enabled  to 
purchase  Government  Secmities,  and  even  then  on  only  a 
linuted  scale.  The  facilities  gi  anted  were  not  for  the  purpose 
of  raising  money  for  financing  Government  activities  but  to 
make  additional  provision  for  small  savings  b^ond  the 
limits  imposed  on  deposits  in  Savings  Bank  accounts.  Three 
stocks  were  open  for  investment  originally  but  further  stocks 
were  added  and  by  the  outbreak  of  war  in  1914  6 stocks 
were  available;  by  the  end  of  1914  there  were  about  180,000 
holda:s  of  £26,500,000  stock.  Stock  could  be  held  only  in 
conjunction  with  a Savings  Bank  account  and  interest  on  the 
stock  was  payable  only  by  credit  to  the  holder’s  Savings 
Bank  account. 


8.  It  was  not  until  1915  that  the  Government  turned  to 
the  Savings  Bank  as  a medium  for  raising  money  as  distinct 
from  a purely  savings  medium,  and  in  that  year  the  Post 
Ofiice  Register  as  we  now  know  it  came  into  being  with  the 
launching  of  the  4i  War  Loan.  Holding  of  stodc  was  no  longer 
tied  to  a Savings  Bank  account  and  interest  on  the  stock  was 
payable  by  warrant  encashable  at  a Post  Office,  or  by  direct 
credit  to  a Joint  Stock  Bank,  as  well  as  by  credit  to  a Savings 
RaiiV  account.  Various  other  stocks  and  bonds  were  open 
to  subscription  on  the  Post  Office  Registea-  during  succeeding 
years  and  by  1920  there  were  about  4,600,000  holdmgs  of 
£224,500,000.  With  very  few  exceptions  all  subsequent  new 
issues  of  United  Kingdom  government  stocks  and  bonds  were 
opal  to  subscription  on  the  Post  Office  Register  with  the 
object  of  providing  investment  facilities  for  the  small  man  who 
was  not  in  a position  to  subscribe  to  the  Bank  of  England 
issue,  but  as  most  new  issues  w»e  open  for  only  one  or  two 
days  and  the  expense  of  launching  a Post  Office  issue  was  not 
justified  by  the  comparatively  small  response,  new  issues  of 
recent  years  have  not  been  made  available  for  subscription 
on  the  Post  Office  Register  unless  open  for  subscription 
for  more  than  a few  days. 

9.  Between  the  two  wars  the  general  trend  of  Post  Office 
Register  holdings  was  downward,  such  movement  as  did  take 
place  being  due  to  redemption/conversion  operations  and 
purchases  and  sales  on  the  market.  By  the  end  of  1939  the 
total  stock  held  had  fallen  to  £1 77,000,000  (excluding  Defence 
Bonds)  and  apart  from  some  increase  during  the  war  years 
due  to  subscriptions  to  the  various  issues  of  National  War 
Bonds  and  Savings  Bonds  the  downward  trend  has  continued. 
Redemptions  have  accounted  for  much  of  the  fall  to  the  pres- 
ent figure  of  £133,000,000  of  marketable  securities  of  which 
about  £72,000,000  represents  money  originally  invested  for 
the  purpose  of  the  1914-1918  war.  The  pattern  of  market 
transactions  has  generally  been  for  sales  to  exceed  invest- 
ments, but  both  sales  and  investments  tend  to  follow  market 
prices,  a fall  tending  to  increase  investments  and  a rise  to 
increase  sales. 

Appendices 

10.  The  following  appendices  are  attached. 

Defence  Bonds 

Purchases  and  repayments  1939-1957 
Movements  in  investments 

Quarterly  statement  of  purchases  and  encashments 
showing  also  contemporary  figures  of  Bank  Rate 
and  prices  of  2i  % Consols. 

Government  Stocks  and  Bonds 
Yearly  balance  figures  and  investments  and  sales 
1945-1957. 
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POST  OFFICE  REGISTER 
DEFENCE  BONDS 

PURCHASES  AND  REPAYMENTS  1939-1957 


Purchased 

Encashed 

Redeemed 

Balance 

£ 

£ 

£ 

£ 

£ 

1939 

22,242,200 

500 

— 

22,241,500 

1940 

172,381,500 

515,500 

— 

194,107,500 

1941 

171,214,000 

2,797,500 

— 

372,524.000 

1942 

136,851,000 

6,057,500 

— 

493,317,500 

1943 

125,087,000 

8,872,000 

— 

609,532,500 

1944 

120,700,000 

13,160,500 

— 

717,071,000 

1945 

165,476,000 

18,891,000 

— 

863,657,000 

1946 

224,985,500 

31,332,000 

7,808,000 

1,049,502,500 

1947 

• 95,730,500 

37,563,500 

87,064,500 

1,020,605,000 

1948 

40,271,500 

45,218,500 

79,524,500 

936,133,500 

1949 

28,182,500 

40,084,500 

1,276,000 

922,955,500 

1950 

14,644,000 

48,698,500 

3,000 

888,898,000 

1951 

51,917,000 

63,017,000 

18,169,000 

859,629,000 

1952 

55,255,500 

70,142,500 

55,874,000 

788,868,000 

1953 

61,347.500 

72,668,000 

39,980,000 

737,567,500 

1954 

74,182,500 

43,897,500 

29,601,000 

738,251,500 

1955 

73,031,000 

48,604,500 

40,818,000 

721,860,000 

1956 

104,735,000 

103,896,000 

44,771,000 

677,928,000 

• 1957 

59,238.000 

59,410,000 

17,991,500 

659,764,500 

Total 

1,797,472,000 

714,827,000 

422,880.500 

659,764,500 

• To  30th  September,  1957. 
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POST  OFFICE  REGISTER 


STOCK 

EXCHANGE 

SECURITIES 

1945-1957 

Investments 

Sales 

Balance 

at 

1st  Jan. 

Number 

Amount 

of 

Stock 

Number 

Amount 

of 

Stock 

1945 

£000s. 

190,460 

4,826 

£’000s. 

1,295 

31.936 

f’OOOs. 

5,399 

1946 

183,671 

3,907 

1,081 

41,214 

7,950 

1947 

184,828 

5,416 

1,575 

39,059 

5,968 

1948 

175,836 

7,335 

2,516 

34,257 

5,264 

1949 

161,794 

9,413 

3,307 

30,896 

4,759 

1950 

156,344 

7,430 

2,579 

30,070 

4,395 

1951 

152,675 

11,720 

13,483 

4,028 

29,829 

23,581 

4,535 

1952 

150,384 

4,846 

3,447 

1953 

148,766 

7,951 

2,858 

27,384 

4,230 

1954 

144,653 

6,489 

2,205 

29,708 

4,879 

1955 

138,588 

12,662 

4,511 

22,894 

3,584 

1956 

135,803 

10,891 

3,697 

20,956 
16,302  t 

3,127 

1957 

134,917 

7,025 

t 2,258 

2,546 

Total 

108,548 

36,756 

378,086 

60,083 

t To  30th  September,  1957. 

The  balance  of  securities  at  30th  September,  1957  was  £133,233,000. 

The  fall  in  balance  is  accounted  for  by  redemptions  of  the  various  issues  of 
National  War  Bonds  and  a number  of  smaller  issues,  the  annual  redemptions  of 
Victory  Bonds  by  drawings,  and  the  excess  of  sales  over  investments. 

Not  more  than  £1,000  of  any  one  stock  may  be  purchased  on  any  one  day,  but 
there  is  no  limit  to  the  total  stock  which  mav  be  held. 


No  limit  is  applied  to  a sale  of  stock. 


Appendbc  D 


Premium  Savings  Bonds 

Question  1 

Role  and  function  in  the  monetary  system 

1.  Premium  Savings  Bonds  were  introduced  by 
H.M.  Government  in  the  Budget  of  1956.  They  are 
registered  savings  securities,  but  differ  from  others 
offered  to  the  small  saver  in  that,  instead  of  earning 
interest,  the  bonds  are  eligible  to  be  included  in  month- 
ly draws  for  tax-free  cash  prizes.  The  principal  of  the 
bonds  and  the  prizes  allotted  are  a charge  on  the 
Consolidated  Fund  of  the  United  Kingdom. 

2.  The  bonds  may  appeal  particularly  to  persons 
who  are  not  attracted  by  interest  bearing  securities, 
but  there  is  no  information  about  this.  Particulars 
are  appended  of  the  terms  of  the  issue,  the  sums  sub- 
scribed, repaid,  and  paid  in  prizes. 

3.  (u)  There  is  no  information  about  the  use  made 
by  the  public  of  their  deposits  in  the  bonds. 
Repayments  to  date  have  been  low,  (about  £2i 
millions  out  of  £1 14  millions  invested  up  to  31st 
October,  1957). 

(i)  The  Clearing  Banks,  Trustee  Savings  Banks,  and 
a few  other  institutions  sell  the  bonds.  They 
also  clear  repayment  and  prize  warrants  for 
customers. 


Question  2 

Use  by  the  authorities  of  measures  affecting  the  bonds 

4.  It  is  too  soon  to  discern  the  effects,  if  any,  on 
the  bonds  of  monetary  measures  taken  since  November 
1956,  when  the  bonds  were  first  put  on  sale. 


Question  3 

Relation  between  rates  of  interest  and  the  public's  dis- 
position to  save. 

5.  The  “ interest  ” on  the  bonds  eligible  for  a draw 
determines  the  amount  of  the  prize  thnd.  This  rate 
and  the  numbers  and  amounts  of  the  prizes  have  not 
been  changed  since  the  bonds  were  introduced.  There 
is,  therefore,  no  experience  on  which  to  say  how  differ- 
ent terms  might  affect  the  sales  and  repayments  of  the 
bonds.  About  £1  million  was  identified  as  having  been 
withdrawn  from  the  Post  Office  Savings  Bank  during 
November  1956  for  investment  in  Premium  Savings 
Bonds.  There  may  have  been  other  such  transfers 
which  could  not  be  identified.  There  is  no  evidence 
as  to  the  reasons  why  bond  purchases  in  this  financial 
year  (to  date)  should  have  substantially  exceeded  repay- 
ments, contrary  to  the  trends  in  National  Savings 
Certificates,  Defence  Bonds,  and  the  Post  office 
Savings  Bank. 

Question  4 

The  possibility  of  encouraging  small  savings  by  offering 
more  attractive  terms  for  long-period  investment 

6.  It  is  too  soon  to  say  whether  bondholders  regard 
th^  purchases  as  long-term  investments.  A bond 
unit  does  not  become  eligible  to  go  into  the  draws  until 
it  has  been  held  for  6 clear  months.  Once  qualified  it 
goes  into  the  draw  every  month  until  it  is  repaid  or  its 
holder  dies.  There  is  thus  an  incentive  to  hold  bonds 
as  long  as  possible,  whetha-  or  not  the  holder  has  al- 
ready won  a prize. 

Appendices 

Copy  of  current  prospectus.* 

Sales  ; repayments  ; numbers  and  total  values  of  prizes. 

* Not  reprinted  in  record. 
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PREMIUM  SAVINGS  BONDS 
Table  1 


Prize  Fund 


Number  of 
Prizes 


1956  £ £ £ 


Nov. 

48,795,349 

9,107 

— 

— 

Dec. 

5,532,024 

26,917 

— 

— 

1957 

Jan. 

5,383,641 

70,540 

— 

— 

Feb. 

3,543,831 

76,535 

— 

— 

Mar. 

3,379,573 

95,167 

— 

— 

Apr. 

2,518,341 

102,165 

— 

— 

May 

3.426,357 

102,316 

— 

— 

June 

10,741,649 

228,228 

969,750 

23,142 

July 

9,747,753 

361,287 

270,287 

6,403 

Aug. 

8,065,734 

399,333 

284,300 

6,808 

Sept. 

6,429,776 

427,708 

264,500 

6,342 

Oct. 

6,679,497 

570,477 

271,625 

6,464 

Totals  114,244,006 

2,469,780 

2,060,275 

49,159 

Table  2 

Sales 

In  denominations 

In  denominations 

Totals 

Period 

up  to  £10 

over  £10 

Number 

Amount 

Number 

Amount 

Number 

Amount 

£ 

£ 

£‘ 

Nov.  1956  to 
Mar.  1957 

5,113,909 

18,188,093 

476,150 

48,446,325 

5,590,059 

66,634,418 

Apr,  1957  to 
30th  Sept. 

4,238,979 

14,588,253 

326,968 

26,341,838 

4,565,947 

40,930,091 

Totals 

9,352,888 

32.776,346 

803,118 

74,788,163 

10,156,006 

107,564,509 

(Note  ; Detailed  figures  for  October  1957  are  not  yet  available) 


Appendix  E 

National  Savings  Stamps 

1 . When  Savings  Stamps,  value  6d.  were  first  issued  throu^ 
post  offices  in  My,  1918,  they  were  available  for  exdiange 
into  War  Savings  Certificates  only.  From  1930  the  stamps 
could  be  deposited  in  Savings  Bank  accounts  and  from  1933 
they  were  made  freely  encashahle.  Later  a 2s.  6d.  denomina- 
tion was  introduced  and  for  a short  period  a 5s.  one,  but  this 
was  wiflidrawn  for  security  reasons. 

2.  The  primary  purpose  ofSavings  Stamps  has  always  been 
as  a means  of  accumulating  small  sums  for  investment  in  the 
more  permanent  savings  media  such  as  Savings  Certificates  and 
Savings  Bank  accounts  and  more  recently  Premium  Savings 
Bonds.  The  stamps  thraiselves  do  not  earn  interest.  They 
serve  an  essential  role  in  the  work  of  the  National  Saving 
Movement  because  they  give  voluntary  workers  of  the  Move- 
ment an  easy  way  of  collecting  contributions  from  their 
Group  membCTS. 

3.  The  proportion  of  stamps  cashed  as  opposed  to  ex- 
changed for  othq-  savings  has  tended  to  increase  in  recent 


years.  A sample  taken  in  1943  indicated  that  40  per  cent 
of  all  stamps  surrendered  were  cashed  while  in  the  last  test  in 
1950  Ihe  proportion  was  80  per  cent.  There  is  no  way  of 
Mowing  how  long  stamps  are  held  before  being  sunendered. 
But  althou^  some  purchasers  seem  to  encash  their  stamps 
quickly  there  is  reason  to  believe  that  many_  people  have  come 
to  regard  them  as  a genuine  short  term  savings  media  in  their 
own  right.  They  use  them  quite  legitimately  for  such  pur- 
poses as  holidays,  Christmas  spending  and  towards  recurrent 
bills  like  rates.  It  is  estimated  that  at  the  present  time  about 
£15i  millions  stamps  are  held  by  the  public,  or  roughly 
4 months’  putcbases  at  the  current  rate.  This  represents  a 
temporary  withdrawal  of  purchasing  power  since  although 
the  stamps  can  be  cashed  by  the  holder  on  sight  at  a post 
office  they  are  not  freely  transferable.  They  are  therefore 
less  fluid  than  cash. 


4.  Appendix. 

Statistics  of  stamps  sold,  encashed  and  invested  since 
1938. 
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NATIONAL  SAVINGS  STAMPS 


Surrenders  (for  encashment  or 
for  investment  in  National 
Sales*  Savings  Certificates,  Savings 

Bank  accounts,  Defence  Bonds 
or  Premium  Savings  Bonds) 

£’000 

£’000 

1938 

2,541 

2,485 

1939 

2,387 

2,365 

1940 

9,139 

6,718 

1941 

28,438 

22,277 

1942 

48,292 

44,045 

1943 

76.542 

69,741 

1944 

77,102 

76,004 

1945 

59,222 

61,745 

1946 

37,870 

40,290 

1947 

32,408 

32,405 

1948 

24,836 

26,478 

1949 

24,490 

23,801 

1950 

25,807 

25,159 

1951 

27,758 

26,686 

1952 

31,507 

29,852 

1953 

35,885 

33,741 

1954 

38,907 

37,261 

1955 

43,173 

41,354 

1956 

45,888 

44,020 

672,192 

646,427 

*The  figures  of  sales  include  small  amounts  of  National  Savings  Gift 
Tokens.  Allowing  for  these  it  is  estimated  that  the  amount  of 
Savings  Stamps  in  the  hands  of  the  public  at  the  end  of  1956  was 
£15'5  millions. 


Appendix  F 

Government  Immediate  Life  ANNumES 
GRANTED  THROUGH  THE 


m print  but  a copy  of  the  Table  Cl  in  force  at  present  is 
attached,*  (Table  C2  is  on  the  reverse)  and  the  following 
examples  show  how  the  cost  of  an  annuity  increases  as  the 
price  of  Consols  rises. 


Post  OmcE  Savings  Bank 

1 . Government  Annuities  have  been  granted  by  the  Nation- 
al Debt  Commissioners  since  1808,  the  purpose  of  the  early 
Annuity  Acts  having  b^n  to  accelerate  the  reduction  of  the 
National  Debt  by  substituting  for  charges  in  perpetuity  annual 
payments  of  corresponding  value  limited  to  the  duration 
of  the  lives  on  which  the  payments  depended.  The  Govan- 
ment  Annuities^  Act  1929,  under  which  annuities  are  now 
granted  maintains  ^ the  condition  that  money  paid  for  an 
amuity  shall  he  laid  out  by  the  Commissioners  in  the  pur- 
c^e  of  Government  Stock  and  that  tie  stock  so  purchased 
shall  be  cancelled  forthwith. 


2.  The  Post  OflBce  first  undertook  annuity  business  as  agent 
of  the  National  Debt  Commissioners  in  1865.  Originally 
done  in  the  Secretary's  Office  at  the  General  Post  Office,  the 
work  was  transferred  to  the  Post  Office  Savings  Bank  in  1 884. 

immediate  and  deferred  annuities  were 
panted  but  in  that  year  deferred  anninties,  never  very  popu- 
lar. discontinued.  It  was  in  1912  that  the  cost  of  an 
^ediate  annmty  was  made  dependent  on  the  price  of  2i  % 
Consols  as  certified  day  by  day  by  the  Commissioners,  instead 
of  at  a fixed  rate  as  hitherto.  Until  October  1924  annuities 
were  payable  only  by  half-yeaiiy  instalments,  either  on 
Janu^  5th  and  July  5th,  or  April  5th  and  October  10th  (sic), 
but  ah  annuiUes  granted  since  have  been  payable  by  quarterly 
imtataents  on  the  5th  day  of  January,  April,  July  and  October 
On  ffie  dMth  of  an  annuitant  a final  payment  of  a sum  equal 
to  a fourth  part  of  the  annuity  is  made  to  his  estate, 


. ?■  Annuities  are  granted  on  a single  life,  or  on  two  liv« 
jointly,  with  or  without  continuance  to  the  survivor  IT 
rates  at  which  they  are  granted  are  the  responsibility  of  tt 
NaUonal  Debt  Commissioners.  With  the  change  to  quarter! 
payments  in  1924  new  rates  were  introduced,  and  these  r« 
mamed  m force  until  February  1955  when  a new  table  £ 
rather  higher  rates  was  prepared,  based  upon  the  experienc 
^mortality  rates  of  Gova-nment  Annuities  in  recent  year' 
divided  into  21  sectional  tables,  the  first  coverui 
Consols  at  a market  price  below  50,  the  remainde 
^eri^the  i^ket  price  progresvelyov  er  the  range  50  t 
100.  The  full  range  of  the  tables  now  operative  is  not  yt 


Price  of 
2i%  Consols 

Cost  of  an  Immediate 
Annuity  of  £1 

Male 
aged  60 

Female 
aged  60 

Under  £50 

£ s.  d. 
11  5 8 

£ 5.  d. 
12  18  3 

£58  15s.  to 

£60  10s. 

12  I 5 

13  18  8 

£77  to  £80 

13  1 11 

15  5 5 

£87  to  £91 

13  10  4 

15  16  8 

£95  to  £100 

13  16  3 

16  4 5 

4.  The  tables  for  joint  annuities  are  too  voluminous  for 
publication  but  the  cost  of  a joint  annuity  with  continuance 
to  the  survivor  is  greater  than  the  cost  of  an  annuity  on  either 
of  the  lives  singly. 

_ 5.  The  extent  of  annuity  business  over  the  past  20  years  is 
given  in  the  accompanying  statement.  Prior  to  the  outbreak 
of  war  in  1939,  the  number  of  contracts  granted  had  been  in- 
creasing year  by  year,  but  as  was  to  be  expected  business  fell 
away  sharply  during  the  war  years,  and  the  trend  has  been 
downwards  ever  since.  It  is  probable  that  with  the  better 
provision  now  made  for  old  age  through  the  soci£il  services, 
people  generally  are  less  interested  in  annuities.  Also,  it  is 
believed  that  the  rat«  for  Government  Annuities  now  com- 
pare unfavourably  with  those  of  Insurtmce  Companies,  which 
may  be  a further  reason  for  the  decline.  It  is  noteworthy 
that  of  4,350  enquiries  received  in  1956  and  1957  only  516 
(12%)  resulted  in  the  grant  of  annuities,  whereas  in  1939  the 
proportion  of  cinnuities  granted  (1,954)  to  enquiries  received 
(6,572)  was  30%. 

6.  It  was  felt  that  the  provision  in  the  Finance  Act  1956. 
for  the  capital  element  of  an  annuity  to  be  exempt  , from  in- 
come tax  would  lead  to  more  business.  It  is  probable  that 
the  annuities  granted  this  year  will  be  about  20  more  than  ia 
1956  but  there  is  nothing  to  indicate  that  this  slight  increase 
is  due  to  the  income  tax  relief. 

• Not  reprinted  in  this  record.  — 
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GOVERNMENT  IMMEDIATE  LIFE  ANNUITIES  GRANTED  THROUGH  THE 
POST  OFFICE  SAVINGS  BANK  1938  — 1957 


Enquiries 

Annuities  granted 

Price  of  2i  % Consols 

Number 

Amount 

Purchase 

money 

Highest 

Lowest 

£ 

£ 

1938 

5,978 

1,760 

86,096 

1,073,925 

79 

66 

9 

6,572 

1,954 

95,011 

1.172,957 

71  i 

60i 

1940 

1,146 

56,222 

703,481 

76 

68* 

1 

790 

36,444 

453,904 

82| 

77i 

2 

710 

34,004 

418,363 

83 

8U 

3 

753 

37,032 

456,289 

m 

79i 

4 

Not 

823 

43,228 

533,502 

811 

78f 

5 

available 

771 

47,787 

597,982 

92i 

811 

6 

619 

34,203 

420,826 

99| 

9U 

7 

627 

34,185 

419,742 

98i 

84i 

8 

762 

48,203 

581,933 

81i 

76i 

9 

3,475 

658 

45,593 

538,000 

8U 

65i 

1950 

3,012 

555 

40,345 

459,942 

741 

68i 

1 

2,868 

524 

37,211 

420,753 

71i 

60i 

2 

3,077 

606 

44,325 

474,902 

6Ii 

55i 

3 

3,128 

499 

37,912 

389,971 

65t 

58i 

4 

2,825 

357 

25,612 

265,300 

691 

63t 

5 

2,551 

317 

20,004 

205,036 

65 

54# 

6 

2,456 

265 

18,319 

186,431 

56i 

50# 

*7 

1,894 

251 

17,567 

173,114 

55f 

44# 

Total 

14,747 

839,303 

9,946,353 

- 

— 

• to  September  30th  1957 

As  at  30th  September  1957  15,326  Annuity  Contracts  were  in  force  involving  a total  annual  payment  of  £741,711 
an  average  of  £48  10s.  per  contract. 

The  cost  of  an  annuity  depends  on  the  Table  of  Rates  in  force  as  determined  by  the  price  of  2i%  Consols  on  the 
day  on  whidi  the  proposal  for  the  annuity  is  lodged  with  the  Post  OfBce  Savings  Bank.  The  maximum  annuity  which  may 
be  granted  on  any  one  life,  either  singly  or  jointly  with  another,  is  £300.  Annuities  without  limit  are  granted  by  the  National 
Debt  Commissioners. 


10.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  BOARD  OF  TRADE* 
Part  I. — Finance,  Trade  and  Industry 


A.  Effects  of  the  “ Credit  Squeeze  ” 

1.  The  paragraphs  which  foUow  deal  with  the  impressions 
which  the  Board  of  Trade  have  formed  of  the  operation  over 
the  past  two  and  a half  years  of  the  collection  of  monetary 
measures  sometimes  referred  to  as  the  “ credit  squeeze  ” and 
of  the  fiscal  measures  which  have  been  used  to  reinforce  them. 
These  measures  have  operated  slowly  and  their  full  effects 
can  probably  even  now  not  be  clearly  observed.  It  follows 
that  it  is  much  too  early  to  attempt  to  give  any  impression  of 
the  effects  of  the  more  stringent  measures  of  credit  restriction 
and  in  particular  of  the  substantially  higher  bank  rate  recently 
announced.  Here  and  there  in  what  follows  some  refeence 
has  been  made  to  the  latest  restrictions,  but  in  general  the 
views  expressed  must  be  taken  to  refa  to  the  measures  in 
force  before  19th  September.  The  Board  of  Trade  are  directly 
responsible  for  only  one  set  of  measures  in  this  field,  the  hire- 
purchase  restrictions,  and  these  are  dealt  wilh  separately  in 
Part  m of  this  memorandum. 

2.  The  measures  are  applied  at  many  different  points  of 
the  economy  and  their  effects  overlap.  For  example,  capital 
investment  may  be  restricted  by  the  deterrent  effect  of  a higher 
rate  of  interest,  by  limitation  of  bank  advances,  by  decisions 
of  the  Capital  Issues  Committee,  by  the  withdrawal  of  in- 
vestment allowances,  by  the  expectations  of  a reduced  demand 
from  customers  or  by  a combination  of  some  or  all  of  these 
factors.  Statistically  the  Board  can  assess  fairly  well  the 
changing  volume  of  industrial  investment  but  the  material  is 
not  available  for  an  analysis  of  the  proportionate  effect  on  it 
of  any  particular  measure  ; the  same  is  true  of  the  other 
economic  indicators,  such  as  production  and  prices.  In  the 
course  of  their  day-to-day  work  the  Board  receive  a good  deal 
of  information  about  business  decisions  and  the  reasons  for 


them  but  this  cannot  be  comprehensive  nor  can  it  be  made  to 
form  anything  like  a complete  picture.  The  following  para- 
graphs are  based  partly  on  statistical  material  and  partly  on 
general  impressions  formed  during  the  period  under  review. 

3.  Working  together,  the  measures  taken  by  the  Govern- 
ment undoubtedly  had  an  effect  on  production  and  demand, 
although  their  operation  was  slow  to  make  itself  felt  and  there 
were  signs  this  summer  that  their  effect  was  already  wearing 
off.  In  1956.  imports  were  no  higher  than  in  1955,  but  ex- 
ports rose  10  per  cent  in  value  and  6 per  cent  in  volume. 
Home  consumption  rose  vay  little.  Furtha:  evidence  for 
the  efficacy  of  the  measures  is  that,  in  spite  of  the  troubles  in 
the  Middle  East,  the  United  Kingdom’s  current  balance  of 
payments  changed  from  a deficit  of  £78  million  in  1955  to  a 
surplus  of  £245  miUion  in  1956. 

4.  During  1956  industrial  output  did  not  rise,  and  the 
index  of  industrial  production  for  the  year  was  136  as  com- 
pared with  137  for  1955  and  130  for  1954  (1948=100).  In 
each  of  the  last  five  months  of  1956  the  indKt  was  lower  than 
in  the  corresponding  month  of  1955.  There  is  thus  no  doubt 
that  in  1956  the  boom  was  checked  and  the  country’s  external 
economic  position  strengthened ; this  was  due,  at  least  in 
part,  to  the  various  monetary  and  fiscal  measures  that  had 
been  taken,  combined  perhaps  with  some  levelling-off  in  the 
sale  of  motor  cars  and  other  consumer  durables  which  would 
probably  have  taken  place  in  any  case.  This  trend  was  power- 
fully reinforced,  in  the  case  of  the  motor  trade,  by  the  oil 
shortage. 


• Sec  Minutes  of  Evifleoce  Qns.  2996  to  3210, 
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Other  Government  Departments  etc. 


5.  Although  the  United  Kingdom’s  export  trade  increased 
in  1956,  “ world  trade  in  manufactured  goods  ”•  increased 
still  more.  There  were,  however,  notable  successes  in  the 
expansion  of  the  United  Kingdom’s  exports  to  certain  difficult 
and  competitive  markets.  In  the  year  1956,  for  example, 
exports  to  the  dollar  area  increased  by  26  per  cent  and  exports 
to  Germany  by  20  per  cent  compared  with  1955.  Moreover, 
there  seemed  to  be  a growing  interest  in  industry  in  the  e.\port 
trade  ; for  instance,  requests  for  the  Board’s  export  services 
increased  in  number. 

6.  In  1957,  although  the  general  policy  of  restricting  credit 
has  not  been  relaxed,  the  effect  of  the  monetary  measures 
appears  to  have  become  progressively  less  marked  in  the  course 
of  the  year.  Bank  advances  to  manufacturing  industries  in- 
creased from  £548-6  million  in  Augi^t,  1956  and  £542-8 
million  in  November,  1956  to  £623  -1  million  in  Augjjst,  1957. 
Imports,  which  had  been  stationary  in  1956,  began  to  rise 
again  in  1957.  Exports  continued  to  increase,  but  less  than 
in  1 956.  Retail  sales  in  the  first  nine  months  were  6 per  cent 
higher  than  in  the  corresponding  months  of  1956  and  total 
consumer  expenditure  in  the  second  quarter  of  the  year  was 
4 per  cent  higher  than  a year  ago.  It  appears  that,  although 
earlier  monetary  measures  and  particularly  the  restriction  on 
advances  were  at  first  received  with  a good  deal  of  apprehen- 
sion in  indust^,  familiarity  bred,  if  not  contempt,  at  least  a 
cheerful  capacity  to  ignore.  It  does  not  follow  that  the  same 
will  happen  with  the  more  stringent  appUcation  of  the  policy 
now  in  operation. 

7.  The  Government  have  made  it  plain  to  the  banks  that 
it  would  be  desirable,  in  the  context  of  the  credit  squeeze,  to 
avoid  checking  investment  leading  to  increased  production 
for  export,  In  September,  1957,  when  the  Chancellor  of  the 
Exchequer  asked  that  the  average  level  of  bank  advances 
during  the  next  twelve  months  should  not  exceed  the  average 
level  of  the  last  twelve  months,  he  said  that  special  considera- 
tions might  arise  in  relation  to  certain  export  credits.  The 
Board  have  no  direct  evidence  about  the  manner  in  which 
the  first  request  has  been  operated,  but  they  have  no  reason 
to  think  that  productive  investment  specifically  designed  to 
increase  exports  has  been  held  back  as  a result  of  the  restric- 
tion on  bank  advances. 

8.  The  Board  are  of  the  opinion  that,  when  restrictions 
of  any  kind  have  to  be  applied  in  order  to  influence  the  econ- 
omy, measures  of  wide  and  ^neral  application  are  preferable 
to  selective  measures  of  narrow  application  ; the  latter,  by 
their  nature,  discriminate  sharply  against  particular  kinds 
of  production,  and  may  thereby  adversely  affect  the  grotvth 
and  pattern  of  investment  and  the  channels  of  trade.  The 
greater  the  reliance  placed  on  regulators  which  operate  only 
in  a limited  sector  of  the  economy,  the  more  violent  are  the 
expansions  or  contractions  which  are  necessary  in  order  to 
effect  any  required  adjustments.  Moreover,  selective  meas- 
ures involve  judgments  which  may  ignore  the  complexities 
of  modem  industrial  organisation.  When,  for  example, 
merchanting  and  sub-contracting  are  widespread,  it  becomes 
difficult,  if  not  impossible,  to  assess  the  contribution  which 
any  individual  firm  is  making  to  the  export  trade  : the  manu- 
facturer of  basic  chemicals  or  of  ball-bearings  may  do  little 
direct  export  trade,  but  this  indirect  contribution  may  be  vital. 
In  such  circumstances  it  is  extremely  difficult  for  a Govern- 
ment using  measures  of  detafied  discrimination  to  be  sure 
they  will  not  do  more  harm  than  good.  Even  where  immedi- 
ately favourable  consequences  may  be  perceived,  such  as  a 
gain  in  exports,  the  longer-term  and  less  obvious  consequences 
of  detailed  Government  intervention  may  be  unfavourable. 
Because  of  the  complexities  of  the  United  Kingdom's  modem 
industrial  and  commercial  organisation,  the  Board  would  not 
regard  an  attempt  to  operate  a drastic  discriminatory  system 
intended  to  favour  the  export  trade  in  a competitive  world  as 
being  wise  or  likely  to  be  really  effective. 

B-  Applications  to  the  Capital  Issues  Committee  for  permission 
to  raise  fresh  capital 

9.  T^e  Board  are  consulted  on  applications  from  firms  in 
industriw  for  which  the  Board  of  Trade  are  responsible  as 
production  department,  on  applications  in  which  it  is  claimed 
that  the  capital  will  be  used  to  promote  exports,  and  on  appli- 
cations which  themselves  involve  the  export  of  capital.  This 
range  covers  about  25  per  cent  (by  number)  of  the  applications 
made  to  the  Capital  Issues  Committee  : the  firms  whose 
applications  are  submitted  to  the  Board  generally  justify 


• This  phrase  is  used  to  describe  the  eitports  of  numufectures  by  the  main 
mMufK^g  eounmes  U the  United  Kingdom.  Uoiied  States,  Canada,  Japan. 
W^  Gennuy.  Belgnnti,  Luxemburg.  France.  Italy,  the  Netherlands,  Sweden 


their  request  by  invoking  the  direct  or  indirect  benefits  to 
export  trade  that  are  expected,  increased  efficiency  and  pro- 
ductivity, the  saving  of  imports,  or  the  needs  of  essential  in- 
dustries and  services  and  of  exporting  industries. 

10.  In  a recent  period  the  Board  recommended  refusal  in 
13  per  cent  (by  number)  of  the  applications  reaching  them. 
The  Board’s  recommendations  in  favour  of  applications  are 
not  all  accepted  by  the  Capital  Issues  Committee.  The  test 
which  the  Board  apply  in  advising  on  these  cases  is  the  broad 
one  of  whether,  taking  all  factors  into  account,  the  proposal 
is  likely  to  help  the  balance  of  payments.  On  the  other  hand, 
if  the  Board  make  an  unfavourable  recommendation  on  a 
case  where  they  are  the  only  or  the  chief  Department  con- 
cerned, that  is  apt  to  end  the  matter. 

1 1.  On  the  evidence  of  the  applications  dealt  with  by  the 
Board,  the  company  that  wants  to  raise  a small  amount  of 
capital  is  less  likely  to  succeed  in  an  application  to  the  Capital 
Issues  Committee  than  the  company  that  comes  forward  with 
a request  to  raise  a large  sum,  A large  company  can  afford 
the  semces  of  experienced  financial  advisers  and  it  may  be 
these  advisers  who,  with  their  expert  knowledge  of  the  ways 
of  the  Committee,  have  brought  to  nothing  some  of  the  appli- 
cations that  might  otherwise  have  been  put  forward. 

12.  Of  the  cases  referred  to  the  Board  that  involve  sums  of 
less  than  £50,000,  about  a fifth  are  rejected,  and  of  those  in- 
volving larger  sums  about  a tenth  are  rejected  (in  both  instan- 
ces the  majority  of  the  rejections  will  have  been  in  accordance 
with  the  Board’s  advice).  This  refusal  of  access  to  the  capital 
market  may  at  times  constitute  an  obstacle  in  the  way  of  the 
growth  of  small  companies.  It  is  possible  that  a small  com- 
pany, if  denied  the  right  to  expand  now,  may  never  have 
another  opportunity  of  doing  so,  whereas  a big  company  may 
well  be  in  a position  to  pursue  a promising  fine  of  develop- 
ment with  the  resources  ^eady  available  to  it.  The  iimnecS- 
ate  effect  of  any  such  thwarted  opportunities  must  be  trivial 
in  relation  to  the  economy  as  a whole.  But  the  economy 
needs  a number  of  growing  points,  and  the  possible  loss  of  an 
opportunity  to  grow  may  mean  that  the  long-term  effects 
of  the  rationing  of  capital  are  greater  than  could  be  shown  in 
any  figures 


C.  Liquid  resources 

13.  The  liquid  resources  of  manufacturers  and  traders 
naturally  vary  from  year  to  year.  In  the  years  immediately 
after  the  war,  however,  businesses  in  general  had  large  liquid 
resources,  partly  because  of  the  difficulty  of  obtaining  supplies 
of  plant  and  machinery  and  raw  materials,  and  partly  b^use 
of  capital  payments,  e.g.  those  arising  from  war  damage 
claimsandthenationalisation  of  certain  industries.  Some  of 
this  liquidity  was  absorbed  by  the  rise  in  the  price  of  raw 
materials  at  the  time  of  the  Korean  crisis,  but  btisinesses  re- 
gained some  of  their  liquidity  when  the  prices  of  raw  materials 
feU. 

14.  Figures  in  the  National  Income  Blue  Book  for  1957 
(Table  26)  show  that  companies  distributed  about  60  per  cent 
of  their  income  before  the  war,  as  against  a ratio  consistently 
less  than  30  per  cent  since  1947.  Taxation,  of  course,  has 
taken  a much  higher  proportion  since  the  war  than  it  did 
before. 

15.  The  fact  that  companies  have  had  larger  internal  re- 
sources since  the  war  is  corroborated  by  figures  of  the  pro- 
portion of  companies’  turnover  retained  in  reserves  and  de- 
preciation provisions  published  in  the  Annua!  Reoorts  of  the 
Commissioners  of  Inland  Revenue.  This  ratio  for  the  pre- 
war trading  years  1936  to  1938  was  3 -8  per  cent,  but  averaged 
about  4 -4  per  cent  during  the  trading  years  1 948  to  1 950.  In 
1953  and  1954,  the  latest  years  for  which  information  is 
available,  the  comparable  ratios  were  4-1  pCT  cent  and  5.0 
per  cent  respectivdy.  Investment  has,  however,  been  sub- 
stantially greater,  and  the  comparison  with  the  years  before 
the  war  cannot  be  pressed  very  far. 

16.  A number  of  factors  have  contributed  to  the  increased 
importance  of  ‘ self-financing  ’ in  recent  years.  They  include 
a desire  for  greater  independence  on  the  part  of  companies, 
general  political  conditions,  taxation,  and  inflation  itself. 
These  factors  have  been  described  in  detail  in  the  O.E.E.C. 
Report  entitled  “ The  Supply  of  Capital  Funds  for  Industrial 
Development  in  Europe  ” (pages  146-7)  which  shows  that  the 
United  Kingdom  is  not  alone  in  this  respect. 

17.  The  Board  have  themselves  rarely  received  complaints 
from  firms  that  they  are  unable  to  find  the  money  for  exten- 
sions and  development.  Complaints  have  been  rather  about 
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dilEcuIties  and  delays  in  obtaining  buildings,  raw  materials, 
plant  and  machinery.  This  is  further  evidence  that  fi:iance 
has  not  generally  been  the  limiting  factor  in  the  planning  and 
execution  of  new  developments.  The  Board  have  no  specific 
information  which  would  enable  them  to  draw  any  worthwhile 
distinction  in  this  respect  between  large  and  small  firms, 
although  no  doubt  the  small  and  unknown  firm  may  find  the 
going  harder  in  borrowing  money  than  the  large  and  well- 
established  concern.  As  far  as  firms  have  been  able  to  rely 
on  their  own  resources,  they  are  not  directly  affected  by  re- 
strictions on  credit.  Insofar  as  firms  now  rely  more  on  their 
own  resources  than  they  did  before  the  war,  the  credit  squeeze 
is  to  that  extent  less  effective  than  it  would  have  been  before 
the  war.  t 

18.  Some  light  is  thrown  on  changes  in  the  internal 
liquidity  of  companies  by  the  analysis  of  the  accounts  of  com- 
panies whose  shares  are  publicly  quoted  that  was  published 
this  year  by  the  National  Institute  of  Economic  and  Social 
Research.2  This  is  limited  to  manufacturing  industry  and 
the  building  and  distributive  trades  and  the  figures  relate  only 
to  the  trading  years  1949-1953  although  they  have  been  ex- 
tended to  1956  by  reference  to  the  summaries  of  public  com- 
panies’ balance  sheets  published  in  “ The  fconomist  The 
figures  do  not  provide  evidence  that  the  credit  squeeze  since 
1955  caused  any  serious  stringency  in  the  financial  position 
of  these  companies  althou^  they  indicate  perhaps  a position 
of  increasing  difficulty.  In  1952  and  1953  (following  the  rais- 
ing of  Bank  Rate  in  1951  and  1952)  there  was  a marked  slowing 
down  in  stock  building  and  a perhaps  corresponding  reduc- 
tion in  bank  credit  and  trade  creditors.  The  run-down  of 
stock  helped  a cash  build  up.  Since  1953,  however,  stock 
building  has  been  resumed  and  even  increased,  as  has  fixed 
investment.  Bank  credit  has  increased,  but  there  is  evidence 
of  some  stringency  in  the  marked  reduction  in  the  holdings 
of  cash,  Tax  Reserve  Certificates  and  portfolio  investments  ; 
the  reduction,  in  1956,  in  the  amount  of  net  trade  cr^it  ex- 
tended can  perhaps  be  interpreted  in  the  same  way. 

19.  It  has  sometimes  been  suggested  that  small  firms  have 
been  more  sevCTely  bit  than  large  firms  by  the  restrictions  on 
bank  advances.  This  assertion  does  not  appear  to  be  borne 
out  by  the  investigation  undertaken  by  H.  F.  Lydall  and  the 
Oxford  Institute  of  Statistics,  the  principal  findings  of  which 
were  published  in  The  Economic  Journal  for  September,  1 957,  ^ 

20.  The  Board  have  no  reason  to  think  that  any  large  part 
of  the  great  increase  in  investment  in  recent  years  has  been 
wasteful  or  expended  on  objects  of  little  or  no  importance  to 
the  nation.  Expenditure  on  shops  and  offices  has  sometimes 
been  criticized  as  ‘ unproductive  but  part  of  this  expenditure 
was  the  necessary  replacement  of  bomb-damaged  premises, 
and  efficiency  in  distribution  (with  all  that  this  may  involve 
in  the  way  of  new  lay-out,  more  attractive  premises  etc.)  is 
no  less  desirable  than  efficiency  in  production.  And  who  is 
to  say  what  is  ‘ productive  ’ and  what  is  not  ? A good 
drawing-office  is  as  important  as  a good  machine  shop,  and 
one  may  not  be  much  use  without  the  other.  The  ultimate 
airn  of  production  is  consumption  and,  particularly  in  con- 
ditions of  a buyer’s  market  whether  at  home  or  abroad,  the 
selling  of  any  particular  product  is  as  necessary  and  as  desir- 
able as  is  the  making  of  it. 

21.  Any  attempt  to  say  which  kinds  of  investment  are 
' good  ’ and  which  are  ‘ bad  ’ miwt  involve  some  kind  of  judg- 
ment of  which  things  are  of  importance  to  the  nation  and  which 
are  not.  In  the  field  of  industry  and  commerce,  the  general 
test  is  the  assessment  of  future  profitability.  Some  investment 
that  is  undertaken  will  prove  disappointing,  just  as  some  wiU 
yield  unexpected  benefits.  Even  in  those  sectors  of  the  eco- 
nomy e.g.  the  production  of  chemicals,  which  are  generally 
accepted  as  basic,  there  must  be  some  developments  that  lead 
to  no  fruitful  results.  Mistakes  are  bound  to  be  made  in  any 
dynamic  economy.  TTiey  are  the  price  that  has  to  be  paid 
for  the  successes. 

Part  n — Statistics 


statistics,  most  of  which  are  published.  In  greater  or  lesser 
degree  they  are  used  by  the  Departments  concerned  in  inter- 
preting economic  conditions  and  in  the  formation  of  economic 
policy.  In  all  their  statistical  work  the  Board  are  in  close  and 
continuous  consultation  with  the  Treasury,  the  Central 
Statistical  Office  and  other  interested  Departments.  A com- 
plete list  of  the  statistics  collected  by  the  Board  of  Trade  is 
given  as  an  annex  to  this  memorandiun. 

23.  It  is  difficult  to  sin^e  out  particular  statistical  series  as 
more  useful  than  others  in  assessing  the  results  of  monetary 
measures.  Since  the  effects  of  the  different  measures  cannot, 
in  general,  be  distinguished,  statistics  which  provide  up-to- 
date  measurements  of  changes  in  the  broad  pattern  of  con- 
sumer and  investment  demand,  of  employment  and  of  pro- 
duction and  prices  are  the  primary  requirements.  The  Board’s 
statistical  enquiries  are  largely  directed  to  the  compUation 
of  such  a framework.  Statistics  relating  to  particular  indus- 
tries, for  example  the  motor  industry,  or  particular  types  of 
business,  such  as  hire-purchase  sales,  supplement  this  broad 
pattern  and  may  give  advance  warning  of  change.  All  these 
different  statistics  are  useful  in  assessing  economic  trends. 
Three  sets  of  them — hire-purchase  statistics,  other  financial 
statistics,  and  investment  statistics — deal  wirii  aspects  of  the 
economy  on  which  monetary  policy  perhaps  bears  most 
directly. 

24.  The  Board  are  continually  developing  their  statistical 
service  and  expanding  it  where  the  need  for  more  information 
is  particularly  felt  (_e.g.  fixed  capital  expenditure  and  stocia) 
and  cutting  it  down  where  the  results  do  not  justify  the  costs. 
The  Board  are  at  present  actively  engaged  in  improving  the 
quality,  the  timeliness  or  range  of  several  of  their  statistical 
series,  e.g.  statistics  of  production,  orders,  retail  trade,  and 
stocks  and  fixed  investment.  They  are,  however,  concerned 
to  see  that  any  statistical  work  they  do  passes  the  test  of  use- 
fulness to  the  community  commensurate  with  its  cost  both  to 
the  Government  and  to  the  community.  The  need  to  extend 
the  collection  of  statistics  must  not  be  allowed  to  put  too 
great  a load  either  on  business  or  on  the  limited  resources 
of  staff  available  and  in  particular  of  qualified  statisticians 
capable  of  interpreting  results. 

25.  Provided  that  facts  about  individual  firms  are  not  dis- 
closed, the  Board’s  policy  is  to  publish  the  information  which 
they  collect,  and  to  do  so  with  as  little  delay  as  possible.  The 
amount  of  information  that  can  be  published  is  sometimes 
limited  by  the  unwillingness  of  some  trades  to  see  the  publica- 
tion of  statistics  of  their  affairs. 


B.  Consumer  credit  and  hire-purchase  statistics 

26.  Monthly  information  on  hire-purchase  business  has 
been  collected  on  a voluntary  basis  from  a sample  of  retaUers 
and  finance  bouses  since  October,  1955.  ' The  statistics  show 
changes  in  the  value  of  hire-purchase  sales  of  household  goods 
by  broad  categories  of  retail  business  {e.g.  furniture  and  fur- 
nishings, radio  and  electrical  goods)  and  in  the  value  of  new 
hire-purchase  credit  extended  by  finance  houses  for  ^ goods 
financed  directly  by  them,  e.g.  motor  vehicles,  farm  and  in- 
dustrial equipment  and  household  goods.  The  statistics  also 
show  changes  in  the  hire-purchase  debt  owing  to  retaUers  and 
finance  houses  for  these  goods.  The  statistics  thus  cover 
hire-purchase  business  in  nearly  all  types  of  durable  goods. 
From  July,  1957,  the  scope  of  the  statistics  was  extended  to 
nclude  credit  sale  agreements. 

27.  A special  enquiiy  into  the  hire-purchase  and 
credit  sale  agreement  business  of  all  finance  houses  known  to 
the  Board  of  Trade  was  taken  this  year  in  order  to  estimate 
the  total  debt  owing  to  finance  houses  for  this  business. 
Previously  only  sample  information  was  available  from  the 
monthly  statistics  (which,  however,  cover  a high  proportion 
of  this  business  of  finance  houses). 


A.  Introduction 

22.  The  Board  compile  a very  wide  range  of  economic 


a the  ev&ilebility  of  finance  for 


as  flnanced  by  the  Board  of  Trade  and  D 
je  Conditional  Aid  Proy  ' 


2 Company  Accounts  and  Finance  1949-53,"  published  by  N.I.E.S.R.  in  1957. 

3 This  enquiry  was  financed  with  funds  made  available  under  the  Conditional 
Aid  PTogranune. 


28,  The  Census  of  Distribution  for  1957  (which  is  being 
taken  on  a sample  basis)  will  collect  information  about  all 
forms  of  credit  trading  of  retailers  in  durable  and  non-durable 
goods.  The  Census  will  not  cover  motor  dealers,  but  it  is 
believed  that  nearly  aU  credit  business  in  motor  vehicles  is 
finamced  by  finance  houses.  The  Census  will  cover  all 
aspects  of  the  financing  of  the  sale  of  goods  by 
finance  houses,  including  their  discounting  of  retailers’  agree- 
ments. It  is  intended  to  review  the  scope  of  the  monthly 
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statistics  after  the  results  of  the  Census  are  known.  The 
Census  will  enable  ttie  Board  to  use  the  monthly  statistics  to 
the  best  advantage. 

29.  Since  December,  1956  the  Board  have  collected  month- 
ly statistics  from  a sample  of  companies  specialising  in  the 
renting  and  rday  of  radio  and  television  sets  and  services. 
Changes  in  the  number  of  new  subscribers  during  each  month 
and  in  the  total  number  of  subscribers  at  the  end  of  each 
month  are  recorded. 

C.  Other  financial  statistics 

30.  The  Board  aie  continuing  the  work  started  by  the 
National  Institute  of  Economic  and  Social  Research  on  the 
analysis  of  accotmts  of  companies  whose  shares  are  publicly 
quoted  and  which  are  engaged  in  manufacturing  and  distribu- 
tion. These  companies  account  for  about  two-thirds  of  all 
companies  other  than  financial  companies,  measured  both  by 
profits  and  by  paid-up  capital. 

31.  The  analysis  distinguishes  twenty-one  different  trade 
groups.  It  is  in  three  distinct  (but  related)  parts  : 

(a)  an  analysis  of  the  appropriation  of  income — starting 
with  trading  profit  and  adjusting  for  investment  income, 
tax,  interest,  dividend  payments  etc.,  and  arriving  at 
the  end  with  a figure  of  income  retained  ; 

(b)  the  ■ sources  and  uses  ’ analysis.  This  shows  the  sour- 
ces of  funds  used  for  capital  purposes  (reserves,  tax 
reserves,  credit,  issuing  of  capital  etc.),  the  manner  m 
which  they  are  employed  in  the  business  (fixed  assets, 
stocks,  etc.)  and  the  balance  (marketable  securities 
etc.)  ; 

(c)  the  balance  sheet  at  the  end  of  the  year. 

32.  Recently  the  National  Institute  of  Economic  and  Social 
Research  published  the  results  of  this  enquiry  for  the  five 
trading  years  1949  to  1953.  The  Board  hoj:«  to  complete 
two  more  years — 1954  and  1955 — ^by  next  spring,  and  a far- 
ther two  in  the  spring  of  1959.  Tfaereafter  they  should  be 
able  to  add  one  year  every  year.  They  are  considering  the 
extension  of  this  enquiry  on  a sample  basis  to  the  public  com- 
panies whose  shares  are  not  pubhcly  quoted  and  to  private 
companies. 

33.  These  analyses  of  the  accounts  of  companies  would  be 
more  useful  if  they  could  be  prepared  quarterly,  as  in  the 
United  States.  The  only  quarterly  tables  that  the  Board 
could  produce  now  are  the  aggregates  of  all  annual  accounts 
ending  the  same  quarter.  The  United  States  tables  are  based 
on  quarterly  balance  sheets  submitted  by  public  corporations. 
There  is  little  evidence  that  the  preparation  of  quarterly 
balance  sheets  by  companies  is  v»y  widespread  in  tMs  coun- 
try. However,  the  Inland  Revalue  have  recently  been  col- 
lecting figures  of  profits  from  a large  sample  of  companies. 
The  fact  diat  these  companies  have  b^  able  to  provide  these 
statistics  suggests  that  they  must  have  available  most  of  the 
information  necessary  for  the  preparation  of  quarterly  balance 
sheets. 

34.  Although  the  analysis  of  balance  sheets  and  profit  and 
loss  accounts  gives  some  information  about  the  sources  and 
uses  of  funds,  it  is  not  possible  to  extract  from  this  analysis  an 
accurate  measure  of  the  net  outlays  or  receipts  of  companies 
resulting  from  their  financial  transactions  in  various  types 
of  asset  (e.g.  increases  in  the  balance  sheet  value  of  portfolio 
investments  do  not  necessarily  represent  the  net  amount 
of  cash  spent  on  them  in  the  year).  Consequently  ^s  analy- 
sis provides  only  a broad  annual  indication  of  the  impact 
of  their  transactions  on  the  capital  market.  There  is  a sirnilar 
lack  of  information  about  the  transactions  of  some  kinds  of 
financial  institution,  although  in  the  case  of  one  of  the  more 
important  of  these — ^tbe  insurance  companies — information 
is  published  annually  about  the  sums  available  for  investment. 


D.  Investment  Statistics 

35.  Before  1948  little  information  was  available  about  in- 
vestment expenditure  in  this  country.  Estimates  had  to  be 
based  largely  upon  statistics  of  production  or  derived  as  a 
residual  from  the  national  income  and  expenditure  accounts, 
The  absence  of  a direct  measure  of  investment  was  one  of  the 
largest  gaps  in  official  statistics.  It  was  decided  that  the  best 
way  to  fill  this  gap  was  to  obtain  information  about  capital 
expenditure  by  direct  enquiry  and  figures  are  now  obtained 
from  a numbCT  of  separate  sources. 


36.  Reliable  annual  measures  of  investment  by  a wide 
range  of  industries  in  fixed  assets  and  stocks  are  obtained 
from  the  censuses  of  production.  These  account  for  a quarter 
of  total  domestic  fixed  investment  and  about  half  of  tot^ 
investment  in  stocks. 

37.  Hiffierto  information  on  investment  by  the  distributive 
and  service  trades  has  not  been  very  satisfactory  but  the  Board 
have  this  year  started  an  annual  sample  enquiry.  The  results 
of  this  sample  enquiry,  which  is  confined  to  limited  companies, 
are  expected  greatly  to  improve  the  quality  of  the  Board’s 
statistics.  It  is  obviously  more  difficult  to  obtain  reliable 
information  at  frequent  intervals  from  the  smaller  units  in 
retailing  and  some  of  the  service  trades.  The  trades  covered  by 
this  enquiry  account  for  about  one-eight  of  total  fixed  invest- 
ment, and  about  a quarter  of  investment  in  stocks.  The 
census  of  production  together  with  this  annual  enqtiiry  will 
cover  almost  all  investment  in  the  private  sector  of  the  econ- 
omy other  than  in  agriculture  and  new  dwellings. 

38.  The  Board  obtain  more  up-to-date  information  about 
changes  in  fixed  investment  and  stocks  on  a voluntary  basis 
by  quarterly  enquiries  from  a sample  of  undatakings.  Ex- 
tensions have  recently  been  made  to  these  enquiries  and  they 
now  cover  most  important  investing  and  stockholding  indus- 
tries. The  main  deficiency  in  these  figures  lies  in  the  rather 
inadequate  coverage  of  the  retail  trades  and  some  allied  ser- 
vice trades  where  many  businesses  are  small  and  find  difficulty 
in  providing  monthly  or  quarterly  figures.  Monthly  figures 
of  stocks  are  provided  by  many  of  the  larger  retailers  and 
quarterly  figures  of  fixed  investment  by  the  larger  businesses 
in  the  distributive  and  related  service  trades. 

39.  Most  companies  providing  quartaly  figures  of  their 
fixed  investment  also  provide  information  about  their  inten- 
tions to  invest  in  fixed  assets  in  the  future.  The  basis  upon 
which  these  figures  are  supplied,  and  their  quality  as  judgments 
of  what  will  be  spent,  vary  considerably  from  company  to 
company.  They  may,  for  example,  be  essentially  derived 
from  an  investment  programme  or  be  the  result  of  an  alloca- 
tion of  finance  within  the  company.  The  statistics  are  there- 
fore more  to  be  trusted  as  indicators  of  change  than  as  fore- 
casts of  absolute  amounts  of  expenditure,  and  as  such,  have 
^ven  good  advance  information  on  recent  high  levels  of 
investment.  Even  as  indicators  of  change,  however,  the 
figures  can  mislead  if,  as  is  likely  in  many  cases,  companies  do 
not  formally  revise  their  investment  programmes  as  quickly 
as  business  sentiment  changes.  In  spite  of  difficulties  of 
interpretation — ^which  other  countries  have  experienced — 
there  is  no  doubt  that  these  forecasts  are  of  great  value. 

40.  The  quarterly  enquiries  started  during  the  past  few 
years  have  been  improved  from  time  to  time  by  the  inclusion 
of  additional  companies.  The  Board  intend  to  continue  to 
improve  all  these  quarterly  enquiries  into  investment  and 
stocks  by  extending  them  in  those  industries  and  trades  that 
are  least  well  covered.  One  of  the  main  problems  is  to  obtain 
information  from  a representative  selection  of  small  com- 
panies. As  explained  above,  this  is  particularly  a problem 
in  the  case  of  retaU  distribution. 


Part  IU — Hire-Purchase  Controls 
A.  Historical 

41.  Tha-e  have  been  two  phases  of  control  in  recent  years. 
Apart  from  certain  restrictions  on  hire-purchase  terms  intro- 
duced as  an  adjunct  to  price-control  during  iJie  last  war,  hir^ 
purchase  was  first  reg^ted  in  February,  1952,  when  a control 
was  imposed  over  hire-purchase  agreements  for  a limited 
range  of  goods.  The  control  was  intended  to  help  in  restrict- 
ing credit  and  also  to  damp  down  the  demands  of  the  home 
market  on  the  production  capacity  required  for  defence  and 
export ; for  this  reason  it  was  directed  at  goods  produced  by 
the  metal  and  engineering  industries,  although  it  ffid  not  cover 
industrial  plant  and  machinery  or  domestic  cookers.  This 
control  was  revoked  in  July,  1954. 

42.  Hire-purchase  controls  were  reintroduced  in  February. 
1955,  again  as  part  of  the  policy  of  credit  restriction,  but  on 
this  occasion  they  were  intended  to  relieve  the  pressure  of 
home  demand  generally  and  not  to  depress  the  sales  of  parti- 
cular goods  required  for  defence  or  e;q)ort.  Accordingly 
they  covered  practically  all  consumer  goods  disposed  of  by 
hire-purchase,  the  most  notable  addition  to  the  previous  list 
being  furniture. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  . OF  EVIDENCE 


235 


10.  Board  op  Trade 


[Continued 


43.  The  controls  were  tightened  and  extended  during  the 
next  twelve  months.  Minimum  deposits  were  raised  in  Jidy, 
1955  and  in  February,  1956.  In  February,  1956,  too,  capital 
goods  were  brought  under  control.  In  December,  1956,  the 
minimum  deposit  on  cars,  motor-cycles  and  light  vans  was 
reduced  as  a temporary  measure  to  help  the  motor  industry  to 
overcome  the  difficulties  arising  from  the  Suez  crisis.  After 
the  removal  of  oil  rationing,  this  deposit  was  raised  again, 
and  at  the  same  time  the  deposit  for  heavy  commercial  vehicles 
arid  other  capital  goods  was  reduced  so  as  to  bring  it  into  line 
with  the  new  rate  for  cars. 

44.  Credit  for  the  sale  of  consumer  goods  is  given  in  many 
ways — the  weekly  bill  for  milk  or  newspapers,  a credit  account 
at  the  big  stores,  check  trading  and  so  on.  Hire-purchase  is 
only  one  form  of  ^ving  credit  to  the  customer,  and  a control 
oyer  hire-purchases  transactions  alone  does  not  affect  the 
giving  of  credit  by  other  means.  The  control  over  hire-pur- 
chase has,  however,  had  to  be  extended  to  cover  methods 
of  trading  closely  akin  to  it  in  order  to  prevent  evasion.  The 
controls  have  always  applied  identical  terms  to  caedit  sale 
agreements,  in  which  the  property  passes  at  the  outset  but 
payment  is  spread  over  a period,  except  that  the  normal  type 
of  short-term  credit  sale  agreement  for  completion  in  under 
nine  months  has  not  been  controUed.  In  February,  1956, 
the  ordinary  hiring  of  radio  and  television  sets  and  domestic 
appliances  was  brought  under  control,  and  this  control  was 
extended  later  in  the  year  to  cover  the  hiring  of  vehicles.  This 
latter  control  was  not  particularly  effective  and  is  now  replaced 
by  an  Order  prohibiting  hiring  agreements  which  provide  for 
a rebate.  As  this  was  an  essential  feature  of  the  schemes 
concerned,  the  Order  has  brought  them  to  an  end. 


50.  Only  about  a fifth  of  all  new  cars  are  sold  on  hire- 
purchase  and  about  two-fifths  of  new  motor  cycles.  The 
proportions  for  used  vehicles  are  believed  to  be  much  higher. 

51.  At  the  beginning  of  1956  the  total  debt  owing  under 
hire-purchase  agreements  by  consumers  was  about  £420 
million.  During  1956  net  repayment  of  debt  (gross  repay- 
ment less  new  credit  advanced)  was  about  £80  million,  in 
contrast  to  an  increase  in  debt  (perhaps  about  £25  million) 
during  1955. 

52.  In  addition  to  the  above  there  is  also  considerable  hire- 
purchase  business  in  respect  of  the  purdiase  of  equipment, 
vehicles,  etc.  by  business  users.  In  this  sector,  hire-purchase 
sales  were  probably  aroimd  £120  million  in  1956,  of  which 
about  a half  was  for  commercial  veliicles  and  a quarter  for 
indi^tri^  and  farm  equipment.  Total  expenditure  on  fixed 
capital  in  1956  by  “ persons  and  companies  ” amounted  to 
£1,761  million.  Debt  in  respect  of  hire-purchase  by  business 
users  was  some  £60— £70  million  at  the  end  of  1956,  after  a 
fall  of  about  £10  million  during  the  year. 

53.  The  total  hire-purchase  debt  at  the  end  of  1956  was 
thus  about  £405  million.  As  a measure  of  the  part  played 
by  hire-purchase  business  in  making  it  possible  for  credit  to 
be  obtained,  this  figure  may  be  compared  with  credit  outstand- 
ing under  other  arrangements  ; for  example,  bank  advances 
in  November,  1956  were  £1,930  million,  balances  due  on 
building  society  mortgages  were  about  £1.900  million  at  the 
end  of  1956,  and  the  amount  due  to  insurance  companies 
on  mortgages,  policy  loans,  etc.,  was  some  £550  millir»n,  The 
known  credits  extended  by  businesses  at  the  end  of  1956  were 
well  over  £2,000  million. 


B.  Administration  and  enforcement 

45.  The  control  of  hire-purchase  is  the  only  measure  within 
the  Government’s  broad  financial  and  credit  policy  for  which 
the  Board  of  Trade  is  the  responsible  Department.  Other 
Departments  are  consulted  as  necessary  on  points  concerning 
individual  classes  of  controlled  goods. 

46.  The  (xintrol  is  administered  by  a very  small  headquar- 
ters staff  and  enforced  by  some  two  dozen  inspectors,  stationed 
in  various  parts  of  the  country.  The  Board  have  had  to  make 
adjustments  in  the  control  from  time  to  time  in  order  to  close 
loopholes  which  have  been  discovered,  but  the  administration 
of  file  control  has  not  so  far  presented  any  major  difficulties. 
A number  of  prosecutions  have  been  undertaken,  but  the 
Board’s  experience  shows  that  the  vast  majority  of  traders 
comply  with  the  restrictions. 

C.  Effects  of  the  control 

47.  In  1956  the  value  of  goods  bought  by  consumers — as 
distinct  from  business  purchasers — under  hir^purchase  agree- 
ments was  some  £450  million.  ^ This  estimate  represents  the 
hire-purchase  price  paid  for  goods,  i.e.  including  deposits  and, 
in  most  cases,  service  charges.  The  total  amount  of  credit 
advanced  during  the  year  is  estimated  to  be  arotmd  £300 
million. 

48.  Total  consumers’  expenditure  in  1956  was  about 
£13,500  million  of  which  the  value  of  goods  bought  under 
hire-purchase  agreements— about  £370  million  after  an  ad- 
justment to  allow  for  the  same  statistical  treatment  of  second- 
hand goods  as  in  figures  of  consumers’  eiqienditure — accoun- 
ted for  about  3 per  cent,  Goods  sold  on  hire-purchase  were 
concentrated  in  a narrow  field,  being  largely  contained  within 
the  sector  “ Durable  goods  ” ; this  sector  accounted  for  6-7 
per  cent  of  consumers’  total  expenditure  (see  Table  Q. 

49.  Of  the  total  sales  of  “ Durable  goods  ” 35-40  per  cent 
of  the  outlay  represented  the  value  of  goods  sold  on  hire- 
purch^e,  but  this  is  an  overall  proportion  covering  wide 
variations.  Table  II  gives  such  information  as  is  available 
about  the  proportion  of  different  classes  of  goods  sold  on  hire 
pmchase.  2 About  a half  of  “ hard  ” furniture  is  sold  on 
hire-purcha«,  and  about  half  of  television  sets  and  about  a 
third  of  radio  sets  are  sold  on  credit  (hire-purchase  plus  credit 
sale  agreements).  Over  a half  of  electric  cookers,  refrigera- 
tors and  gas  cookars  are  sold  on  hire-purchase 


..j  of  hire-purcbeae  busin 
-j11  results  of  the  Census  of  Distribut 
purchase  business  but  include  othei 


are  subject  to  ravistoi 

for  1337,  Figures  re 

— of  Instalment  credit, 


purchase  business  but  include  other  forms  of  Instalment  credit  eg  a 
agreements,  used  for  the  purchase  of  durable  goods  ; these  other  forms 
accounted  for  about  14  per  cant  of  the  total  instalment  debt  for  durable 


the  li^t  of  the 
mainly  to  hire- 


2 The  proportions  have  generally  risen  since 
removed  from  aU  goods  in  the  Autunm  of  1938. 


hire-purchase  restrictions  were 


54.  Any  assessment  of  the  effect  of  the  control  which  began 
in  February,  1955  involves  to  some  extait  judgments  about 
what  might  have  happened  if  the  regulations  had  not  been 
imposed,  This  in  turn  involves  consideration  of  the  likely 
trends  of  demand  for  the  goods  subject  to  the  regulations  and 
it  is  not  easy,  because  of  the  importance  of  other  factors,  to 
arrive  at  a quantitative  measure  of  the  impact  of  ffie  regula- 
tions. 


55.  A broad  assessment  of  the  change  that  took  place  is 
given  by  the  changes  in  the  size  of  the  total  hire-purchase  debt. 
The  trend  since  the  end  of  1954  is  shown  by  the  following 
estimates  of  the  total  debt  : — 

£ million 

end  of  1954  470 

md  of  1955  495 

end  of  1956  405 

(The  figure  for  1954  is  a rough  estimate,  since  systematic  in- 
formation on  hire-purchase  business  is  available  o:^  from 
October,  1955). 

5 6.  An  actual  reduction  of  debt  of  some  £65  million  was  thus 
achieved  between  the  end  of  1954  and  the  end  of  1956.  With- 
out the  restrictions  it  is  scarcely  conceivable  that  the  debt 
would  have  risen  by  as  little  as  £25  million  in  1955  or  have 
fallen  in  1956.  Since  the  end  of  1956,  hire-purchase  debt  has 
been  rising,  mainly  as  a result  of  the  recovery  and  expansion 
in  sales  of  motor  vehicles. 

57.  The  restrictions  on  hire-purchase  transactions  are 
bound  to  affect  different  industries  in  differing  degrees,  and 
even  within  a single  industry  their  effect  will  differ  from  firm 
to  firm.  The  restrictions  have  had  serious  effects  on  sales 
of  many  classes  of  controlled  goods,  e.g.  furniture,  cookers, 
water  heaters,  refrigerators.  It  remains,  however,  impossible 
to  isolate  the  different  infl^uences  which  have  affected  sales 
of  the  various  controlled  goods  over  the  last  two  or  three  years, 
or  to  estimate  the  trends  which  sales  mi^t  have  taken  if  there 
had  been  no  hire-purchase  controls. 

58.  Nor  is  there  any  information  about  the  effect  of  the 
restriction  on  the  spending  habits  of  individual  consumers. 
There  has  no  doubt  been  some  swing  towards  cash  sales  and 
sales  on  short-term  credit.  There  may  have  been  some 
“ trading-down  ”,  i.e.  the  selection  of  cheaper  models  of  cars, 
radios,  cookers,  for  example.  Some  postponement  of  buying 
will  have  taken  place  while  the  higher  deposits  were  being 
saved,  and  some  ctistomers  will  have  withdrawn  savings  to 
pay  the  higher  deposits.  Others  will  have  gone  out  of  the 
market  for  these  goods  altogether.  What  these  people  have 
done  with  their  money  is  not  known,  but  much  of  it  will  have 
been  spent  on  other  goods  and  SCTvices. 
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D.  The  advantages  and  disadvantages  of  hire-purchase  con- 
trols as  an  instrument  of  economic  policy. 

59.  During  its  relatively  short  life,  hire-purchase  has  been 
a favourite  target  of  moralists,  and  its  history  certainly  in- 
cludes abuses,  many  of  which  have  been  curtaOed  by  the  1938, 

1954  and  1957  Acts.  Hire-purchase  has  been  attacked  as  a 
way  of  living  beyond  one’s  means,  and  permanent  statutory 
minimum  deposits  have  been  advocated  to  discourage  this 
form  of  trading.  This  is  in  striking  contrast  to  the  general 
attitude  towards  buying  houses  on  mortgage. 

60.  The  Board  do  not  accept  the  argument  that  hire-pur- 
chase terms  should  be  controlled  on  moral  grounds.  The 
Board  have  interested  themselves  in  the  regulation  of  hire- 
purchase  business  from  the  point  of  view  of  curbing  abuses 
but  have  never  endorsed  the  attitude  that  this  form  of  credit 
is  morally  different  from  other  kinds  of  credit.  On  the  con- 
trary, they  regard  the  hire-purchase  system  as  a lubricant 
of  the  economy  as  well  as  a valuable  incentive  to  individtials 
to  work  harder  and  thus  secure  a higher  standard  of  living. 
The  justification  for  the  restrictions  must,  in.  the  Board’s  view, 
rest  on  economic  grounds. 

61.  The  arguments  for  restricting  hire-purchase  in  time 
of  boom  are  that; — 

(a)  the  restrictions  reduce  the  total  demand  for  goods  and 
services  by  reducing  the  amount  of  outstanding  credit 
in  the  economy  ; and 

(J>)  the  restrictions  cut  down  consumption  of  those  goods 
which  are  sold  largely  on  hire-purchase  and  thus 
reduce  the  home  market  for  the  industries  manufac- 
turing them. 

a coroUary,  relaxations  in  hire-purchase  restrictions  in 
times  of  slump  may  have  opposite  effects,  depending  on  the 
wilUn^ess  of  the  public  to  enter  into  new  commitments  at 
such  times).  It  wiU  be  convenient  to  examine  these  two  argu- 
ments separately. 

62.  Although  there  may  be  an  indirect  effect  on  demand 
if  the  restrictions  lead  to  unemployment  or  short-time  working 
in  some  of  the  affected  industries,  the  restrictions  probably 
affect  total  demand  mainly  by  reducing  the  outstanding 
credit  in  the  economy  through  a fall  in  hire-purchase  debt. 
During  1956,  hire-purchase  debt  fell  by  about  £90  million. 

63.  It  can,  however,  be  argued  that  a fall  in  hire-purchase 
debt  only  partially  succeeds  in  lowering  total  outstanding 
credit.  There  is  no  statistical  information  as  to  the  sources 
of  the  credit  which  is  given  to  the  hire-purdhaser.  Some 
of  it  comes  from  bank  advances.  Bank  advances  to  hire- 
purchase  finance  companies  fell  from  £37  million  in  November 

1955  to  £23  million  in  November  1956.  Bank  advances  to 
retailers  also  fell  during  the  year  and  retail  sales  increased  but, 
given  the  small  proportion  which  hire-purchase  business  is 
of  total  retail  sales,  it  is  impossible  to  Judge  from  this  whether 
the  restrictions  on  hire-purchase  transactions  have  affected 
the  total  of  bank  advances  to  retailers. 

64.  Apart  from  bank  advances,  money  is  made  available 
for  hire-purchase  from  a wide  ran^  of  sources.  In  addition 
to  issued  capital,  ploughed-back  profits  and  debentures,  the 
finance  houses  accept  deposits  on  varying  terms,  largely,  it  is 
understood,  from  commercial  and  industrial  concerns  for 
short  periods,  but  also  from  insurance  companies  and  private 
investors.  Ae  a general  proposition,  if  hire-purchase  restric- 
tions are  imposed  in  a buoyant  economy,  it  seems  likely  that 
these  funds  will  find  other  outlets,  subject  of  course  to  such 
other  controls  as  may  be  in  operation  from  time  to  time. 

65.  It  might  be  argued  that  the  control  re-directs  funds  in 
a manner  likely  to  be  more  useful  to  the  economy,  since  a hi^ 
proportion  of  the  funds  invested  in  hire-purchase  finance  is 
used  to  facilitate  consumers’  expenditure.  There  is,  however, 
nothing  to  indicate  what  happens  to  any  fimds  thus  re- 
directed. 

66.  Looking  at  the  problem  from  the  other  end  (the  hire- 
purchaser’s)  there  will  a reduction  in  the  demand  for  goods 
by  those  persons  who  go  in  for  hire-purchase,  at  least  while 
the  hire-purchase  debt  is  being  reduced  because  of  the  restric- 
tions (see  Economic  Survey  1957,  para.  26).  This  fall  in  the 
hire-purchase  debt  is  statistically  equated  with  an  increase  in 
personal  savings,  though  it  might  be  more  precisely  described 
as  a reduced  dis-saving  by  borrowers.  Alter  a period,  when 
the  hire-purchase  debt  has  stopped  falling  and  when  consum- 
ers have  saved  the  higher  minimum  deposits  required,  con- 
sumer demand  may  be  expected  to  level  out  at  a somewhat 


lower  figure  for  these  goods,  accompanied  possibly  by  higher 
demand  for  other  goods.  (The  removal  of  the  restrictions 
would,  of  course,  except  perhaps  in  slump  conditions,  be 
likely  to  cause  an  increase  in  hire-purchase  debt). 

67.  In  considering  the  magnitude  of  the  effect  of  these 
restrictions  on  total  demand,  the  volume  of  business  done  on 
hire-purchase  and  the  analysis  in  the  preceding  paragraphs 
must  be  taken  into  account.  The  main  effect  on  consumer 
demand  is  a ‘ once  for  all  ’ effect  following  the  introduction 
of,  or  a major  change  in,  the  restrictions. 

68.  The  second  argument  in  favour  of  the  restrictions  is 
that  they  reduce  the  consumption  of  goods  sold  under  hire- 
purchase.  As  mentioned  in  paragraph  42,  the  present  controls 
were  not  introduced  with  this  object  but  in  order  to  reduce 
home  demand  generally.  Although  their  most  obvious 
result  has  been  to  reduce  sales  of  these  goods,  this  has  only 
been  a means  to  the  end  of  reducing  total  d^and  ; it  has 
not  been  an  end  in  itself. 

69.  Hire-purchase  restrictions  undoubtedly  reduce  the  de 
mand  for  the  kinds  of  goods  usually  sold  on  hire-purchase 
though  possibly  not  as  much  as  last  year’s  figures  might  suggest 
or  as  the  industries  affected  claim.  In  retrospect,  it  now 
seems  likely  that,  even  without  hire-purchase  control,  there 
would  have  been  a temporary  falling  away  in  the  demand  for 
furniture,  wireless  sets,  domestic  elecbrical  equipment,  etc.  in 
the  second  half  of  1955  and  in  1956,  and  that  there  would 
almost  certainly  have  been  a recession  in  the  car  trade. 

70.  The  question  arises  whether  by  reducing  the  pressure 
of  home  demand  on  the  industries  making  durable  consumer 
goods,  hire-purchase  restrictions  may  enable  or  force  them 
to  export  more  than  they  otherwise  would  do.  It  is  difficult 
to  find  any  evidence  for  this  in  the  export  figures.  A claim  is 
made  by  several  of  the  industries  that  the  contraction  of  the 
home  market  has,  on  the  contrary,  made  export  more  difficult, 
both  because  it  increases  unit  costs  and  so  reduces  the  chance 
of  meeting  price  competition  in  export  markets  and  because 
it  has  reduced  the  scope  for  production  of  new  models,  which 
can  be  a factor  of  special  significance  for  these  industries. 
Furniture,  moreover,  which  accounts  for  one-third  of  all  hire- 
purchase  debt,  is  not  a big  exporting  industry. 

71.  Hire-purchase  restrictions  have  been  recognized  as 
necessary,  in  addition  to  more  general  measures,  to  cut  down 
credit  during  a boom.  They  fall  heavily,  however,  on  parti- 
cular industries,  some  of  which  are  new  and  progressive. 
Moreover,  in  many  cases  it  is  the  same  industries  whose  goods 
are  subject  to  high  rates  of  purchase  tax.  The  result  may  well 
be  that  the  pattern  of  the  economy,  e.g.  in  investment,  is  dis- 
torted in  favour  of  industries  which,  while  being  of  no  greater 
importance  to  the  national  economy,  are  fortunate  enough  to 
escape  from  the  hire-purchase  restrictions. 

72.  Hire-purchase  r^trictions  are  easy  to  impose  and  easy 
to  operate,  and  they  take  effect  rapidly.  Industrial  associa- 
tions have  pointed  out  that  identical  permitted  terms  of  credit 
have  widely  differing  effects  on  the  sales  of  different  goods, 
the  normal  terms  for  which  differ.  Although  the  Board  have 
imposed  a graduated  scale  of  terms  to  meet  this  difficulty,  it 
does  not  do  so  precisely  or  completely.  Moreover,  the  re- 
strictions entail  for  more  detailed  interventions  in  individual 
business  or  consumer  decisions  than  are  usually  involved  in 
Government  monetary  policies,  and  these  interventions  have 
to  be  made  without  prior  warning,  in  order  to  avoid  wide- 
spread forestalling  through  agreements  dated  before  the  re- 
strictions come  into  force.  The  result,  the  associations  allege, 

/ is  to  dislocate  production  schedules,  since  buying  falls  off 

: overnight  and  retailers  and  wholesalers  are  left  with  -stocks 
which  they  can  only  clear  very  slowly  until  buying  picks  up 
again  For  this  reason,  businessmen  object  to  frequent 
changes  in  the  control. 

Part  IV 

A.  Finance  for  Exports 

73.  Most  United  Kingdom  expoi-ts  are  paid  for  in  cash  or 
short-term  bills.  Payment  arrangements  for  these  goods 
appear  to  work  smoothly,  with  the  aid  of  cover  from  the 
Export  Credits  Guarantee  Department  (E.C.G.D.)  when  de- 
sired, and  not  to  give  rise  to  any  material  difficulties.  A large 
proportion  of  capital  goods,  which  account  for  about  a third 
of  United  Kingdom  exports,  are  sold  on  a cash  or  short-term 
basis  (often  with  progress  payments  during  manufacture), 
particularly  to  the  industrialised  countries  and  to  many 
Commonwealth  markets.  Where  longer-term  credit  is  re- 

pl 
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quired  by  the  buyer,  that  is,  in  general,  credit  over  periods  of 
two  to  five  years,  some  suppliers  are  ready  to  provide  it  from 
their  own  resources  without  help  from  the  banlcs,  although 
exporters  have  been  finding  this  more  difficult  and  expensive. 
Where  finance  has  to  be  obtained  specially  from  the  banks 
for  this  purpose,  tlie  exporter  will  often  find  it  necessary  to 
cover  the  repayment  risks  with  E.C.G.D.  The  volume  of 
such  cover  provided  by  E.C.G.D.  suggests  that  at  any  rate 
8 per  cent  of  United  IQngdom  e;q5orts  of  capital  goods  {i.e. 
less  than  3 per  cent  of  to^  exports)  is  dependent  on  specific 
medium-term  finance  provided  by  United  Kingdom  banks, 
although  the  percentage  has  recently  been  increasing.  To  this 
should  be  added  something  for  bank  finance  for  transactions 
not  covered  with  E.C.G.D.,  the  amount  of  whidi  is  not 
known  to  the  Board.  The  problem  of  financing  this  credit  is 
discussed  in  paragraphs  78-80  below. 

74.  As  long  as  its  reserves  are  deficient,  the  United  King- 
dom can  ill  afford  to  see  an  expansion  in  the  volume  or  the 
length  of  the  credit  which  has  to  be  given  for  its  exports. 
The  aim  must  be  to  obtain  cash  or  early  payment  for  exports 
wherever  possible.  Much  of  ffie  normal  United 
Kingdom  investment  in  the  Commonwealth  (say  £200  million 
a year  including  Exchequer  grants  and  loans)  is  used  in  pay- 
ment for  exports  from  this  country.  But  the  demands  of 
under-developed  countries  for  capital  goods  are  continually 
increasing  and  it  is  to  the  interest  of  the  United  Kingdom  that 
as  much  finance  as  possible  should  be  made  avaikble  to  these 
countries  from  sources  outside  the  United  S^gdom,  prefer- 
ably on  terms  which  leave  the  borrowers  free  to  admire  the 
goods  from  suppliers  of  their  own  choice. 

75.  There  is,  however,  a world  shortage  of  capital.  More- 
over, tha-e  has  been  a change  in  the  method  by  wWch  finmce 
is  provided  for  projects  which  lead  to  sales  of  capit^  goods 
to  under-developed  countries.  In  earlier  years,  it  was  the 
usual  practice  for  governmental,  municipal,  and  private 
enterprises  in  these  countries  to  finance  loc^  construction 
and  the  purchase  of  capital  equipment  by  issues  of  securities 
Oong-term  loans  or  stock)  in  the  capital  marltets  of  the  world, 
and,  in  particular,  in  London.  The  borrower  was  then  free 
to  spend  ffie  money  where  he  wished.  Moreover,  as  far  as 
United  Kingdom  exports  of  these  goods  were  concerned,  it  is 
probable  that  a substantial  part  of  the  market  was  provided 
by  overseas  concerns  which  at  that  time  were  still  controUed 
in  the  United  Kingdom  and  would  tend,  therefore,  to  regard 
the  United  Kingdom  as  the  natural  source  of  supply  for  their 
eqmpment.  Nowadays,  it  is  only  a smaU  part  of  development 
which  is  financed  by  money  raised  in  international  markets. 
And  during  the  last  twenty  years  there  has,  of  course,  been  a 
large-scale  transfer  to  foreign  control  of  overseas  concerns, 
e.g.  railways. 

76.  The  great  bulk  of  international  finance  for  develop- 
ment is  now  provided  by  the  United  States.  Total  U.S.  long 
term  investment  abroad  rose  in  value  from  $1 1,400  million  in 
1939  to  $43,500  million  in  1956L  Of  the  1956  figure 
$15,200  million  was  U.S.  Government  investment.  The  other 
striking  change  was  in  the  amount  of  direct  investment, 
Whereas  the  rise  in  portfolio  investment  was  from  $4,000 
million  to  $8,000  million  (at  market  values),  direct  investment 
through  foreign  branches  and  subsidiaries  rose  from  $7,000 
million  to  $22,000  million  (at  book  values,  which  are  probably 
less  than  half  of  current  market  values).  Of  this  direct  in- 
vestment, one^third  was  in  Canada  and  one-third  in  Latin 
America.  Nearly  one-third  of  the  total  was  invested  in  the 
petroleum  industry.  2 In  so  far  as  this  direct  investment  led 
to  the  international  purchase  of  equipment,  it  is  likely  to  have 
been  the  U.S.  exporter  who  has  in  most  cases  benefited. 

77.  To  some  extent,  however,  the  facilities  of  the  inter- 
Mtional  capital  market  have  been  replaced  by  those  offered 
by  the  International  Bank  for  Reconstmction  and  Develop- 
ment and  the  U.S.  Export/Inqsort  Bank.  Both  institutions 
provide  finance  for  a period  (10-20  years  for  large  projects) 
which  IS  comparable  to  the  repayment  period  for  a bond 
issue.  The  volume  of  business  undertaken  by  the  Export/ 
Import  Bank  has  been  rising  over  the  last  few  years  and  the 
total  value  of  loans  now  outstanding  is  about  $2,700  million 
These  lo^  are  of  no  direct  benefit  to  United  Kingdom  ex- 
porters since  they  are  tied  to  exports  from  the  United  States. 

(Growth  of  Foreign  Iav«tment : 
Table  1)  and  Statmical  Abstract  of  the  United  Swtes,  1957, 

Tabf^Ynd  Business,  August  1957  (Growth  of  Foreign  Investment : 


Nevertheless,  they  finance  trade  and  development  on  a bigger 
scale  than  would  otherwise  take  place.  Thus  they  are  not 
harmful  to  the  interests  of  the  United  Kingdom’s  export  trade 
as  a whole  and  indeed  in  the  long  run  are  likely  to  benefit  all 
trading  nations  through  the  additional  development  which 
they  promote.  Loans  granted  by  the  International  Bank, 
of  which  there  are  over  $3,100  million  outstanding,  are  not 
tied  to  purchases  from  the  country  providing  the  money 
(either  by  release  of  its  capital  subscription  or  fay  a market 
issue  of  International  Bank  bonds).  In  the  Board’s  opinion, 
the  principle  that  the  proceeds  of  international  loans  should 
be  untied  is  a sound  one,  from  the  point  of  view  not  only  of  the 
recipients  but  also  of  all  trading  countries.  The  international 
Bai^  has,  for  instance,  financed  about  £80  million  of  business 
in  sterling  ; but  of  tMs  sum  only  a third  has  been  provided 
by  file  United  Kingdom  and  most  of  the  rest  has  come  from 
the  U.S.A.  On  the  other  hand,  there  are  limits  to  the  extent 
to  which  many  countries  can  at  present  make  their  currencies 
freely  available  and  if  such  countries  can  provide  additioMl 
capital  only  on  a tied  basis,  it  is  better  that  they  should  provide 
it  in  this  way  than  not  provide  it  at  all. 

78.  Where  an  overseas  buyer  of  capital  goods  cannot 
obtain  ca^  either  from  his  own  or  other  local  resources  or 
from  an  interaational  source,  he  often  looks  to  the  exporter 
for  help.  In  these  circumstances,  credits  of  two  to  five  years 
duration  or  more  from  the  date  of  shipment  are  sought  from 
United  Kingdom  exporters,  who  are  usually  also  the  manu- 
facturers of  the  goods.  W^ere  the  exporter  cannot  himself 
finance  these  credits,  he  seeks  to  obtain  an  advance  from  the 
banks. 

79.  Credit  arrangements  of  this  sort  mean  that  the  capital 
thus  supplied  from  the  United  Kingdom  is  automatically 
linked  to  the  purchase  of  U.K.  goods.  Although,  as  men- 
tioned above,  it  is  generally  to  the  United  Kingdom’s  advan- 
tage to  sell  for  cash,  there  may  be  cases  where  it  is  right  for 
exporters  to  give  credit,  e.g.  where  this  might  result  in  a flow 
of  cash  orders  in  future.  As  far  as  exchange  control  is  con- 
cerned, permission  is  readily  given  to  exporters  offering  credit 
at  their  own  risk.  There  are,  however,  a number  of  objections 
to  the  giving  of  widespread  credit  in  tliis  way.  Although  the 
maximum  terms  which  suppliers  grant  are  much  shorter  than 
those  which  a buyer  would  enjoy  if  he  could  borrow  direct 
from  financial  sources,  the  period  of  accommodation  is 
nevertheless  much  longer  than  manufacturers  normally  expect 
to  have  to  provide.  The  exporter  of  capital  goods  is  prim- 
arily a producer  and  salesman,  and  it  is  a diversion  of  his 
effort  if  he  has  also  to  become  an  expert  in  providing  medium- 
term  finance  for  his  customers.  Bankers  also  tend  to  the 
view  that  medium-term  advances  of  this  sort  are  not  properly 
within  their  field.  In  many  cases  tliey  are  willing  to  provide 
the  facilities  only  when  the  risk  is  covered  by  E.C,G.D.,  i.e. 
when  the  Government  stand  behind  them. 

80.  These  complications  are  sometimes  blamed  for  the  loss 
of  export  business,  but  the  real  difficulty  is  the  overall  shortage 
of  capital  in  the  United  Kingdom.  While  this  shortage 
exists,  there  are  bound  to  be  cases  where  overseas  competitors 
with  more  money  to  invest  capture  business  from  United 
Kingdom  exporters  in  the  credit-hungry  markets.  But  while 
the  total  level  of  demand  remains  high  the  capacity  tous  freed 
in  this  country  is  often  better  used  in  production  for  export  in 
other  directions,  or  for  home  investment,  even  at  the  cost  of 
some  loss  of  commercial  goodwill  in  the  markets  where  busi- 
ness is  foregone. 

81 . Exporters  sometimes  represent  to  the  Board  that  export 
orders  are  being  lost  in  certain  countries  for  which  E.C.G.D. 
will  not  provide  cover  because  the  risk  of  failure  to  pay  over 
the  exchange  is  excessive.  Since  the  war,  inflation  in  various 
countries  has  led  to  demands  for  capital  goods  at  prices  very 
profitable  to  the  supplier,  but  at  the  same  time  it  has  given 
rise  to  an  inability  to  make  payment  in  acceptable  currencies. 
From  the  commercial  standpoint,  the  Board  do  not  regard 
exfwrt  business  of  this  kind  as  worth  fostering  by  Government 
action.  The  risks  would  not  be  accepted  by  private  investors 
even  if  there  were  no  shortage  of  capital,  and  the  mere  fact 
that  the  business  would  swell  the  United  Kingdom’s  export 
figures  does  not  necessarily  make  it  of  national  value. 

82.  Broadly,  the  present  arrangements  seem  to  the  Board 
to  be  as  likely  as  any  other  in  present  conditions  to  ensure  a 
satisfactory  outlay  of  the  limited  capital  available.  The  ex- 
amples of  the  Air  Finance  Corporation  and  Tankers  Finance 
Ltd.  show  that  the  City  will  seek  methods  of  dealing  with 
particular  technical  problems  that  arise  from  time  to  time. 
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Other  Government  Departments  etc. 


If  circumstances  changed  so  that  the  London  market  could 
be  reopened  to  overseas  borrowers,  the  present  somewhat 
artificial  arrangements  could  be  generally  replaced  by  the 
provision  of  capital  on  a long-term  basis  direct  to  overseas 
buyers  and  the  exporter  would  again  be  able  to  concentrate 
on  his  proper  functions. 

B.  Export  Credits  Guarantee  Department 

83.  The  Export  Credits  Guarantee  Department  is  a 
separate  GovCTnment  Department  with  its  own  Parliamentary 
Vote,  and  the  Comptroller-General  is  directly  responsible  to 
die  President  of  the  Board  of  Trade.  The  status  and  organisa- 
tion of  the  Department  are  at  present  under  review  by  a 
separate  committee. 

84.  The  principal  purpose  of  the  Department  is  to  assist 
United  Kingdom  export  or  entrepot  trade  by  providing  in- 
surance on  a self-supporting  basis  to  United  I^gdom  expor- 
ters and  merchants  against  the  main  risks  of  Vandal  loss 
incurred  in  overseas  tradiig.  Liaison  is  maintained  between 
the  Department  and  the  ejqjort  divisions  of  the  Board.  This 
liaison  ensures  that  the  Department  is  kept  fiilly  informed 
of  exporters’  needs  and  given  the  opportunity  of  considering 
whether  additional  forms  of  cover  can  be  devised  to  meet 
them.  It  also  ensures  that  the  export  divisions  are  fully 
aware  of  the  help  whidi  can  be  given  to  exporters  by  the  De- 
partment and  that  the  Department  is  kept  in  toudi  with  over- 
seas developments  relevant  to  its  operations.  In  particular 
the  Department  requires  advice  on  the  question  whether 
entrepot  or  re-export  trade  which  it  might  otherwise  be  ready 
to  guarantee  would  be  detrimental  to  direct  United  Kingdom 
exports. 

85.  Liaison  is  maintained  by  direct  contact  between  those 
branches  of  the  Board  of  Trade  which  are  concmied  with 
exports  to  speciBc  cotintries  and  their  opposite  numbers  in 
the  Department,  and  by  contacts  between  the  general  policy 
branches.  Further,  an  official  of  the  General  Division  of  the 
Board  of  Trade  is  appointed  to  membership  of  the  Depart- 
ment’s Advisory  Council.  Contact  is  also  maintained  in  the 
regions  between  the  Board’s  Regional  Controllers  and  the 
Regional  and  Area  Officers  of  the  Department.  Trade 
Commissioners  and  Commercial  Diplomatic  Officers  are  in 
direct  touch  with  the  Department. 


86.  From  time  to  time  e^orters  represent  to  the  Board 
that  without  some  modification  of  the  Department’s  normal 
terms  for  premia  and  length  of  cover  period,  business  will  be 
lost  to  overseas  competitors.  It  is  desirable  that  the  cover 
provided  should  be  cheap  and  ample.  But  it  is  also  necessary 
that  the  Department  should  pay  its  way  on  a conmercial 
basis  and  not  encourage  unduly  long  terms  of  credit.  TEe 
United  Kingdom  and  its  competitors  have  to  eschew  subsidies 
in  the  e)^ort  guarantee  field  and  to  guarantee  only  those 
terms  of  credit  that  are  appropriate  to  the  goods.  These 
undertakings  are  very  much  in  the  long  term  interests  of 
United  Kingdom  exporters  and  the  Board  of  Trade  would 
not  wish  to  encourage  any  disregard  of  them. 

November,  1957 


Table  I 

CONSUMERS’  EXPENDITURE,  1956 


£ million 

Per  cent 

Total  

13,518 

100 

Food  

4,392 

32 

'Alcoholic  drink  

898 

7 

Tobacco  

935 

7 

Housing  

1,124 

8 

Fuel  and  light  

590 

4 

Clothing  and  Footwear  

1.339 

10 

Durable  goods  

905 

7 

of  which  : — 

Motor  cars  and  motor  cycles. 

new  and  secondhand 

249 

■ 2 

Other  durable  goods 

656 

• 5 

Travel  

492 

4 

Others  goods  and  services 

2,843 

21 

Estimated  hire  purchase  sales* 
included  in  above 

Total  

£ million 
370 

of  which  : — 

Motor  vehicles 

125 

Other  durable  goods 

245 

• After  an  adjustment  to  allow  for  the  same  statistical 
treatment  of  secondhand  goods  as  in  figures  of  consumers 
expenditure. 


Table  n 

PROPORTION  OF  GOODS  SOLD  ON  HIRE  PURCHASE 


Period 

H.P.  sales  as 
per  cent  of 
total  sales 

Furniture  and  furnishings  shops  (1) 
of  which,  ‘ hard  ’ furniture  shops  (1) 

June  1957 

37 

51 

Hardware,  radio  and  electrical  goods  shops  (I) 

25 

of  which,  radio  and  dectrical  goods  shops  (1) 

■29 

Radio  sets  and  radiograms  (2) 

„ 

38 

Television  sets  (2) 

year  ended 
31st  March  1957 

51 

Gas  appliances  (Gas  Council)  (3) 

59 

Electrical  appliances  (Electricity  Boards)  (3) 

year  ended 
31st  March  1957 

55 

New  cars  (4) 

June  1957 

21 

New  Motorcylces  (4) 

43 

New  commercial  vehicles  (4) 

28 

New  tractors  (4) 

14 

(1)  Source: — Board  of  Trade 

(2)  Source  : — British  Radio  Equipment  Manufacturers’  Association 

(h.p.  and  other  credit  sales) 

(3)  Source  : — Annual  Accounts 

(4)  Source  : — H.P.  Information  Ltd.,  and  Ministry  of  Transport  registrations. 

Nora.  Proportions  have  generally  risen  since  hire-ptirchase  restrictions  were  removed 
from  all  goods  in  the  Autumn  of  1958. 
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Statistics  Compiled  by 

A.  External  Trade 

1 . The  primary  statistics  relating  to  the  United  Kingdom 
imports  and  exports  are  compiled  by  H.M.  Customs  and 
Excise.  The  monthly  “ Accounts  relating  to  the  Trade  and 
Navigation  of  the  United  Kingdom  ” are,  howevCT,  presented 
by  the  President  of  the  Board  of  Trade  to  the  House  of  Com- 
mons. Based  on  them  and  on  other  information  supplied 
by  H.M.  Customs  and  Excise,  the  Board  of  Trade  compile 
various  statistical  series,  for  example,  index  numbers  of  the 
value  of  imports  and  exports,  and  index  numbers  of  import 
and  export  prices. 

2.  The  Board  of  Trade  also  compile  various  statistics  based 
on  the  trade  accounts  of  Commonwealth  and  foreign  coun- 
tries, e.g.  reports  on  the  imports  and  exports  of  the  Sterling 
Area  and  on  the  exports  of  manufactures  fay  the  major  ex- 
porting cotmtries. 

B.  Production  Statistics 

3.  In  addition  to  the  annual  census  ofproduction  the  Board 
of  Trade  collect  monthly  or  quarterly  statistics  of  output  etc. 
from  a wide  range  of  manufacturing  industry  covering  broadly 
Orders  IV,  VI — XII,  and  XIV — XVI  of  the  Standard  Indus- 
trial Classification.  The  figures  are  collected  both  as  a record 
of  conditions  in  particular  industries  and  as  part  of  a general 
assessment  of  the  economic  situation. 

4.  The  most  important  of  the  general  economic  uses  is  as 
a contribution  to  the  Index  of  Industrial  Production.  The 
form  in  which  information  is  collected  varies  from  industry  to 
industry.  Output  figures  may  be  collected  as  statistics  of 
production,  deliveries  or  sales,  and  for  a number  of  industries 
information  is  also  collected  about  orders  and  stocks.  In 
particular  a good  deal  of  information  is  collected  about  the 
stocks  of  particular  industrial  materials.  The  collection  of 
statistics  on  output  is  at  present  being  modified  with  a view  to 
abolishing  certain  returns,  to  instituting  new  statistics  where 
they  are  needed  to  provide  a reasonably  complete  picture 
of  production  and  to  giving  monthly  figures  for  all  important 
series.  At  present  some  150  monthly  inquiries  are  sent  out  by 
the  Board  to  4,200  firms  and  115  quarter^  ones  to  17,300 
firms. 

5.  In  some  industries,  including  the  cotton,  wool,  and  non- 
ferrous  metal  industries,  the  Board  do  not  themselves  collect 
information  direct  from  firms  as  this  is  done  by  some  other 
institution  on  behalf  of  the  industry,  viz.,  the  Cotton  Board, 
the  Wool  Industry  Bureau  of  Statistics  and  Ae  British  Bureau 
of  Non-ferrous  Metal  Statistics. 

G.  Distributive  and  Service  Trades 

6.  Distribution  Censuses.  Basic  statistical  material  cover- 
ing the  wholesale,  retail  and  related  service  trades  was  coUected 
in  the  Census  of  Distribution  and  Other  Services  for  1950.  A 
similar  census,  on  a sample  basis  and  excluding  the  wholesale 
trades,  is  being  taken  in  1958  covering  business  in  the  year 
1957. 

7.  Short-term  Statistics.  In  addition  to  information  on 
capital  expenditure  and  stocks  (which  is  mentioned  telow) 


ANNEX 

THE  Board  of  Trade 

the  follovring  monthly  or  quarterly  statistics  are  collected  from 
the  distributive  and  service  trades  : — 

(а)  Retailers'  Sales.  A monthly  series,  showing  trends  in 
the  value  of  sales  for  retailers  of  different  types  and  in 
different  kinds  of  business.  Information  is  also  given 
for  the  sales  of  different  departments  of  department 
stores. 

(б)  Sales  on  Credit  Terms.  The  statistics  which  cover 
credit  business  (see  below)  include  the  collection  from 
retailers  dealing  mainly  in  household  goods  (e.g. 
furniture,  radio  and  electrical  goods,  cycles)  of  the 
amount  of  their  credit  sales  each  month. 

(c)  Film  Distribution.  A quarterly  series  showing  cinema 
attendances  and  receipts  by  size  of  cinema  and  region, 
supplemented  by  an  annual  inquiry  into  the  aUocation 
of  gross  takings.  There  is  also  an  annual  series  show- 
ing receipts  of  film  renters. 

(d)  Merchants.  Information  is  coUected  monthly  or 
quarterly  from  merchants  holding  stocks  of  certain 
major  industrial  materials,  e.g.  timber,  about  their 
sales  and  stocks. 

D.  Investment  and  Financial  Statistics. 

8.  The  statistics  included  here — ^fixed  investment,  stocks, 
hire-purchase  and  the  financial  opCTations  of  companies — are 
described  in  Part  II  of  the  main  memorandum. 

£.  Miscellaneous. 

9.  Other  important  statistical  SCTies  compiled  by  the  Board 
are  : — 

(а)  Index  numbers  of  Wholesale  Prices.  Index  numbers 
of  wholesale  prices,  showing  the  development  since 
1949  of  prices  of  all  the  principal  raw  materials  and 
United  Kingdom  manufactures.  Sector  indices  are 
also  compiled  showing  price  movements  of  materials 
used  by,  and  of  the  output  of,  broad  industrial  groups. 

(б)  Passenger  Movement  and  Tourist  Statistics.  Informa- 
tion is  compiled  by  the  Board  from  various  sources 
regarding  the  number  of  persons  travelling  to  and  from 
the  United  Kingdom  ; some  information  is  derived 
about  migrants  and  tourists. 

(c)  Industrial  Building.  Information  on  the  number  and 
area  of  new  industrial  boUdings  and  extensions  to 
existing  industrial  biuldings  over  5,000  square  feet 
which  becomes  available  in  connection  with  the  issue 
of  Industrial  Development  Certificates  by  the  Board 
und^  the  Town  and  Country  Planning  Act,  1947,  is 
regularly  published. 

10.  Other  Statistics.  Certain  other  statistical  information 
is  made  available  in  connection  with  statutory  duties  laid  upon 
the  Board  ; for  example,  the  administration  of  the  Companies 
Act,  1948  results  in  an  annual  report  giving  details  of  changes 
in  the  Companies’  Registers. 

November,  1957. 


The  following  supplementary  notes  were  submitted  in  February  1959  at  the  request  of  the  Committee. 

Forward  Investment  Prospects 


1.  The  Board  of  Trade’s  quarterly  enquiry  into  capital 
expenditure  was  described  very  broadly  in  paragraphs  38-40 
of  the  Board’s  memorandum  of  November,  1957.  Since  that 
date  there  have  been  some  changes  and  extensions  directed 
towards  increasing  the  coverage  of  the  figures  and,  it  is  hoped, 
their’rdiability  : these  are  still  being  made  and  in  the  next 
few  months  it  is  hoped  that,  with  the  co-operation  of  more 
firms,  improvement  will  be  made  throughout  the  distributive 
and  service  sectors  where  the  enquiry,  as  noted  in  the  memor- 
andum, is  rather  weak.  Estimates  of  expenditure  in  a-  past 
quarter  are  published,  op  a ^ovisional  basis,  within  2i  months 
of  the  end  of  the  quarter. 


2.  bur  practice  in  collecting  information  about  capital 
ekpraditure  intMitions  is  to  adopt  rather  different  procedures 
for  companies  engaged  principsdly  in  manufacturing  and  for 
companies  in  other  industries.  Companies  in  manufacturing 


industries  are  asked  to  co-operate  on  three  successive  occa- 
sions. At  the  end  of  May  we  ask  for  their  expected  expendi- 
ture in  the  nect  calendar  year  ; the  results  of  this  approach 
are  available  to  the  Government  at  the  end  of  August  and 
provisional  and  final  results  are  published  fairly  soon  after- 
wards in  the  Board  of  Trade  Journal.  A fiarther  approach  is 
made  at  the  end  of  October  asking  again  for  capital  expendi- 
ture plans  for  the  coming  calendar  year.  This  enables  a more 
up-to-date  estimate  of  expenditme  in  the  coming  year  to  be 
made  in  January  of  that  year.  This  second  approach  is  re- 
garded as  likely  to  provide  a better  forecast  tl^  the  earlier 
approach  in  that  the  completion  of  the  Board’s  questionnaire 
very  often  coincides  with  the  time  when  fairly  &rm  <icisions 
on  next  year’s  capital  budget  are  taken  by  boards  of  companies. 
The  third  approach  is  made  in  May  of  the  year  concerned 
asking  for  a figure  of  the  expected  expenditure  during  that 
year  simultaneously  with  the  first  request  for  figures  for  the 
next  calendar  year, 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


240 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Contmued"] 


Other  Government  DEPAR-mENTS  etc. 


3.  This  three-fold  approach  is  confined  to  companies  in 
manufacturing  industries  ; companies  in  the  distributive  and 
service  trades  sector  are  approached  for  the  first  time  at  the 
end  of  October  for  expenditure  in  the  coming  year.  An  ap- 
proach as  early  as  May  is  not  made,  for  we  think  that  the  early 
budgeting  of  a coming  year’s  capital  ej5)enditure  is  not  such 
common  practice  for  companies  in  this  sector  as  it  has  proved 
to  be  for  companies  in  manufacturing  industry;  but  we  may 
consider  this  again. 

4.  By  and  large,  the  Board  believe  that  this  kind  of  pro- 
gramme of  collecting  capital  expenditure  estimates  represents 
both  for  the  Board  and  for  the  contributors  a fairly  reasonable 
and  practicable  operation.  The  results  which  it  gives  have 
in  the  aggregate  been  found  by  comparison  with  actual  expen- 
diture to  be  fully  worthwhile  ; though  as  noted  in  paragraph 
39  of  the  memorandum  of  November  1957  confidence  in 
forecasts  is  necessarily  qualified  because  of  the  discrepancies 
between  out-turn  and  forecasts  for  individual  companies. 

5.  The  existence  of  these  discrepancies  for  expenditure 
which  is  likely  to  be  as  closely  controlled  as  capital  outlay  in 
the  calendar  year  ahead  must  raise  doubts  about  the  predictive 
value  of  forecasts  into  the  more  distant  future.  Systematic 
information  about  future  capital  expenditure  over  a number 
of  years  is,  of  course,  prepared  by  many  larger  companies, 
Large  projects  can  span  a number  of  years  and  it  is  often 
necessary  to  consider  the  phasing  of  a programme  if  only  to 
review  and  determine  the  methods  of  financing  it. 

2 Statistics  of 

1 . The  statistics  on  the  income  and  finance  of  quoted  com- 
panies now  prepared  by  the  Board  of  Trade  are  in  continua- 
tion of  the  work  initiated  by  the  National  Institute  of  Economic 
and  Social  Research  which  compiled  figures  for  the  years 
1949-1953.  Since  the  Board  did  not  take  over  the  work  until 
the  end  of  1956,  its  first  task  has  been  to  process  the  backlog 
of  figures  that  had  arisen  since  1953,  and  it  is  expected  that, 
at  the  end  of  this  year,  the  Board  will  be  as  up-to-date  as  the 
delays  in  publication  of  accounts  permit.  The  need  to  pro- 
cess the  acTOunts  for  past  years  has  inevitably  made  the 
figures  less  timely  than  they  will  be  in  the  future  and  detracted 
from  their  usefulness  as  a help  in  interpreting  current  ^airs. 

2.  The  potential  usefulness  and  interest  of  the  figures 
seems,  however,  to  be  exemplified  by  the  use  made  of  them  in 
the  article  on  “ Company  Finances  after  the  Boom  ” by  S.  J. 
Prais  (t)  and  “ Comments  on  Company  Finance  ” by  R.  F. 
HendCTSon  2 but  we  think  that  there  has  not  yet  been  sufficient 
experience  of  the  figures  and  in  particular  of  up-to-date 
figures  to  obtain  the  maximum  benefit  from  them. 

3.  A number  of  developments  in  these  statistics  are  in 
train  which  should  make  them  more  valuable.  Further 
analysis  of  the  results  are  to  be  made,  beginning  with  analyses 
by  size  of  company.  This  work  is  to  be  put  on  the  electronic 
computer  as  soon  as  it  can  be  programmed  and  this  should 
allow  ^ earlier  publication  of  results  and  a more  extended 
analysis  of  Aem.  The  Board  also  intends,  in  the  first  place 
on  ^ experimental  basis,  to  process  separately  the  accounts 
ending  in  each  calendar  quarter. 

4.  In  order  to  make  these  statistics  more  representative 
and  to  throw  light  on  the  differing  financial  experience  of 

3.  Information 

1.  The  Board  of  Trade  and  othw  Departments  receive 
information  about  the  order  books  of  a number  of  industries 
which  produce  goods  mainly  against  customers’  orders.  For 
the  most  part  this  information  is  given  to  the  Government  in 
confidence.  T^re  are  several  reasons  why  individual  indus- 
fries  may  not  wish  statistics  of  orders  to  be  generally  disclosed. 
Some  fear  that  fluctuations  in  the  placing  of  orders,  and  in- 
toectly  therefore  in  production,  may  well  be  exaggerated 
if  figures  are  published  revealing  actual  fluctuations  in  orders, 
which_  can  be  considerable.  Many  industries  have  called 
attention  to  the  likelihood  that  order  statistics  may  mislead 
as  much  as  enlighten  unless  they  are  interpreted  with  the 
^eat«t  care.  In  p^icular  many  industries  stress  that  the 
size  of  order  books  gives  no  reliable  guide  to  likely  movements 


1 TAe  JanArer— August,  1958. 

2 Lloyds  Sank  Review — Jaaqaiy,  1959, 


6.  Information  of  this  kind  looking  to  the  longer  term_  has, 
however,  a number  of  weaknesses  as  a soiuce  of  statistics 
about  future  investment.  First  is  the  unrepresentativeness 
of  the  large  companies  which  draw  up  systematic  Capital  bud- 
gets for  a numbCT  of  years  ahead.  Moreover,  long  term 
programmes  are  necessarily  incomplete  records  of  future 
spending,  for  complete  plans  do  not  exist  for  the  more  remote 
years.  The  result  is  that  expected  investment  derived  from 
this  kind  of  information  presents  the  illusion  of  decline  over 
the  years.  Plans  are  more  liable  to  change  the  further  into 
the  future  they  extend  so  that  the  predictive  value  of  the 
figures  may  be  low. 

7.  It  is  possible  that  information  on  these  longer  term  plans 
could  be  used  as  indicators  of  the  present  state  of  business 
expectations.  A better  and  more  sensitive  guide  of  expecta- 
tions, howevCT,  may  be  obtained  from  answers  to  the  kinds  of 
questions  included  in  the  recently  instituted  economic  enquiries 
of  the  Federation  of  British  Industries.  In  these  enquiries 
companies  have  been  asked  to  compare  very  broadly  authori- 
sations of  capital  expenditure  ejqiected  in  the  year  ahead  with 
the  amounts  authorised  in  the  past  twelve  months.  Qualita- 
tive questions  of  this  kind  can  tmdoubtedly  be  answered  by  a 
more  representative  sample  of  companies  than  give  reasonably 
comprehensive  quantitative  information  about  their  long  term 
plans  ; and  to  this  extent,  therefore,  seem  likely  to  provide  a 
better  assessment  of  cunent  business  sentiment  in  respect 
of  long  term  expenditure  intentions. 

2nd  February,  1959. 

Company  Finance 

companies  differently  circumstanced,  the  Board  are  preparing 
to  extend  this  analysis  to  cover  the  remaining  companies 
whose  accounts  are  lodged  with  the  Registrar  of  Companies — 
i.e.  to  all  companies  other  than  private  companies  exempt 
from  the  obligation  to  file  annual  accounts.  Sampling  meth- 
ods will  have  to  be  employed.  The  Board  is  discussing  with 
other  Departments  what  it  may  be  possible  and  practicable 
to  do  to  obtain  similar  information  about  private  exempt 
companies. 

5.  Apart  from  the  development  of  these  statistics,  the  Board 
has  had  preliminary  discussions  with  industry  about  the 
coUection  of  information  about  financial  transactions  both 
on  current  and  capital  account  between  on  the  one  hand 
British  companies  and  their  overseas  branches,  subsidiaries 
and  affiliates,  and  on  the  other  overseas  companies  and  ^eir 
British  branches,  subsidiaries  and  affiliates.  This  information 
is  designed  to  improve  our  information  on  the  United  King- 
dom’s overseas  accounts  and  about  the  capital  formation 
of  this  country  through  overseas  investment.  The  insurance 
industry  has  also  been  informed  that  the  Board  with  the  Bank 
of  England  would  welcome  the  opportunity  of  discussing 
whether  corresponding  information  can  be  secured  for  in- 
surance institutions. 

6.  This  information,  which  is  of  great  interest  in  its  own 
right,  would  at  the  same  time  improve  the  statistics  of  the 
Balance  of  Payments  and  make  possible  better  analyses  of  the 
company  account  data,  which  in  the  case  of  groups  with  over- 
seas int^ests  consolidate  the  accounts  of  their  overseas  sub- 
sidiaries in  their  returns. 

IndFebruary,  1959. 

About  Orders 

in  production,  for  the  reason  that  orders  may  be  for  early, 
late  or  unspecified  delivery  dates,  orders  may  be  of  varying 
degrees  of  firmness  and  some  can  be  cancelled  if  confidence 
weakens. 

2.  These  disadvantages  attached  to  publication  would  no 
doubt  be  less  marked  if  the  statistics  published  related  to 
broad  fields  of  activity  or  large  groups  of  products.  It  is  in 
this  kind  of  summarised  form  that  the  statistics  which  are 
collected  might  be  of  the  most  value  to  those  concerned  with 
economic  affairs,  for  statistics  of  orders  are  of  importance  as 
indicators  of  changing  expectations.  Their  value  in  this 
connection  would  not  be  seriously  affected  by  the  absence  of 
figures  for  those  industries  (to  a great  extent  those  producing 
consume  goods)  which  mainly  manufacture  for  stock.  In- 
deed this  omission,  and  the  general  character  of  order  figures, 
might  make  them  even  more  useful,  because  fairly  sensitive, 
indicators. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


241 


10.  Board  of  Trade 


[Continued 


3.  The  Board  has  recently  been  extending  the  coverage 
of  order  book  statistics  to  include  several  important  industries 
for  which  information  has  not  hitherto  been  available,  and 
improving  both  statistics  of  orders  and  of  production  for 
other  industries.  Necessarily  there  must  be  an  interval  before 
new  statistical  series  can  be  established  and  added  to  existing 


information.  The  Board,  hope,  however,  that  it  will  be  pos- 
sible to  publish  figures  for  broad  industry  and  commodity 
groups,  and  from  their  own  experience  they  would  expect 
this  information  to  be  useful. 

2nd  February,  1959 


4.  Hire  Purchase  Controls 


1.  In  mid-September,  1958,  the  statutory  restrictions  on 
hire  purchase  were  relaxed!  and  at  the  end  of  October  with- 
drawn completely.  2 Both  steps  were  taken  against  a back- 
ground of  easier  credit  conditions.  Each  was  Sso  separately 
influenced,  however,  by  pressure  of  the  kind  of  consid^ations 
already  outlined  in  the  Board’s  earOer  evidence. 

(0  The  relaxation  in  September  abolished  the  controls  on 
certain  goods  and  reduced  the  initial  down  payment 
on  most  others. 

It  was  first  considered  because  of  the  sluggish  condi- 
tions, accompanied  by  increasing  unemployment,  in 
certain  industries  ; in  particular,  those  producing 
furniture  and  to  a lesser  extent,  bicycles,  motor  cycles, 
commercial  vehicles  and  gas  cookers.  For  various 
reasons  each  of  these  industries  was  lely^  heavily  on 
home  markets  and  each  attributed  a significant  part 
of  its  difficulties  to  the  controls.  It  is  still  too  early 
to  tell  whether  the  upturn  in  business  (and  in  the  case 
of  the  furniture  industry,  also  in  employment)  which 
followed  the  withdrawal  of  control  from  these  goods 
wholly  confirms  these  arguments  or  whether  the  argu- 
ments took  too  little  account  of  dianges  in  consumer 
taste  ; but  there  is  now  an  opportunity  for  all  these 
industries  to  judge  the  position  very  much  more 
clearly. 


{ii)  The  final  abolition  of  all  hire  purchase  and  hiring  con- 
trols in  October  closely  followed  the  relaxation  of 
control  over  capital  issues  and  total  bank  advances 
and  also  the  innovations  in  bank  credit  for  consumers 
with  the  introduction  of  the  joint  stock  banks’  personal 
loan  schemes. 


By  their  nature,  the  controls  never  included  all  possible 
sources  of  credit  for  the  consumer.  With  easier  bank 
credit  and  the  introduction  of  personal  loan  schemes, 
, however,  an  important  class  of  customers  was  immedi- 
. ately  put  in  a position  to  obtain  goods  with  borrowed 
money  without  any  legal  obligation  to  observe  the  hire 
purchase  control.  This  also  meant,  3 that  easier  bank 
credit  would  be  taking  up  some  business  which  would 
otherwise  have  gone  to  finance  houses  and  others  which 
were  still  not  free  to  offer  potential  customers  uncon- 
trolled terms  unless  they  turned  to  simple  loans — ^which 
some  of  them  did.  As  a result,  it  became  necessary 
' to  consider  whether  there  were  any  grounds  which 
would  justify  the  operation  of  the  hu'e  purchase  control 
when  other  restraints  had  been  removed.  The  con- 
‘ elusion  reached  was  that  the  control  should  be  with- 
• drawn  completely. 

2nd  February  1959 


loved  control  Rom  hire  puichue  and  credit  sale 


1.  S.1.1958  No-  15J2  re 

of  capital  goods,  agricultural  equipment,  and  certain  heavy  vehiclea  ; 
also  certain  consumer  durables  of  which  the  most  important  were  furniture, 
motor  cycles  and  bit^eles.  cookers  and  water  heaters.  It  standardised 
the  deposit  on  the  remaining  controlled  goods  et  : these  included 

radio  and  television  sets,  cars  and  domestic  electric^  appliances.  S.I. 
1938  No.  1513  reduced  the  initial  down  payment  under  rental  agreements 
fkom  the  first  nine  months  to  the  first  four. 

2.  S.I.S  1958  Nos,  1771  and  1772. 

3.  This  was  apparently  confirmed  by  subse^ent  evidence.  New  registra- 
tions for  motor  cars  in  September  and  October  (usually  ushering  in  a 
fairly  slack  season)  rose  sharply  in  1958.  Hire  purchase  contracts,  how- 
ever, fell  back  from  of  new  sales  in  August  to  14%  and  18% 
respectively  in  these  two  months.  In  November  die  increase  in  hire 
purchase  contracts  over  the  previous  month  more  than  accounted  for  the 
corresponding  rise  in  new  registrations  and  took  up  28%  of  new  sales. 

“ ting  of  a £47  _ra.  fisein  personal  and 


November,  1958. 


and  the  and  of 
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1.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  GOVERNOR  OF  THE  COMMONWEALTH 
BANK  OF  AUSTRALIA 


Question  l! 

How  far,  in  your  country,  are  the  responsibilities  of 
a " monetary  authority  ” divided  between  the  Central 
Sank  and  the  Executive  Government;  what  measure 
of  independence  does  the  Central  Bank  enjoy  in  its 
performance  of  Us  responsibilities;  and  what  arrange- 
mentSi  constitutional  or  administrative,  govern  co- 
ordination of  policy  between  Central  Bank  and 
Executive  ? 

1.  The  role  of  a monetary  authority  in  Australia  has  to  be 
interpreted  in  the  setting  of  a federal  constitution  and  a 
federal  constitution  in  which  enumerated  powers  are  con- 
ferred on  the  Federal  Commonwealth  and  residuary  powers 
remain  with  the  federating  States. 

2.  The  financial  relationships  between  the  Common- 
wealth and  the  States  under  the  Commonwealth  Consti- 
tution are  complex  and  any  Commonwealth  monetary 
authority  necessarily  must  find  itself  in  a delicate  situation. 

3.  The  source  of  the  Commonwealth’s  direct  legislative 
monetary  power  is  the  Commonwealth  of  Australia  Consti- 
tution Act,  1900  (63  and  64  Viet.  C.  12)  and  in  particular 
s.  51  placita  (xii),  (xiii),  (XVI)  and  (XXXIX).  These 
provide  : 

“ S.  51.  The  Parliament  shall,  subject  to  this  Constitution, 
have  power  to  make  laws  for  the  peace,  order  and  good 
government  of  the  Commonwealth  with  respect  to; — 
(xii)  Currency,  coinage,  and  legal  tender. 

(xiii)  Banking,  other  than  State  banking;  also  State 
banking  extending  beyond  the  limits  of  the  State 
concerned,  the  incorporation  of  banks,  and  the 
issue  of  paper  money. 

(XVI)  Bills  of  exchange  and  promissory  notes. 

(XXXIX)  Matters  incidental  to  the  execution  of  any  power 
vested  by  this  Constitution  in  the  Parliament  or 
in  either  House  thereof,  or  in  the  Government  of 
the  Commonwealth,  or  in  the  Federal  Judicature, 
or  in  any  department  or  officer  of  the  Common- 
wealth.” 

These  powers  are  concurrent  with  residuary  powers  of  the 
States  but  provision  is  made  for  inconsistency  in.  s.  109 
as  follows; 

“ S.  109.  When  a law  of  a State  is  inconsistent  with  a law 
of  the  Commonwealth,  the  latter  shall  prevail,  and  the 
former  shall,  to  the  extent  of  the  inconsistency,  be 
invalid.” 

4.  The  Commonwealth  Parliament  exercised  its  bills  of 
exchange  and  coinage  powers  in  1909  and  legislation  on  these 
subjects  is  now  contained  in  the  Bills  of  Exchange  Act 
1909 — 1936  and  the  Coinage  Act  1909 — 1947.  It  secured 
dominance  for  Treasury  notes  by  the  Bank  Notes  Tax  Act 
1912  and  first  exercised  its  banldng  power  in  1911  when  it 
established  the  Commonwealth  Bank  of  Australia. 

5.  The  addition  of  note  issue  and  specialised  functions 
to  its  objects  and  the  incidence  of  two  World  Wars  and 
the  depression  in  the  early  thirties  contributed  to  the 
evolution  of  the  Commonwealth  Bank  of  Australia  as 
the  Central  Bank  for  Australia  by  1945.  Its  powers  and 
functions  are  now  set  out  in  the  Commonwealth  Bank  Act 
1945 — 1953  and  the  Banking  Act  1945 — 1953.  Within  the 
terms  of  that  legislation,  the  Commonwealth  Bank  of 
Australia,  in  its  Central  Bank  capacity,  is  the  federal  monetary 
authority  in  Australia. 

6.  The  general  functions  of  the  Commonwealth  Bank  of 
Australia  and  its  powers  are  enumerated  particularly  in 
ss.  8,  29,  30  and  31  of  the  Commonwealth  Bank  Act  1945- 
1953  as  follows: 

“ S.  8.  It  shall  be  the  duty  of  the  Commonwealth  Bank, 
within  the  limits  of  its  powers,  to  pursue  a monetary  and 
banking  policy  directed  to  the  greatest  advantage  of  the 
people  of  Australia,  and  to  exercise  its  powers  under 
this  Act  and  the  Banking  Act  1945  in  such  a manner  as, 
in  the  opinion  of  the  Ba^,  will  best  contribute  to — 

(a)  the  stability  of  the  cunency  of  Australia; 

(b)  ' the  maintenance  of  full  employment  in  Australia; 

and 

(c)  the  economic  prosperity  and  welfare  of  the  people 

■of  Austr^ia,”  


“ S.  29.  The  Commonwealth  Bank  shall  act  as  a central 
bank.” 

“ S.  30.  The  Commonwealth  Bank  shall,  in  so  far  as  the 
Commonwealth  requires  it  to  do  so,  act  as  banker  and 
financial  agent  of  the  Commonwealth.” 

“S.  31.  The  Commonwealth  Bank  shall  have  power  to 
carry  on  the  business  of  a central  bank  and  shall,  for 
that  purpose  and  without  limiting  the  generality  of  the 
foregoing,  have  power,  in  addition  to  any  other  powers 
conferred  on  it  by  this  Act — 

(a)  to  regulate  the  note  issue  in  accordance  with 
Part  VI  of  this  Act; 

(b)  to  receive  money  on  deposit; 

(c)  to  borrow  money; 

(d)  to  lend  money; 

(e)  to  buy,  sell,  discount  and  re-discount  bills  of 
exchange,  promissory  notes  and  Treasury  bills; 

(f)  to  buy  and  seU  securities  issued  by  the  Government 
of  ffie  Commonwealth  and  other  securities; 

(g)  to  buy,  sell  and  otlierwise  deal  in  foreign  currency, 
specie,  gold  and  other  precious  metals; 

(h)  to  establish  credits  and  give  guarantees ; 

(i)  to  issue  bills  and  drafts  and  effect  transfers  of 
money; 

G)  to  underwrite  loans; 

(k)  to  acquire  and  hold  land  on  any  tenure;  and 

(l)  to  do  anything  incidental  to  any  of  its  powera.” 

7.  The  Act  provides  for  a Governor  who  is  to  manage 
the  Bank,  a Deputy  Governor,  both  appointed  by  the 
Governor-General,  and  a Commonwealth  Bank  Board  com- 
prising the  Governor,  Chairman,  the  Deputy  Governor, 
Deputy  Chairman,  the  Secretary  to  the  Department  of  the 
Treasury  and  seven  other  members  appointed  by  the 
Governor-General  of  the  Commonwealth.  Of  the  seven 
other  members  at  least  five  are  to  be  persons  who  are  not 
officers  of  the  Bank  or  of  the  Public  Service  of  the  Common- 
wealth. Six  members,  of  whom  the  Chairman  or  Deputy 
Chairman  s^ll  be  one,  constitute  a quorum,  questions  arising 
are  to  be  decided  by  a majority  of  members  present  and 
voting,  the  member  presiding  having  a deliberative  vote  and 
in  event  of  equality  a casting  vote. 

8.  The  Board  has  power  to  determine  the  policy  of  the 
Commonwealth  Bank  in  relation  to  any  matter  and  to  take 
such  action  as  is  necessary  to  ensure  that  effect  is  given  to 
the  policy  so  determined.  A Commonwealth  Trading  Bank 
and  a Commonwealth  Savings  Bank  are  also  established 
under  Commonwealth  Bank  legislation  and  the  Board  has 
like  powers  in  relation  to  the  policies  of  those  Banks. 

9.  The  Governor  and  Deputy  Governor  are  to  hold 
office  during  good  behaviour  for  a period  not  exceeding  seven 
years  and  are  eligible  for  re-appointment.  An  appointed 
Board  member,  who  is  an  officer  of  the  Bank  or  of  the  Public 
Service,  holds  office  during  the  pleasure  of  the  Governor- 
General.  Other  appointed  members  hold  office  during  good 
behaviour,  are  appointed  for  staggered  periods  of  five  years 
and  are  eligible  for  re-appointment.  Provision  is  made  for 
the  vacation  of  office  by  the  Governor  and  Deputy  Governor 
on  grounds  only  of  engaging  in  other  paid  employment, 
baniouptcy  and  permanent  incapacity  and  by  other  Board 
members  (other  than  the  Secretary  to  the  Treasury)  on 
grounds  of  bankruptcy,  absenteeism  and  permanent 
incapacity. 

10.  No  Governor,  Deputy  Governor  or  Board  member 
has  been  removed  from  nor  vacated  office  under  these  pro- 
visions. The  present  Governor  and  Deputy  Governor  have 
been  re-appointed  for  maximum  terms  and  Board  members 
have  ^so  b«n  re-appointed.  One  officer  of  the  Bank  was 
appointed  a Board  member  but  no  officer  of  the  Public 
Service  of  the  Commonwealth  has  been  so  appointed. 

11.  Provision  was  first  made  for  differences  of  opinion 
on  questions  of  policy  between  the  Bank  and  the  Treasurer 
in  1945  and  when  a Board  was  re-established  in  1951,  these 
provisions  were  elaborated  so  as  now  to  appear  as  s.  10  in 
these  terms: 

“ S.  10.  (1.)  The  Board  shall,  from  time  to  time,  inform 
the  Government  of  the  monetary  and  banking  policy  of 
the  Commonwealth  Bank  and  of  the  banking  policy  of 
the  Trading  Bank. 
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(2.)  In  the  event  of  a difference  of  opinion  between 
the  Government  and  the  Board  as  to  whether  any  policy 
referred  to  in  the  last  preceding  sub-section  is  directed 
to  the  greatest  advantage  of  the  people  of  Australia,  the 
Treasurer  and  the  Board  shall  endeavour  to  reach 
agreement. 

(3.)  If  the  Treasurer  and  the  Board  are  unable  to 
reach  agreement,  the  Board  shall  forthwith  furnish  to 
the  Treasurer  a statement  in  relation  to  the  matter  in 
respect  of  which  the  difference  of  opinion  has  arisen. 

(4.)  The  Treasurer  may  then  submit  a recommenda- 
tion to  the  Governor-General,  and  the  Governor- 
General,  acting  with  the  advice  of  the  Federal  Executive 
Council,  may,  by  order,  determine  the  policy  to  be 
adopted  by  the  Commonwealth  Bank  or  the  Trading 
Bank,  as  the  case  may  be. 

(5.)  The  Treasurer  shall  inform  the  Board  of  the 
policy  so  determined  and  shall  at  the  same  time  inform 
the  Board  that  the  Government  accepts  responsibility 
for  the  adoption  by  the  Commonwealth  Bank  or  by  the 
Trading  Bank,  as  the  case  may  be,  of  that  policy  and  will 
take  such  action  (if  any)  within  its  powers  as  the 
Government  considers  to  be  necessary  by  reason  of  the 
adoption  of  that  policy. 

(6.)  The  Board  shall  thereupon  give  effect  to  the 
policy  determined  by  the  order  and  shall,  if  the  order  so 
requires,  continue  to  give  effect  to  that  policy  while  the 
order  remains  in  operation. 

(7.)  The  Treasurer  shall  cause  to  be  laid  before  each 
House  of  the  Parliament,  within  fifteen  sitting  days  of 
that  House  after  the  Treasurer  has  informed  the  Board 
of  the  policy  determined  under  sub-section  (4)  of  this 
section — 

(a)  a copy  of  the  order  determining  the  policy; 

(b)  a statement  by  the  Government  in  relation  to  the 
matter  in  resp^  of  which  the  difference  of  opinion 
arose;  and 

(c)  a copy  of  the  statement  furnished  to  the  Treasurer 
by  the  Board  under  sub-section  (3)  of  this  section.” 

12.  Further  in  1951,  provision  was  made  for  liaison 
between  the  Governor  and  the  Treasury  as  follows : 

“ S.  12.  The  Governor  and  the  Secretary  to  the  Depart- 
ment of  the  Treasury  shall  establish  a close  liaison  with 
each  other  and  shall  keep  each  other  fully  informed  on 
all  matters  which  jointly  concern  the  Commonwealth 
Bank  or  the  Trading  Bank  and  the  Department  of  the 
Treasury.” 

13.  In  fact  to  date  no  situation  has  arisen  calling  for  the 
implementation  of  sub-sections  (3.)  to  (7.)  of  s.  10.  On  the 
other  hand,  there  has  in  fact  been  close  liaison  between  the 
Governor  and  the  Secretary  to  the  Treasury.  In  addition, 
there  is  also  a good  deal  of  informal  discussion  between  the 
Governor  and  the  Treasurer  and,  on  some  occasions,  between 
the  Governor  and  Cabinet  or  groups  of  Ministers. 

14.  The  legislative  provisions  speak  for  themselves. 
Almost^  inevitably  as  it  is  to  be  expected,  there  have  been 
shades  in  opinion  and  variation  in  emphasis,  but  history  to 
the  present  demonstrates  that  any  internal  differences  have 
been  resolved  by  discussion  and  negotiation  without  impair- 
ing the  degree  of  autonomy  conferred  by  the  Act  on  the  Bank. 

15.  It  is  to  be  noted  that  the  Governor-General  is  the 
licensing  auaority  mder  the  Banking  Act  for  the  carrying 
on  of  banking  business  and  the  Governor-General  is  the 
responsible  authority  for  the  period  of  operation  of  gold  and 
exchange  control  provisions  of  the  Banking  Act, 

16.  In  addition,  there  are  some  legislative  provisions 

involving  direct  intervention  by  the  Treasurer 

(a)  superannuation  rules  for  the  Bank  staff  are  subject 
to  the  Treasurer’s  approval; 

Cb)  persons  desiring  to  carry  on  any  banking  business 
as  distinct  from  the  general  business  of  banking 
may  be  exempted  by  the  Treasurer  from  the  pro- 
visions of  the  Banking  Act; 

(c)  the  interest  payable  on  Special  Account  balances  is 
subject  to  the  Treasurer’s  approval; 

(d)  bank  interest  rates  control  is  subject  to  the 
Treasurer’s  approval; 

(e)  the  grant  of  authorities  and  exemptions  by  the 
Commonwealth  Bank  under  the  foreign  exchange 

regulations  is  subject  to  any  directions  of  the 

Treasurer; 


(f)  banks  may  be  exempted  by  the  TreasurCT  from  the 
statutory  obligations  relating  to  balance  sheets  and 
financial  statements; 

(g)  amalgamations  by  banks  are  subject  to  the  consent 
of  the  Treasurer; 

(h)  the  Treasurer  may,  on  the  recommendation  of  the 
Commonwealth  Bank,  direct  the  Auditor-General 
to  make  an  investigation  of  the  books,  accounts 
and  transactions  of  a bank; 

(i)  the  Treasurer  may  specify  days  as  bank  holidays; 

(j)  statements  by  banks  on  unclaimed  moneys  are  made 
to  the  Treasurer; 

(k)  the  Treasurer’s  consent  is  required  for  proceedings 
for  offences  under  the  Banking  Act. 

17.  Finally,  the  affairs  of  the  Commonwealth  Bank  are 
subject  to  inspeciion  and  audit  by  the  Auditor-General  of 
the  Commonwealth  at  not  less  than  yearly  intervals  and  the 
Auditor-General  is  to  report  the  results  of  his  inspections 
and  audit  to  the  Treasurer.  The  Governor  is  to  prepare  a 
yearly  balance  sheet  and  profit  and  loss  account,  submit  them 
to  the  Auditor-General  for  report,  transmit  them,  with  ^e 
report,  to  the  Treasurer  and  transmit  true  co'pies  of  them  and 
the  report  for  tabling  in  the  Senate  and  House  of  Representa- 
tives of  the  Parliament. 

Question  2: 

What  instruments  of  control  over  the  monetary  and 
credit  system  does  the  Central  Bank  employ  for  the  purpose 
of  performing  its  responsibilities;  and  what  comments  can 
you  offer  to  us  as  to  the  conditions  which  govern  their 
effectiveness  ? In  particular,  we  would  welcome  your 
views  on  two  aspects  of  this  problem: 

(i)  how  far  are  those  conditions  peculiar  to  the  individual 
situation  of  your  own  country  and  how  far  are  they 
of  general  application  ? 

(ii)  how  far  can  any  system  of  monetary  control  be 
effective  which  is  not  reinforced  by  effective  control 
of  general  liquidity  in  trade  and  industry  as  well  as  in 
the  banking  system  ? 

18.  In  considering,  for  the  purposes  of  your  Committee’s 
enquiry,  the  instruments  of  control  over  toe  monetary  and 
credit  system  employed  by  the  Central  Bank  in  Australia,  it 
is  important  to  keep  in  mind  two  significant  aspects  of  the 
Australian  economy: 

(a)  Id  Australia,  the  money  market  is  in  an  entirely 

different  stage  of  development  from  that  in  the  United 
Kingdom.  Growing  investment  opportunities  are 

encouraging  new  types  of  financial  institutions  but,  up 
to  toe  present,  there  is  no  well-organised  and  officially 
recognised  body  of  dealers  in  short-term  bills  and 
securities.  In  the  Government  security  market, 
regular  purchases  by  the  Central  Bank  and  the  National 
Defat  Commission  are  necessary  to  ensure  that  a 
reasonable  market  is  kept  alive.  The  practicability  of 
buying  and  selling  large  parcels  of  securities  is  more 
dependent  on  the  participation  of  the  Central  Bank 
than  in  countries  with  more  developed  markets,  and 
it  is  relatively  more  difficult  for  the  Central  Bank  to 
conduct  special  open  market  operations  for  purely 
credit  policy  purposes.  This  accentuates  the,  need  for 
other  instruments  of  credit  control. 

(b)  The  dependence  of  the  Australian  economy  on  export 
income  and  the  violent  fluctuations  in  the  prices  of 
the  principal  exports  have  highlighted  the  need  for  an 
effective  means  of  neutralising  or  at  least  modifying 
the  impact  of  changes  in  the  balance  of  payments  on  the 
liquidity  of  the  banks  and  the  public.  The  Special 
Accounts  system,  whose  powers  vary  with  the  move- 
ments in  bank  deposits,  was  adopted  specially  to 
meet  such  a need  so  far  as  the  liquidity  of  the  bailking 
system  is  concerned,  though  of  course  its  operatfon 
has  no  direct  effect  on  the  liquidity  of  the,  public. 

19.  Because  of  (a),  it  seems  desirable  to  consider  at  the 
outset  the  special  features  of  the  interest  rate  structure  and 
the  limitations  on  effective  open  market  operations. 

Interest  Rates 

20.  In  Australia,  there  is  no  real  equivalent  of  .the  United 
Kingdom  Bank  Rate,  and  the  yield  on  G.&vernment 
securities  is  generally  regarded  as  the  basic-rate  in  the  general 
market  structure  of  interest  rates.  • • - 
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21.  During  the  war  and  in  the  immediate  post-war  years, 
a comprehensive  control  over  bank  and  other  related  interest 
rates  was  exercised  by  the  Central  Bank  under  National 
Security  Regulations.  Although  under  current  banking 
legislation  the  Central  Bank  is  empowered,  with  the  approval 
of  the  Treasurer,  to  control  the  rates  of  interest  payable  or 
chargeable  by  banks  or  by  other  persons  in  the  course  of 
banking  business,  it  has  in  recent  years  preferred  not  to  make 
formal  use  of  these  powers  and,  at  present,  bank  interest 
rates  are  fixed  under  informal  arrangements  whereby  the 
trading  banks  conform  to  the  wishes  of  the  Central  Bank. 

22.  In  Australia  banks  do  not  normally  pay  interest  on 
call  deposits  (there  are  some  exceptions,  e.g.  deposits  of 
charitable  institutions  and  other  non-profit  making  organisa- 
tions). They  do,  however,  offer  a range  of  interest  bearing 
deposit  facilities  for  fixed  terms  ranging  up  to  24  months  to 
which  a graduated  scale  of  rates  apphes.  Within  the  terms 
of  current  arrangements  between  the  Central  Bank  and  the 
trading  banks,  a fixed  scale  of  rates  is  applied  to  these  interest 
bearing  deposits  (at  present  2i  per  cent.,  2^  per  cent., 
2i  per  cent,  and  3i-  per  cent,  respectively,  for  terms  of  3, 
6,  12  and  24  months). 

23.  There  is  little  business  done  in  the  discounting  of 
internal  trade  bills  and  practically  all  bank  lending  is  done 
by  means  of  overdrafts.  Banks  currently  have  a measure  of 
discretion  in  the  rates  chargeable  on  their  advances  for 
various  purposes,  i.e.  although  they  are  required  to  observe  a 
maximum  average  interest  rate  of  S^per  cent,  for  all  advances, 
they  are  permitted  to  apply  a range  of  rates  up  to  6 per  cent, 
to  individual  advances. 

24.  Rates  of  interest  on  Commonwealth  Government 
loans  are  determined  by  the  Australian  Loan  Council,  on 
which  the  Commonweal^  and  each  of  the  State  Governments 
are  represented.  The  Loan  Council  was  set  up  imder  the 
Financial  Agreement  signed  in  1927  to  co-ordinate  the  public 
borrowings  of  the  Commonwealth  and  State  Governments. 
It  also  exercises  control  over  the  interest  rates  paid  on  semi- 
govemmental  and  local  authority  borrowings.  Government 
security  yields  in  the  market  are  subject  to  official  influence 
throu^  the  operations  of  the  authorities  in  the  bond  market 
(see  next  section).  Other  interest  rates  generally  are  not 
constitutionally  susceptible  to  control  by  the  ^mmonwealth 
except  when  the  “ Defence  ” power  can  be  drawn  upon. 
Open  Market  Operations 

25.  The  Central  Bank  is  empowered  to  hold  and  deal  in 
Government  securities,  including  Treasury  bills.  Treasury 
bills  in  Australia  are  issued  by  tbe  Commonwe^th  Govern- 
ment to  the  Central  Bank  which  in  turn  makes  them  available 
normally  only  to  banks  as  an  investment  outlet  for  short-term 
funds.  Bills  are  issued  for  a standard  period  of  91  days  at  a 
fixed  rate  of  discount,  currently  1 per  cent,  per  annum,  and 
sales  to  banks  are  efl'ected  at  the  same  rate  without  any 
graduation  of  rates  for  maturities  of  less  than  91  days.  The 
Central  Bank  also  stands  ready  to  rediscount  Treasury  bills 
for  holders  but  reserves  the  right  to  quote  its  rate  on  applica- 
tion. For  some  time  past,  the  rate  has  in  fact  been  U per  cent, 
per  annum. 

26.  So  far  as  Government  securities  other  than  Treasury 
bills  are  concerned,  there  are  some  limitations  on  the  scope 
for  the  use  of  open  market  operations  as  a technique  of 
monetary  policy  in  Australia.  All  marketable  issues  of 
Government  securities  are  quoted  on  the  Stock  Exchanges 
of  the  six  State  capital  cities,  and  are  “ called  ” on  the 
morning  and  afternoon  calls.  Apart  from  these  dealings 
“ on  ’change,”  members  of  the  Stock  Exchanges  negotiate 
purchases  and  sales  of  Government  securities  with  each 
other  and  with  clients  (including  the  Central  Bank)  “ off 
’change,”  when  they  may  act  either  as  brokers  or  as  jobbers 
or  dealers  on  their  own  accoimt. 

27.  The  calls  on  ’change  are  the  predominant  influence'in 
determimng  prices  and,  in  fact,  are  the  only  true  market  in 
this  sense.  Prices  for  deals  off  ’change  are  normally  deter- 
rmned  in  relation  to  the  on  ’change  prices,  though  of  course 
not  necessarily  exactly  at  those  prices. 

28.  However,  wMe  the  on  ’change  market  is  the  primary 
determinant  of  prices  of  Government  securities,  it  is  at 
present  a small  scale  market,  and  larger  transactions  (say,  of 
£20,000  or  more  on  one  caU)  are  almost  invariably  done  off 
’ch^ge.  Moreover,  small  sellers  on  ’change  are  normally 
much  more  numerous  than  small  buyers,  who  more  genially 
obtain  their  requirements  by  subscription  to  new  loans 


(either  when  a public  issue  is  open  or  by  the  facility  of 
lodging  ” Advance  Subscriptions  ” at  any  time  to  the  next 
public  loan).  The  National  Debt  Commission  and  the 
Central  Bank  are  regular  buyers  on  ’change,  and  this  helps 
to  maintain  reasonable  balance  in  this  market  and  to  ensure 
ready  marketability  for  sellers.  To  some  extent,  ffiey  vary 
tbe  scale  of  their  purchases  to  offset  fluctuations  in  buying 
and  selling  pressures  from  the  general  public. 

29.  The  off  ’change  market,  though  generally  handling  a 
much  larger  aggregate  volume  of  transactions,  including 
nearly  all  really  substantial  deals,  is  not  closely  organised  and 
does  not  develop  a separate  set  of  market  prices.  It  is  at 
present  wholly  conducted  by  brokers  who  are  members  of 
one  of  the  recognised  Stock  Exchanges,  and  thus  has  to  con- 
form to  Stock  Exchange  rules  and  rates  of  commission 
(unless  the  broker  is  dealing  as  a principal,  buying  or  selling 
on  his  own  account).  Partly  because  of  the  relative  im- 
maturity of  this  market  and  its  lack  of  formal  organisation, 
its  functioning  is  in  fact  heavily  dependent  on  participation 
by  the  Central  Bank  as  both  seUer  and  buyer  of  substantial 
parcels  in  response  to  requests  from  the  brokers. 

30.  In  addition  to  these  activities  of  the  Central  Bank  in 
dealing  through  brokers  both  on  and  off  ’change,  the  Bank 
also  &equently  negotiates  sales  or  purchases  of  large  blocks 
of  securities  directly  with  banks,  with  some  Government 
instrumentalities,  and  occasionally  with  a few  other  large 
financial  institutions.  These  various  activities  of  the  Bank 
in  the  bond  market  help  to  maintain  the  ready  marketability 
and  thus  the  attractiveness  of  Government  securities  as  a 
medium  for  the  investment  of  funds  of  institutions  and  the 
public  generally. 

31.  However,  while  the  Central  Bank,  and  the  National 
Debt  Commission  (in  respect  of  the  on  ’change  market),  play 
so  large  a part  in  the  day-to-day  conduct  of  the  Government 
security  market,  the  authorities  tend  to  acquire  undue  res- 
ponsibility for  movements  of  yields  on  these  securities.  In 
more  highly  developed  capital  markets,  e.g.  in  United 
Kingdom,  United  States  of  America  and  Canada,  which 
provide  better-organised  channels  for  large  transactions, 
prices  and  yields  are  determined  more  directly  by  market 
considerations.  Recently  there  have  been  tendencies  to- 
wards further  development  of  such  a market  here,  but  much 
further  growth  and  a greater  readiness  to  accept  interest  rate 
changes  as  a normal  part  of  the  market  is  needed  before  the 
Central  Bank  will  be  able  effectively  to  use  open  market 
operations  as  a technique  for  producing  substantial  changes 
in  the  money  supply. 


Fluctuations  in  the  Australian  Balance  of  Payments 

32.  The  Australian  economy  is  subject  to  very  substantial 
fluctuations  both  seasonal  and  cyclical  in  the  balance  of 
payments.  The  importance  of  this  factor  in  influencing  both 
the  liquidity  of  the  public  (mainly  in  the  form  of  deposits  with 
the  banking  system)  and  also  the  Australian  liquidity  of  the 
banking  system,  can  be  seen  from  the  following  table,  show- 
ing the  level  in  recent  years  of  Australia’s  international 
reserves  and  the  banks’  holdings  of  liquid  assets  plus  Govern- 
ment securities  and  Special  Accounts: 


End  of  June 


1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 


Major  Trading  Banks 
International  Liquid  Assets  Special 
Reserves  plus  Govt.  Accounts 
securities 


£m  £m  £m 

629-5  209-4  437-0 

803-7  230-9  556-4 

372-5  218-0  256-4 

561-2  348-0  333-0 

570-7  313-5  350-8 

428-3  267-5  279-6 

355-0  259-4  254-6 

566-5  289-8  339-6 


33.  As  these  figures  show,  changes  in  the  liquidity  of  the 
banking  system  and  therefore  in  its  capacity  to  make  loans 
can  be  largely  offset  by  the  Cfentral  Bank  by  means  of  Special 
Account  operations.  In  fact,  a major  role  of  Special  AKOunts 
is  to  cushion  the  effects  on  the  banking  system  of  fundamental 
influences  such  as  changes  in  the  balance  of  payments  and 
in  the  pattern  of  governmental  financial  transactions.  The 
Special  Account  system  is  well  suited  to  this  role  because, 
as  is  explained  in  the  next  section,  it  is  geared  directly  to 
changes  in  deposits.  A system  conferring  such  powers  on 
the  Antral  Bank  might  not  be  so  important  in  a country 
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where  the  balances  of  payments  were  more  stable  or  perhaps 
less  important  in  relation  to  national  income  and  where  the 
consequent  movements  in  banking  liquidity  were  not  of 
major  significance.  There  does  not,  however,  appear  to  be 
any  reason  why  a system  of  reserve  deposits,  expressed  as  a 
variable  proportion  of  bank  deposits,  would  not  work  equally 
well.  In  fact,  the  Special  Account  system  has  been  operated 
in  this  manner  in  recent  years. 

The  Special  Account  System 

34.  The  Special  Account  procedure  has  its  origin  in 
emergency  war-time  controls  and,  although  some  important 
modifications  to  the  legislative  basis  have  been  made  in 
post-war  years,  the  essentials  of  the  system  remain.  The 
procedure  is  designed  to  enable  the  Central  Bank  to  control 
the  level  of  the  resources  available  to  the  banking  system  and 
thus  influence  the  capacity  of  the  banks  to  lend. 

35.  Each  of  the  trading  banks  in  Australia  {other  than  a 
few  comparatively  small  State  banks  which  are  constitu- 
tionally not  subject  to  Commonwealth  control)  is  obliged  to 
maintain  a Special  Account  with  the  Central  Bank.  Within 
certain  prescribed  limits  (as  set  out  in  Sections  16/22  of  the 
Banking  Act  1945 — 1953),  the  Central  Bank  has  discretionary 
power  to  vary  the  amounts  which  banks  are  required  to 
maintain  in  these  accounts.  These  discretionary  limits  are 
defined  in  terms  of  movements  in  bank  deposits.  Broadly, 
the  position  is  that  the  maximum  amount  callable  to  the 
Special  Account  of  any  bank  is  increased  by  75  per  cent,  of 
any  increase  in  its  deposits  and  decreased  by  75  per  cent,  of 
any  decrease  in  its  deposits.  The  Central  Bank  is  not  required 
to  exercise  its  Special  Account  powers  to  the  full  extent 
provided  by  the  Act  and,  in  practice,  there  is  considerable 
variation  from  time  to  time  in  the  extent  to  which  the  powers 
are  exercised.  However,  a limitation  is  placed  on  the  accumu- 
lation of  unexercised  power  to  call  to  the  Special  Accounts; 
the  amount  of  such  unexercised  power  to  call  carried  forward 
from  year  to  year  cannot  exceed  10  per  cent,  of  a bank’s 
deposits. 

36.  The  Central  Bank  pays  interest  on  the  amounts  held 
in  banks’  Special  Accounts,  the  rate  of  interest  being  ^e 
same  for  each  bank  and  being  determined  from  time  to  time 
by  the  Central  Bank,  acting  with  the  approval  of  the 
Treasurer. 

37.  The  Australian  trading  banks  have  not  operated, 
until  quite  recently,  under  a conventional  liquidity  arrange- 
ment such  as  has  been  the  practice  for  many  years  in  the 
United  Kingdom.  Before  the  recent  adoption  by  the  banks 
of  a minimum  liquidity  convention,  the  nature  of  which  is 
described  below,  there  was  a good  deal  of  uncertainty  in  the 
administration  of  Special  Accounts.  In  the  period  soon  after 
the  war,  when  the  liquidity  of  the  banking  system  was  very 
high  and  there  was  a strong  demand  for  bank  advances,  the 
banks  were  able  to  avoid  the  full  impact  of  Special  Account 
action  by  allowing  their  holdings  of  Government  securities 
or  their  liquid  assets  to  run  down.  The  response  of  the  bank- 
ing system  to  Special  Account  action  under  these  conditions 
was  very  uncertain,  and  the  Central  Bank  found  it  necessary 
to  administer  Special  Accounts  to  maintain  the  liquidity  of 
the  banks  at  very  low  levels.  Accordingly,  Special  Accounts 
were  used  to  offset  seasonal  as  well  as  cyclical  changes  in 
bank  liquidity, 

38.  In  more  recent  years,  the  Central  Bank  has  stressed, 
in  its  discussions  with  the  trading  banks  and  in  its  Annual 
Reports,  that  the  essential  use  of  Special  Accounts  was  to 
rebate  the  impact  on  the  banking  system  of  fundamental 
changes  in  banking  liquidity,  such  as  those  arising  in 
Australia  from  the  balance  of  payments.  It  has  emphasised 
the  need  for  each  bank  to  accept  the  responsibility  of  main, 
taining,  apart  from  Special  Account,  a structure  of  assets 
sufficiently  liquid  for  all  normal  requirements,  inrinding 
seasonal  and  other  short-term  demands  on  its  cash. 

39.  After  a lengthy  period  of  discussion  and  experiment, 
the  trading  banks,  early  in  1956,  agreed  to  observe,  as  a fim 
convention,  a uniform  minimum  ratio  of  liquid  assets  plus 
Government  securities  to  deposits  (L.G.S.  ratio).  Under  the 
arrangement,  each  bank  does  its  utmost  to  avoid  its  L.G.S. 
ratio  falling  below  the  a^eed  minimum  but,  if  a bank  falls 
temporarily  below  the  minimum,  it  approaches  the  Central 
Bank  for  a loan,  pending  adjustment  of  its  position.  The 
terms  of  any  loan  granted  are  at  the  discretion  of  the  Central 
Bank  and  depend  upon  current  credit  policy.  Although  the 
arrangement  is  without  prejudice  to  its  Special  Account 
powers,  the  Central  Bank,  for  its  part,  adnunisters  Special 


Accounts  so  that,  provided  movements  in  advances  are 
satisfactory,  banks  generally  are  able  to  maintain  their 
L.G.S.  ratio  above  the  agreed  minimum.  Under  thwe 
arrangements,  there  is  every  reason  to  hope  that  Special 
Accounts  can  be  used  more  moderately,  yet  more  effectively, 
to  achieve  a required  response  in  the  bardcs’  lending  policies. 

40.  The  extent  to  which  banks  were  able  to  avoid  the 
full  impact  of  Special  Accoimt  action  in  the  earlier  post-war 
years  by  selling  Government  securities  has  already  been 
described,  and  a conventional  arrangement  whidi  requires 
banks  to  maintain  their  liquid  assets  plus  Government 
securities  above  an  agreed  minimum  ratio  largely  prevents  a 
repetition  of  this. 

41.  Therefore,  although  it  is  perhaps  somewhat  unusual 
for  a “ liquidity  ” convention  to  be  defined  as  including 
Government  securities  of  all  maturities,  there  is  reason  for 
this  in  Australia  so  long  as  Central  Bank  participation  in  the 
Government  securities  market  ensures  a relatively  high 
degree  of  liquidity  for  these  securities. 

42.  The  operation  of  Special  Account  policy  under  the 
L.G.S.  convention  is  illustrated  by  the  following  examples: 

(a)  If,  following  a ^riod  of  relatively  easy  credit  con- 
ditions, a restrictive  policy  was  called  for,  the  Central 
Bari  wouli  in  addition  to  advising  the  trading  banks 
of  the  need  for  restrained  lending,  administer  Special 
Accounts  so  as  to  bring  the  L.G.S.  ratios  of  the  banks 
closer  to  the  agreed  minimum.  If  the  response  of  the 
banks  were  inadequate  more  funds  would  be  called  to 
Special  Accounts  forcing  the  L.G.S.  ratio  to  lower 
levels  and  perhaps  making  it  necessary  for  some  banks 
to  go  into  debt  to  the  Central  Bank.  As  calls  to 
Special  Accounts  are,  as  an  administrative  (non- 
statutory)  arrangement  based  on  the  principle  of 
maintaining  approximately  uniform  Special  Accounts/ 
Deposits  ratios  amongst  the  individual  banks,  the 
resultant  pressure  on  bank  liquidity  would  bear  most 
heavily  on  Aose  banks  whose  liquidity  had  been  run 
down  furthest. 

(b)  If,  on  the  other  hand,  an  expensive  credit  policy  were 
called  for,  the  Central  Bank  would  administer  Special 
Accounts  so  as  to  increase  the  banks’  L.G.S.  ratio 
above  the  minimum  and  so  provide  them  with  the 
means  and  a stimulus  for  expansion. 

43.  Movements  in  the  L.G.S.  ratio  thus  serve  both  as  an 
indicator  of  and  a support  for  credit  policy. 

44.  The  current  L.G.S.  convention  has  been  in  operation 
now  for  a little  over  two  years,  and  although  this  cannot  be 
regarded  as  an  adequate  test  period,  experience  so  far  gives 
modest  hopes  for  its  continued  effectiveness.  Banks  have 
been  faithful  in  their  adherence  to  it,  and  understanding  of 
its  working  and  experience  of  the  adjustments  it  calls  for, 
both  in  Central  Bank  and  trading  bank  management,  are 
steadily  being  built  up. 

45.  However,  the  operation  of  the  Special  Account  system 
in  conjuction  with  an  L.G.S.  convention  is  still  not  without 
problems.  Under  current  Spwial  Account  administration, 
the  individual  banks  are  left  with  the  responsibility  for 
judging  the  impact  of  the  very  variable  Australian  seasonal 
movements  on  &eir  own  figures.  These  seasonal  fluctuations 
are  so  large  and,  at  times,  so  unpredictable  that  they  can 
obscure  more  fundamental  trends  in  the  economy. 

46.  A further  problem  indicated  by  events  in  Australia  in 
recent  years  has  been  the  slow  response  of  bank  advances  to 
measures  taken  by  the  Central  Bank  in  circumstances  in 
which  greater  restraint  in  bank  lending  had  been  sought. 
Partly  this  was  due  to  the  delayed  or  ineffective  response  of  thp 
banks  to  the  influence  of  Special  Account  action  on  their 
liquidity  before  the  conventional  liqindity  agreement.  How- 
ever, it  is  also  clear  that  the  operation  of  an  overdraft  system 
of  b^ik  lending  in  a branch  banking  system  has  itself  been 
a complicating  factor  in  the  Australian  approach  to  closer 
control  of  banks’  lending  activities.  Over  recent  years  it  has 
been  evident  that  the  Australian  banks  themselves  have  been 
surprised  and  concerned  at  this  slowness  of  the  response  to 
changes  in  their  lending  policies.  These  delays  appear  to  be 
largely  attributable  to  the  slowness  with  which  restrictions 
are  made  effective  over  a wide  branch  network  and  accepted 
by  the  general  public  and  to  the  scope  for  additional  lending 
inherent  in  the  availability  of  approved  hut  undrawn  advance 
hmits. 
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Selective  Advances  Control 

47.  Apart  from  the  Special  Account  powers  of  the  Central 
Bank  which  enable  it  to  influence  the  liquidity  of  the  hanking 
system  and,  therefore,  the  total  volume  of  bank  lending,  the 
Central  Bank  is  also  empowered  to  exercise  selective  control 
over  bank  advances.  (Section  27  of  the  Banking  Act  1945 — 
1953  states  that,  where  the  Central  Bank  is  satisfied  that  it  is 
necessary  or  expedient  to  do  so  in  the  public  interest,  it  may 
determine  the  policy  in  relation  to  advances  to  be  followed 
by  banks ; and,  without  limiting  the  generality  of  this,  it  may 
give  directions  as  to  the  classes  of  purposes  for  which  advances 
may  or  may  not  be  made  by  banks). 

48.  During  the  war  and  early  post-war  years  under 
emergency  war-time  legislation,  &e  Central  Bank  made 
fairly  extensive  and  detailed  use  of  selective  controls  over 
banks’  lending  policies  in  conjunction  with  comprehensive 
capital  issues  controls  exercised  by  the  Commonwealth 
Government.  These  capital  issues  controls  have  now  lapsed 
and,  although  the  substance  of  the  war-time  selective  controls 
over  bank  lending  is  provided  for  in  the  current  banking 
legislation,  the  Central  Bank  has,  in  recent  years,  preferred  to 
leave  with  the  banks  much  wider  discretion  in  the  determina- 
tion of  the  direction  of  their  lending.  The  Central  Bank  now 
consults  regularly  with  the  trading  banks  about  the  direction 
of  their  lending  and,  when  necessary,  indicates  the  need  for 
shifts  of  emphasis.  Furthermore,  in  circumstances  in  which 
more  specific  and  perhaps  more  public  forms  of  guidance 
have  been  considered  necessary,  directions  have  been  given 
in  broad  terms,  detailed  interpretation  being  left  largely  to 
the  individual  banks, 

49.  On  the  whole,  recent  experience  suggests  that  this 
approach  to  qualitative  advances  control  has  operated  with 
reasonable  effectiveness  and  has  avoided  the  considerable 
irritations  and  imcertain  effectiveness  whidi  were  unavoidable 
features  of  the  detailed  war-time  controls. 

Concluding  Comments 

50.  From  the  above  analysis  it  will  be  apparent  that  the 
instruments  of  control  over  the  monetary  and  credit  system 
vested  in  the  Central  Bank  in  Australia  and  the  techniques 
employed  in  their  administration  in  recent  years  have,  in  a 
large  part,  been  designed  to  meet  the  following  special  features 
of  the  Australian  economy  and  its  financial  structure; 

(a)  the  substantial  seasonal  and  cyclical  fluctuation  in  the 
balance  of  payments  to  which  the  economy  is  subject; 

(b)  the  limited  scope  for  the  Central  Bank  to  use  open 
market  operations  as  a technique  for  influencing  the 
liquidity  of  the  capital  market  generally; 

(c)  uncertainties  in  the  response  of  the  banking  system  to 
Central  Bank  action,  arising  partly  from  the  eai'lier 
absence  of  a stable  Liquidity  convention  amongst  the 
trading  banks,  but  also  to  some  extent  inherent  in  the 
operation  of  overdraft  lending  within  a branch  bank- 
ing system. 

51.  There  is  little  doubt  that  substantial  progress  is  being 
made  in  increasing  the  effectiveness  of  the  Central  Bank’s 
control  over  the  banking  system.  However,  one  of  the  most 
significant  features  of  Australian  experience  over  recent  years 
has  been  the  trend  towards  the  devdopment  of  new  finanrTal 
institutions  operating  largely  outside  the  hanking  system, 
with  a reduction  in  the  importance  of  the  banking  system  in 
financing  the  economy.  It  is  probably  a natural  phenomenon 
in  a growing  economy^  for  financial  institutions  to  become 
more  ^verse  and  specialised.  However,  this  does  mean  a 
reduction  in  the  effective  scope  of  monetary  policy  to  the 
extent  that  it  relies  upon  action  through  the  banking  system. 

1.  Ex  Ofhcio  Members 
Chairman 

Governor  of  Bank 


Deputy  Chairman 

Deputy  Governor  of  Bank 


Secretary  to  the  Department  of  the  Treasury 


Question  3 : 

What  provisions  govern  the  higher  direction  of  the 
Central  Bank  and  by  what  system  is  its  Governing  Body 
appointed  and  recruited  ? 

52.  This  question  has  been  substantially  answered  in  the 
answers  given  to  question  (1),  as  it  was  thought  tiiat  many  of 
the  answers  themselves  touched  on  the  measure  of  inde- 
pendence enjoyed  by  the  Central  Bank. 

53.  The  provisions  of  the  Commonwealth  Bank  Act 
relating  to  the  Board  are  set  out  in  ss.  13  to  22  and  those 
relating  to  the  Governor  and  Deputy  Governor  in  ss.  11, 
21  and  22. 

54.  It  will  be  seen  that  higher  direction  is  vested  in  the 
Bank  Board  as  constituted  and  that  its  main  directive  is  con- 
tained in  s.  8 (supra).  The  powers  of  the  Bank  directed 
to  be  exercised  in  accordance  with  s.  8 embrace  Note  Issue, 
Rural  Credits  Department,  Mortgage  Bank  Department  and 
the  Industrial  Finance  Department  under  the  Common- 
wealth Bank  Act  and  Protection  of  Depositors,  Special 
Accounts,  Mobilization  of  Foreign  Currency,  Advances, 
Foreign  Exchange,  Gold,  Interest  Rates  and  Statistics  under 
the  Banking  Act. 

55.  In  the  pursuit  of  its  charter,  however,  the  constitu- 
tional background  in  which  the  Bank  is  placed  must  be 
remembered  involving  in  particular  consideration  of  the 
monetary  area  covered  by  the  banking  power  under  the 
Commonwealth  Constitution.  First  of  all.  State  banking, 
except  State  banking  extendiug  beyond  the  limits  of  the  state 
concerned,  is  excluded,  and  secondly  there  is  an  area  for 
opinion  as  to  what  is  included  in  “ banking  ” itself.  Both 
issues  for  particular  purposes  have  been  before  the  Courts  and 
complete  answers  for  all  purposes  cannot  be  predicated  with 
any  certainty.  Limitations  in  these  two  respects  have  con- 
siderable bearing  on  the  authority  of  the  Central  Bank  and 
detract  from  its  completeness  as  a monetary  authority  for 
Australia. 

56.  As  has  been  seen,  the  Governor  and  the  Deputy 
Governor  are  appointed  by  the  Governor-General  who,  under 
the  Constitution,  is  the  Queen’s  representative.  In  accord- 
ance with  constitutional  convention,  the  Governor-General 
acts  on  the  advice  of  the  Queen’s  Ministers  of  State  as 
members  of  the  Federal  Executive  Council.  The  exercise  of 
responsible  government  by  the  Government  of  the  day  is 
the  only  system  for  the  appointment  of  these  officers,  no 
express  qualifications  or  associations  being  provided  for 
them. 

57.  The  Secretary  to  the  Department  of  the  Treasury  is 
the  Permanent  Head  of  that  Department  and  a member  of 
the  Commonwealth  Public  Service  appointed  in  terms  of  the 
Act  governing  that  Service. 

58.  The  position  of  other  Board  members  is  the  same  as 
that  of  the  Governor  and  Deputy  Governor  except  that 
s.  16  of  the  Commonwealth  Bank  Act  provides: 

“ S.  16.  A person  who  is  a director  or  employee  of  a 
corporation  (other  than  the  Bank),  the  btisiness  of  which 
is  wholly  or  mainly  that  of  banking,  shall  not  be  capable 
of  appointment,  or  of  continuing  to  act,  as  a member  of 
the  Board.” 

59.  In  fact,  all  appointments  to  the  Bank  Board  have 
been  of  persons  distinguished  in  their  particular  fields  of 
activity.  The  Bank  Board  membership  since  August,  1951, 
comprised : 


H.  C.  Coombs,  M.A.,  Ph.D.  (London).  Appointed  Governor 
January,  1949  and  re-appointed  for  a further  statutory 
maximum  period  of  7 years  from  January,  1956. 


E.  B.  Richardson,  C.B.E.  Appointed  Deputy  Governor 
January,  1949,  and  re-appointed  for  a finther  statutory 
maximum  period  of  7 years  from  January,  1956.  Secretary 
to  the  Bank  from  1938  to  1948. 


Sir  Roland  Wilson,  C.B.E.,  B.Com.  (Tas.),  Dip.  Econ. 
and  Pol.  Sc.,  D.Phil.  (Oxon.),  Ph.D.  (Chicago).  Appointed 
Secretary  to  the  Treasury,  April,  1951. 
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2.  ApPorNTED  Members 

Sir  Leslie  Melville,  K.B.E.,  B.Ec.(Syd.),  F.I.A.(Lond.) 


J.  W.  Fletcher,  O.B.E. 


G.  H.  Grimwade,  B.Sc.(Melb.),  M.A.(Cantab.) 


John  Thomson,  C.B.E. 


W.  L.  Sanderson,  O.B.E.,  M.C. 


R.  G.  Osborne,  C.B.E.,  B.A.,  LL.B. 


A.  E.  Symons,  B.Ec.,  A.I.C.A.,  F.C.I.S. 


W.  A.  Gunn,  C.M.G. 


D,  W.  Brisbane,  M.Inst.C.E.,  M.Inst.Struc.E., 
M.I.E.Aust. 


Professor  T.  Hytten,  C.M.G.,  M.A. 


Question  4: 

What  are  the  policy  and  practice  of  the  Central  Bank 
with  regard  to  the  publication  of  reports  and  the  collection 
and  publication  of  statistics  ? 

60.  The  Commonwealth  Bank  has  two  regular  publica- 
tions— the  Annual  Report,  which  accompanies  the  annual 
balance  sheet  and  statements  of  profit  and  loss,  and  the 
Statistical  Bulletin,  which  is  published  monthly. 

61.  The  Annual  Report  usually  comprises  a survey ' of 
overseas  and  domestic  economic  conditions,  a review  of 
financial  developments  generally,  a report  on  Central  Banking 
policies  and  administration  and  a review  of  the  Bank’s 
activities. 

62.  The  Statistical  Bulletin  is  the  Bank’s  main  vehicle  for 
publishing  statistics  and  for  the  most  part  it  is  restricted  to 
statistical  information,  although  a review  of  seasonal  climatic 
conditions  is  included.  From  time  to  time  supplements  to  the 
Bulletin  are  published  giving  the  views  of  au^orities  on  non- 
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Appointed  to  the  Board  in  August,  1951,  while  an  officer  of 
the  Bank  (Assistant  Governor).  Now  Vice-Chancellor  of 
Australian  National  University. 

Appointed  in  August,  1951,  for  a period  of  one  year. 
Grazier.  Fomierly  General  Manager  of  Gladstone  (Queens- 
land) Meat  Works.  Retired  Director  of  a number  of 
pastoral  and  insurance  companies. 

Appointed  in  August,  1951  for  a period  of  2 years.  Re- 
appointed for  a period  of  5 years  in  August,  1953. 
Chairman  of  Drug  Houses  of  Australia  Ltd.  and  a Director 
of  a numbCT  of  other  public  and  private  companies  including 
Commonwealth  Industrial  Gases  Ltd.,  Courtaulds  (Australia) 
Ltd.  and  three  insurance  houses. 

Appointed  in  August,  1951  for  a period  of  3 years.  Resigned 
in  October,  1952. 

Formerly  General  Manager  of  Westralian  Farmers’  Co- 
operative Ltd.  and  General  Manager  of  the  Australian 
Wheat  Board. 

Appointed  in  August,  1951  for  a period  of  4 years.  Re- 
appointed for  a period  of  5 years  in  August,  1955.  De- 
ceased 22nd  July,  1957. 

Was  a Director  of  Elder,  Smith  Sc  Co.  Ltd.  (Wool  and 
produce  brokers  and  general  agents),  Commonwealth  Wool 
and  Produce  Co.  Ltd.,  and  two  engineering  companies. 
Was  a foundation  member  of  the  Australian  Wool  Board. 

Appointed  in  August,  1951  for  a period  of  5 years,  Re- 
appointed for  a further  period  of  5 years  in  August,  1956. 
Chairman  of  Australian  Broadcasting  Control  Board  since 
1952.  Assistant  Director  (Administration),  Department  of 
War  Organization  of  Industry  1942—44;  Chief  Parlia- 
mentary Draftsman  of  Tasmania  1944  47;  Registrar, 
Australian  National  University  1947 — 49. 

Appointed  in  August,  1951  for  a period  of  5 years.  Re- 
appointed for  a further  period  of  5 years  in  August,  1956. 
Director  of  Waters  Holdings  Ltd.  and  Waters  Trading  Co. 
Pty.  Ltd.  (Merchants,  millers  and  manufacturers). 

Appointed  in  August,  1952  for  a period  of  5 years.  Re- 
appointed for  a further  period  of  5 years  in  August,  1957. 
Grazier.  President  of  United  Graziers’  Association  of 
Queensland  and  Vice-President  of  the  Graziers’  Federal 
Council  of  Australia  and  the  Australian  Woolgrowers’ 
Council  Member  of  the  Australian  Wool  Bureau,  the 
Australian  Meat  Board  and  the  Ministry  of  Labour  Advisory 
CouncO.  Director  of  public  companies. 

Appointed  in  July,  1953  to  fill  vacancy  caused  by  resignation 
of  Mr.  Thomson.  Term  expired  August,  1954. 

Retired  Civil  Engineer.  Chairman  of  the  Western  Australian 
Board  of  the  Midland  Railway  Co.  of  W.A.  Ltd.  and  a 
Director  of  a number  of  other  companies  including  Western 
Australian  Newspapers  Ltd. 

Appointed  in  August,  1954  for  a period  of  5 years. 

Recently  retired  Vice-Chancellor  of  the  University  of 
Tasmania.  Director  of  Timber  Holdings  (Tasmania)  Ltd. 
Economic  Adviser  to  the  Tasmanian  Government  1929 — 35 
and  to  the  Bank  of  New  South  Wales  1935 — 49.  Has  served 
on  a nrimber  of  governmental  inquiry  committees. 


banking  topics  of  general  economic  importance  or  the  results 
of  economic  research  which  may  be  of  public  interest. 

63.  The  statistics  published  regularly  include  the  more 
important  banking  series  and  other  statistics  designed  as  far 
as  possible  to  cover  the  main  sectors  of  economic  activity. 
Under  the  Banking  Act  1945 — 1953,  the  Bank  is,  jointly 
with  the  Commonwealth  Statistician,  collector  of  banldag 
statistics  from  banks  operating  in  Australia  and  these  provide 
the  main  source  of  the  banking  tables  in  the  Statistical 
Bulletin.  Briefly,  these  tables  show  the  most  important 
assets  and  liabilities  of  the  Commonwealth  Bank,  of  the 
major  trading  banks  and  of  the  savings  banks;  debits  to  the 
accounts  of  trading  bank  customers;  periodical  classifica- 
tion of  bank  advances  by  classes  of  borrowers  and,  separately 
by  interest  rates;  operations  of  specialised  departments  of 
the  Commonwealth  Bank;  and  the  Volume  of  Money.  In 
its  position  of  custodian  of  foreign  currency  reserves,  the 
Bank  has  a major  interest  in  the  balance  of  payments  and 
publishes  regular  statistics  covering  Australia’s  international 
transacions.  The  Bank  also  collects  certain  non-banking  stati- 
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sties  with  the  apeement  of  contributing  enterprises  in  fields 
where  it  is  considered  desirable  to  supplement  the  available 
official  statistics  and,  provided  contributors  are  agreeable, 
these  series  also  are  published.  Statistics  collected  by  the 
Bank,  of  course,  comprise  only  part  of  the  statistics  included 
in  the  Statistical  Bulletin  and  a large  proportion  of  the  non- 
banking  statistics  contained  in  the  Bulletin  are  derived  from 
data  collected  and  published  by  official  sources,  mainly  the 
Commonwealth  Statistician. 

64.  Generally,  it  is  the  Bank’s  policy  to  make  available, 
through  its  pubheations,  a convenient  summary  of  informa- 
tion and  to  provide  a basis  for  discussion  of  economic, 
banking  and  other  financial  trends. 

Question  5; 

How  satisfactorily  {from  the  point  of  view  of  your  own 
Central  Bank)  do  you  consider  that  the  sterling  area 
arrangements  and  the  sterling  system  are  functioning  and 
would  you  advocate  any  and,  if  so,  what  suggestions  for 
their  amendment  ? 

65.  The  sterling  area  can  be  said  to  comprehend  in  a 
broad  sense  a general  complex  of  monetary  arrangements. 
In  this  broad  sense  they  would  include — 

(a)  The  use  of  sterling  to  finance  external  trade  and 
payments. 

(b)  Facilities  for  holding  reserves  in  sterling. 

(c)  Arrangements  for  trade  restrictions;  and 

(d)  Other  financial  relationships. 

66.  The  sterling  area  is  a voluntary  association  of  nations 
which  is  not  subject  to  formal  rules  and  obligations.  While 
its  arrangements  are  the  product  of  a long  historical  develop- 
ment, they  are  still  based  on  considerations  of  mutual  interest. 
The  United  Kingdom  is  an  important  market  for  the  aeport 
products  of  members  of  the  sterling  area,  the  sterling  bfil  is 
a predominant  instrument  of  international  trade,  London 
provides  an  efficient  money  market  and  remaiia  a source  of 
investment  capital,  and  there  are  considerable  advantages  in 
maintaining  central  reserves  and  a dollar  pool.  The  im- 
portance of  these  advantages,  of  course,  has  varied  according 
to  the  conditions  prevailing  from  time  to  time,  and  it  may  be 
useful  to  look  at  the  whole  question  from  an  Austrsffian 
point  of  view  under  the  headings  outlined  above. 

(a)  The  use  of  sterling  to  finance  external  trade  and  payments. 

61.  Because  so  much  of  Australia’s  export  and  import 
trade  takes  place  with  the  United  Kingdom  and  other 
countries  prepared  to  accept  and  make  payments  in  sterling, 
it  is  convenient  for  Australia  to  finance  external  trade  transac- 
tions in  sterling.  For  this  purpose  the  sterling  area  arrange- 
ments are  well  developed  and  are  technicaDy  efficient.  But 
it  is  to  be  noted,  nevertheless,  that  high  interest  rates  in 
London  with  their  consequential  effect  on  the  terms  on  which 
sterling  bills  are  negotiated  abroad  as  well  as  any  tightening 
of  the  credit  facilities  available  in  London  for  world  trade 
can  have  unfavourable  effects  on  Australian  exports. 

68.  The  pattern  of  Australia’s  trade  is  essentially  multi- 
lateral. Transactions  between  Australia  and  non-sterling 
coimtries  outside  the  dollar  area  show  a substanti^  surplus 
which  is  normally  used  to  finance  trade  deficits  with  the 
sterling  area  and  the  dollar  area.  Our  trade  wiffi  the  dollar 
area  forms  only  a relatively  small  part  some  10—15  per  cent, 
of  our  total  trade.  Broadly  speakhig  we  draw  on  the  sterling 
area  dollar  pool  to  finance  our  deficit  with  this  area.  How- 
ever, our  surplus  position  with  other  non-doUar,  non-sterling 
countries,  more  particularly  those  European  countries 
covered  by  E.P.U.  arrangements,  adds  to  the  gold  and  dollar 
receipts  of  the  United  Kingdom.  The  sterling  area  gold  and 
dollar  reserve  arrangements  enable  us  to  finance  our  trade 
with  the  dollar  area  smoothly  and  efficiently. 

69.  Since  1931  the  Australian  currency  has  maintained  a 
stable  parity  with  the  £ sterling  of  £A125  = £E100.  The 
rates  for  other  currencies  quoted  by  Australian  banks  are 
based  on  this  rate  and  the  rate  in  the  London  market  for  the 
currency  concerned.  The  major  Australian  trading  banks 
have  branches  in  London  and  the  London  money  market  has 
always  been  an  important  source  of  finance  for  overseas 
importers  of  Australian  products.  Exchange  dealings  in 
foreign  currencies  are  generally  arranged  in  London  through 
the  banks’  Inndon  offices,  to  whom  the  wide  facilities  of  the 
London  foreign  exchange  market  are  available. 


(b)  Facilities  for  holding  reserves  in  sterling 

70.  It  is  essential  for  any  trading  country  to  hold  its 
international  reserves  in  a fairly  liquid  and  convenient  form. 
In  the  case  of  Australia,  over  50  per  cent,  of  our  total  exports 
and  imports  take  place  with  members  of  the  sterling  area.  In 
addition,  a further  30—40  per  cent,  of  our  trade  is  with  the 
non-doUar  group  of  countries  and  nearly  all  of  this  trade  is 
with  O.E.E.C.  countries  and  members  of  the  E.P.U.,  or  with 
countries  holding  reserves,  and  accepting  payments,  in 
sterling.  It  is  clear  then  that  almost  90  per  cent,  of  our  total 
trade  can  be  financed  in  sterling  and  we  have,  therefore, 
usually  kept  large  liquid  reserves  in  that  currency. 

71.  In  general,  this  arrangement  has  been  convenient  from 
our  point  of  view.  Close  co-operation  with  the  Bank  of 
England,  and  the  facilities  which  are  ofiered  by  the  London 
money  market,  enable  us  to  invest  our  reserves  in  a way 
which  ensures  flexibility  and  reasonable  returns.  There  are 
advantages,  however,  in  spreading  our  reserves  over  different 
forms  of  holdings.  Since  Austria  is  a gold  producing 
country,  it  is  natural  enough  that  she  should  hold  some  gold 
reserves.  While  these  may  be  regarded  as  separate  reserves, 
in  one  sense,  they  have  b^n  used  on  occasions  to  reinforce 
the  sterling  area  central  reserves,  e.g.  the  sale  to  the  United 
Kingdom  of  £25  million  in  September,  1956.  It  has  been 
found  convenient,  also,  to  buOd  up  small  holdings  of  dollars 
as  Australian  capital  liabilities  in  terms  of  doUars  have  risen. 
These  have  been  small  in  relation  to  the  sterling  component 
of  our  reserves  but  they  have,  we  believe,  materially 
strengthened  Australia’s  status  as  a borrower  in  the  inter- 
national market. 

72.  One  point  which  should  perhaps  be  mentioned  in  this 
respect  is  that  the  real  purchasing  power  of  the  reserves 
which  we  hold  in  sterling  is  determined  by  the  amount  of 
foreign  goods  which  these  reserves  will  purchase  at  any  point 
of  time,  not  only  in  the  United  Kin^om  but  also  in  the 
other  countries  with  which  we  trade.  It  is  a question  both  of 
the  movement  in  sterling  prices  and  also  of  the  relationships 
which  are  maintained  between  the  £ sterling  and  other 
currencies.  Any  movement  in  sterling  prices  may  affect  also 
the  prices  of  Australian  exports,  and  change  the  terms  of 
trade,  either  to  our  advantage  or  disadvantage.  Nevertheless 
it  is  clear  that  if  sterling  prices  continue  to  rise,  especially  if 
they  rise  relatively  to  currencies  which  would  provide  a 
practical  alternative  for  our  holdings  of  reserves,  then 
Australia  must  suffer  a real  capital  loss. 

(c)  Arrangements  for  trade  restrictions 

73.  The  sterling  area  has  provided  a framework  within 
which  a larger  and  smoother  flow  of  trade  can  develop. 
However,  it  has  been  necessary  from  time  to  time  for  members 
of  the  sterling  area  to  take  measures  which  would  ensure  that 
their  drawings  on  the  sterling  area  gold  and  dollar  reserves 
were  kept  to  reasonable  proportions.  This  has  meant  in 
particular  the  imposition  of  discriminatory  trade  restrictions 
and  an  agreement  to  pursue  domestic  policies  consistent  with 
sterling  area  objectives. 

74.  From  some  points  of  view  discrimination  has  been 
of  value,  not  only  to  the  sterling  area  as  a whole,  but  also  to 
individual  countries.  These  restrictions  have,  however,  had 
considerable  disadvantages  and  have  deprived  sterling  area 
countries  of  access  to  cheaper  sources  of  supply  for  particular 
import  items.  They  have  been  regarded  as  essentially  a 
temporary  device  and  sterling  area  policy,  since  1952,  has 
been  directed  towtffds  the  reduction  and  ultimate  elimination 
of  this  dollar  discrimination. 

75.  While  the  sterling  area  gold  and  dollar  reserves  are 
considered  inadequate,  further  moves  to  the  full  convertibility 
of  sterling  will  no  doubt  be  inhibited.  In  these  circumstances, 
it  will  be  difficult  from  time  to  time,  to  avoid  applying  some 
form  of  discriminatory  trade  and  payments  restrictions.  The 
problem,  however,  is  not  merely  one  of  increasing  the  size  of 
the  sterling  area  reserves.  In  the  final  analysis  it  will  depend 
rather  on  the  capacity  of  the  sterling  area  as  a whole  to 
achieve  and  maintain  a siffficiently  strong  balance  of  pay- 
ments position  with  the  rest  of  the  world.  The  long-term 
objective  should  be  to  achieve  an  internal  situation  where 
the  relationship  between  currencies  would  not  need  to  be 
supported  by  restrictions  on  current  payments.  However, 
since  restrictions  may  be  needed  from  time  to  time  to  protect 
the  sterling  area  reserves,  it  would  be  unwise  to  completely 
dismantle  exchange  conffol  machinery,  even  when  greater 
progress  towards  convertibility  becomes  practicable. 
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(d)  Other  financial  relationships 

76.  Australia  is  a rapidly  developing  country  which 
requires  substantial  amounts  of  investment  capital  to  cany 
through  its  development  programmes.  It  is  not  possible  for 
us  to  provide  the  total  savings  required  from  our  own 
resources  and  therefore  we  have  been  heavily  dependent  on 
overseas  capital.  A large  proportion  of  overseas  capital  has 
come  in  the  past  from  the  United  Kingdom  in  particular, 
and  this  flow,  in  recent  years,  has  be^  maintained  at  a 
reasonably  hi^  rate  and  has  been  facilitated  by  our  con- 


tinuing membership  of  the  sterling  area.  However,  for  some 
years  capital  has  been  virtually  unobtainable  from  the 
United  Kingdom  on  ofBcial  account  and  Australia  has, 
therefore,  b«n  obliged  to  extend  its  official  borrowing  to 
other  financial  centres.  We  have  also  received  considerable 
private  capital  from  the  dollar  area  and,  in  addition,  have 
arranged  a number  of  loans  from  the  I.B.R.D.  and  from  the 
American  market  and  banldng  institutions,  in  addition  to 
smaller  loans  from  Canada  and  Switzerland. 

July,  1958 


2.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  GOVERNOR  OF  THE  CENTRAL 
BANK  OF  CEYLON 


i.  Your  letter  of  the  5th  March  reached  me  on  the  3Ist 
March,  and  if  I seem  to  have  unduly  delayed  to  reply  to  it  I 
offer  you  my  apologies  with  the  explanation  that  in  Ceylon 
the  month  of  April  is  about  the  hottest  season  in  the  year,  and 
there  is  therefore  some  lassitude  to  be  observed  generally  in 
this  month  among  its  inhabitants.  I trust  the  answers  to  your 
questions  will  not  strike  you  as  being  impaired  by  this  factor. 
I am  recording  these  answers  as  “ the  views  of  the  Central 
Bank  of  Ceylon,”  though  I have  had  no  opportunity  of 
consulting  my  colleagues  adequately.  But  I do  so  in  the 
exercise  of  my  statutory  privilege  to  be  “ tie  principal  repre- 
sentative of  the  Bank  and  of  ffie  Monetary  Board  ” in  ” all 
relations  with  other  persons.” 

Question  1: 

How  far,  in  your  country,  are  the  responsibilities  of 
“ a monetary  authority  ” divi^d  between  the  Central  Bank 
and  the  Executive  Government:  what  measures  of  inde- 
pendence does  the  Central  Bank  enjoy  in  its  performance 
of  its  responsibilities;  and  what  arrangements,  constitu- 
tional or  administrative,  govern  co-ordination  of  policy 
between  Central  Bank  and  Executive  ? 


2.  The  Central  Bank  of  Ceylon  has  been  established  by 
an  Act  of  the  Ceylon  Parliament  (No.  58  of  1949)  as  v, 
Government-owned  Bank.  This  was  done  in  accord  with 
the  advice  tendered  by  Mr.  John  Exter,  now  a Vice-President 
of  the  Federal  Reserve  Bank  of  New  York,  who  informed 
the  then  Government  of  Ceylon  that  “ it  had  become 
generally  recognized  that  the  control  of  money  should  be  a 
public  and  not  a private  trust — ^that  it  was,  in  fact,  a funda- 
mental prerogative  of  sovereignty,”  and  that  it  was  appro- 
priate for  the  Government  to  tice  full  responsibility  in  the 
field  of  monetary  management,  which  affected  every  individual 
at  a most  vital  point,  his  purse.”  Tbe  Government  by  this 
legislation  constituted  a Monetary  Board  with  the  overall 
responsibility  for  the  management,  operations  and  admini- 
stration of  the  Central  Bank.  Mr.  Exter  described  this  Board 
as  ” a Governmental  agency  responsible  for  the  determination 
of  a particular  kind  of  policy — monetary  policy,  and  the 
regulation  of  a particular  kind  of  economic  activity — money, 
banking  and  credit.”  Whilst  giving  full  responsibility  to 
the  Monetary  Board  of  the  Central  Bank  for  the  formulation 
and  adoption  of  monetary  policies  and  measures,  the  Statute 
expressly  provided  that  any  difference  of  opinion  between  the 
Minister  of  Finance  and  ^ Monetary  Board  as  to  whether 
the  Monetary  policy  of  the  Board  is  directed  to  the  greatest 
advantage  of  the  people  of  Ceylon  should  be  followed  by  an 
“endeavour”  on  the  part  of  the  Minister  and  the  Board 
" to  teach  agreement.”  If  such  agreement  does  not  result,  the 
Minister  of  Finance  may  inform  the  Board  that  the  Govern- 
ment accepts  responsibility  for  the  adoption  by  the  Board 
of  a policy  in  accordance  with  the  opinion  of  the  Government 
and  may  direct  that  such  a policy  be  adopted  by  the  Board, 
and  it  shall  be  the  Board’s  duty  to  carry  out  the  direction. 
Apart  from  this  general  overriding  authority  of  the  Executive 
Government,  there  are  many  other  matters  provided  for  in 
tile  Statute  itself  which  set  limitations  on  the  exercise  of  full 
responsibility  by  the  Monetap-  Board  of  the  Central  Bank. 
The  Board  itself  (whidi,  incidentally  consists  of  only  three 
persons — the  Governor,  ffie  Permanent  Secretary  for  Finance, 
and  a member  of  the  public)  is  appointed  by  the  Governor- 
General  on  the  recommendation  of  the  Prime  Minister. 
Mr  Exter  in  his  report  frankly  admitted  that  “ the  Governor 
and  the  appointed  member  of  the  Monetary  Board  cannot 
help  being  acutely  conscious  of  the  fact  that  . . . their 
independence  and  tenure  of  office  ...  is  limited  by  the 
ultimate  power  of  the  Government  to  change  the  law.”  To 
mention  these  statutory  limitations  in  greater  detail — the  net 
profits  of  the  Centra]  Bank  are  to  be  disposed  of  after 


consultation  with  the  Minister  of  Finance  ; the  audit  of  the 
accounts  of  the  Central  Bank  is  the  responsibility  of  the 
Auditor-General  of  the  Government  who  has  to  submit  an 
annual  report  to  the  Minister  of  Finance  to  be  laid  before 
Parliament;  though  the  Central  Bank  has  the  monoply  of  the 
currency  issue,  the  characteristics  of  currency  notes  and  coins 
issued  fay  the  Bank  are  prescribed  by  the  Monetaiy  Board 
with  the  approval  of  the  Minister  of  Finance — currency  notes 
indeed  bear  the  signature  of  the  Minister  of  Finance  in 
addition  to  that  of  the  Governor,  and  are  stated  on  the  face 
thereof  to  be  issued  on  behalf  of  the  Government  of  Ceylon; 
rules  and  regulations  for  the  replacement  of  currency  unfit 
for  circulation  are  made  by  the  Monetary  Board  with  the 
approval  of  the  Minister  of  Finance;  if  the  Board  should 
consider  that  the  domestic  monetary  stability  is  endangered, 
it  has  the  duty  cast  on  it  of  reporting  to  the  Minister  of 
Finance  the  causes  of  the  anticipated  economic  disturbances 
or  of  the  actual  abnormal  movements  of  the  money  supply 
or  the  price  level,  the  probable  effects  of  these  disturbances 
or  movements  on  the  level  of  production,  employment  and 
real  income  in  Ceylon,  and  the  measures  which  the  Board 
has  taken,  and  the  further  monetary,  fiscal  or  administrative 
measures  which  it  proposes  to  take,  or  recommends  for 
adoption  by  the  Government;  a similar  report  is  required  to 
be  made  to  the  Minister  of  Finance  when  the  international 
stability  of  the  Ceylon  rupee  is  threatened;  alteration,  of  the 
par  value  is  to  be  recommended  to  the  Minister  of  Finance  to 
be  enacted  by  Act  of  Parliament;  acquisition  by  the  Central 
Bank  of  any  currency  “ not  fully  convertible  ” requires  the 
concurrence  of  the  Minister  of  Finance  if  such  acquisition 
is  said  to  be  “in  the  national  interest”;  temporary  sus- 
pension or  restriction  of  sales  of  foreign  exchange  in  crises 
affecting  exchange  requires  the  approval  of  the  Minister  of 
Finance.  On  the  other  side  of  the  picture,  it  may  be  observed 
that  the  Government  has  set  limitations  on  itself  by  statute. 
Thus,  direct  provisional  advances  to  the  Government  to 
finance  expenditure  from  the  Consolidated  Fund  ate  limited 
by  the  Act  to  10  per  cent,  of  the  estimated  revenue  of  the 
Government  for  the  financial  year  in  which  they  are  made; 
deposits  of  Government  or  of  agencies  or  institutions  acting 
on  behalf  of  the  Government  do  not  earn  interest  at  the 
Central  Bank;  new  loans  and  issues  by  the  Government 
cannot  be  made  without  the  advice  of  the  Monetary  Board  on 
the  monetary  implications  of  such  loans  or  issues,  and  if  made 
should  be  made  through  the  Central  Bank;  in  preparing  the 
annual  budget  of  the  Government,  a report  by  the  Monetary 
Board  on  the  monetary  situation  and  current  monetary  policy 
and  the  effect  of  the  current  fiscal  policy  upon  the  achievement 
of  the  objectives  of  the  Central  Bank  is  required  to  be  con- 
sidered by  the  Government.  The  Statute  also  provides  for 
the  co-ordination  of  the  policy  of  agencies  or  institutions 
acting  on  behalf  of  the  Government  with  Monetary  Board 
policy  through  the  intervention  of  the  Minister  of  Finance. 

3.  The  Central  Bank  of  Ceylon  is  in  its  eighth  year  of 
existence,  and  has  had  in  practice  a wide  measure  of  inde- 
pendence and  little  interference  from  Government — the  rela- 
tions between  them  being  cordial  and  mutually  beneficial. 
This  relationship  has  been  facilitated  to  a great  degree  by  the 
ex-officio  appointment  of  the  Permanent  Secretary  of  the 
Finance  Ministry  to  the  Monetary  Board  which  thus  had  the 
Finance  Minister’s  views  made  known  to  it  and  enabled 
continuous  and  constructive  co-operation  between  the 
Government  and  itself. 

Question  2: 

What  instruments  of  control  over  the  monetary  and 
credit  system  does  the  Central  Bank  employ  for  the  purpose 
of  performing  its  responsibilities;  and  what  comments  can 
you  offer  to  us  as  to  the  conditions  which  govern  their 
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effectiveness  ? in  particular,  we  would  welcome  your 
views  on  two  aspects  of  this  problem: 

(i)  how  far  are  those  conditions  peculiar  to  the  individual 
situation  of  your  own  country  and  how  far  are  they 
of  general  explication  ? 

(ii)  how  far  can  any  system  of  monetary  control  be 
effective  which  is  not  reinforced  by  effective  control 
of  general  liquidity  in  trade  and  industry  as  well  as  in 
the  banking  system  ? 

4.  The  statute  establishing  the  Central  Bank  of  Ceylon 
has  equipped  it  with  almost  all  the  known  instruments  of 
control  over  the  monetary  and  credit  system  which  a Central 
Bank  may  be  expected  to  employ  in  performance  of  its 
responsibilities.  These  responsibilities  themselves  have  been 
set  forth  in  the  legislative  enactment  as  involving  the  regulation 
of  the  supply,  the  availability,  the  cost,  and  the  international 
exchange  of  money  with  the  object  of  securing  the  stabilization 
of  domestic  monetary  values,  the  preservation  of  the  Ceylon 
rupee  and  its  free  use  for  current  international  transactions, 
the  promotion  and  maintenance  of  a high  level  of  production, 
employment,  and  real  income  in  Ceylon,  and  the  encourage- 
ment and  promotion  of  the  full  development  of  the  produc- 
tive resources  of  C^lon. 

5.  It  is  recognized  that  the  interplay  of  economic  forces 
wili  not  make  it  possible  for  all  these  objectives  to  be  pursued 
or  attained  together,  and  that  in  circumstances  prevalent  from 
time  to  time  these  may  in  fact  conflict  and  be  inconsistent, 
one  with  another.  Thus  it  may  not  be  possible  to  endeavour 
to  effect  stabilization  of  domestic  monetary  values  without 
at  the  same  time  affecting  the  par  value  of  the  rupee,  or  to 
promote  full  economic  development  without  sacrificing  to 
some  degree  monetary  stability.  But  the  responsibility  of 
the  Central  Bank  as  broadly  envisaged  by  the  legislature 
seems  to  be  that  it  should  achieve  the  best  possible  monetary 
regulation  in  the  conditions  prevailing  from  time  to  time  in 
the  country. 

6.  Appreciation  of  this  responsibility  is  the  reason  for  the 
statutory  creation  of  a Department  of  Bank  Supervision 
within  the  Central  Bank,  which  is  designed  by  continuous 
supervision  and  periodical  examination  of  all  baifl^g  insti- 
tutions in  Ceylon  not  only  to  provide  the  public  with  confi- 
dence in  the  banking  system  but  also  to  appraise  their  credit 
policies  in  the  light  of  the  objectives  of  national  monetary 
policy.  Though  the  weapon  of  liquidity  ratios  seems  absent 
from  the  displayed  armoury  in  the  statute  of  the  Central 
Banlc,  the  Department’s  examiners  make  it  a point  to  observe 
at  each  examination  the  ratios  of  the  liquid  assets  of  a com- 
mercial bank  to  its  demand  deposits  and  stand  ready  to 
advise  or  admonish  when  a reasonable  minimum  liquidity 
ratio  is  not  being  maintained. 

7.  All  but  one  of  the  commercial  banks  in  Ceylon  are 
branches  of  foreign  banks  but  have  been  brought  under  the 
control  of  the  Central  Bank  as  separate  local  entities.  They 
are  mostly  engaged  in  the  business  of  financing  foreign  trade 
rather  than  in  domestic  banking  business,  but  the  Cratral 
Bank  has  set  itself  to  encourage  banks  in  Ceylon  to  finance 
domestic  trade  and  production.  Although  all  the  traditional 
iustruments  of  central  bank  action  have  been  provided  for 
in  the  legislation,  their  effectiveness  in  the  context  of  Ceylon’s 
economy  is  recognized  to  be  somewhat  limited. 

8.  Taking  for  consideration  in  greater  detail  these  instru- 
ments which  are  used  by  central  banks  generally  for  con- 
trolling or  adjusting  credit,  one  may  first  assess  the  effect  of 
discount  policies  and  techniques  in  Ceylon.  These  are 
normally  regarded  as  having  a threefold  significance — 
firstly,  as  tlie  central  bank’s  appraisal  of  economic  trends; 
secondly,  as  evidence  of  official  determination  to  resist 
inflationary  or  deflationary  pressures;  and  thirdly,  as  saving 
to  influence  the  cost  and  availability  of  credit.  In  Ceylon, 
the  discount  rate,  i.e.  the  rate  at  which  Treasury  bills  may  be 
rediscounted  at  ffie  Central  Bank,  is  set  at  one-eighth  of  one 
per  cent,  above  the  last  average  tender  rate.  In  1953,  since 
Government  borrowed  heavily  through  the  medium  of 
Treasury  bills,  the  average  tender  rate  advanced,  causing  in 
its  wake  a sharp  rise  in  the  Central  Bank’s  discount  rate  and 
an  adjustment  of  yields  on  short,  m^ium  and  long-term 
Government  securities.  The  Bank  rate,  i.e.  the  rate  for 
advances  to  commercial  banks  on  promissory  notes  secured 
by  the  pledge  with  the  Bank  of  approved  collateral,  was  raised 
from  per  cent,  to  3 per  cent.,  and  this  rise  was  stated  to 
represent  an  adjustment  to  the  change  in  the  Treasury  bill 
rate,  and  its  main  practical  effect  was  to  give  further  guidance 


to  the  commercial  banks  as  regards  their  own  policy.  The 
hint  was  acted  upon  to  the  extent  of  a very  moderate  increase 
in  the  commercial  banks’  scale  of  charges  on  loans  and  over- 
drafts. Nevertheless,  it  must  be  conceded  that,  under  the 
conditions  prevalent  in  Ceylon,  the  lowering  or  raising  of 
discount  and  interest  rates  has  very  much  less  effect  than  in 
more  developed  economies  on  the  lowermg  or  raising  of 
money  rates  generally  or  on  the  expansion  or  contraction  of 
credit. 

9.  Open-market  operations  as  a tool  of  monetary  control 
may  next  be  considered  in  reference  to  C^lon.  The  obvious 
purpose  of  this  instrument  is  to  expand  or  contract  credit  by 
putting  additional  funds  into  the  market  or  withdrawing 
funds  therefrom.  The  statute  lays  down  the  principle  that 
open-market  operations  should  be  conducted  only  for 
purposes  of  assuring  the  liquidity  and  stability  of  the  market 
and  of  increasing  or  decreasing  the  supply  and  availability 
of  money  in  accordance  with  ffie  national  monetary  policy. 
The  market  for  securities  in  Ceylon  is,  however,  small,  but 
an  attempt  to  broaden  it  has  been  made  by  the  Central  Bank 
by  advising  the  Government  to  make  its  new  issues  with  a 
maturity  pattern  of  greater  attractiveness  to  investors  than  in 
the  past.  The  Bank  has  met  with  some  success  in  this  respect, 
and  since  its  inception  in  1950  has  floated  with  little  difficulty 
loans  aggregating  some  Rs.  570  millions  for  the  Government 
in  the  domestic  market.  The  Bank’s  operations  in  the  open 
market  have,  however,  been  relatively  small,  chiefly  due  to 
the  inadequacy  of  its  own  portfolio.  But  its  intervention  has 
on  occasion  aided  in  stabilizing  the  market,  particularly  by 
exercising  the  authority  conferred  on  it  by  statute  to  issue 
its  own  obligations — a weapon  missing  from  the  armoury  of 
most  central  banks.  Thus,  in  February  1956,  and  again  in 
February  1957,  when  Ceylon’s  economy  was  unusually  liquid 
and  the  Central  Bank’s  portfolio  was  almost  exhausted,  it 
issued  its  own  short-term  securities  in  a general  operation  to 
mop  up  excess  liquidity.  It  may  thus  be  seen  that  the  Central 
Bank  of  Ceylon  recognizes  open  market  operations  as  an 
important  instrument  of  monetary  management,  and  that  it 
can  always  provide  itself  with  securities  for  sale  when  the 
situation  calls  for  open  market  sales.  With  the  broadening 
of  the  financial  markets,  it  is  expected  that  an  increasing 
use  will  be  made  of  this  instrument  of  control. 

10.  The  statute  governing  the  Central  Bank  of  Ceylon 
also  provides  for  regulating  the  reserves  of  commercial  banks, 
by  requiring  them  to  maintain  rupee  deposits  in  the  Central 
Bank  against  their  deposit  liabilities.  Die  Monetary  Board 
has  the  authority  to  prescribe  reserve  ratios,  a higher  minimum 
ratio  being  specified  against  demand  than  against  time  and 
saving  deposits.  The  Monetary  Board  has  not  exercised  its 
authority  to  define  unused  overdrafts  as  a liability  against 
which  reserves  should  be  held,  and  has  prescribed  reserve 
ratios  only  in  respect  of  demand  and  time  and  savings 
deposits;  the  latter  are  not  regarded  as  being  immediately 
available  as  a means  of  payment;  hence,  as  the  main  purpose 
of  reserve  requirements  is,  in  the  words  of  the  statute,  “ to 
limit  the  volume  of  money  created  by  the  credit  operations  of 
the  banking  system,”  the  prescribed  ratio  is  lower  than  in  the 
case  of  demand  deposits.  The  range  within  which  reserve 
requirements  may  be  varied  is  restricted — a 20  per  cent, 
maximum  being  placed  in  the  case  of  time  and  savings 
deposits,  and  a 40  per  cent,  maximum  in  the  case  of  demand 
deposits.  Any  rise  in  the  reserve  ratio  should  not  exceed 
4 percentage  points  in  any  one  period  of  30  days.  Special 
high  ratios  may  be  imposed  in  a critical  period  when  there  is 
a large  and  rapid  increase  in  the  volume  of  bank  deposits. 
In  September  1953  the  Central  Bank  reduced  its  reserve 
requirements  against  demand  deposits  from  14  per  cent,  to 
the  statutory  minimum  of  10  per  cent,  in  order  to  augment 
the  resources  of  banks  which  were  nearing  a point  where 
len_ding_  to  the  private  sector  would  ^rforce  be  restricted, 
This  minimum  ratio  has  been  maintained  unchanged,  even 
when  the  backs  showed  in  later  years  signs  of  excess  liquidity 
— other  measures  being  taken  to  siphon  this  off.  Indeed,  the 
Monetary  Board  of  the  Central  Bank  may  claim  to  have 
acted  in  respect  of  this  instrument  of  control  in  accordance 
with  the  view  expressed  by  de  Kock  in  his  “ Central  Banking  ”, 
namely,  that  while  variable  reserve  requirements  may  be 
“ a very  prompt  and  effective  method  of  bringing  about  the 
desired  changes  in  the  available  supply  of  bank  cash,  it  has 
some  technical  and  psychological  limitations  which  prescribe 
that  it  should  be  used  with  moderation  and  discretion  and 
only  under  obviously  abnormal  conditions.”  Iliere  are  also 
miscellaneous  regulative  instruments  which  are  directed 
towards  selective  rather  than  quantitative  control — ^the 
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emphasis  being  on  restriction  of  bank  credit  for  purposes 
reg^ded  by  the  Monetary  Board  as  speculative  or  otherwise 
prejudicial  to  the  public  interest.  Thus  there  is  the  power 
to  prescribe  maximum  permissible  maturities  for  loans  and 
investments  made  by  commercial  banks  and  the  nature  and 
amount  of  security  to  be  required  for  various  types  of  credit 
operations;  power  to  set  ceilings  to  loans  and  investments; 
authority  to  prescribe  rnmimum  capital  ratios  in  r«pect  both 
of  total  volume  and  of  specified  categories  (e.g.  loans)  of 
assets  of  commercial  banks;  the  right  to  determine  the 
minimum  cash  margins  for  different  classes  of  transactions 
to  be  financed  by  means  of  letters  of  creit;  power  to  fix 
maximum  rates  of  interest  chargeable  by  commercial  banks, 
and  to  impose  the  penalty  of  non-eligibility  for  credit 
facilities  from  the  Central  Bank  if  these  rates  are  exceeded. 
None  of  these,  however,  has  yet  been  used  by  the  Central 
Bank  of  Ceylon.  Indeed,  there  has  been  no  occasion  to 
apply  them,  for  the  commercial  banks  have  responded  fully 
to  suggestions  made  from  time  to  time  by  the  Cmtral  Bank 
by  Circular  or  at  meetings  convened  to  consider  matters 
arising  from  current  economic  and  financial  conditions. 
What  has  been  termed  “ moral  suasion  ” has  been  in  the 
experience  of  the  Central  Bank  of  Ceylon  the  most  effective 
instrument  achieving  the  ends  desired.  Thus,  ready  co- 
operation was  receiv^  from  the  commercial  banks  in  bringing 
back  to  Ceylon  foreign  balances,  when  the  needs  of  economy 
required  this  to  be  done.  Other  instances  have  been  the 
several  occasions  when  extended  credit  facilities  were  made 
available  at  the  request  of  the  Central  Bank  to  commodity 
interests  experiencing  temporary  difficulties,  and,  more 
recently,  the  voluntary  raising  of  margins  when  the  Central 
Bank  indicated  its  desire  that  imports  of  non-essential  goods 
should  be  restricted  in  view  of  tJie  balance-of-payments 
position.  It  should  be  added  that  this  co-operation  with  the 
Central  Bank  was  accorded  with  the  full  support  of  the 
headquarters  management  of  foreign  banks  operating  in 
Ceylon. 

Question  3: 

What  provisioTis  govern  the  higher  direction  of  the 
Central  Bank  and  by  what  system  is  its  governing  body 
appointed  and  recruited  ? 

11.  This  question  has  been  partially  answered  already  in 
reference  to  the  first  question.  The  statute  creating  the 
Central  Bank  has  vested  the  Monetary  Board  “with  the  powers, 
duties,  and  functions  of  the  Central  Bank  ” and  declared  its 
general  responsibility  “ for  the  management,  operations  and 
administration  of  the  Bank.”  The  Governor  of  the  Central 
Bank  is  made  the  Chairman  of  the  Monetary  Board  and  is 
expressly  declared  by  law  to  be  the  chief  executive  officer  of 
the  Bahk,  with  control  of  the  agenda  for  the  meetings  of 
the  Board,  being  held  responsible  for  the  execution  and 
administration  of  policies  and  measures  adopted  by  the 
Board,  for  the  direction,  supervision  and  control  of  the 
operations  of  the  Central  Bank,  and  for  its  internal  manage- 
ment and  administration.  He  is  required  to  devote  his  fuH 
professional  time  to  the  business  of  the  Central  Bajnk  and  it 
seems  to  have  been  expected  that  he  will  be  the  most  inflnp-ntial 
member  of  the  Board  and  will  tend  to  dominate  it.  He  cannot 
be  a member  of  the  legislature,  or  a public  or  judicial  officer, 
or  a director,  office  or  shareholder  of  any  other  banking 
institution.  He  is  appointed,  and  his  salary  is  determined, 
by  the  Governor-General  on  the  recommendation  of  the 
Prime  Minister.  His  term  of  office  is  six  years,  and  he  is 
eligible  for  re-appointment.  He  is  removable  from  office  if 
he  has  done  any  act  or  thing  “ which,  in  the  opinion  of  the 
Prime  Minister,  is  of  a fraudulent  or  illegal  character  or  is 
manifestly  opposed  to  the  objects  and  interests  of  the  Central 
Bank.”  Within  its  short  experience,  the  Central  Bank  of 
Ceylon  has  had  one  Governor  removed  under  the  provisions 
of  this  section,  though  the  power  was  exercised  only  after  a 
Tribunal  of  Enquiry  had  hdd  against  the  person  concerned. 
With  the  change  of  Government,  however,  the  succeeding 
Prime  Minister  disagreed  with  his  predecessor  and  exonerated 
the  Ex-Govemor  by  formally  expressing  his  opinion  that  he 
had  done  nothing  “ fraudulent  or  illegal  or  manifestly 
opposed  to  the  objects  and  interests  of  the  Central  Bank.” 
Tliere  was  no  reinstatement,  as  the  office  was  being  held  by 
another  person  duly  appointed  Governor,  incidentally 
myself  ! The  Governor  is  also  statutorily  declared  to  be  the 
principal  representative  of  the  Bank  and  of  the  Monetary 
Board,  but  is  given  authority  to  delegate  his  right  of  repre- 
sentation to  any  other  officer  of  the  Bank,  though  on  his  own 
responsibility.  One  or  more  Deputy  Governors  may  be 
appointed — the  right  of  appointment  being  wiffi  the  Monetary 


Board  subject  to  the  concurrence  of  the  Minister  of  Finance. 
The  Deputy  Governors  are  subject  to  similar  disqualifica- 
tions— the  power  of  removal  being  with  the  appointing 
authority,  namely,  the  Monetary  Board  with  the  concurrence 
of  the  Minister  of  Finance.  A curious  omission  is  that 
no  term  of  office  is  prescribed  for  the  Deputies,  nor  have 
they  been  subjected  to  the  superannuation  regulations 
framed  by  the  Monetary  Board. 

12.  The  appointed  member  of  the  Monetary  Board  is 
also  appointed  by  the  Governor-General  on  the  recommenda- 
tion of  the  Prime  Minister,  and  is  subject  to  the  disqualifica- 
tions and  the  conditions  of  removal  similar  to  those  relating 
to  the  Governor.  But  the  term  of  office  of  the  first  appointed 
member  was  fixed  at  three  years,  instead  of  six  years,  in  order, 
as  was  stated,  to  achieve  “ the  staggering  of  the  terms  of  the 
Governor  and  the  appointed  member,  so  that  one  or  other 
will  be  appointed  every  three  years.” 

13.  In  the  temporary  absence  of  the  Governor,  the 
Senior  Deputy  Governor  is  vested  with  the  Governor’s  duties 
and  functions.  Alternates  are  provided  for  in  the  statute  for 
the  Governor  and  the  appointed  member. 

Question  4: 

What  are  the  policy  and  practice  of  the  Central  Bank 
with  regard  to  the  publication  of  reports  and  the  collection 
and  publication  of  statistics  ? 

14.  The  Central  Bank  of  Ceylon  is  required  by  its  law  to 
have  a Department  of  Economic  Research,  the  function  of 
which  is  to  prepare  data  and  conduct  economic  research,  not 
merely  for  the  guidance  of  the  Monetary  Board  and  the 
Governor  in  framing  policies,  but  also  for  the  information  of 
the  public.  Statutory  powers  are  given  to  the  Director  to 
obtain  information  deemed  necessary  for  the  proper  discharge 
of  the  functions  and  responsibilities  of  the  Central  Bank. 
The  Department  publishes  a monthly  bulletin  with  detailed 
statistics  relating  to  money  and  banking,  government  finance, 
external  finance  and  trade,  wages  and  prices,  and  employ- 
ment. Illustrative  charts  are  included  in  the  publication. 

15.  Apart  from  this  monthly  review  (which  is  not  an. 
express  statutory  requirement),  the  law  demands  the  monthly 
publication  of  a general  balance  sheet  showing  assets  and 
liabilities,  and  a comprehensive  annual  report  on  the  Central 
Bank’s  own  operations  and  activities,  and  on  the  economic 
and  financial  condition  of  the  coun^. 

Question  5: 

How  satisfactorily  (from  the  point  of  view  of  your  own 
Central  Bank)  do  you  consider  that  the  sterling  area 
arrangements  and  the  sterling  system  are  functioning  and 
would  you  advocate  any  and,  if  so,  what  suggestions  for 
their  amendment  ? 

16.  Being  a country  whose  external  trade  is  financed 
mainly  in  sterling  and  whose  international  reserves  are  also 
held  mainly  in  sterling,  Ceylon  has  no  desire  to  sever  its 
connexion  with  the  Sterling  Area.  She  has  therefore  kept 
the  flow  of  payments  between  her  and  the  other  members  of 
the  Area  as  free  and  unrestricted  as  possible,  and  maintained 
a large  degree  of  freedom  of  transfer  of  funds  within  the  area, 
such  few  restrictions  as  are  imposed  being  due  to  balance-of- 
payments  difficulties.  Ceylon  considers  it  an  advantage  to 
remain  within  the  Area,  though  one  benefit  to  her  from  such 
membership  has  recently  diminished,  namely,  that  of  free 
access  to  the  London  money  and  capital  markets,  since  the 
United  Kingdom  is  unable  in  present  circumstances  to  supply 
capital  on  any  large  scale.  At  this  very  moment,  the  Ceylon 
Government  is  obliged  to  seek  external  loans  in  America 
rather  than  in  the  United  Kingdom.  Ceylon,  in  accordance 
with  the  conventions  of  the  Area,  has  limited  her  dollar 
expenditure,  endeavoured  to  increase  her  dollar  earnings,  and 
contributed  a substantial  proportion  of  her  net  dollar  accruals 
to  the  Central  Resawes  of  the  Area.  The  principle  of  Ceylon 
holding  an  “ independent  ” dollar  reserve  has  been  accepted 
but  consultations  have  taken  place  with  a view  to  Ihniting 
the  size  of  this  reserve.  The  position,  as  now  understood  by 
Ceylon,  is  that  she  is  free  to  dispose  of  her  net  accruals  of 
dollars  as  desired,  but  her  wish  will  in  normal  circumstances 
be  to  make  an  appreciable  contribution  of  such  accruals  to 
the  Central  Reserves  of  the  Area.  As  a member  of  the  Area, 
she  recognizes  that  she  should  do  her  best  to  strengthen  the 
position  and  value  of  sterling  as  a world  currency.  Unilateral 
action  on  the  part  of  a member,  as  for  ecample,  the  United 
Kingdom,  twice  taken  since  the  war — once  in  respect  of 
dev^uation  of  the  pound,  and  more  recently  in  freezing 
Egypt’s  sterling — ^is  to  be  deprecated  as  tending  to  shake 
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confidence  in  the  availability  of  sterling  for  international  use. 
A stronger  sense  of  the  need  for  internal  discipline  among  all 
members  must  prevail  if  unevenness  in  the  sharing  of  benefits 
and  burdens  is  to  be  avoided,  and  while  this  forms  the  under- 


lying sentiment  behind  the  periodical  conferences  that  take 
place  at  various  levels  it  cannot  be  set  forth  in  terms  of  an 
enforceable  regulation. 

31jr  May,  1958 


3.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  GOVERNOR  OF  THE  RESERVE  BANK  OF  INDIA 


Question  1 : 

How  far,  in  your  country,  are  the  responsibilities  of  a 
“ monetary  authority  " divided  between  the  Central  Bank 
and  the  Executive  Government;  what  measure  of  inde- 
pendence does  the  Central  Bank  enjoy  in  its  performance 
of  its  responsibilities;  and  what  arrangements,  constitu- 
tional or  administrative,  govern  co-ordination  of  policy 
between  Central  Bank  and  Executive  ? 

In  considering  the  first  part  of  this  question,  it  seems 
neccessary  to  emphasise  that  India  is  undergoing  rapid 
economic  development  based  upon  comprehensive  Five-Year 
Plans  as  approved  by  Parliament.  The  executive  Govemnient 
is  responsible  for  laying  down  policy  regarding  the  pace  of  the 
development  plans,  the  ultimate  authority  vesting  in  Parlia- 
ment to  which  Government  is  responsible.  Subject  to  this 
the  Reserve  Bank  is  charged  with  primary  responsibility  for 
carrying  out  the  following  function,  as  stated  in  the  preamble 
to  the  Reserve  Bank  of  India  Act:  “ To  regulate  the  issue  of 
bank  notes  and  the  keeping  of  reserves  with  a view  to  securing 
monetary  stability  in  India  and  generally  to  operate  the 
currency  and  credit  system  of  the  country  to  its  advantage.” 

2.  There  is  no  constitutional  provision  indicating  the  lines 
of  demarcation  between  government  and  the  Reserve  Bank  in 
the  field  of  monetary  aufirority.  As  a matter  of  practice  the 
Reserve  Bank  is  functionally  responsible  both  for  policy 
decisions  in  the  monetary  field  and  executive  action  in 
pursuance  of  such  decisions.  In  the  matter  of  the  operation 
of  Ae  usual  instruments  of  Central  Bank  control,  viz.,  the 
Bank  rate,  open  market  operations,  variable  reserve  ratios 
and  selective  credit  controls  (in  terms  of  the  powers  conferred 
on  the  Bank  by  the  Banking  Companies  Act),  the  Reserve 
Bank  generally  takes  action  on  its  own  initiative  though,  in 
respect  of  the  Bank  rate,  there  is  always  prior  consultation 
with  Government.  Recently,  the  permissible  rates  of  stamp 
duty  on  usance  biDs  levied  by  Government  were  enhanced  by 
legislation  passed  in  November  1956.  This  would  enable 
Government,  in  effect,  to  alter  the  cost  of  borrowing  by  banks 
from  the  Reserve  Bank  against  this  security.  The  convention 
has,  however,  been  established  to  make  changes  in  the  rates 
of  stamp  duty  only  after  consultations  with  the  Bank.  In 
practice,  therefore,  the  power  of  government  to  vary  the 
stamp  duty  does  not  detract  from  the  primary  responsibility 
of  the  Reserve  Bank  in  regard  to  fixing  the  Bank  rate;  it 
merely  furnishes  the  Bank  with  an  additional  instrument  to 
vary  the  cost  of  borrowing  from  the  Bank  against  usance 
bills  from  the  cost  of  borrowing  against  Government 
securities. 

3.  Decisions  regarding  open  market  operations  are  taken 
by  the  Bank,  but  the  conduct  of  such  operations  is  regulated 
with  due  regard  to  Government’s  loan  policies  and  pro- 
grammes. In  the  matter  of  loan  policies  and  programmes, 
file  final  decisions  are  expressly  published  in  the  name  of 
government,  but  these  decisions  are  arrived  at  after  the 
closest  possible  consultation  with  the  Bank.  Government 
have  recognised  that  the  Bank,  by  virtue  of  its  close  associa- 
tion with  the  money  market  is  in  a position  of  vantage  to 
offer  advice  on  the  subject.  In  fact,  in  practice,  all  important 
decisions  regarding  the  volume,  form  and  terms  of  borrowing 
are  proposed  by  the  Bank  and  approved  by  Government, 
normally  without  significant  modification.  Once  basic 
decisions  regarding  flotation  of  a loan  have  been  taken,  the 
action  necessary  for  the  purpose  is  again  a responsibility  of 
the  Bank  in  its  capacity  as  the  manager  of  the  public  debt. ' 

4.  As  stated  in  paragraph  1,  the  Reserve  Bank  has  to 
exercise  its  powers  in  the  context  of  the  overall  development 
programmes  in  the  plan.  This  imposes  a dual  character  on 
the  same  functional  responsibility  of  the  Bank.  Thus  the 
policy  decision  regarding  the  supply  of  curroicy  is  functionally 
that  of  the  Bank,  it  is  almost  wholly  that  of  the  Bank  whwe 
any  changes  in  currency  flow  from  the  changes  in  the  credit 
situation,  expecially  credit  to  the  private  sector.  In  regard  to 
currency  changes  flowing  from  change  in  credit  to  Govern- 
ment, in  a saise  real  authority  may  be  said' to  vest  in  Parlia- 


mrat  which,  in  approving  the  budget,  votes  on  the  permissible 
level  of  Central  Bank  credit  to  Government.  But  the  Bank 
or  its  Governor  is  generally  consulted  regarding  the  pattern 
of  Plan  finance  and  the  level  of  deficit  financing  as,  indeed, 
regarding  the  broad  content  of  fiscal  policies. 

5.  In  regard  to  the  supervision  exercised  over  banks  in 
terms  of  the  Banking  Companies  Act,  administrative  authority 
with  regard  to  the  implementation  of  the  provisions  of  the 
Act  is  vested  in  the  Reserve  Bank,  although  in  regard  to  one 
or  two  matters  the  final  decision  rests  with  the  Central 
Government.  In  the  field  of  foreign  exchange  control,  policy 
is  decided  by  Government  in  close  consultation  with  the  Bank. 
This  is  inevitable  as  it  is  the  Central  Government  that  is 
directly  responsible  for  the  regulation  of  imports  and  ejqjorts 
which  affect  foreign  exchange  reserves.  The  bank  however 
exercises  supervision  over  the  prescribed  methods  of 
payment  for  imports  and  the  repatriation  of  proceeds  of 
exports  and  it  also  administers  the  rules  in  respect  of  invisible 
transactions.  The  detailed  administration  of  the  control  is 
vested  in  the  Bank  with  the  ultimate  right  of  appeal  to 
Government  against  any  decisions  taken  by  the  Bank  in  this 
regard. 

6.  In  discussing  the  measure  of  independence  which  the 
Reserve  Bank  raijoys  in  the  performance  of  its  responsibilities, 
it  would  be  useful  to  remember  that  the  Bank  was  established 
in  1935  as  a shareholders’  bank  under  the  Reserve  Bank  of 
India  Act,  1934.  It  had  all  the  trappings  of  an  independent 
Central  Bank  except  that  its  Governor  and  two  Deputy 
Governors  were  appointed  by  the  Central  Government  after 
consideration  of  the  recommendations  made  by  the  Central 
Board  of  Directors  of  the  Bank  in  that  behalf;  in  addition. 
Government  had  the  right  to  nominate  five  other  Directors 
one  of  whom  was  to  be  a Government  official;  there  were 
eight  elected  Directors  making  a total  of  16  members  of  the 
Board  of  Directors.  Also,  Government  had  the  power  to 
remove  from  office  the  Governor  or  a Deputy  Governor  or 
any  nominated  or  elected  Director,  provided  that  in  the  case 
of  a nominated  or  elected  Director  other  than  the  Govern- 
ment official  it  could  do  so  only  on  a resolution  passed  by  the 
Central  Board  in  that  behalf  by  a majority  of  not  less  than 
9 Directors  out  of  a Board  of  16  Directors. 

7.  After  the  nationalisation  of  the  Bank  in  1949  some  of 
the  provisions  of  the  Act  of  1934  have  been  altered.  The 
entire  capital  of  the  Bank  is  to-day  hdd  by  Government 
which  is  solely  responsible  for  the  appointment  of  the 
Governor  and  three  Deputy  Governors,  for  nomination  of 
all  the  Directors,  one  of  whom  is  to  be  a Government  official, 
and  for  removal  of  these  from  office  when  found  necessary ; 
die  discretion  in  this  matter  is  unfettered.  No  change  has 
been  made  in  the  powers  of  the  Central  Board  except  that 
provision  has  been  made  to  enable  the  Central  Government 
to  give  directions  to  the  Bank.  It  is  noteworthy  that  so  far 
thwe  has  beai  no  occasion  either  for  the  removal  from  office 
of  any  member  of  the  Board  or  for  the  issue  of  any  directive. 
The  Central  Government  has,  in  addition  to  the  statutory 
power  to  give  directions,  the  power  to  supersede  the  Central 
Board  of  the  Bank,  Lf  in  its  opinion  the  Bank  has  failed  to 
carry  out  any  of  the  obligations  imposed  on  it  by  statute.  This 
provision  (which  has  bwn  in  existence  even  prior  to  the 
nationalisation  of  Bank)  also  requires  that  in  the  event  of 
such  supersession  the  Central  Government  shall  cause  a full 
report  of  the  circumstances  leading  to  such  action  and  of  the 
action  to  be  taken  to  be  laid  before  Parliament  at  the  earliest 
possible  opportunity  and  in  any  case  within  three  months 
from  the  issue  of  the  notification  superseding  the  Board. 
This  power  has  never  been  invoked. 

8.  Even  after  nationalisation,  the  more  or  less  indepen- 
dent functioning  of  the  Bank  has  not  been  interfered  with  by 
Government.  The  Bank  retains  a certain  advantage  deriving 
from  the  historical  evolution  of  the  organs  of  policy  formula- 
tion on  econoihic  and  financial  questions  in  the  country. 
Before  independence,  the  Reserve  Bank  was  a predominantly 
Indian  owned  shareholders’  Bank  while  the  Government  of 
India  was  subject  to  the  ultimate  authority  of  the  Secretary 
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of  State  for  India  in  London.  The  Bank,  therefore,  regarded 
itself  as  the  spokesman  of  national  economic  policies.  The 
Bank  ako  took  the  initiative  in  organising  the  largest  economic 
research  unit  in  the  countp'  at  a time  when  DeUii  looked  for 
economic  advice  to  Whitehall.  Though  conditions  have 
basically  changed  with  a national  Government  responsible 
to  Parliament  in  ofBce  in  Delhi,  the  lead  acquired  by  the 
Bank  in  relation  to  Government  in  the  systematic  study  of 
economic  questions  has  continued  to  be  a factor  of  some 
advantage  to  the  Bank,  at  any  rate  in  the  formulation  of 
policies  on  questions  within  the  field  of  its  direct  responsi- 
bility. 

9.  The  trend  toward  nationalisation  of  Central  Banks  has 
broad  implications  for  the  independence  of  Central  Banks  in 
the  performance  of  their  responsibilities.  In  India,  the 
principal  reason  for  nationalisation  was  the  desire  to  ensure 
co-operation  of  the  Reserve  Bank  in  the  tasks  of  national 
development  and  effective  co-ordination  between  monetary 
and  &cal  policies.  Independence  of  the  Central  Bank  does 
not  in  any  case  mean  independence  of  Government,  but 
independence  within  the  structure  of  Government.  Accord- 
ingly, no  Central  Bank  is  in  a position  to  act  contrary  to 
nation^  economic  policy  though,  subject  to  this  general 
limita.tion.  a Central  Baik  may  have  freedom  within  the 
technical  field  of  determining  monetary  and  credit  policy. 
The  measure  of  independence  which  the  Reserve  Bank  enjoys 
has  to  be  considered  against  this  general  background  as  well 
as  against  the  Bank’s  history  of  23  years,  which  has  witnessed 
two  major  phases  of  wartime  inflation  and  planned  economic 
development  both  of  which  entailed  heavy  reliance  of 
Government  on  Central  Bank  financing  and  the  co-operation 
of  the  Reserve  Bank  in  the  national  effort.  Looking  back 
over  a decade  of  nationalisation  there  is  no  reason  to  feel 
that  the  autonomous  working  of  the  institution  within  its 
fieid  of  responsibilities  has  suffered  because  of  the  change  in 
its  formal  status. 


10.  Co-ordination  between  the  Central  Bank  and  the 
Executive  which,  in  India,  has  traditionally  been  close,  is 
govOTied  not  so  much  by  constitutional  provisions  as  by 
administrative  arrangements.  One  statutory  arrangement 
which  facilitates  co-ordination  is  the  presence  on  the  Central 
Board  of  Directors  of  the  Bank  of  a nominated  Government 
official,  usually  the  Secretary  of  the  Ministry  of  Finance  in 
charge  of  Economic  Affairs.  The  official  is  nominated  in 
terms  of  the  Reserve  Bank  Act  which  provides  “ one 
Government  official  to  be  nominated  by  the  Central  Govern- 
ment.” He  is  available  to  the  Board  to  make  known  to  it 
the  view  of  the  Government  and  to  convey  to  Government 
the  Bank’s  view  points  on  various  questions.  Broadly 
however,  the  relationship  is  informal  and  based  largely  on 
consultation  at  various  levels  among  officiak.  The  Bank 
keeps  Government  informed^  of  monetary  and  banking  trends, 
advises  the  Central  and  various  State  Governments  on  pro- 
posed issues  of  public  debt,  undertakes  open  market  operations 
in  consonance  with  loan  policies  and  advises  Government 
on  matters  pertaining  to  rural  and  industrial  credit.  Govern- 
ment, on  its  part,  holds  consultations,  from  time  to  time,  with 
the  Bank  on  important  matters  of  financial  and  sometimes 
of  general  economic  interest.  A few  of  the  senior  officers 
of  the  Bank  have  also  been  associated  with  the  preparation 
of  the  Five-Year  Plans,  particularly  in  regard  to  the  fjnanrial 
aspects.  There  is  ako  consultation  between  the  Bank  and 
ffie  State  Governments,  mostly  as  regards  Government 
borrowings  and  the  development  of  co-operative  organisation. 
Question  2: 

i^at  instruments  of  control  over  the  monetary  and 
credit  system  does  the  Central  Bank  employ  for  the 
purpose  of  performing  its  responsibilities;  and  what 
comments  can  you  offer  to  us  as  to  the  conditions  which 
govern  their  effectiveness  ? In  particular,  we  would 
welcome  your  views  on  two  aspects  of  this  problem: 

Ci)  how  far  are  those  conditions  peculiar  to  the  individual 
situation  of  your  own  country  and  how  far  are  they 
of  general  application  ? 

(u)  W far  can  any  system  of  monetary  control  be 
effective  which  is  not  reinforced  by  effective  control 
of  general  liquidity  in  trade  and  industry  as  well  as  in 
the  banking  system  ? 


a.  The  Reserve  Bank  ot  India  has  a comprehensivi 
aimo^  of  weapons  of  credit  control,  both  quantitative  anc 
quaUtatTO,  provided  for  it  by  the  Reserve  Bank  ofindia  Aci 
md  the  Banking  Companies  Act.  Before  describing  them 
It  IS  necessary  to  mention  certain  aspects  of  the  Indiar 


economy  which  have  a direct  bearing  on  their  efficacy  in  the 
control  of  credit. 

12.  Two  basic  features  of  the  Indian  economy  distinguish 
the  Indian  situation  from  that  of  advanced  industrial 
countries.  One  is  the  dominant  role  commanded  by  currency 
as  the  medium  of  exchange  and  the  other  is  the  not  insignifi- 
cant extent  of  the  non-monetised  sector.  Roughly,  deposit- 
money  constitutes  about  one-third  of  the  money  supply  with 
the  public,  the  rest  being  currency;  the  monetised  sector 
again  may  be  put  at  about  two-thirds  of  the  economy  as  a 
whole.  Because  of  these  features,  the  scope  for  multiple 
expansion  of  credit  is  much  less  than  in  the  developed 
countries. 

13.  Another  well-known  characteristic  of  the  Indian 
economy,  .stemming  mainly  from  its  agricultural  basis,  and 
the  wide  use  of  cash  transactions  in  ffie  movement  and 
marketing  of  agricultural  produce,  k that  currency  circulation 
k subject  to  wide  seasonal  fluctuations  rising  during  the 
period  November  to  April  when  crops  are  harvested  and 
moved  and  falling  during  the  period  May  to  October.  In 
the  busy  season,  as  the  former  period  is  normally  referred  to, 
there  k a considerable  drain  of  cash  from  the  urban  centres 
to  the  interior  but  with  the  purchase  of  indusfrial  and  other 
goods  by  the  people  in  the  rural  areas,  the  slack  season 
witnesses  a reverse  flow  of  cash  to  urban  areas. 

14.  The  Indian  money  market  is  characterised  by  a 
certain  measure  of  dichotomy,  being  broadly  divided  into 
the  organised  and  the  unorganised  sectors,  the  two  being 
connected  by  rather  loose  ties.  In  the  organised  section 
there  k a fairly  well  developed  and  sensitive  inter-bank  call 
money  market.  There  is,  however,  hardly  any  bill  market, 
either  of  commerical  bilk  or  of  Treasury  bills.  This  has  not, 
however,  hampered  the  operation  of  monetary  control  in 
any  significant  measttre.  The  primary  factor  in  the  situation 
in  recent  years  has  been  the  growing  dependence  of  the 
Banking  system  on  the  Reserve  Bank  for  accommodation 
which  has  been  facilitated  by  the  operation  of  a Bill  Market 
Scheme,  described  in  paragraph  16  below. 

15.  The  principal  instrument  available  to  the  Reserve 
Bank  for  purpose  of  credit  control  are  loan  a d discount 
operations,  the  Bank  rate  mechanism,  open  market  opera- 
tions and  variable  reserve  ratios  among  quantitative  instru- 
ments of  control  and  the  regulation  of  credit  on  a selective 
basis.  The  availability  of  central  bank  credit  is  largely 
determined  by  the  loan  facilities  which  the  Reserve  Bank 
extends  to  scheduled  (memba-)  banks  and  to  the  co-operative 
banking  system.  Under  Section  17  of  the  Reserve  Bask  of 
India  Act,  the  Bank  is  permitted  to  grant  short-term 
accommodation  against  eligible  securities  as  ako  to  discount 
eligible  bills.  The  provision  regarding  discounting  of  biUs 
has  however  been  very  little  used.  In  extending  credit,  the 
Bank  takes  into  account  not  only  the  nature  of  the  security 
offered  but  ako  the  general  characta  of  the  investments  of  the 
applying  bank  and  satisfies  itself  that  the  business  of  the 
bank  is  not  conducted  in  any  way  detrimental  to  the  interests 
of  the  depositors.  To  ensure  that  its  credit  facilities  are 
properly  used,  the  Bank  may  call  for  such  information  or 
impose  such  conditions  as  it  may  deem  necessary.  Banks 
run  on  sound  lines  would  normally  receive  assistance. 
Further,  in  cases  of  emergency  affecting  either  the  whole 
of  the  banking  system  or  groups  of  banks,  the  Reserve 
Bank  is  empowered  to  grant  advances  against  such  securities 
as  it  considers  reasonable. 

16.  For  a long  time  commercial  banks  had  very  little 
recourse  to  the  credit  facilities  of  the  Reserve  Bank,  largely 
because  the  easy  money  conditions  whidi  prevailed  at  the 
time  of  the  Bank’s  inauguration  and  the  war  and  early  post- 
war years  rendered  unnecMsary  a resort  to  the  Bank  for 
accommodation.  During  the  war  years,  batiks  in  India,  as 
in  several  other  countries,  increased  their  investments  in 
Government  securities  substantially  and  in  the  post-war 
years  the  reversion  to  a more  normal  assets  distribution 
pattern  took  the  form  of  a liquidation  of  investments  with 
a view  to  an  increase  in  advances  which  was  facilitated  by 
the  support  extended  to  the  Government  bond  market  by 
the  Reserve  Bank.  With  the  change  in  1951  of  the  open 
market  policy  of  the  Bank,  whereby  the  Bank  generally 
refrained  from  buying  Government  securities,  banks  had  to 
approach  the  Reserve  Bank  for  loans  against  their  holdings 
of  Government  securities  and  in  recent  years  they  have,  in 
fact,  been  borrowing  from  the  Bank  cot  offiy  against  such 
holdings  but  ako  under  the  scheme  of  assistance  known  as 
the  Bill  Market  Scheme.  Under  this  Scheme  they  are  allowed 
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to  borrow  from  the  Reserve  Bank  against  the  security  of 
the  usance  promissory  notes  of  their  constituents  maturing 
in  90  days  supported  by  their  own  demand  promissory  notes. 
The  increasing  recourse  to  the  Reserve  Bank  has,  in  fact, 
been  a striking  feature  of  the  Indian  credit  scene  in  the  last 
few  years  and  has  given  to  the  Bank  the  advantage  of  being 
able  to  regulate  the  level  of  bank  credit  in  general. 

17.  The  Tank  rate  has,  in  India,  a significance  somewhat 
different  from  that  in,  say,  London,  because  of  the  absence 
of  an  organised  discount  market.  Ibere  is  a paucity  of  trade 
bills,  and  the  few  bills  that  are  held  by  banks  are  carried  to 
maturity.  As  a result,  the  rediscounting  facilities  of  the 
Reserve  Bank  have  hardly  been  availed  of,  though  the 
promotion  of  warehousing  facilities  should  contribute  to 
some  extent  to  the  growth  of  discounts.  Aho,  unlike  in  the 
case  of  international  financial  centres  like  London,  the 
Bank  rate  in  India  does  not  have  the  significance  for  regulat- 
ing the  flows  of  short-term  funds  from  abroad.  In  the  sense 
of  being,  however,  a basic  rate  around  which  money  market 
rates  move  and  as  an  indicator  of  the  central  bank’s  mind  on 
the  direction  of  policy,  the  Bank  rate  in  India  is  not  without 
significance.  Almost  since  the  inception  of  the  Reserve 
Bank  up  to  November  1951,  the  Bank  rate  was  maintained 
at  3 per  cent.  This  was  because  of  the  prevalence  of  easy 
money  conditions  before  and  during  the  war  as  well  as  in 
the  early  post-war  years.  But  with  the  growing  demand  for 
credit  and  consequent  monetary  stringency  in  1951,  which 
left  commercial  banks  with  little  alternative  but  to  approach 
the  Reserve  Bank  for  credit,  the  Bank  raised  its  rate  to  3i 
per  cent,  and  also  reoriented  its  open  market  policy  so  as 
to  make  the  higher  rate  effective.  The  rise  in  the  Bank  rate 
would  not  by  itself  have  had  the  effect  of  increasing  the 
degree  of  control  exercised  by  the  Bank  on  the  supply  of 
money  and  credit  in  the  system  had  the  Bank  continued  to 
purchase  securities  in  the  open  market  as  readily  as  it  did 
in  the  previous  years.  The  immediate  effects  of  the  revised 
monetary  policy  of  1951  were  an  upward  adjustment  in 
interest  rates  and  a stoppage  of  the  automatic  expansion  of 
the  liquidity  of  the  system  through  the  monetisation  of  the 
public  debt  by  banks.  The  increasing  dependence  of  com- 
mercial banks  on  the  Reserve  Bank,  for  funds  has  given  to  the 
Bank,  since  1951,  a greater  measure  of  control  than  itpre^ 
viously  had  over  the  system.  In  the  last  few  years  there  has 
been  a tendency  towards  a closer  alignment  of  rates  in  the 
money  market  with  the  Bank  rate  and  changes  in  it  are  not 
without  effect  on  money  rates  in  general;  in  particular, 
mention  may  be  made  of  its  influence  on  the  rates  on  advances 
charged  by  the  State  Bank,  which  in  India  has  been  described 
as  “ a lender  of  intermediate  resort.”  However,  in  view  of 
the  absence  of  an  organised  and  closely  knit  money  market, 
money  rates  still  do  not  always  move  in  close  alignment  with 
the  Bank  rate,  though  over  the  years  there  has  bron  progress, 
in  this  direction. 

18.  Between  January  1952  and  November  1956  the 
significant  rate  was  not  so  much  what  was  commonly  under- 
stood as  the  Bank  rate  which  was  also  the  rate  of  lending  by 
the  Bank  against  Government  securities  as  the  rate  charged 
on  advances  under  the  Bill  Market  Sdieme  which  carried  a 
concessional  rate  of  i per  cent,  below  ^e  Bank  rate.  From 
February  1st,  1957,  the  rate  of  lending  on  the  security  of 
bills  became  the  same  as  that  for  lending  against  goverment 
securities,  though  taking  into  account  the  liew  rates  of 
stamp  duty,  the  effective  rate  became  higher  than  the  rate  for 
lending  against  Government  securities.  To  eliminate  this 
differential  in  the  net  cost  of  borrowing  from  the  Reserve 
Bank  (inclusive  of  the  stamp  duty  in  the  case  of  bills)  the 
lending  rate  against  Government  securities  was  raised  from 
February  1st,  1957.  The  Bank  rate  itself  which  was  now 
officially  described  as  the  rate  for  lending  against  the  security 
of  (usance)  biOs  was  raised  to  4 per  cent,  with  effect  from 
May  16th,  1957,  when  the  rate  of  stamp  duty  on  bills  was 
lowered  to  0-2  per  cent. 

19.  Open  market  operations  are  conducted  by  the  Bank 
both  with  a view  to  maintaining  orderly  conditions  in  the 
bond  market  and  regulating  the  rate  of  interest  of  these 
securities  and  also  as  an  instrument  of  monetary  policy  by 
controlling  the  cash  base  of  the  commercial  banks.  Unlike 
in  the  U.K.  or  the  U.S.A.  these  operations  are  in  Government 
bonds  and  not  in  Treasury  bills.  These  operations  have 
also  been  found  useful  in  meeting  the  seasonal  ebb  and  flow 
of  demand  for  cash  reserves  by  commercial  banks. 

20.  In  the  early  postwar  years,  when  the  Reserve  Bank 
was  supporting  the  official  cheap  money  poli<^  and  '^Jien 


commercial  banks  were  disinvesting  their  holdings  of  these 
securities,  the  Reserve  Bank’s  support  operations  were  quite 
substantial  and  in  fact  were  tending  to  diminish  the  effective- 
ness of  other  anti-inflationary  measures  of  Government  in 
view  of  their  effect  in  monetising  the  public  debt.  The 
position  was  corrected  after  the  change  in  monetary  policy 
in  November  1951. 

21 . The  Reserve  Bank  of  India  Act,  as  it  was  originally 
framed,  did  not  contain  any  provisions  empowering  the  Bank 
to  vary  the  i-eserves  which  comtnerical  banks  had  to  maintain 
with  it.  However,  experience  of  other  countries  having 
demonstrated  that  the  instrument  of  variable  reserve  re- 
quirements could  be  a potent  means  of  controlling  economic 
fluctuations  especially  where  a large  volume  of  resources 
accrued  to  the  Banking  system,  it  was  decided  to  vest  the 
Reserve  Bank  with  powers  to  vary  reserve  ratios,  and  the 
Reserve  Bank  of  India  Act  was  amended  accordingly  in 
1956.  Scheduled  banks  which  were  required  to  maintain 
with  the  Reserve  Bank  a minimum  cash  reserve  of  5 per  cent, 
of  their  demand  liabilities  and  2 per  cent,  of  their  time 
liabilities  can  now  be  asked  to  maintain  with  the  Bank 
between  5 and  20  per  cent,  of  their  demand  liabilities  and 
between  2 and  8 per  cent,  of  their  time  liabilities  as  reserves. 
To  facilitate  the  flexible  operation  of  this  system,  the 

is  empowered  to  impound  additional  reserves  computed  in 
respect  of  the  excess  demand  and  time  liabilities  over  the 
level  of  such  liabilities  on  a base  date  provided  that  tbe 
total  reserves  so  maintained  do  not  exceed  20  per  cent,  of 
demand  and  8 per  cent,  of  time  liabilities.  The  Bank  has  so 
far  had  no  occasion  to  make  use  of  these  powers.  It  is,  of 
course,  well  to  recognise  that  in  a country  like  India,  variable 
reserves  will  not  have  the  same  efficacy  as  in  other  economies 
which  are  highly  dependent  on  exports  or  in  countries  where 
there  is  scope  for  large  scale  multiple  expansion,  of  credit. 
The  calling  of  fresh  reserves  would  certianly  help  to  curtail 
credit  in  India,  but  in  the  Indian  banking  context  it  would 
need  a much  greater  variation  in  the  level  of  reserves  to  induce 
the  same  effect  on  bank  credit  than  would  be  ne(^saiy  in 
countries  with  a fractional  reserve  system. 

22.  The  Bank  also  has  very  wide  powers  to  impose 
selective  credit  control  in  terms  of  Section  21  of  the  Banking 
Companies  Act  which  authorises  it  to  determine  the  policy 
in  respect  of  advances  to  be  followed  by  banks  in  general  or 
by  a particular  bank,  if  the  Bank  is  satisfied  that  it  is  expedient 
or  necessary  in  the  public  interest  to  do  so.  The  Bank  can 
issue  directives  regarding  the  purpose  for  which  advances 
may  or  may  not  be  made  by  commercial  banks,  the  margins 
to  be  maintained  and  the  rates  of  interest  to  be  charged 
thereon.  The  Bank  made  use  of  this  power  occasionally  in 
1950  and  1951  but  it  was  not  until  1956  that  the  power  was 
used  in  a more  or  less  regular  way.  In  May  1956  a circular 
was  issued  to  the  banks  to  restrict  their  advances  against 
paddy  and  rice  and  to  raise  the  margins  maintained  against 
these  commodities.  Later  in  the  year,  the  control  was 
extended  to  cover  bank  advances  against  other  foodgrains 
and  cotton  manufactures.  The  selective  credit  control  has 
been  operated  in  a flexible  manner,  the  control  in  respect  of 
particular  commodities  being  withdrawn  or  modified  as 
circumstances  demanded. 

23.  In  addition  to  the  above-mentioned  methods  of 
control,  both  quantitative  and  qualitative,  use  has  also  been 
made  in  this  country  of  moral  suasion.  A recent  example 
of  this  was  a circular  letter  written  by  the  Governor  of  the 
Reserve  Bank  to  the  commercial  ban^  in  Jime  1957  urging 
upon  them  the  necessity  of  achieving  a positive  reduction  in 
their  advances  particularly  against  agricultural  commodities 
without  affecting  the  magnitude  of  their  assistance  to  industry. 
This  was  followed  by  a conference  held  by  the  Governor  with 
leading  baiikers  a month  later  at  which  the  _d«irability  of 
reducing  the  level  of  advances  to  Rs.  8,000  million  from  the 
then  level  of  about  Bi.9,370  million  was  impressed  upon  them; 
a reduction  to  Rs.8,370  million  was  in  fact  achieved  and  the 
reduction  might  have  been  still  larger  were  it  not  for  the 
superventioD  of  some  new  factors  in  the  situation.  Although 
Indian  banking  is  not  so  concentrated  as  in  the  U.K.,  the 
bulk  of  the  deposit  resources  is  concentrated  in  about  a 
dozen  banks  and  this  makes  it  possible  for  the  Bank  execu- 
tives to  have  frequmt  informal  consultations  with  the  banks 
and  achieve  some  results  through  persuasion. 

24.  Obviously,  no  system  of  monetary  control  can  work 
effectively  without  effective  control  of  liquid!^  in  the 
economy,  The  monetary  instruments  themselves  regulate  to 
a considerable  extent  the  liquidity  in  the  economy.  The 
problem  of  regulation  in  this  regard  is  rendered  somewhat 
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difficult  because  of  the  predominance  of  currency  as  money 
and  the  rather  larger  unorganised  sector  of  the  money  market ; 
on  the  other  hand,  unlike  the  developed  countries  there  are 
not  many  financial  institutions  outside  the  banking  system 
which  are  likely  to  offset  the  effect  of  action  on  the  banking 
system,  over  which  the  Reserve  Bank  has,  as  mentioned 
earlier,  wide  powers  of  regulation.  The  danger  of  excessive 
liquidity  in  ±e  second^  sectors  is  not  yet  of  large  dimensions 
owing  to  the  comparatively  small  share  of  these  in  the  national 
economy.  It  is  hardly  necessary  to  add  that  fiscal  policy 
remains  an  important  determinant  of  liquidity  in  the  economy. 
The  deficit-financing  of  Government  expenditure  partially 
off’set  by  the  balance  of  payments  deficit  met  by  the  draft 
on  sterling  balance  has  be^  the  principal  source  of  additional 
liquidity  in  the  economy;  banks’  liquidity  has,  besides  been 
improved  by  the  placement  with  the  banking  system  of 
counterpart  funds  representing  the  rupee  proceeds  of  im- 
ports of  foodgrains  under  the  U.S.  Public  Law  480.  This  has 
reduced  the  banks’  reliance  on  Reserve  Bank  borrowing 
considerably  during  1957  as  compared  to  the  previous  year. 
Conditions  in  1957  did  not  perhaps  afford  a real  test  of  the 
efficacy  of  a selective  control  measure  unaccompanied  by 
control  over  the  general  liquidity,  even  in  regard  to  a 
specialised  sector  like  the  foodgrains  trade;  a series  of 
concerted  fiscal  and  monetary  measures  including  higher 
taxation,  higher  cost  of  borrowing  from  the  Reserve  Bank, 
and  the  request  to  banks  to  bring  down  their  total  lending 
did  act  to  restrain  the  growth  of  general  liquidity  and  thereby 
to  support  the  selective  control  measures.  In  1956  when 
credit  extension  in  general  was  greater,  selective  control  was 
less  effective,  thou^  this  control  was  also  less  elaborate  and 
was  comparatively  late  in  being  enforced. 

Question  3: 

What  provisions  govern  the  higher  direction  of  the 
Central  Bank  and  by  what  system  is  its  Governing  Body 
appointed  and  recruited  ? 

25.  The  genera]  superintendence  and  direction  of  the 
affairs  of  the  Reserve  Bank  of  India  is  at  present  vested  in 
the  Central  Board  of  Directors,  wholly  nominated  by  the 
Central  Government.  The  Central  Board  consists  of  15 
members,  namely,  the  Governor  and  three  Deputy  Governors 
appointed  under  Section  8(l)(a)  of  the  Reserve  Bank  of  India 
Act,  four  Directors  nominated  in  terms  of  Section  8(l)(b) 
(one  from  each  of  the  four  Local  Boards),  six  Directors 
under  Section  8(l)(c)  and  one  Government  official  under 
Section  8(l)(d)  of  the  Act.  The  Governor  and  Deputy 
Governors  are  full-time  officers  of  the  Bank.  The  term  of 
office  of  the  four  Directors  nominated  under  Section  8(l)(b) 
is  related  to  their  membership  in  the  Local  Boards.  Directors 
nominated  under  Section  8(I)(c)  hold  office  for  four  years  and 
there  is  provision  for  their  retirment  by  rotation.  The 
Government  official  nominated  as  a Director  holds  office 
during  the  pleasure  of  the  Government.  Deputy  Governors 
and  the  Government  official  nominated  as  Director  may 
attend  meetings  and  take  part  in  the  Board’s  deliberations 
but  do  not  have  voting  ri^ts. 

26.  The  provision  that  four  Directors  shall  be  from  the 
Local  Boards  ensures  regional  representation;  as  regards 
the  other  directors  there  is  no  statutory  provision,  but  in 
practice  these  have  been  drawn  from  among  businessmen, 
co-operators  and  economists  and  retired  public  sravants. 
While  there  are  no  provisions  in  the  statute  defining  the 
system  by  which  the  Board  of  Directors  of  the  Bank  is  to  be 
appointed,  the  Reserve  Bank  Act  prescribes  certain  dis- 
qualifications for  membership.  Thus,  inter  alia,  salaried 
Government  officials  or  officers,  employees  or  directoK  of 
any  hank  (other  than  the  State  Bank  or  any  of  its  subsidiary 
banks  or  a co-operative  bank)  may  not  be  members  of  the 
Central  Board  or  Local  Boards. 

27.  Meetings  of  the  Central  Board  are  held  at  least  six 

times  in  each  year  and  not  less  than  once  in  a quarter.  A 
convention  has  also  been  established  for  the  of  the 

Board  to  be  held  not  only  at  Bombay  where  ttie  Bank’s 
Central  Office  is  situated  but  at  other  centres  where  the  Bank 
has  an  office.  As  a matter  of  practical  convenience,  the  Board 
has  delegated  some  of  its  functions  to  its  Committee.  The 
Committee  of  the  Central  Board  ordinarily  meets  once  a 
week  at  the  office  of  the  Bank  at  which  the  Governor  has 
his  headquarters  for  the  time  being,  to  attend  to  the  current 
business  of  the  Bank,  such  as  approving  of  the  Bank’s  weekly 
accounts,  considering  whether  any  variation  is  necessary  in 
the  Bank  rate  and  administrative  matters  which  are  not 
important  enough  to  be  placed  before  the  Board.  It  may  be 


added  that  althou^  the  question  of  variation  in  the  Bank 
rate  is  considered  by  the  Committee  as  a regular  item  of 
business  week  after  week,  when  changes  are  suggested  all 
members  of  the  Board  are  invited  to  attend  the  meeting  of 
the  Committee. 

28.  In  keeping  with  the  size  of  the  country  and  the 
diversity  of  regional  interests,  the  constitution  of  the  Reserve 
Bank  has  provided  for  four  Local  Boards  with  headquarters 
at  Bombay,  Calcutta,  Delhi  and  Madras.  Loc^  Boards 
for  each  of  these  four  areas  consist  of  five  members  appointed 
by  the  Central  Government  to  represent,  as  far  as  posisble, 
territorial  and  economic  interests  and  those  of  co-operative 
and  indigenous  banks.  The  functions  of  the  Local  Board  are 
to  advise  the  Central  Board  on  such  matters  as  may  generally 
or  specifically  be  referred  to  it  and  to  perform  such  duties 
as  the  Central  Board  may  by  regulations  delegate  to  it. 
Local  Boards  meet  at  least  once  in  every  quarter. 

29.  The  Chairman  of  the  Central  Board  and  its  chief 
executive  authority  is  the  Governor  (and  in  his  absence  the 
Deputy  Governor  nominated  by  Mm  in  this  behalf).  The 
Governor  exercises  the  powers  vested  in  the  Central  Board 
subject  to  such  regulations  as  the  CentrM  Board  might  make. 
The  Governor  is  assisted  in  the  performance  of  his  duties  by 
three  Deputy  Governors  each  of  whom  is  in  charge  of  certain 
spheres  of  activity  of  the  Bank.  Thus,  according  to  the 
present  administrative  arrangements,  one  of  the  Deputy 
Governors  is  in  charge  of  matters  relating  to  note  issue, 
exchange  control,  open  market  operations,  public  accounts, 
public  debt  and  general  administration;  another  is  in  charge 
of  banking  operations,  while  the  third  D^uty  Governor 
covers  the  fields  of  rural  credit,  banking  development  and 
industrial  finance.  The  Governor  and  Deputy  Governors 
hold  office  for  such  periods  not  exceeding  five  years  as  may 
be  fixed  by  the  Central  Government  at  the  time  of  their 
appointment  and  are  eligible  for  re-appointment.  With  Me 
exception  of  the  first  incumbent,  the  Governors  of  the  Bank 
have  all  been  former  members  of  the  Indian  Qvil  Service; 
some  of  the  Deputy  Governors  have  also  belonged  to  this 
service.  Two  of  the  Deputy  Governors  have  been  members 
of  the  Bank’s  staff.  In  regard  to  appointment  to  top  positions 
within  the  Bank  there  has  been  a convention,  which  has  been 
maintained  after  the  nationalisation  of  the  Bank,  that  a 
person  in  Government  service  must  retire  from  such  service 
before  he  can  be  appointed  to  be  Governor  or  Deputy 
Governor  of  the  Bank. 

Question  4: 

What  are  the  policy  and  practice  of  the  Central  Bank 
with  regard  to  the  publication  of  reports  and  the  collection 
and  publication  of  statistics  ? 

30.  It  hsis  been  the  policy  and  practice  of  the  Reserve 
Bank  to  collect  and  publish  comprehensive  financial  statistics. 
The  range  of  the  statistical  material  collected,  analysed  and 
published  by  the  Bank  is  very  wide,  on  par  with  the  rather 
wide  scope  of  its  functions  and  responsibilities.  In  this 
matter,  the  Bank’s  activities  have  been  guided  not  only  by 
its  own  requirements  but  also  by  the  desire  to  provide  the 
general  public  with  financial  and  economic  data  for  an 
understanding  of  current  economic  events.  The  Bank  has 
taken  the  view  that  in  a country  where  non-official  economic 
research  has  not  developed  adequately,  official  and  quasi- 
official  bodies  like  the  Reserve  Bank  could  do  useful  work  in 
this  field.  With  this  end  in  view,  the  Bank  set  up  a full 
fledged  Department  of  Research  and  Statistics  in  August 
1945,  and  from  January  1947  it  has  been  issuing  a monthly 
Bulletin. 

31.  The  power  to  call  for  returns  from  the  banks  is  largely 
statutory.  The  Reserve  Bank  of  India  Act,  for  example, 
requires  schedffied  banks  to  file  every  week  a return  indicating 
the  outstanding  amounts  of  certain  important  items  of  boffi 
the  assets  and  liabilities  side  of  banks  mainly  with  a view 
to  indicating  to  the  Reserve  Bank  whether  scheduled  banks 
are  conforming  to  the  statutory  reserve  requirements.  The 
Banking  Companies  Act  of  1949  vested  with  the  Reserve 
Bank  extensive  powers  of  regulation  and  control  over  the 
banking  system  and,  with  a view  to  watching  the  trends  in 
the  banking  situation,  a large  number  of  returns  were  re- 
quired to  be  filed  by  commercial  banks  with  the  Reserve 
Bank  in  respect  of  the  various  statutory  requirements  such 
as  those  relating  to  capital,  percentage  of  liquid  assets  to  be 
maintained,  branches,  etc.  In  addition,  this  Act  empowered 
the  Reserve  Bank  to  call  for  any  other  type  of  returns  for 
statisticaTand  other  purposes'.  In  terms  of  these  provisions, 
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the  Bank  has  been  securing  a considerable  volume  of  statis- 
tical information  from  the  commercial  banks.  The  policy 
of  the  Bank  with  regard  to  these  returns  is  that  information 
about  individual  banks  is  not  published  but  the  returns  are 
consolidated  and  published,  frequently  with  an  explanatory 
note,  in  the  form  of  an  article.  Thus,  for  example,  the 
results  of  the  surveys  undertaken  by  the  Reserve  Bank  on 
deposit  ownership,  advances  classification,  debits  statistics 
and  investments  of  banks  are  published  regularly  in  the 
Bank’s  monthly  Bulletin. 

32.  The  Reserve  Bank  is  also  primarily  responsible  for 
the  compilation  of  statistics  of  India’s  balance  of  payments 
along  the  lines  adopted  in  advanced  countries.  The  com- 
pilation of  these  statistics  is  based  upon  the  large  number  of 
returns  that  are  received  by  the  Bank  in  its  Exchange  Control 
Department  relating  to  the  transactions  of  authorised  dealers 
in  foreign  exchange  in  the  process  of  administering  exchange 
control.  Information  on  the  balance  of  payments  of  the 
country  is  published  at  regular  intervals  both  in  the  Bank’s 
monthly  Bulletin  as  well  as  in  special  monographs. 

33.  In  its  Agricultural  Credit  Department,  the  Bank 
receives  returns  relating  to  the  co-operative  societies  and 
district  and  State  Co-operative  banks  and  co-operative  land 
mortgage  banks.  Here  also  the  policy  is  to  publish  not 
information  on  individual  banks  but  consolidated  returns. 

34.  In  addition  to  collecting  information  on  a regular 
basis  as  described  above,  the  Bank  has  initiated  and  under- 
taken ad  hoc  surveys  of  certain  subjects.  The  two  most 
outstanding  of  these  surveys  relate  to  the  study  of  rural 
credit  and  the  foreign  assets  and  liabilities  of  the  country. 
The  All-India  Rur^  Credit  Siuvey  was  undertaken  with  a 
view  to  analysing  the  existing  position  regarding  rural  credit 
so  as  to  form  the  basis  for  the  formulation  of  a well-considered 
long-term  policy.  The  initial  survey  on  a sample  basis  re- 
lated to  1951 — 52;  three  volumes  of  the  report  of  the  Direc- 
tion Committee  have  Been  published;  several  district 
monographs  have  also  been  brought  out.  The  Bank  has 
since  undertaken  follow-up  surveys,  and  field  operations  for 
the  first  such  survey  have  been  completed.  The  Bank’s 
survey  of  foreign  assets  and  liabilities  of  India  was  first 
undertaken  in  the  years  1948  to  1950,  and  a comprehensive 
report  was  published  in  1950,  analysing  the  position  as  on 
30th  June  The  position  has  been  resurveyed  since  then, 
and  reports  on  the  situation  as  on  31st  December  1953  and 
1955  were  published  in  November  1955  and  January  1958, 
respectively. 

35.  Another  important  item  of  research  in  which  the 
Bank  is  engaged  relates  to  the  analysis  of  balance  sheets  of 
joint  stock  companies,  the  results  of  which  are  published 
regularly  in  the  Bulletin.  Likewise,  the  Bank  also  publishes 
comprehensive  analyses  of  budgets  of  the  Central  and  State 
Governments.  In  addition,  special  surveys  are  also  under- 
taken, sudi  as,  Assets  and  Liabihties  of  State  Governments 
and  Borrowings  and  Investments  of  Local  Bodies. 

36.  Besides  the  Bank’s  monthly  Bulletin  in  wMdi  financial 
and  general  economic  statistics  are  published  in  addition  to 
articles  and  notes,  the  Bank  brings  out  several  annual  publi- 
cations viz.,  the  Report  of  the  Central  Board  of  Directors, 
the  Report  on  the  Trend  and  Progress  of  Banking  in  India, 
the  Report  on  Currency  and  Finance  and  biannually  a 
Review  of  the  Co-operative  Movement  in  India.  The  first 
two  are  required  to  be  submitted  under  statute;  they  contain, 
respectively,  an  account  of  the  Bank’s  operations  and  policies, 
and  a review  of  the  progress  of  baiiking  in  the  country, 
including  suggestions  for  strengthening  the  banking  structure 
of  the  country.  The  Report  on  Currency  and  Finance  is  a 
comprehensive  review  of  the  Indian  economy,  with  particular 
reference  to  monetary  and  financial  trends,  and  contains  a 
wealth  of  statistical  information.  In  addition,  the  Bank 
brings  out  annually  two  Statistical  Tables,  one  relating  to 
Banks  in  India  and  the  other  to  the  Co-operative  institutions 
in  India. 

Question  5: 

How  satisfactorily  (from  the  point  of  view  of  your  own 
Central  Bank)  do  you  consider  that  the  sterling  area 
arrangements  and  the  sterling  system  are  functioning  and 
would  you  advocate  any  and,  if  so,  what  suggestions  for 
their  amendment  ? 

37.  A substantial  proportion  of  India’s  trade  is  with  the 
sterling  countries,  nearly.  54  per  cent,  of  her  total  exports 


and  about  45  per  cent,  of  her  imports.  Traditionally,  an 
appreciable  volume  of  India’s  non-sterling  transactions  has 
also  been  settled  in  sterling.  The  proportion  of  her  trade 
which  is  invoiced  in  sterling  is  on  an  average  almost  two- 
thirds.  Another  20  per  cent,  of  the  trade  is  invoiced  in  rupees 
leaving  only  about  13  per  cent,  of  the  total  trade  for  which 
payment  is  made  or  received  in  non-sterling  currencies, 
mainly  the  U.S.  and  Canadian  dollars.  Given  convertibihty 
of  sterling  for  members  of  the  area,  the  precise  manner  of 
invoicing  becomes  of  secondary  importance.  It  is  for  this 
reason  &at  despite  the  difficulties  which  sterling  had  to  face 
in  the  post-war  period,  there  has  not  been  a significant 
increase  in  the  quantum  of  dollar  invoicing.  Structurally 
the  main  change  in  India’s  foreign  trade  has  been  the  greater 
dependence  on  non-sterling  sources  of  supply,  particularly 
Western  Europe.  In  1951 — 52  the  O.E.E.C.  coimtries 
supplied  11  per  cent,  of  India’s  total  imports:  in  1957 — 58 
the  proportion  had  risen  to  as  much  as  25  per  cent. 

38.  Despite  the  increase  in  total  imports  and  the  shift 
towards  non-sterling  sources  India  has  been  able  to  meet  her 
international  obligations  fuUy.  In  the  immediate  post-war 
years  the  U.K.  Government  had  imposed,  in  terms  of  the 
Indo-U.K.  Financial  Agreement  of  1947,  limitations  on  the 
total  amount  out  of  the  accumulated  sterling  balances  that 
could  be  drawn  upon  during  a year  and  the  amount  that  could 
be  spent  in  the  dollar  area.  Subsequently,  as  the  balance  of 
payments  of  the  U.K.  improved,  larger  amounts  were  re- 
leased and  the  limitations  on  their  use  for  making  payments 
in  the  dollar  area  came  gradually  to  be  removed.  TTiere  is 
no  longer  any  restriction  on  the  use  of  the  sterling  balances 
for  global  payments  apart  from  what  India  herself  may  wish 
to  impose  with  a view  to  the  maintenance  of  a reserve.  We 
believe  that  the  convertibility  of  sterling  holdings,  subject 
to  the  self-restraint  autonomously  exercised  by  member 
countries  with  due  regard  to  their  individual  situation  as 
well  as  the  position  of  the  general  reserves  of  the  system,  is 
the  most  important  advantage  which  India  and  other  members 
of  the  sterling  area  enjoy.  As  far  as  India’s  recourse  to  the 
sterling  area  dollar  poo!  is  concerned,  over  the  decade 
1948  to  1957,  this  country  made  a net  contribution  of  $154 
million,  inclusive  of  India’s  drawing  from  the  International 
Monetary  Fund  and  receipt  of  aid  and  loans  from  the 
dollar  area.  This  figure,  however,  does  not  give  a complete 
account  of  the  actual  impact  of  India’s  external  transactions 
on  the  sterling  area’s  gold  and  dollar  reserves.  Membership 
of  the  sterling  area  has  enabled  India  to  make  payments  in 
sterling  to  the  E.P.U.  countries  which  had  to  be  met  partly 
in  dollars.  In  general  the  pooling  of  reserves  is  a convenient 
feature  of  the  sterling  system  which  enables  the  surpluses 
and  deficits  of  different  parts  of  the  area  to  offset  one  another 
as  well  as  the  surpluses  and  deficits  of  one  member  country 
at  different  times  to  be  averaged  out  with  relatively  moderate 
changes  in  the  aggregate  level  of  reserves.  Members  of  the 
system  thus  obtain  the  advantage  of  convertibility  of  their 
reserves  into  an  international  currency  of  wide  usage  and 
the  consequent  facility  of  conducting  international  trade  and 
transactions  on  a multilateral  basis. 

39.  On  the  other  hand,  th^e  has  been  a loss  of  real 
purchasing  power  suffered  by  the  reserves  consequent  on 
the  devaluation  of  sterling  in  1949.  International  reserves 
are  not  only  a predominantly  liquid  means  of  payment  but 
they  also  represent  a store  of  value.  The  U.K.  Government’s 
decision  to  devalue  sterling  by  30  per  cent,  in  terms  of  the 
U.S.  dollar  in  September  1949  marked  down  the  value  of 
India’s  sterling  balances  by  the  same  amount  in  terms  of  gold 
and  dollars.  In  the  circumstances  in  which  the  U.K.  found 
herself  after  the  war,  devaluation  was  presumably  inevitable. 
But  in  our  opinion,  which  we  believe  to  be  the  opinion  of 
U.K.  authorities  as  well,  a pound  of  stable  value  is  indis- 
pensable for  the  smooth  and  efficient  working  of  the  sterling 
system. 

40.  A factor  which  contributed  to  the  strengthening  of  the 
sterling  area  system  was  the  easy  accessibility  to  the  London 
capital  market  enjoyed  by  member  countries.  Although 
there  has  been  no  restriction  on  the  outflow  of  capital  from 
the  United  Kingdom  to  the  sterling  area  countries,  the  capit^ 
has  not  always  moved  in  sufficient  amounts  for  meeting 
genuine  demands  for  development.  The  extent  to  which  the 
U.K.  can  continue  to  actas  banker  ofthesterling  system  would 
depend  on  its  capacity  to  continue  to  perform  its  traditional 
role  of  , supplier  of  long-term  capital  to  the  sterling-  area 
countries. 
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41.  We  are  inclined  to  consider  that  the  institution  of  discussions  on  the  working  of  monetary  policies,  exchaiige 
more  formal  arrangements  than  now  exist  for  regulating  controls  and  related  questions  of  trade  and  economic  policy 
the  essential  features  of  ^e  sterling  system  will  be  open  to  among  member  countries  of  the  sterling  system.  Perhaps 
difficulties  and  the  present  informal  arrangements  are  the  occasion  of  annual  meetings  of  the  International  Bank 
generally  adequate  for  the  purpose,  having  regard  to  the  and  the  International  Monetary  Fund  could  be  availed  of 
somewhat  flexible  character  of  the  arrangements  and  the  more  systematically  than  it  has  bron  hitherto,  for  this  purpose, 
importance  of  safeguarding  the  ri^t  of  individual  decision  of 
member  countries  on  vital  questions.  But  there  would  be 
some  undoubted  advantage  in  organising  more  frequent  July,  1958 


4.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  PRESIDENT  OF  THE  NETHERLANDS  BANK* 
Question  1:  and  financial  policy  of  the  Government  with  the  policy  of 


How  far,  in  your  country,  are  the  responsibilities  of  a 
“ monetary  authority  " divided  between  the  Central  Bank 
and  the  Executive  Government;  what  measure  of  inde- 
pendence does  the  Central  Bank  enjoy  in  its  performance 
of  its  responsibilities;  and  what  arrangements,  consti- 
tutional or  administrative,  govern  co-ordination  of  policy 
between  Central  Bank  and  Executive  ? 

1 . The  Central  Bank  of  the  Netherlands,  De  Nederiandsche 
Bank  N.V.,  is  a limited  liability  company,  the  shares  of  whidi 
are  wholly  owned  by  the  State.  The  statute  of  the  Bank  is 
contained  in  a special  act,  the  Act  of  April  23rd,  1948 
(Staatsblad  No.  I 166),  officially  referred  to  as  the  Bank 
Act  1948  (Bankwet  1948). 

2.  The  first  paragraph  of  article  9 of  the  Bank  Act  1948 
provides  that  " it  shall  be  the  appointed  task  of  the  Bank  to 
regulate  the  value  of  the  Netherlands  monetary  unit  in  such 
a way  as  is  deemed  most  conducive  to  the  welfare  of  the 
country,  and  therewith  to  stabilize  that  value  as  far  as 
possible.” 

3.  The  second  and  third  paragraphs  of  the  same  article 
provide  that  “ the  Bank  shall  provide  for  the  monetary 
circulation  in  the  Netherlands  as  far  as  this  circulation 
consists  of  bank  notes  ...”  and  that  “ the  Bank  shall 
exercise  supervision  over  the  credit  system.”  The  last 
mentioned  task,  as  regulated  in  the  Act  of  June  21st,  1956 
(Staatsblad  No.  427),  officially  referred  to  as  the  Act  on 
Supervision  of  the  Cr^it  System,  comprises  two  objectives; 
supervision  in  the  interest  of  the  fulfilment  of  the  Bank’s 
task  as  defined  in  the  first  paragraph  of  Article  9 of  the 
Bank  Act  1948,  and  supervision  in  the  interest  of  the  solvency 
and  liquidity  of  the  registered  credit  institutions.  Only  the 
former  task  is  of  interest  in  connection  wiA  monetary  policy. 

4.  As  the  regulation  of  the  value  of  the  monetary  unit 
the  providing  for  the  bank  note  circulation  and  the  supervision 
over  the  credit  system  in  the  interest  of  monetary  policy 
must  certainly  be  considered  as  essential  duties  of  a monetary 
authority,  it  may  be  said  that  the  task  of  acting  as  such  is 
by  law  clearly  assigned  to  the  Central  Bank.  This  does  not 
mean,  however,  that  the  law  has  left  the  full  responsibility 
for  action  in  the  above  mentioned  field  to  the  governing 
bodies  of  the  Bank. 

5.  For  instance,  in  the  field  of  supervision  of  the  credit 
system  the  Act  on  Supervision  of  the  Credit  System  gives  to 
the  Bank  the  power  to  give  under  certain  circumstances 
which  are  further  elaborated  in  paragraph  58  of  this  memor- 
andum to  groups  of  registered  credit  institutions  general 
directions  for  the  conduct  of  their  business.  Such  general 
directions,  however,  can  only  be  given  with  the  approval  of 
the  Minister  of  Finance.  Moreover,  within  three  months 
after  this  approval  a bill  has  to  be  introduced  for  the  purpose 
of  legally  confirming  them.  It  follows  that  the  responsibility 
of  the  Bank  for  giving  such  general  directions  to  the  credit 
institutions  is  shared  by  the  Bank  with  the  Minister  of 
Fineince  and  even  with  Parliament. 

6.  In  the  field  of  providing  for  the  bank  note  circulation 
the  Bank  is  restricted  in  the  types  of  transactions  which  it 
is  authorised  to  do  to  those  set  out  in  article  15  of  the  Bank 
Act,  1948,  and  also  by  the  legal  limitation  of  the  total 
amount  of  notes  in  circulation,  bank  drafts  outstanding 
and  balances  in  current  account,  as  established  by  the 
Royal  Decree  of  June  27th,  1956  (Staatsblad  No.  357),  given 
in  execution  of  the  Act  of  January  Ilth,  1956  (Staatsblad 
No.  29)  and  of  article  17  of  the  Bank  Act  1948. 

7.  Finally,  with  respect  to  the  general  line  of  monetary 
policy  followed  by  the  Bank,  article  26  of  the  Bank  Act  1948 
explicitly  provides  that:  ” Whenever  Our  Minister  i.e.  the 
Minister  of  Finance — “ in  order  to  co-ordinate  the  monetary 
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heard  the  Bank  Council,  issue  to  the  Governing  Board  such 
directions  as  he  thinks  necessary  for  attaining  that  purpose.” 
The  power  thus  given  to  the  Minister  of  Finance  is,  however, 
subject  to  a certain  limitation.  If  the  Governing  Board  of 
the  Bank  objects  to  the  given  directions  it  can  within  three 
days  appeal  to  the  Crown.  The  Crown  decides  whether  the 
diction  has  to  be  followed.  If  the  Crown  so  decides,  the 
objections  of  the  Governing  Board  and  the  argued  decision  of 
the  Crown  have  to  be  published  in  the  official  Gazette  unless 
reasons  of  state  forbid. 

8.  It  follows  from  the  above  that  the  powers  of  the 
Central  Bank  to  act  as  a monetary  authority  are  not  only 
limited  by  law;  they  are  in  one  special  case  specifically  under 
control  of  the  Executive  Government  and  they  are,  more 
generally,  subject  to  the  power  of  the  Executive  Government 
to  give  directions  to  the  Bank.  Thus  it  appears  that  the 
final  responsibility  for  the  policy  of  the  Bank  in  its  capacity  of 
monetary  authority  rests  with  the  Government,  who  have  the 
power  to  intervene  if  they  should  disagree  with  the  Bank’s 
policy.  On  the  other  hand,  it  also  appears  that  the  Bank 
must  be  considered  to  cany  a responsibility  of  its  own,  as 
the  law  explicitly  charges  the  Bank  with  the  duties  of  a 
monetary  authority  and  as  the  procedure  for  giving  directions 
to  the  Governing  Board  is  clearly  devised  only  for  solving 
rather  fundamental  differences  of  opinion. 

9.  In  practice,  in  the  ten  years  that  the  Bank  Act  1948 
has  been  in  operation,  the  power  to  give  directions  has  never 
been  used.  The  Central  Bank,  in  the  performance  of  its 
responsibilities,  had  enjoyed  the  widest  possible  measure  of 
independence.  Co-ordination  of  policy  between  Bank  and 
Government  has  always  been  possible  by  consultation  and 
mutual  agreement,  based  on  the  recognition  of  the  existence 
of  a broad  field  of  monetary  activity  where  prime  responsi- 
bility rests  with  the  Bank  even  thou^  ultimate  responsibility 
remains  with  the  Government. 

10.  The  constitutional  arrangements  which  govern  the 
co-ordination  of  policy  between  Central  Bank  and  Executive 
Government  have  been  explained  above.  The  administrative 
arrangements  consist  of  regular  and  close  contacts  between 
functionaries  of  the  Bank  and  of  the  Treasury,  regular  meet- 
ings between  the  President  of  the  Bank  and  the  Minister  of 
Finance  and,  finally,  the  partaking  in  an  advisory  capacity 
by  the  President  of  the  Bank  in  the  meetings  of  the  Economic 
Council  of  the  Cabinet. 

Question  2; 

What  instruments  of  control  over  the  monetary  and 
credit  system  does  the  Central  Bank  employ  for  the 
purpose  of  performing  its  responsibilities;  and  what 
comments  can  you  offer  to  us  as  to  the  conditions  which 
govern  their  effectiveness  ? In  particular,  we  would 
welcome  your  views  on  two  aspects  of  this  problem: 

(i)  how  far  are  those  conditions  peculiar  to  the  individual 
situation  of  your  own  country  and  how  far  are  they 
of  general  application  ? 

(ii)  how  far  can  any  system  of  monetary  control  be 
effective  which  is  not  reinforced  by  effective  control 
of  general  liquidity  in  trade  and  industry  as  well  as  in 
the  banking  system  ? 

The  Instruments  of  Control 

11_.  The  instruments  of  control  over  the  monetary  and 
credit  system  which  the  Bank  has  employ^  so  far  for  ffie 
purpose  of  discharging  its  responsibilities  are  the  following; 

(a)  discount  policy; 
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(b)  the  fixing  of  other  conditions  under  which  the  Bank 
is  or  is  not  willing  to  allow  access  to  its  resources; 

(c)  open  market  policy; 

(d)  the  fixing  of  a cash  reserve  ratio ; 

(e)  intervention  on  the  forward  foreign  exchange  market; 

(f)  the  application  of  quantitative  credit  restrictions; 

(g)  the  application  of  qualitative  credit  restrictions; 

(h)  moral  suasion. 

(a)  Discount  Policy 

12.  To  understand  conditions  on  the  Dutch  money  market 
it  is  necessary  to  realize  that,  though  Amsterdam  has  a regular 
money  market  which  is  in  some  ways  comparable  to  the 
London  market,  the  institutional  relationships  on  the  Dutch 
market  are  very  different.  Tenders  for  Treasury  paper  are 
held  fairly  regularly  by  the  Agent  of  the  Treasury,  but  the 
amounts  are  relatively  smaller  than  in  London,  it  being 
exceptional  that  more  than  fl.  300  to  400  million  of  paper 
should  fall  due  in  any  one  month.  Tenders  are  open  to 
everybody.  Allocations  are  made  at  one  price  only.  The 
trade  in  Treasury  paper  may,  but  need  not,  be  carried  out 
through  the  medium  of  bill  brokers,  who  hold  .a  relatively 
small  portfolio  for  their  own  account,  which  they  finance  by 
call  money.  The  banks — of  which  there  are  a large  number 
with  a variety  of  more  or  less  specialised  functions — and  the 
brokers  both  have  access  to  the  Central  Bank  at  the  official 
bank  rate,  the  bill  brokers  having  a special  facility  to  discount 
a limited  part  of  their  portfolio  at  the  old  rate  on  the  day  of  a 
change  of  bank  rate.  Recourse  to  the  Bank  can  also  take 
the  form  of  borrowing  on  current  account  against  collateral, 
for  which  the  rate  is  \ per  cent,  above  the  discount  rate.  The 
total  amount  of  Treasury  paper  outstanding  (bills  and  notes) 
amounts  to  some  fl.  4 milliard,  of  which  somewhat  more 
than  half  is  in  the  hands  of  the  banking  system.  A very 
important  difference  from  London  is  that  in  the  Netherlands 
it  is  the  Bank  and  not  the  Treasury  that  holds  and  finances 
the  foreign  exchange  reserve,  so  that  fluctuations  in  reserves 
promptly  affect  the  money  market. 

13.  It  is  an  essential  condition  for  effectiveness  of  a 
Central  Bank’s  discount  policy  that  the  market  is  in  need  of 
the  Bank’s  credit  or  that  the  Bank  has  the  power  to  drain  the 
market  of  surplus  liquidity  by  selling  paper  to  the  market 
out  of  its  own  portfolio. 

14.  For  a long  period  after  the  war  neither  of  these  two 
conditions  were  fulfilled  in  the  Netherlands.  The  banking 
system  was  in  a situation  of  extreme  liquidity  which,  for  all 
practical  purposes,  precluded  any  possibility  of  its  having 
to  take  recourse  to  the  Bank  and  the  Bank  had  no  opportunity 
to  seU  Treasury  paper  to  the  market  out  of  its  own  portfolio 
as  the  Treasury  was  in  the  habit  of  selling  Treasury  paper  over 
the  counter  at  fixed  rates  throu^  its  own  Agent,  even  though 
it  held  a sufficient  credit  balance  with  the  Bank  to  take  care 
of  its  own  financial  requirements.  Thus  it  was  in  those  years 
the  Treasury,  instead  of  the  Central  Bank,  who  performed 
the  task  of  draining  the  money  market  of  any  excess  liquidity. 
The  discount  rate  of  the  Netherlands  Bank  during  these  years 
remained  fixed  at  2i  per  cent.,  the  actual  market  rate  being 
well  below  this  figure. 

15.  This  situation  was  brought  to  an  end  by  the  Korean 
crisis.  The  vast  increase  in  the  amount  of  loans  given  by  the 
banking  system  to  the  private  sector,  which  was  financed 
by  a reduction  in  its  holdings  of  Treasury  paper,  necessitated 
restrictive  action  by  die  Central  Bank,  ha  September  1950 
the  rate  of  discount  was  increased  to  3 per  cent.,  followed  by 
an  increase  to  4 per  cent,  in  April  1951.  At  the  same  time 
measures  were  taken  to  make  the  discount  rate  effective  by 
the  application,  from  January  1st,  1951,  of  certain  powers 
which  the  Bank  still  held  from  the  days  of  the  monetary 
reform  of  1945.  These  powers  enabled  the  Bank  to  direct 
the  hanking  system  not  to  reduce  its  liquid  holdings, 
including  TYeasury  paper,  below  a certain  limit,  or,  alter- 
natively, not  to  increase  its  loans  beyond  a certain  ceiling 
without  taking  recomse  to  the  Bank  for  the  excedent.  Thus 
the  banking  system,  though  remaining  very  liquid,  was 
forced  into  the  Bank  and  the  bank  rate  was  made  fully 
effective. 

16.  The  recognition  of  the  need,  in  times  of  emergency, 
for  the  Central  Bank  to  have  restrictive  powers  over  the 
credit  institutions  led  to  the  Act  on  Supervision  of  the  Credit 
System  of  January  18th,  1952  (Staatsbiad  No.  35)  which  was 
later  amended  by  the  aforementioned  Act  of  June  21st,  1956. 


17.  The  experience  of  this  period  led  moreover  to  the 
agreement  between  the  Bank  and  the  Treasury  of  June  1952,. 
under  which  the  Treasmy  would,  in  principle,  limit  the 
amount  of  Treasury  paper  directly  placed  in  the  market  to  the 
equivalent  of  the  amount  falling  due,  whilst  on  the  other 
hand  the  Netherlands  Bank  undertook  to  sell  Treasury  paper 
to  the  open  market  from  its  own  holding  if  the  money  market 
should  be  found  to  be  over-liquid.  In  this  way  the  carrying 
out  of  an  open  market  policy  was  transferred  from  the 
Treasury  to  the  Central  Bank. 

18.  A further  step  to  make  discount  policy  effective,  by 
reducing  the  excessive  liquidity  of  the  banking  system,  was 
taken  in  February  1954.  Between  the  Central  Bank  on  the 
one  hand  and  a great  majority  of  the  representative  com- 
mercial banks  and  the  central  agricultural  credit  institutions 
on  the  other  hand  a gentlemen’s  agreement  was  concluded, 
under  which  the  latter  undertook  to  hold  with  the  former  a 
minimum  cash  balance  proportionate  to  their  deposits  in 
excess  of  fl.  10  million,  the  magnitude  of  this  cash  balance 
to  be  determined  by  the  Central  Bank  between  the  limits  of 
zero  and  15  per  cent. 

19.  At  the  same  time  the  Treasury  offered  the  adherents 
to  the  gentlemen’s  agreement  the  opportunity  to  participate 
in  the  semi-consolidation  of  fl.  1,200  million  short  term 
Treasury  paper  (about  50  per  cent,  of  their  total  holding  of 
Treasury  paper  at  that  time)  into  8,  10  and  12  years  Treasury 
certificates,  paying  a rate  of  interest  of  2J  to  li  per  cent.,  the 
market  rate  for  12  months  Treasury  paper  at  the  moment  of 
consolidation  being  about  ft  per  cent. 

20.  The  above  measures  have  in  fact  created  a situation 
under  which  the  Central  Bank  is  now  able  to  make  its  discount 
rate  effective  in  conditions  of  economic  stress,  such  as  were 
recently  experienced  in  the  years  1956  and  1957.  During 
these  years,  the  Bank  increased  its  rate  by  successive  steps 
from  2i  to  a maximum  of  5 per  cent,  and  was  able  effectively 
to  exert  a restraining  influence  both  on  the  demand  for 
credit  by  trade  and  industry  and  on  the  willingness  to  grant 
new  loans  by  the  banking  system. 

21.  Meanwhile,  these  measures  did  not  change  the 
fuirdamental  situation  of  the  Dutch  money  market,  which 
continues  to  be  that  under  normal  conditions  the  market 
rarely  needs  the  facilities  of  the  Central  Bank,  to  which  it 
has  only  recourse  on  any  important  scale  in  times  of  serious 
balance  of  payments  deficit. 

22.  As  to  the  effectiveness  of  discount  policy  as  an 
instrument  of  monetary  control  the  Netherlands  Bank  has 
always  felt  that,  thou^  the  dbcount  rate  is  extremely  usrful 
as  a means  of  restricting  credit,  it  cannot  be  expect^  to  be 
sufficiently  effective  by  itself.  If  trade  or  industry  are  mov^ 
by  strong  speculative  motives  or  if  Governments  find  them- 
selves in  financial  difficulties,  increases  in  discount  rates  may 
easily  prove  to  be  an  insufficient  deterrent  to  undue  credit 
expansion, 

23.  Under  the  conditions  of  speculative  stress  of  August/ 
September  1957  the  Bank  has  therefore  warned  the  banking 
system  that  it  might  consider  not  accommodating  banks 
that  did  not  sufficiently  keep  under  control  the  expansion  of 
credit  to  the  private  sector  except  at  a “ penalty  ” rate  that 
would  be  at  least  1 per  c»nt.  hi^er  than  the  normal  tariff. 
The  Bank  did  not  find  it  necessary  actually  to  apply  the 
penalty  rate.  The  warning  was  withdrawn  on  April  21st, 
1958. 

24.  Next  to  applying  a penalty  rate  might  have  come  the 
refusal  to  give  accommodation  at  all.  This  possibility  brings 
us  to  our  next  subject. 

(b)  The  fixing  of  other  conditions  under  which  the  Bank  is 
or  is  not  willing  to  allow  access  to  its  resources 

25.  The  Netherlands  Bank  considers  the  access  to  its 
resources  as  a privilege  and  not  as  a right,  even  though  ffie 
prospective  borrower  may  be  able  to  offer  perfect  security. 
This  means  that  the  Bank  is  in  a position  to  refuse  to  make 
its  credit  available  except  on  the  proviso  that  certain  con- 
ditions are  fulfilled.  Such  conditions  may  take  the  form  of 

(1)  conditions  with  respect  to  the  policy  of  the  borrower; 

(2)  conditions  with  respect  to  the  type  of  security  offered ; 

(3)  conditions  establishing  credit  lines  for  individual 
borrowers. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


262 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued] 


4.  The  President  of  the  Netherlands  Bank 


26.  ^ to  (1),  the  power  of  the  Bank  to  refuse  its  credit  to 
prospective  borrowers  whose  policies,  in  the  opinion  of  the 
Bank,  wotild  not  be  conducive  to  the  fulfilment  of  Ae  task 
laid  upon  the  Bank  in  article  9,  paragraph  1,  of  the  Bank  Act 
1948,  helps  without  doubt  to  strengthen  the  Bank’s  position 
as  a monetary  authority.  It  is  of  great  advantage  to  the  Bank, 
in  this  respect,  that  in  the  institutional  set-up  of  the  Dutch 
money  market  there  exists  between  the  BmiIc  and  the  banking 
system  only  a thin  cushion  of  Treasury  paper  held  by  middle- 
men to  whom  the  Bank,  in  case  of  need,  could  not  reasonably 
deny  its  facilities.  In  any  period  of  real  stress,  it  is  the 
banking  system  itself  that  will  have  to  take  direct  recourse 
to  the  Ba^. 

27.  In  practice,  in  the  relationship  between  the  banking 
system  and  the  Bank,  the  Bank  has  never  withheld  credit 
facilities  on  account  of  disapproval  of  the  credit  policies 
pursued  by  the  borrower.  I cannot  help  thinking,  however, 
that  the  fact  that  such  a situation  mi^t  occur  must  have 
added  something  to  that  moral  stature  of  the  Bank,  that 
is  so  kindly  supposed  to  suffice  in  inducing  the  banking 
system  to  comply  with  even  its  slightest  wishes. 

28.  In  its  relationship  with  the  savings  banks,  the  Bank 
made  use  of  the  aforementioned  possibility  in  November 
1957.  It  informed  ffie  savings  banks  of  its  willingness  to 
accommodate  such  institutions  only  on  a temporary  basis 
and  on  condition  that  they  would  refrain  from  making  any 
new  investments  as  long  as  their  indebtedness  to  the  Bank 
continued. 

29.  _A  much  more  important  example  of  the  Bank  making 
its  credit  facilities  dependent  upon  the  policy  of  the  borrower 
may  be  found  in  its  relationship  with  the  Treasury.  The 
Treasury  has  a statutory  credit  line  with  the  Bank  of  fi.  150 
million  (article  20  of  Bank  Act  1948,  as  amended  by  the 
Act  of  July  13th,  1955).  Beyond  that  limit  the  Bank  is  free 
but  not  under  any  obligation  to  buy  paper  directly  from  the 
Treasury.  The  same  holds  true  for  any  indirect  help  that 
might  extended  through  support  of  the  money  market. 
According  to  a general  understanding  between  the  Treasury 
and  the  Bank  the  latter  is  not  supposed  to  be  willing  to 
finance  the  Treasury  beyond  the  statutory  limit  if  such  finance 
is  needed  to  pay  for  actual  budgetary  expenditure.  If,  however, 
the  Treasury’s  needs  are  caused  by  a non-renewal  of  short 
term  debt  by  the  money  market  the  Bank  may  be  willing 
to  look  upon  the  Treasury’s  plight  with  different  eyes.  In 
1951  the  Bank  actually  accommodated  the  Treasury  under 
such  circumstances  to  a large  extent  and  in  its  annual  report 
stressed  that  this  part  of  the  Treasury’s  borrowing  was  not 
by  itself  inflationary. 

30.  \s  to  (2),  the  fixing  of  conditions  with  respect  to  the 
type  of  security  offered  has  been  used  by  the  Bank  as  a means 
of  giving  certain  types  of  credit  a somewhat  favoured  position 
in  the  market.  The  Bank  does  so  by  declaring  certain  paper 
to  be  in  principle  eligible  for  discount  or  acceptable  as 
collateral.  This  means  that  the  Bank,  if  such  paper  should  be 
presented  at  its  discount  window  or  should  be  offered  as 
collateral,  will  not  refuse  to  accommodate  the  party  concerned 
for  reasons  connected  with  the  paper. 

31.  Under  an  agreement,  concluded  in  April  1922,  the 
Bank  has  declared  as  in  principle  eligible  for  discount  tdl 
bank  acceptances  covering  foreign  merchandise  transactions 
Acceptances  covering  other  foreign  transactions  can  be 
declared  ehgible  for  discount  after  previous  consultation. 

32.  _ In  the  field  of  public  finance  the  Bank  has  a long 
tradition  of  declaring  in  principle  eligible  for  discount  the 
promissory  notes  of  municipalities  and  other  local  authorities 
up  to  a maximum  of  15  per  cent,  of  ffieir  yearly  normal 
revenue.  In  1957,  in  view  of  the  excessive  amount  of  short 
term  toancmg  that  was  taking  place  in  this  field,  the  Bank 
made  its  conditions  somewhat  more  severe.  Normal  eligi- 
bMty  was  only  extended  to  the  notes  of  such  local  authorities 
whose  short  term  debt  did  not  exceed  25  per  cent,  of  normal 
current  income;  for  those  local  authorities  whose  short 
term  debt  exce^ed  25  per  cent,  but  not  50  per  cent,  of  current 
mwme,  facilities  were  halved  and  for  those  whose  short  term 
debt  went  over  50  per  cent,  of  current  income  facilities  were 
cancelled.  These  measures  of  the  Bank  have  failed,  however 
to  put  an  effective  stop  to  inflationary  financing  by  the  local 

inarket  appearing  to  be  willing  to  continue 
to  hold  short  term  local  government  paper,  even  though 
such  paper  was  of  a category  that  had  no  admittance  at  the 
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33.  As  to  (3),  the  establishing  of  credit  lines  for  individual 
borrowers  has,  so  far,  been  a rather  exceptional  practice  of 
ffie  Bank. 

(c)  Open  Market  Policy 

34.  The  purpose  of  open  market  policy  is  to  diain  the 
money  market  of  excess  hquidity  or  to  counterbalance  a 
shortage  of  liquidity,  so  as  to  stabilize  money  market  con- 
ditions, to  prevent  too  big  a gap  between  open  market  rate 
and  discount  rate  and,  if  necessary,  to  support  the  effective- 
ness of  discount  policy. 

35.  Open  market  policy  as  an  instrument  of  monetary 
policy  is  especially  important  for  such  countries  as  the 
Netherlands,  where  neither  the  banking  system  nor  the 
private  economy  is  traditionally  in  debt  with  the  Central 
Bank.  In  countries  where  this  is  the  case,  as  e.g,  France 
and  Belgium,  fluctuations  in  the  indebtedness  of  the  banking 
system  and  the  private  economy  towards  the  central  bank 
generally  suffice  to  cushion  the  fluctuations  in  general 
liquidity,  and  as  long  as  any  indebtedness  to  the  central  bank 
continues  the  discount  rate  remains  automatically  effective. 

36.  The,  Dutch  money  market,  however,  is  inherently  un- 
stable as  the  foreign  exchange  reserves  as  a rule  exceed  the  bank 
note  circulation.  Almost  nobody,  except  the  Government 
to  the  extent  of  the  Bank’s  open  market  portfolio  and  the 
possible  overdraft  according  to  article  20  of  the  Bank  Act 
1948,  is  in  debt  to  the  Central  Bank.  In  case  of  a balance  of 
payments  surplus  the  excess  liquidity  in  hands  of  the  banking 
system  must  tend  to  drive  the  market  rate  down  to  almost 
zero,  there  being,  for  all  practical  purposes,  no  internal 
borrower  for  such  excess  funds  unless  either  the  Treasury 
or  the  Bank  should  intervene.  Neither  are  the  banks  able  to 
a sufficient  extent  to  place  surplus  funds  on  foreign  money 
markets,  as  e.g.  London  and  New  York,  because  the  scope  for 
covering  the  exchange  risk  involved,  is  restricted  by  the 
limited  capacity  of  the  forward  market,  and  the  banks  are 
traditionally  hesitant  to  hold  uncovered  exchange  positions. 

37.  Consequently,  if  for  reasons  of  monetary  policy  the 
Bank  does  not  think  it  wise  to  let  the  market  rate  drop  too 
far  below  the  discount  rate,  or  does  not  want  to  see  either 
Government  or  local  authorities  tempted  into  excessive  short 
term  financing,  it  has  to  take  the  excess  liquidity  out  of  the 
market  by  selling  Treasury  paper  out  of  its  own  portfolio. 
On  the  other  hand,  if  the  market  is  temporarily  short  of 
liquidity  and  the  Bank  does  not  think  it  necessary  to  let  the 
market  rate  rise  in  full  measure  to  the  bank  rate,  or  does  not 
want  to  see  the  Treasury  brought  into  difficulties  by  non- 
renewal  of  maturing  Treasury  paper  by  the  market,  the  Bank 
may  intervene  at  a lower  rate  by  buying  Treasury  paper  in 
the  market  on  its  own  initiative. 

38.  An  effective  open  market  policy  by  the  Bank  has  only 
become  possible  after  the  aforementioned  agreement  wifii 
the  Treasury  of  June  1952.  At  the  time  of  that  agreement 
the  Treasury  still  owed  the  Bank  fl.2,100  million  out  of  an 
original  debt  of  more  than  fl.  4,300  million,  incurred  by  the 
Treasury  by  way  of  indemnification  of  the  Bank,  in  February 
1947,  for  its  war  holdings  of  Reichsmarks.  Of  these  fl.  2,100 
million  fl.  800  million  consisted  of  Treasury  bills,  the  re- 
mainder being  in  the  form  of  book  debt. 

39.  As  is  shown  in  Annex  I,  which  gives  a survey  of  the 
open  market  transactions  of  the  Netherlands  Bank  from  1952 
onwards,  the  Bank  in  the  first  year  of  its  operations  sold  to 
the  market  nearly  fl.  650  million  of  Treasury  bills,  the 
following  years  open  market  operations  were  continued,  the 
year  1954  being  the  first  in  which  both  sales  and  purchases 
were  effected. 

40.  Already  during  this  early  period  of  open  market 
operations  the  Bank  was  faced  with  the  problem  how  to 
maintain  a sufficient  portfolio  of  Treasury  paper  so  as  to 
enable  it  sufficiently  to  control  the  market.  The  operations 
of  the  year  1952  had  brought  the  portfolio  of  Treasury  paper 
down  to  a mere  fl.  150  million  and  it  was  only  due  to  the 
willingness  of  the  Treasury  to  convert  part  of  its  book  debt 
to  the  Bank  into  Treasury  paper  that  the  Bank’s  portfolio 
could  be  sufficiently  increased. 

41.  Moreover,  the  Treasury  found  itself  in  a position 
gradually  to  repay  its  net  debt  to  the  Bank  by  using  for  that 
purpose  counterpart  funds  of  Marshall  aid.  Consequently, 
the  Bank  was  confronted  with  the  problem  that  it  might  not 
be  in  a position  to  hold  a sufficient  portfolio  of  Treasury 
paper  to  enable  it  to  maintain  effective  control  of  the  money 
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market.  This  situation  has  led  the  Bank  to  look  for  other 
instruments  of  policy  that  might  serve  the  same  purpose. 

(d)  The  Fixing  of  a Cash  Reserve  Ratio 

42.  The  very  important  increases  in  the  gold  and  foreign 
exchange  reserves  of  the  Bank  which'  occurred  dming  the 
years  1952  and  1953  {of  fl.  2,014  million  and  fl.  844  milhon 
respectively)  and  the  concomitant  increase  of  liquidity  in  the 
money  market,  confronted  the  Bank  with  the  problem  how 
to  maintain  control  of  the  money  market  without  too  quickly 
exhausting  its  portfolio  of  Treasury  paper. 

43.  For  the  British  reader  the  easy  answer  to  this  problem 
might  be  that  if  only  the  Netherlands,  like  the  United 
Kingdom,  would  concentrate  its  foreign  exchange  reserves 
in  a Treasury  account,  such  as  the  E.E.A.,  this  problem  would 
not  rise  at  all.  The  excess  liquidity  created  in  the  market  by 
a stilus  in  the  balance  of  payments  would  automatically  be 
drained  off  by  the  Treasury’s  need  of  funds  to  finance  its 
increased  foreign  exchange  holdings.  The  answer,  though 
correct,  overlooks  the  advantages  of  the  Dutch,  or  rather 
the  continental  system  in  case  of  a balance  of  payments 
deficit.  In  those  circumstances  the  tightening  of  the  market 
that  accompanies  the  loss  of  foreign  exchange  will  greatly 
strengthen  the  monetary  authority  in  pursuing  a restrictive 
policy  in  order  to  combat  any  internal  causes  of  the  deficit 
in  the  balance  of  payments.  On  the  other  hand  the  British 
practice,  xmder  those  circumstances,  may  too  easily  lead  to 
a prolongation  of  thedeficit  without  sufficient  internal  warning 
signs  going  up  in  the  money  market.  Whatever  the  relative 
advantages  of  the  two  systems — ^the  comparison  being 
rendered  even  more  difficult  by  the  circumstance  that  in 
the  United  Kingdom  importance  attaches  to  the  liquidity 
ratio  of  the  commercial  banks  rather  than  to  their  cash 
ratio — the  fact  remains  that  in  the  Netherlands  the  money 
market  has  a tendency  to  react  strongly  to  changes  in  the 
balance  of  payments  position  and  that,  if  an  increase  in 
foreign  exchange  reserves  is  not  thought  to  be  undesirable, 
means  have  to  be  found  to  drain  the  excess  liquidity  created 
by  the  influx  of  foreign  exchange. 

44.  With  this  purpose  in  mind  the  Bank,  in  February  1954, 
when  the  open  market  discount  rate  for  three  months  paper 
had  dropped  to  J per  cent,  and  for  twelve  months  paper  to 
i per  cent.,  succeeded  in  making  a gentlemen’s  agreement 
with  the  more  important  commercial  banks  and  with  the 
two  central  agricultural  credit  banks,  under  which  these 
banks  undertook  to  hold  with  the  Central  Bank  a cash 
balance  of  between  zero  and  15  per  cent,  of  their  deposits, 
the  po'centage  to  be  determined  by  the  Central  Bank,  and 
under  the  proviso  that  the  first  fl.  10  million  of  deposits 
should  be  free  and  that  for  the  next  fl.  50  million  only  half 
of  the  percentage  in  force  needed  to  be  held.  The  Bank  on 
its  part  undertook  to  fix  the  percentage  of  the  cash  reserves 
in  consideration  of  the  development  of  the  gold  and  foreign 
exchange  position  and  of  the  causes  of  such  development. 
The  latter  provision  meant,  for  example,  that  a loss  of  foreign 
exchange  reserves  concomitant  with  a loss  of  deposits  might, 
but  a loss  of  reserves  concomitant  with  an  expansion  of 
credit  would  certainly  not,  justify  a reduction  of  the  reserve 
ratio.  The  Bank  further  promised  not  to  increase  the  reserve 
ratio  beyond  10  per  cent.,  without  first  having  sold  a con- 
siderable part  of  its  open  market  portfolio. 

45.  During  the  period  of  stable  or  slowly  increasing 
foreign  exchange  reserves  in  the  years  1954  and  1955  the  cash 
reserve  ratio  was,  after  the  first  few  months  of  gradual 
increase,  practically  maintained  unchanged  at  10  per  cent. 
From  April  1956  onwards,  when  both  foreign  exchange 
reserves  and  deposits  began  to  drop,  the  ratio  was  gradually 
reduced  to  a roinimum  of  4 per  cent.,  the  latter  percentage 
being  reached  in  October  1957.  After  Febru^  1958  the 
reserve  ratio  has  been  gradually  increased  until  in  August 
1958  a ratio  of  10  per  cent,  was  again  established. 

46.  In  Annex  EC  the  total  effect  of  cash  reserve  policy  and 
open  market  operations  since  1954  have  been  set  out  on  a 
monthly  basis  and  compared  with  the  total  of  deposits  of  the 
relevant  banks.  It  appears  that  the  joint  total  of  sterilizing 
operations  in  the  form  of  open  market  operations  and  cash 
reserve  requirements  has  fluctuated  between  a minimum  of 
about  4i  per  cent,  and  a maximum  of  about  19  per  cent,  of 
total  bank  deposits  as  defined  in  the  gentlemen’s  agreement. 

47.  Attention  should  be  drawn  to  the  fact  that  the  cash 
reserve  system,  and  indeed  the  open  market  operations  of  the 


Bank,  have  to  work  under  conditions  that  differ  funda- 
mentally from  those  in  the  United  States  or  from  those  under 
which  the  application  of  a variable  reserve  system  in  the 
United  Kingdom  would  have  to  operate. 

48.  In  a vast  country  like  the  United  States,  where  the 
proportion  of  foreign  to  total  trade  is  relatively  small,  one 
of  the  main  problems  for  the  monetary  authority  is  to  have  at 
its  disposal  an  instrument  of  policy  that  will  act  on  the 
hanking  system  with  a certain  leverage.  In  case  of  credit 
expansion  in  such  a country  it  is  practically  only  the  increase 
in  the  circulation  of  bank  notes  which  may  be  slow  to  develop, 
which  will  drain  the  banking  system  of  some  of  the  funds  it 
is  itself  creating. 

49.  In  a certain  way  the  same  holds  true  for  a country  like 
the  United  Kingdom,  which  acts  as  the  banker  for  a large  area 
of  the  world.  A deficit  in  the  United  Kingdom’s  balance  of 
payments  with  the  rest  of  the  sterling  area,  which  could 
easily  result  from  an  undue  credit  expansion  within  the 
United  Kingdom,  might  not  so  much  ^ect  the  amoimt  of 
deposits  of  the  banking  system  as  the  residential  status  of  the 
owners.  Under  such  circumstances  it  may  be  very  desirable 
for  the  monetary  authority  to  be  able  to  reduce  the  liquidity 
of  the  banking  system  so  as  to  force  a more  prudent  policy 
upon  it  and  a variable  cash  reserve  ratio  may  very  well  serve 
this  purpose.  Such  cash  reserves  should  then  no  longer  be 
considered  part  of  the  liquid  holdings  of  the  banking  system. 

50.  In  a small  country  like  the  Netherlands,  with  a very 
high  proportion  of  foreign  trade,  the  situation  is  quite 
different.  Any  undue  credit  expansion,  or  at  any  rate  any 
credit  expansion  that  exceeds  developments  in  neighbouring 
countries,  will  soon  lead  to  a balance  of  payments  deficit,  as, 
marginally,  at  least  one  third  of  national  expenditure  goes 
outside  the  country.  Consequently,  any  credit  expansion  has 
the  tendency  to  affect  strongly  the  liquidity  of  the  banks, 
who  see  their  deposits  rise  much  less  than  their  loans  and 
therefore  are  actually  drained  of  liquidity.  The  leverage 
which  in  a big  country  or  in  a country  functioning  as  an 
international  banker  may  have  to  be  found  in  the  application 
of  a cash  reserve  system,  is  supplied  in  a small  country  by  the 
quick  reaction  of  the  foreign  exchange  position. 

51.  Even  so,  the  cash  reserve  system  may  perform,  as  we 
have  seen,  a very  useful  service,  also  in  a small  country.  But  in 
comparing  its  application  in  a case  like  the  Netherlands  with 
a case  like  the  United  States,  one  must  be  acutely  aware  of  the 
differing  circumstances.  Otherwise  it  tiecomes  incompre- 
hensible that  in  the  Netherlands,  in  times  of  ease,  cash 
reserves  have  been  kept  high,  in  times  of  excessive  expansion 
have  been  lowered,  and  in  times  of  recession  again  have  been 
increased,  whilst  in  a country  like  the  United  States,  very 
rightly,  the  reverse  policy  has  been  pursued. 

(e)  Intervention  on  the  Forward  Foreign  Exchange  Market 

52.  On  one  or  two  occasions  in  the  last  few  years  the  Bank 
has  found  it  useful  to  intervene  on  the  forward  foreign 
exchange  market,  not  so  much  in  order  to  influence  the 
forward  rates  as  to  exert  indirectly  an  influence  on  the 
liquidity  of  the  banking  system  and  consequently  on  the 
conditions  in  the  money  market. 

53.  Dutch  foreign  trade  is  traditionally  for  a large  part 
contracted  for  and  iuvoiced  in  foreign  currencies.  As  a 
result  import  traders  in  the  Netherlands  have  as  a rule  sub- 
stantial forward  commitments  in  foreign  exchange,  for  which 
they  seek  to  cover  themselves — some  of  them  doing  so  con- 
tinually, others  only  occasionally  in  times  of  stress— on  the 
forward  foreign  exchange  market.  Apart  from  the  fact  that 
Dutch  foreign  trade  traditionally  shows  an  overall  import 
balance,  the  foreign  trade  with  individual  countries  shows 
in  some  instances  continued  and  substantial  excesses  of 
imports  over  exports.  This  is  the  case  in  our  trade  with  the 
United  States,  Western  Germany  and  Belgium.  The  resulting 
excess  of  demand  over  supply  for  U.S.  dollars,  German 
marks  and  Belgian  francs  in  the  forward  foreign  exchange 
market  is  the  reason  why  the  authorised  banks  have  a con- 
tinuing excess  of  forward  sales  to  their  clients,  which  they 
cover  in  their  turn  by  purchases  of  the  currencies  concerned 
for  spot  delivery.  The  banks  deposit  this  spot  cover  abroad 
till  the  forward  sales  to  the  clients  fall  due;  the  foreign 
currency  amounts  are — ^whenever  possible — in  the  meantime 
employed  in  overseas  money  markets. 

54.  As  the  foreign  exchange  banks  have  to  pay  in  giulders 
for  the  spot  foreign  currencies  which  they  buy.  it  follows  that 
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a pan  of  the  banks’  liquid  means  is  contiimously  employed  in 
this  way.  As  an  itlustrating  figure,  it  may  be  mentioned  that 
in  nonnal  times  the  total  guilder  equivalent  of  the  balances  in 
foreign  currencies  which  the  Dutch  foreign  exchange  banks 
keep  abroad  for  this  purpose  amounts  to  between  fi.  350  and 
400  million. 

55.  Given  the  existing  pattern  of  the  Netherlands’  foreign 
trade,  it  a easy  to  understand  that,  in  times  when  doubt  arises 
among  the  public  at  large  on  the  likelihood  of  the  existing 
exchange  parities  of  the  major  trading  nations  being  main- 
tained, demand  for  forward  foreign  exchange  on  the  part  of 
import  traders  may  on  occasions  rise  substantially  within 
relative  short  spaces  of  time.  The  banks,  after  meeting  the 
increased  demand  for  forward  exchange,  have  to  increase  their 
purchases  of  spot  foreign  exchange  (which  in  such  times  often 
has  to  be  provided  to  the  market  by  the  Central  Bank)  and 
the  liquid  guilder  position  of  the  banks  is  likely  to  be  affected 
seriously  with  a corresponding  disruption  of  conditions  in  the 
money  market.  Again  by  way  of  illustration  it  may  be 
mentioned  that  during  the  foreign  exchange  crisis  of  August/ 
September  1957  the  forward  sales  of  the  authorised  banks  to 
their  clients  rose  by  the  equivalent  of  3.  475  million. 

56.  If  in  such  circumstances  the  Bank  feels  that  it  would 
not  be  good  policy  to  have  conditions  in  the  money  market 
affected  to  the  full  extent  by  the  increased  need  of  the  banks 
for  spot  foreign  exchange  cover,  the  Bank  may  decide,  as  it 
has  had  occasion  to  decide  once  or  twice  during  the  past  few 
yean,  to  intervene  in  the  market  and  to  provide  the  com- 
mercial banks  with  forward  cover  against  their  forward  sales 
to  clients.  During  the  foreign  exchange  crisis  of  August/ 
September  1957  the  Bank  thus  sold  forward  foreign  exchange 
to  the  banks  to  the  equivalent  of  approximately  fl.  400 
million. 

(f)  The  Application  of  Quantitative  Credit  Restrictions 

57.  As  already  mentioned  before,  in  order  to  counteract 
the  credit  expansion  which  followed  the  Korean  crisis  in 
1950  and  under  powers  to  prevent  any  extension  of  bank 
loans  which  it  still  held  since  the  monetary  reform  of 
1945,  the  Bank  from  January  1st,  1951  applied  certain  quanti- 
tative credit  restrictions.  From  that  date  new  loans  were 
only  allowed  under  condition  that  either  the  liquid  holdings 
of  the  lending  bank  did  not  drop  below  a certain  level  or  the 
total  amount  of  outstanding  loans  did  not  exceed  a certain 
ceiling,  u^ess  recourse  was  taken  to  the  Bank  for  the  excess. 
The  credit  restriction  implied  in  these  measures  was  therefore 
not  of  an  absolute  character.  It  mainly  served  to  make  the 
bank  rate  effective  and  to  prevent  the  banfe  from  continuing 
to  expand  credit  to  the  private  sector,  while  at  the  same  time 
reducing  their  holdings  of  Treasury  paper.  The  measure  was 
discontinued  on  April  1st,  1952. 

58.  Since  then,  both  the  original  Act  on  Supervision  of  the 
Credit  System  of  January  18th,  1952  and  the  revised  act  of 
June  21st,  1956  have  empowered  the  Bank  to  give  the  regis- 
tered credit  institutions  under  certain  circumstances  general 
directions  for  the  conduct  of  their  business,  prescribing 
minimum  liquidity  requirements,  a maximum  ceiling  for  loans 
or  investments,  and  prohibiting  or  restricting  certain  types  or 
forms  of  credit.  Under  the  latter  act  the  Bank,  if  it  detects  in 
the  field  of  credit  signs  which  endanger  or  might  endanger  the 
carping  out  of  the  task  laid  upon  it  by  the  first  paragraph  of 
article  9 of  the  Bank  Act  1948,  has  to  inaugurate  consulta- 
tions with  the  representative  organisations  of  the  credit 
institutions  concerned.  If  such  consultation  does  not  lead 
to  agreement,  the  Bank  can  give  general  directions  which 
need  the  approval  of  the  Minister  of  Finance  and,  moreover, 
have  to  be  submitted  within  three  months  to  Parliament  for 
confirmation.  Their  validity  is  restricted  to  one  year,  with 
one  prolongation. 

59.  The  powers  given  to  the  Bank  under  the  Act  on  Super- 
vision of  the  Credit  System  have  never  been  used  and  strict 
quantitative  credit  restrictions  in  the  sense  of  an  absolute 
ceiling  have  never  been  applied. 

(g)  The  Application  of  Qualitative  Credit  Restrictions 

60.  Under  the  executive  decrees  following  the  monetary 
reform  of  1945  any  and  all  granting  of  loans  by  the  banking 
system  was  made  subject  to  the  approval  of  the  Bank.  Loans 
amounting  to  less  than  fl.  50,000  were  allowed  under  a general 
licence.  Loans  exceeding  this  amount  needed  individual 
approval. 

61.  In  a directive  issued  to  the  banking  system  in  October 
1946  the  banks  were  asked  to  put  loan  demands  to  a severe 
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test,  specially  as  to  the  purpose  of  the  loan.  Available 
credit  facilities  should  be  reserved  for  the  essential  require- 
ments of  the  country,  including  production  for  export;  loans 
for  non-essential  purposes  were  to  be  restricted  to  the  ut- 
most; no  loans  should  be  granted  in  connection  with  the 
establishment  or  expansion  of  enteiprises  that  could  not  be 
deemed  to  take  care  of  essential  requirements,  nor  for  the 
accumulation  of  unnecessary  or  speculative  stocks;  invest- 
ment credits  should  generally  not  be  granted.  The  same  type 
of  criteria  were  applied  by  the  Bank  in  judging  loan  demands 
for  amounts  of  fl.  50,000  and  over. 

62.  This  type  of  control  worked  relatively  satisfactory 
during  the  very  first  years  of  the  reconstruction  period,  but 
became  more  and  more  difficult  to  apply  when  normal  con- 
ditions returned.  On  January  1st,  1951  Ae  arrangement 
was  discontinued  and  replaced  by  the  quantitative  credit 
control  mentioned  above. 

63.  The  original  Act  on  Supervision  of  the  Credit  System 
of  January  18th,  1952  still  foresaw  the  possibility  of  the  Bank 
under  certain  circumstances  being  empowered  to  prohibit 
or  to  subject  to  licensing  any  loans  in  excess  of  a certain 
amount.  Under  the  revised  Act  on  Supervision  of  the 
Credit  System  of  June  21st,  1956  this  provision  has  not  been 
maintained.  In  the  field  of  qualitative  control  the  Bank  can 
now,  under  the  limitations  already  mentioned,  only  give 
directions  which  restrict  or  forbid  certain  general  types  or 
forms  of  loans.  The  powers  given  to  the  Bank  under  this 
act  have  never  been  used. 

64.  Nevertheless,  without  making  use  of  the  Act  of  June 
21st,  1956  the  Bank  does  apply  certain  qualitative  credit 
restrictions,  on  the  basis  of  general  directions  given  to  the 
commercial  banks  with  respect  to  the  policies  the  Bank  would 
like  them  to  follow. 

65.  In  the  field  of  credit  extended  to  municipal  and 
other  local  government  authorities  the  Bank  informed 
the  banking  system  on  September  2nd,  1957  that  it  con- 
sidered an  increase  of  loans  to  local  authorities,  not 
including  the  Bank  for  Netherlands  Municipalities,  as  un- 
desirable and  that  it  would  like  the  banking  system  to  reduce 
such  loans  to  the  average  of  the  correspondi^  months  in  the 
two  preceding  years.  By  a later  direction  the  basis  was  fixed 
at  the  average  of  the  corresponding  months  or  the  average 
of  all  the  months  of  the  years  1955  and  1956,  whichever  was 
higher. 

66.  In  the  field  of  hire  purchase  finance  the  banks  who 
were  taking  a relatively  large  interest  in  this  type  of  finanririg 
either  by  directly  financing  hire  purchase  retailers  or  by 
financing  hire  purchase  finance  companies,  were  informed 
on  December  21st,  1955  that  the  Ba^  would  like  them  to 
reduce  their  loans  for  these  purposes  within  a reasonable 
period  to  the  average  of  the  loans  in  this  field  as  at  December 
31st,  1953  and  as  at  June  30th,  1955.  By  a later  direction  an 
alternative  ceiling  of  2 per  cent,  of  the  total  loans  of  the  bank 
concerned  was  established. 

67.  The  afore-mentioned  directives,  though  not  based  on 
any  legal  powers  and  therefore  coming  more  into  the  line  of 
“ moral  suasion,”  have  been  very  satisfactorily  followed. 

68.  The  first  mentioned  direction  has  helped  to  concen- 
trate municipal  financing  in  the  hands  of  the  Bank  for 
Netherlands  Municipalities.  The  latter  one  has  especially 
been  useful  in  getting  the  finance  companies  to  finance 
themselves  tlirough  borrowing  in  the  capital  market  instead 
of  relying  too  much  on  short  term  credit. 

(h)  Moral  Suasion 

69.  Apart  from  the  aforementioned  application  of  moral 
suasion  in  the  field  of  qualitative  credit  control,  the  T^anV 
has,  since  the  beginning  of  1955,  repeatedly  consulted  with 
the  representative  organisations  of  the  commercial  banks  and 
of  the  agricultural  credit  banks  as  to  possible  measures  to 
retard  the  continual  expansion  of  the  volume  of  credit.  In  the 
summer  of  1957  the  first  mentioned  organisation  advised  the 
Bank  to  make  a public  appeal  to  the  banking  system  for 
moderation  in  the  extension  of  credit.  In  view  of  the  crisis 
on  the  foreign  exchange  market  of  August  1957  the  Bank  did 
not  see  fit  to  restrict  itself  to  a general  appeal.  On  September 
2nd,  1957  the  Bank  informed  all  commercial  banks  that  it 
deemed  it  necessary  that  in  their  domestic  lendings  to  the 
private  sector  the  banks  should  observe  such  moderation 
that  there  was  no  permanent  increase  in  the  total  of  such 
lending.  It  furthermore  urgently  appealed  for  the  hanks’ 
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co-operatioQ  with  a view  to  preventing  any  such  increase  in 
the  immediate  future.  On  this  occasion  the  Bank  annoimced 
that  it  must  reserve  the  ri^t,  in  case  of  banks  which  in  its 
view  did  not  observe  sufficient  moderation,  to  charge — after 
waroiog — the  penalty  rate  which  has  already  been  mentioned 
in  paragraph  23  of  this  memorandum.  There  is  some  evidence 
that  the  decline  in  the  volume  of  credit  that  occurred  in  the 
following  months  may  at  least  partially  be  ascribed  to  this 
measure. 

70.  In  general,  however,  the  effectiveness  of  measures  of 
moral  suasion,  except  those  that  are  exphcitly  directed  to 
certain  special  types  of  credit  or  to  clearly  defined  objectives, 
should,  in  my  opinion,  not  be  overrated.  Banking  in  the 
Netherlands  is  a highly  competitive  business  and  the  large 
number  of  units— the  Bank  controls  no  less  than  125  com- 
mercial banks — makes  it  dUBcult  to  obtain  compliance  with 
objectives  that  cannot  be  stated  in  explicit  terms. 

The  Effectiveness  of  Monetary  Policy 

71.  Having  already  made  in  the  above  some  remarks 
about  the  effectiveness  of  some  specific  instruments  of  policy 
the  Bank  employs,  or  has  employed  in  the  past,  I should  like 
to  add  some  observations  on  the  effectiveness  of  monetary 
policy  in  general. 

72.  The  question  about  the  effectiveness  of  an  instrument 
of  policy  necessarily  implies  some  common  understanding 
about  the  aims  of  policy  in  order  that  actual  results  may  be 
compared  with  ultimate  aims.  What  then  are  the  aims  of 
monetary  policy  ? 

73.  To  this  question  many  different  answers  may  be  given. 
Some  will  stress  that  the  aim  of  monetary  policy  should  be 
the  attainment  of  the  highest  possible  real  wealth  for  the 
country  as  a whole  or  the  maintenance  of  full  employment. 
Others  will  give  precedence  to  the  maintenance  of  a stable 
price  level  or  of  stable  rates  of  exchange.  Others  again — 
and  I reckon  myself  among  them — may  want  to  concentrate 
their  aim  more  specifically  into  the  monetary  sphere  and  may 
ask  that  monetary  policy  strive  to  prevent  or  else  to  counteract 
disturbances  of  stable  economic  growth  that  might  ori^nate 
in  the  monetary  sphere,  thus,  at  the  same  time,  helping  to 
serve  the  wider  aims  first  mentioned. 

74.  Dutch  law,  in  charging  the  Central  Bank  “ to  regulate 
the  value  of  the  Netherlands  monetary  unit  in  such  a way  as 
is  deemed  most  conducive  to  the  welfare  of  the  country,  and 
therewith  to  stabilize  that  value  as  far  as  possible,”  has 
certainly  not  fully  clarified  the  aims  that  should  govern  the 
Netherlands  Bank.  The  first  part  of  this  mandate  implies 
all  the  possible  differences  of  opinion  about  what  is  most 
conducive  to  the  welfare  of  the  country,  the  latter  part  leaves 
open  whether  the  desired  stabilization  should  be  aimed  at  the 
internal  purchasing  power  or  at  the  maintenance  of  the 
exchange  parity. 

75.  My  personal  philosophy  about  the  ultimate  aims  of 
monetary  policy  is  that  monetary  policy  should  strive  for  the 
maintenance  of  a situation  of  monetary  equilibrium,  which  is 
to  be  generally  understood  as  the  state  of  affairs  in  which 
inflationary  financing,  in  the  sense  of  financing  by  dis- 
hoarding of  accumulated  liquidity  or  by  net  creation  of  new 
liquidity,  does  not  exceed  spontaneous  hoarding,  in  the  sense 
of  intentional  accumulation  of  liquidity,  both  movements 
to  be  kept  down  to  the  lowest  sustainable  magnitude  in  view 
of  the  potential  danger  of  future  dishoarding. 

76.  By  liquidity  I mean  the  stock  of  money  and  the  stock 
of  such  short  term  claims  on  the  banking  system  and  on 
Government  to  be  found  in  the  hands  of  the  public,  trade  and 
industry,  as  can  be  counted  upon  to  be  readily  convertible 
into  cash. 

77.  I realize  that  all  this  sounds  rather  bookish.  What  it 
comes  to  is  that,  except  under  very  special  circumstances,  I 
believe  it  to  be  the  task  of  monetary  policy  currently  to 
prevent  or  counteract  both  inflationary  and  deflationary 
financing  and  that  I am  of  the  opinion  that  it  is  mistaken  to 
limit  the  notion  of  inflationary  financing  to  financing  by 
creation  or  by  dishoarding  of  money  proper,  but  that  this 
notion  should  include  financing  by  creation  or  by  dishoarding 
of  such  short  term  claims  on  the  money  creating  powers — 
i.e.  the  Government  and  the  banking  system — as  for  all 
practical  purposes  can  be  readily  turned  into  cash. 

78.  If  monetary  policy  could  fulfil  this  aim  we  might 
still  not  have  continuously  full  employment  or  an  absolutely 


stable  price  level,  but  we  should  at  least  be  sure  that  deviations 
from  toese  ideals  would  be  due  to  human  frailties  in  fields 
other  than  that  of  monetary  management. 

79.  Now  it  is  one  thing  to  define  the  aim  of  monetary 
policy  and  quite  another  thing  to  put  this  aim  into  effect. 
Monetary  authorities  are  able  to  observe  the  creation  and 
cancellation  of  money  and  other  liquidities,  they  cannot  or 
only  very  deficiently,  observe  the  acts  of  spontaneous  hoarding 
and  dishoarding. 

80.  Consequently,  they  are  forced  to  a large  extent  to  take 
their  lead  about  the  state  of  monetary  equilibrium  from  the 
observation  of  phenomena  they  know  may  be  indicative  of  a 
situation  of  monetary  disequilibrium,  such  as  changes  in  the 
price  level,  changes  in  the  balance  of  payments  position,  and 
changes  in  employment  and  production.  Their  difficulties 
arise  from  the  fact  that  these  indications  may  be  contradic- 
tory and  that  any  of  these  phenomena  may  also  be  influenced 
by  other  causes  than  internal  monetary  disequilibrium. 

81.  Another  point  to  be  considered  is  that  monetary 
policy  and  Central  Bank  policy  are  by  no  means  identical. 
Central  Bank  pohcy  is  only  toat  part  of  monetary  policy 
that  comes  witlfin  the  domain  of  the  operations  of  the  Central 
Bank.  There  are  however,  instruments  of  monetary  policy 
that  are  undiw  the  control  of  Government  alone. 

82.  Central  Bank  policy,  by  its  control  over  the  creation  of 
money,  is  specifically  adapted  to  the  prevention,  in  times  of 
boom,  of  inflationary  financing  by  money  creation.  It 
cannot,  in  such  times,  prevent  dishoarding.  Nor  can  it,  for 
all  practical  purposes,  even  if  it  should  to  do  so,  force 
upon  the  economy  a deflationary  reduction  of  the  volume  of 
money  to  compensate  for  spontaneous  dishoarding.  In 
times  of  recession  it  can,  by  its  control  over  the  short  tem 
interest  level,  try  to  induce  new  borrowing  that  would  do 
something  to  compensate  for  current  spontaneous  hoarding  or 
spontaneous  contraction  of  the  volume  of  money,  but  its 
powers  in  this  field  are  limited,  as  it  cannot  force  loans  upon 
an  economy  that  refuses  to  increase  its  debt. 

83.  It  is  in  the  field  of  compensatory  action  especially 
that  Government  monet^  policy  may  have  to  step  in. 
Excessive  dishoarding  in  times  of  boom  can  be  compensated 
by  deflationary  financing  by  the  Government.  Excessive 
hoarding  in  times  of  recession  may  be  compensated  by 
inflationary  financing  by  the  Government.  But  in  this  latter 
instance  dose  attention  should  be  given  to  the  increase  in  the 
general  state  of  liquidity  which  must  be  the  consequence  of 
simultaneous  hoarding  by  the  public  and  inflationary  financ- 
ing by  Government. 

84.  Having  thus  recognized  the  limitations  of  that  part  of 
monetary  policy  that  is  under  control  of  the  Central  Bank  and 
recognizing  that  Governments  are  not  always  primarily 
moved  by  considerations  of  monetary  equilibrium,  we  should 
be  careful  not  to  be  too  sceptical  about  the  potentialities  of 
monetary  policy  just  because  of  being  inclined  to  judge  its 
results  on  the  basis  of  effectiveness  of  Central  Bank  policy 
only. 

85.  Monetary  policy  cannot  hope  to  maintain  absolute 
monetary  equilibrium;  it  can  only  hope  to  correct  deviations 
from  equilibrium  early  enough  to  prevent  them  from  causing 
serious  damage.  Central  Bank  policy,  being  only  a part  of 
monetary  policy,  has  a still  smaller  claim  to  perfection.  If 
supported  by  Government  monetary  policy  it  can  be  very 
effective;  if  counteracted  by  Government  policies  it  can  be 
nearly  powerless.  Its  effectiveness  may  also  be  greatly 
influenced  by  institutional  relationships  and  traditions 
peculiar  to  the  country. 

86.  We  have  already  seen  that  its  greatest  claim  to 
effectiveness  lies  in  the  prevention  of  prolonged  inflationary 
financing  by  creation  of  money.  To  prevent  such  creation  the 
Central  Bank  must  have  a grip  on  the  banking  system.  To 
get  and  to  maintain  such  grip  is  likely  to  be  easier  when  the 
banking  system,  in  case  of  f^Ung  liquidity,  is  bound  to  take 
recourse  to  the  Central  Bank  than  when  it  is  independent  of 
the  Central  Bank.  It  will  also  be  easier,  the  more  liquidity  is 
bound  to  fall  when  credit  is  expanded,  which  means  that  it 
is  easier  in  a country  with  a relatively  large  than  in  a country 
with  a relatively  small  proportion  of  foreign  trade  and  in  a 
country  which  does  not  act  as  an  international  banker  than 
in  a country  which  does. 

87.  Further  a drop  in  liquidity  of  the  banking  system 
will  tend  to  have  a much  more  forceful  influence  on  banking 
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policy  in  a country  where  the  banking  system  has  a very  strict 
tradition  of  maintaining  a certain  minimum  degree  of  liquidity 
than  in  a country  where  such  a strict  tradition  does  not  exist 
or  where  actual  liquidity  exceeds  trachtional  standard. 

88.  The  effectiveness  of  Central  Bank  policy  in  combatting 
iofiationary  developments  will  therefore  definitely  depend 
upon  local  conditions.  Under  all  circumstances,  however,  it 
seems  to  me  that  the  power  of  the  Central  Bank  to  reduce  the 
liquidity  of  the  banking  system  and  to  bring  the  barsJcing 
system  into  the  position  of  having  to  take  recourse  to  the 
Bank,  which  the  Bank  should  be  free  to  refuse,  wiU  greatly 
increase  the  effectiveness  of  its  policies. 

89.  Meanwhile,  when  talking  so  proudly  of  the  power  of 
the  Central  Bank  to  restrain  credit  expansion,  we  should 
not  lose  sight  of  the  fact  that  though  it  may  be  the  duty  of 
the  Central  Bank  to  aim  at  maintaining  monetary  equilibrium, 
it  is  also  its  duty  to  function  as  lender  of  last  resort.  This 
means  that  a moment  may  come  when  the  Bank  has  to  allow 
some  further  inflationary  financing  rather  than  permit  the 
occurrence  of  the  sudden  break-down  which  might  result 
from  too  abrupt  a refusal  of  its  facilities.  The  eifectiveness 
of  Central  Bank  policy  in  preventing  a financial  crisis  may 
very  well  be  a deterrent  of  its  effectiveness  in  fightir^g  inflation. 
However,  the  fight  against  inflation  has  to  start  much  earlier 
than  at  the  moment  of  crisis.  It  has  to  start  at  the  very 
beginning  of  the  boom  by  the  insistence  on  the  use  of  sound 
methods  of  finance  and  the  prevention  of  over-engagement, 

90.  Finally,  we  must  not  lose  si^t  of  the  fact  that  serious 
disturbances  of  monetary  equilibrium  axe  more  apt  to  be 
caused  by  faulty  financing  fay  Govenunent  than  by  credit 
expansion  on  behalf  of  the  private  sector  of  the  economy. 

91.  Inflationary  financing  by  Government,  in  the  sense 
already  stated  above,  can  take  place  in  the  form  of  creation 
of  money  by  way  of  increased  indebtedness  towards  the 
banking  system,  or  in  the  form  of  creation  of  liquidity  by 
way  of  increased  short  term  indebtedness  towards  the  public. 
Though  it  might  seem  superficially  that  in  the  latter  case  no 
acute  disturbance  of  monetary  equilibrium  is  caused  because 
the  creation  of  secondary,  i.e.  non-money,  liquidity  in  the 
hands  of  the  public  must  coincide  with  an  increase  in  spon- 
taneous hoarding  of  hquidity  by  the  public,  rhk  appears  on 
closer  consideration  to  be  not  always  the  case,  as  the  in- 
creased holdings  of  short  term  Government  paper  by  the 
public  may  coincide  with  reduced  holdings  of  other  forms  of 
liquidity,  viz.  claims  on  the  banking  system.  The  creation  of 
liquidity  by  the  Government  then  simply  coincides  with 
activation  of  idle  money  or  with  a shift  from  time  deposits  to 
current  deposits,  i.e.  a creation  of  money,  which  are  both  to 
be  considered  as  fully  inflationary  developments. 

92.  Generally,  neither  the  increase  of  short  term  indebted- 
ness of  the  Government  towards  the  public  nor  the  increase  of 
indebtedness  towards  the  commercial  banks  are  considered 
to  be  a responsibility  of  the  Central  Bank,  though  no  doubt 
they  are  a serious  danger  for  monetary  equilibrium.  It  is 
only  in  case  of  an  increase  in  indebtedness  of  the  Government 
towards  the  Central  Bank  itself  that  the  responsibility  of  the 
Bank  in  allowing  such  increase  is  generally  recognised. 

93.  I think  it  is  very  regrettable  that  the  general  public  is 
not  better  informed  in  this  matter.  There  may  be  fluctuations 
in  Ae  indebtedness  of  the  Government  to  the  hanging  system 
which  have  nothing  to  do  with  inflationary  finar.r,ing  by  the 
Government,  such  as  occur  when  the  Government  administers 
the  foreign  exchange  reserves  and  an  increase  or  decrease  in 
reserves  leads  to  a corresponding  increase  or  decrease  in 
Government  debt  to  the  banking  system.  There  may  also  be 
shifts  m the  mdebtedness  of  the  Government  from  the  com- 
mercial banks  to  the  Central  Bank  and  vice  versa,  which  are 
likewise  void  of  any  monetary  significance.  But  these  facts 
are  apt  to  conceal  to  the  public  that,  except  in  a clearly 
deflationary  situation,  any  inflationary  financing  by  the 
Government,  i.e.  any  increase  of  net  short  term  debt,  either 
actually  or  potentially  disturbs  monetary  equilibrium  and 
thus  tends  to  undermine  the  effectiveness  of  Central  Bank 
policy. 

The  Control  of  General  Liquidity 

94.  This  brings  me  to  your  question  how  far  any  system 
of  monetary  control  can  be  effective  which  is  not  reinforced 
by  effective  control  of  general  liquidity  in  trade  and  industry 
as  well  as  in  the  banking  system. 

95.  As  far  as  general  liquidity  in  the  banking  system  is 
concerned  I think  the  answer  to  your  question  is  implied  in 


the  afore-going.  If  a banking  system  is  not  more  liquid  than 
it  thinks  itself  it  ought  to  be  or  than  its  traditions  allow  it 
to  be,  such  liquidity  is  no  deterrent  to  the  effectiveness  of 
monetary  policy.  If  the  banking  system  is  over-liquid  it  must 
be  considered  to  be  in  tire  interests  of  monetary  control  that 
such  surplus  liquidity  should  be  taken  away  by  consolidation 
—ns  was  to  a large  extent  done  in  the  Netherlands  in  1954— 
or  can  be  made  ineffective  by  the  Central  Bank  either  by  the 
imposition  of  minimum  liquidity  requirements  or  by  the 
imposition  of  reserve  requirements. 

96.  More  difficult  seems  to  me  the  answer  to  your  question 
about  the  influence  on  monetary  control  of  general  liquidity 
in  trade  and  industry.  Liquidity  in  the  hands  of  trade  and 
industry,  in  the  sense  of  its  holding  money  and  liquid  claims 
on  the  banking  system  and  on  Govamment,  implies  the  power 
to  dishoard,  i.e.  the  power  to  disturb  monetary  equilibrium  by 
spending  that  part  of  its  liquidity  it  might  at  a certain  moment 
consider  to  be  surplus  to  its  requirement.  This  power  of 
trade  and  industry  to  be  free  to  spend  its  own  surplus  liquidity 
seems  to  me  to  be  an  inherent  part  of  our  economic  system  of 
free  enterprise  and  I can  not  think  of  any  means  to  control 
this  power  without  destroying  this  system.  Nor  do  I believe 
that  it  is  necessary  to  do  so.  It  is,  however,  necessary  that 
monetary  authorities  do  recognize  the  potential  threat  for 
monetary  equilibrium  implied  in  the  total  mass  of  liquidity 
in  hands  of  the  public,  trade  and  industry.  For  this  reason 
wise  policy  must  strive  for  holding  the  total  mass  of  liquidity 
down  to  a reasonable  level.  It  also  must  take  care  of  holding 
suflicient  external  reserves  to  absorb  the  shock  on  the  balance 
of  payments  position  of  the  country  of  any  sudden  unloosen- 
ing of  liquidity  by  a tendency  of  the  public,  trade  and  industry 
to  dishoard. 

97.  These  considerations  again  throw  light  on  the  im- 
portance of  Government  debt  management.  The  more 
Government  relies  on  financing  by  short  term  debt  in  hands 
of  the  public,  the  weaker  monetary  control  must  become. 

98.  It  is  for  the  reasons  set  out  above  that  the  Netherlands 
Bank,  both  for  the  determination  of  its  own  policies  and  for 
its  advice  to  Government,  attaches  so  much  importance  to 
its  method  of  analysing  changes  in  liquidity  in  ihe  diffCTent 
sectors  of  the  economy.  The  result  of  this  analysis,  which  is 
being  made  quarterly  for  internal  purposes,  is  published  once 
a year  in  the  Annual  Report  of  the  Bank  in  the  form  of  a 
table,  giving  the  composition  of  total  domestic  liquid  re- 
sources, and  the  parties  holding  them.  A specimen  of  this 
table  t^en  from  the  Annual  Report  for  1957  is  given  in 
Annex  III.  This  analysis  is  an  important  instrument  in 
helping  the  Bank  to  localise  inflationary  and  defiationary 
developments  in  different  sectors  of  the  economy,  thus 
enabling  the  Bank  better  to  determine  responsibilities  for 
such  developments  and  to  adapt  its  policies  accordingly. 
Question  3: 

What  provisions  govern  the  higher  direction  of  the 
Central  Bank  and  by  what  system  is  its  Governing  Body 
appointed  and  recruited  ? 

99.  The  duties  of  the  Governing  Board  are  defined  in 
article  25,  first  paragraph,  of  the  Bank  Act  1948 : “ The 
Governing  Board  represents  the  Bank  in  legal  proceedings 
and  oAerwise._  It  is  charged  with  the  mana^ment  of  the 
Bank  in  the  widest  sense  of  the  word,  and  with  the  admin- 
istration of  the  Bank’s  properties.  The  Governing  Board 
shall  be  authorized  to  effect  all  actions  required  in  this 
respect,  as  far  as  such  authority  is  not  limited  by  the  by- 
laws of  the  Bank.” 

100.  Apart  from  the  Governing  Board  the  Act  grants 
certain  powers  to  the  Board  of  Commissaries  on  specific 
points;  furthermore  a Bank  Council  is  instituted  by  the  Act, 
in  respect  whereof  the  Bank  has  an  informatory  task  only  but 
which,  as  advisory  body  to  the  Minister  of  Finance,  has  im- 
portant d.uties  with  regard  to  the  Bank’s  policy.  The  Royal 
Commissioner  presides  over  the  meetings  of  the  Bemk 
Council. 

101.  The  duties  of  the  Board  of  Commissaries  according 
to  article  28_  of  the  Bank  Act  1948  consist  of  the  supervision 
of  the  administration  of  the  Bank  and  of  approving  and 
adopting  the  yearly  balance  sheet  and  profit  and  loss  account: 
the  documents  thus  approved  and  adopted  serve  the  Govern- 
ing Board  as  full  discharge. 

102.  The  other  powers  of  the  Board  of  Commissaries— 
exerdsed  together  with  the  Governing  Board,  in  a combined 
meeting  of  Governing  Board  and  Commissaries — consist  of: 
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(a)  determining  the  number  of  Executive  Directors  (within 
the  numbers  prescribed  by  the  Act,  namely  at  least  three 
and  at  the  most  five) ; 

(b)  drawing  up  nomination  lists  for  the  appointment  of 
President,  Secretary  and  Executive  Directors,  contain- 
ing two,  two  and  three  names  respectively; 

(c)  submitting  recommendations  for  suspension  or  removal 
from  office  of  members  of  the  Governing  Board; 

(d)  appointing  temporary  Executive  Directors; 

(e)  laying  down  rules  for  the  Governing  Board; 

(f)  laying  down  rules  for  the  Board  of  Commissaries; 

(g)  establishing  a pensions  regulation; 

(h)  taking  decisions  with  regard  to  the  establishment  or  the 
closing  of  agencies  and  the  determination  of  the  re- 
muneration of  the  Board  of  the  branch  office  and  of  the 
agents. 

103.  The  duties  of  the  Bank  CouncU  can  be  stated  as 
follows: 

(a)  deliberating  on  the  reports  submitted  to  it  by  the  Presi- 
dent with  regard  to  the  general  economic  and  financial 
situation  and  the  policy  pursued  by  the  Bank  and  on  the 
subjects  broached  by  one  or  more  of  its  members  in 
connection  with  the  position  of  the  Bank; 

(b)  advising  the  Minister  of  Finance  on  its  own  initiative 
in  matters  which  are  of  importance  for  guiding  the  Bank’s 
policy; 

(c)  the  Minister  of  Finance  may,  after  having  consulted  the 
Governing  Board,  obtain  the  advice  of  the  Bank  Council 
in  matters  which  are  of  importance  for  guiding  the  Bank’s 
policy; 

(d)  the  Minister  of  Finance  is  bound  to  obtain  the  advice  of 
the  Bank  Council  before  issuing  directions  as  provided 
for  in  article  26  of  the  Bank  Act  1 948 ; 

(e)  the  Bank  Council  must  be  consulted  before  a Royal 
Decree  approves  the  transaction  of  other  kinds  of 
business  than  those  eniunerated  in  the  Bank  Act; 

(f)  the  Minister  of  Finance  is  bound  to  consult  the  Bank 
CouncU  before  sanctioning  general  directions  as  provided 
for  in  article  10  of  the  Act  on  Supervision  of  the  Credit 
System. 

104.  It  has  been  customary  for  the  Minister  of  Finance  to 
consult  the  Bank  Council  on  important  bills  which  affect  the 
Bank’s  policy;  such  advice  has  been  taken  with  regard  to  the 
bills  for  the  Act  on  Supervision  of  the  Credit  System  and  the 
Act  containing  regulations  for  cover  as  provided  for  in 
article  17  of  the  Bank  Act  1948. 

105.  The  duties  of  the  Royal  Commissioner  under  the 
Bank  Act  1948  are  to  supervise,  on  behalf  of  the  Government, 
the  affairs  of  the  Bank  and  to  see  to  it  that  the  balance  sheet 
and  profit  and  loss  account  of  the  Bank  conform  to  the  pro- 
visions of  the  law  and  the  by-laws  of  the  Bank.  He  is  entitled 
to  attend  all  meetings  of  shareholders  and  of  the  Board  of 
Commissaries  including  the  combined  meetings  of  the 
Governing  Board  and  the  Board  of  Commissaries  and  has 
an  advisory  vote  at  such  meetings;  he  is  member  and  presi- 
dent of  the  Bank  Council. 

106.  For  completeness  sake  it  may  be  observed  that  the 
general  meeting  of  shareholders  is  not  regulated  in  the  Bank 
Act  1948  but  only  in  the  by-laws  of  the  Bank.  The  latter 
provide  that  the  chairmanship  is  held  by  the  President  who 
at  this  meeting  submits  his  report  about  the  past  financial 
year.  Since  the  Act  of  April  23rd,  1948,’  the  State  is  the  only 
shareholder. 

107.  The  manner  in  which  the  above  mentioned  bodies 
are  appointed  gives  expression  to  the  formal  relation  between 
the  State  and  the  Bank. 

108.  The  Executive  Directors  are  appointed  by  the 
Government  for  a fixed  ta:m  of  seven  years  ^y  Royal 
Decree). 

109.  For  the  appointment  of  the  President  and  the 
Secretary  a nomination  list  (which  is  not  binding)  containing 
the  names  of  two  persons  is  drawn  up  by  the  Governing 
Board  and  the  Board  of  Commissaries  in  a combined  meeting. 

110.  The  appointment  of  the  other  Executive  Directors  is 
made  from  a nomination  list  containing  the  names  of  three 


1 Act  on  the  nationalizing  of  the  shares  of  De  Nederlandsdie  Bank  N.V, 


persons,  drawn  up  by  the  Gova-ning  Board  and  the  Board  of 
Commissaries  in  a combined  meeting.  If  the  appointment  is 
not  made  within  three  weeks  after  the  date  of  nomination,  a 
new  nomination  list  is  to  be  submitted;  this  new  nomination 
list  is  not  binding. 

111.  Of  the  17  members  of  the  Bank  Council,  13  are 
appointed  by  the  Government  (the  Royal  Commissioner  and 
12  members®);  the  other  four  members  are  appointed  by  and 
from  the  Board  of  Commissaries.  Four  representatives  of 
Mioisters  (the  Treasurer-General  of  the  Ministry  of  Finance 
and  representatives  of  the  Ministers  of  Economic  Affairs,  of 
Agriculture  and  Food-supply,  and  of  Social  Affairs  res- 
pectively) attend  the  meetings  of  the  Bank  Council,  having 
an  advisory  vote. 

112.  The  Board  of  Commissaries  is  appointed  by  the 
Government  from  a binding  nomination  list  containing  the 
names  of  three  persons  for  each  position,  drawn  up  in  a 
combined  meeting  of  the  Board  of  Commissaries  and  the 
Bank  Council. 

1 1 3.  One  cannot  speak  of  a definite  system  with  regard  to 
the  manner  in  which  the  Governing  Body  of  the  Bank  is  re- 
cruited. In  general  it  can  be  said  that  in  the  majority  of 
cases  the  Executive  Directors  ate  recruited  from  members  of 
the  higher  staff  of  the  Bank  who  prior  to  their  appointment 
have  for  a few  years  performed  a function  outside  the  Bank  but 
in  the  banking  profession,  The  President  and  one  of  the 
present  Executive  Directors  were  not  in  the  service  of  the 
Bank  before  their  appointment  but  came  from  industry  and 
banking  respectively.  Of  the  present  members  of  the  Govern- 
ing Board  one  has  held  a professorate  at  the  Netherlands 
School  of  Economics  at  Rotterdam,  another  member  is  a 
professor  at  the  said  School. 

Question  4: 

What  are  the  policy  and  practice  of  the  Central  Bank 
with  regard  to  the  publications  of  reports  and  the  collection 
and  publication  of  statistics  2 

114.  It  is  an  established  tradition  of  the  Netherlands 
Bank,  which  is  confirmed  by  a provision  in  its  by-laws, 
that  the  President  of  the  Bank  presents  an  Annual  Report  to 
the  general  assembly  of  shareholders  in  which  economic  and 
financial  developments  of  the  country  are  fully  reported  and 
analysed  and  in  which  the  President  has  always  felt  free  to 
discuss  the  policy  of  the  Government  in  economic  and 
financial  matt^. 

115.  I think  that  this  tradition  has  been  extremely  useful 
in  acquainting  the  public  with  the  aims  and  instruments  of 
monetary  policy  and  also  in  strengthening  the  position  of  the 
Bank  as  a monetary  authority.  I cannot  doubt  that  the 
Report  of  the  Bank,  which  is  widely  publicised  in  both 
governmental  and  financial  circles  and  receives  much  atten- 
tion from  the  press,  has  been  an  important  instrument  in 
creating  proper  understanding  for  sotind  monetary  policies 
and  thus  has  been  very  helpful  in  creating  a sound  basis  for 
the  financial  and  economic  reconstruction  and  development 
of  the  country  in  the  after-war  years. 

116.  A specimen  of  the  Report  for  the  year  1957  is 
attached  to  this  memorandum.* 

117.  The  Bank  further  publishes  weekly  a condensed 
balance  sheet,  which  includes  data  about  the  gold  and 
foreign  exchange  reserves  exclusive  of  funded  claims  and  a 
calculation  of  the  percentage  proportion  of  gold  and  foreign 
exchange  to  its  current  liabilities.  A specimen  is  given  in 
Annex  IV.* 

118.  The  Bank  also  takes  care  of  the  composition  of  a 
number  of  financial  statistics,  actual  publication  of  most  of 
which  is  done  through  the  intermediary  of  the  Central  Bureau 
of  Statistics  (Centraal  Bureau  voor  de  Statistiek). 

119.  Specimens  of  the  publications  mentioned  in  para 
118  are  attached  to  this  memorandum,*  viz. 


2 This  appoiatoient  is — so  long  u the  statutory  trade  orgamzation  has  not 
bean  instituted— affected  from  a binding  nomination  list  containing  the  names 
of  two  persons  for  each  place  to  be  filled,  to  be  drawn  up  by  organizations  nom- 
inated thereto  by  the  Government,  in  which  nomination  representation  is  aimed  at 
of  trade  (including  transport),  industry  and  agriculture  wiUi  two  persons  each,  and 
of  the  combined  central  organizations  of  employees  and  of  the  experts  in  the  field 
of  finance  and  banking,  not  belonging  to  the  aforesaid  four  groups,  with  three 
persons  each. 

*Tbese  documents  have  not  been  reprinted  in  this  record  of  evidence. 
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Annex  V.  Total  money  supply,  published  monthly. 

„ VI.  Causes  of  changes  in  total  domestic  liquid 
resources,  published  quarterly. 

„ VII.  Breakdown  of  the  combined  assets  and  lia- 
bilities of  the  representative  commercial  banks 
according  to  the  criteria  used  by  the  Netherlands 
Bank  in  its  monetary  analysis,  published 
monthly. 

„ Vill.  Combined  balance  sheet  figures  of  34  repre- 
sentative Netherlands  commercial  banks,  pub- 
lished monthly. 

IX.  Combined  balance  sheet  figures  of  the  organised 
agricultural  credit  institutions,  published 
monthly. 


Annex  X Combined  balance  sheet  figures  of  the 
tered  savings  banks,  published  quarterly. 

Question  5; 

In  what  ways  has  the  Netherlands  Bank  interested 
itself  In  the  developments  of  highly  specialised  financial 
markets,  with  what  aims,  and  with  what  success  ? 

120.  Except  for  its  interest  in.  developments  on  the  money 
market  and  its  participation  in  the  foreign  exchange  market 
the  Bank  has  not  interested  itself  in  other  specialised  financial 
markets. 

5th  November,  1958 
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ANNEX  II 


Figures  Relative  to  Required  Cash  Reserves  and  Open  Market  Policy  of  the  Netherlands  Bank 
(amounts  in  millions  of  guilders) 


End  of  mon/h 

of^aaks 

StQUlred 

Reiiulred 

of  deposiii° 

cumulative  as 
from  Feb.  2ith, 
I9S4 

Open  market 

YStf 

Gold  and  foreign 
exchange  of 
Neth.  Sank 

(I) 

(2) 

(3) 

(4) 

(5) 

(6) 

(7) 

(8) 

February  1954 

5,259 

— 

— 

— 

— 

— 

4,405-1 

March  „ 

5,330 

5 

222 

4-2 

~ 

— 

4-2 

4,387-7 

April 

5,388 

6 

270 

5-0 

3 

01 

5-1 

4,391-0 

May  „ 

5,517 

7 

319 

5-8 

42 

0-8 

6-6 

4,570-0 

June  „ 

5,720 

S 

373 

6-5 

210 

3-7 

10-2 

4,639-7 

July 

5,806 

9 

439 

7-6 

247 

4-3 

11-9 

4,650-0 

August  „ 

5,683 

10 

493 

8-7 

221 

3-9 

12-6 

4,446-0 

September  „ 

5,642 

10 

481 

8-5 

214 

3-8 

12-3 

4,477-8 

October  „ 

5,688 

10 

478 

8-4 

182 

3-2 

11-6 

4,485-4 

November  „ 

5,761 

10 

487 

8-5 

182 

3-2 

11-7 

4,558-0 

December  „ 

5,641 

10 

495 

8-8 

157 

2-8 

11-6 

4,646-3 

January  1955 

5,651 

387 

6-8 

132 

2-3 

9-1 

4,721-7 

February  „ 

5,612 

10 

483 

8-6 

132 

2-4. 

no 

4,593-0 

March  „ 

5,617 

10 

481 

8-5 

16 

0-3 

8-8 

4,572-3 

April 

5,659 

10 

485 

8-6 

16 

0-3 

8-9 

4,599-6 

May 

5,689 

10 

482 

8-5 

16 

0-3 

8-8 

4,644-2 

June  „ 

5,845 

10 

485 

8-3 

36 

0-6 

8-9 

4,592-8 

Ju'y 

5,975 

10 

500 

8-4 

192 

3-2 

11-6 

4,532-3 

August  „ 

5,885 

10 

514 

8-7 

194 

3-3 

120 

4,525-4 

September  ,, 

5,931 

10 

505 

8-5 

194 

3-3 

11-8 

4,532-9 

October  „ 

6,079 

10 

508 

8-4 

194 

3-2 

11-6 

4,601-3 

November  „ 

6,186 

10 

526 

8-5 

194 

3-1 

11-6 

4,643-1 

December  „ 

6,066 

10 

537 

8-9 

194 

3-2 

12-1 

4,672-3 

January  1956 

5,975 

10 

525 

8-8 

267 

4-5 

13-3 

4,735-7 

February  „ 

5,975 

10 

516 

8-6 

275 

4-6 

13-2 

4,770-6 

March  „ 

6,014 

10 

516 

8-6 

277 

4-6 

13-2 

4,679-6 

April 

5,914 

415 

7-0 

277 

4-7 

11-7 

4,627-3 

May  „ 

6,066 

9 

459 

7-6 

277 

4-6 

12-2 

4,509-3 

June  ,, 

5,947 

9 

460 

7-7 

57 

10 

8-7 

4,309-0 

July 

5,951 

461 

7-7 

57 

1-0 

8-7 

4,326-7 

August  „ 

5,935 

9 

457 

7-7 

57 

10 

8-7 

4,301-7 

September  „ 

5,783 

9 

446 

7-7 

57 

10 

8-7 

4,221-6 

October  „ 

5,652 

338 

6 0 

57 

10 

7 0 

4,207-6 

November  „ 

5.622 

334 

5-9 

57 

DO 

6-9 

3,985-] 

December  „ 

5,664 

338 

60 

57 

1-0 

7-0 

3,954-9 

January  1957 

5,650 

337 

6-0 

57 

1-0  . 

7-0 

3,903-7 

February  „ 

5,671 

7 

339 

6-0 

57 

1-0 

7-0 

3,861-8 

March  „ 

5,707 

294 

5-2 

57 

1-0 

6-2 

3,888-5 

April 

5,712 

292 

5-1 

57 

1-0 

6-1 

3,879-1 

May  „ 

5,785 

297 

5-1 

57 

1-0 

6-1 

3,876-0 

June  „ 

5,777 

295 

5-1 

57 

1-0 

61 

3,786-3 

July 

5,860 

6 

300 

5-1 

57 

1-0 

6-1 

3,707-6 

August  „ 

5,543 

6 

282 

51 

57 

1-0 

6-1 

3,131-1 

September  „ 

5,296 

6 

270 

51 

57 

M 

6-2 

3,348-3 

October  „ 

5,168 

4 

174 

3-4 

57 

M 

4-5 

3,572-0 

November  „ 

5,213 

4 

176 

3'4 

57 

11 

4-5 

3,678-2 

December  „ 

5,303 

4 

180 

3-4 

57 

11 

4-5 

3,946-5 

January  1958 

5,487 

4 

187 

3-4 

57 

1-0 

4-4 

4,156-4 

February  „ 

5,744 

247 

4-3 

296 

5-2 

9-5 

March  „ 

5,832 

6 

302 

5-2 

358 

61 

11-3 

4,522-2 

April  „ 

5,797 

6 

301 

5-2 

358 

6-2 

11-4 

4,561-6 

May  „ 

5,892 

353 

60 

546 

9-3 

15-3 

4,674-5 

June  „ 

5,837 

402 

6-9 

613 

10-5 

17-4 

4,677-3 
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COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


5.  The  Governor  of  The  Reserve  Bank  of  New  Zealand 


5.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  GOVERNOR  OF  THE  RESERVE  BANK 
OF  NEW  ZEALAND 


Question  1 : 

How  far,  in  your  country,  are  the  responsibilities  of  a 
“ monetary  authority  ” divided  between  the  Central  Bank 
and  the  Executive  Government;  what  measure  of  inde- 
pendence does  the  Central  Bank  enjoy  in  its  performance 
of  its  responsibilities;  and  what  arrangements,  consti- 
tutional or  administrative,  govern  co-ordination  of  policy 
between  Central  Bank  and  Executive  ? 

I.  Statutory  Provisions 

1.  The  main  statutory  provisions  governing  the  Reserve 
Bank  of  New  Zealand’s  responsibilities  and  powers  as  a 
“monetary  authority”  are  Usted  in  the  attached  schedule; 
only  the  more  important  of  the  provisions  listed  have  been 
set  out  in  full. 

2.  The  schedule  shows  firstly,  the  provisions  relating  to 
the  general  functions  of  the  Bank^  and  covering  the  general 
Government/Central  Bank  relationship;  and  secondly,  other 
provisions  allocating  more  specific  duties  or  powers  to  the 
Reserve  Bank. 


3.  This  second  group  has  been  arranged  to  show 
separately: — 

(1)  the  more  important  provisions  which  specifically  refer 
to  Ministerial  or  Government  approval  or  other 
Government  intervention; 

(2)  those  provisions  where  the  authority  for  Ministerial 
or  Government  action  affects  less  important  matters, 
or  where  the  possibility  of  such  Ministerial  or  Govern- 
ment action  is  very  remote  because  of  the  wide  freedom 
of  action  permitted  before  the  restrictive  provisions 
operate;  and 

(3)  matters  where  no  specific  statutory  provision  is  made 
for  Ministerial  or  Government  intervention, 


4.  The  division  of  responsibilities  and  powers  in  the 
schedule  is  based  solely  on  the  statutory  position,  not  on 
practice,  which  is  discussed  below. 


5.  The  attention  of  the  Committee  is  invited  to  comments 
on  the  relationship  between  the  Government  and  the  Reserve 
Bank  contained  in  paragraphs  883  to  905  of  the  Report  of 
the  Royal  Commission  on  Monetary,  Banking  and  Credit 
Systems  which  reported  in  New  Zealand  in  1956. 
n.  What  Measure  of  Independence  does  the  Central  Bank 
enjoy  in  its  performance  of  its  responsibilities  ? 

The  existing^  legislation  states  the  general  function  of 
the  Bank  as  “ within  the  limits  of  its  powers,  to  give  effect  as 
far  as  may  be  to  the  monetary  policy  of  the  Government,  as 
commurucated  to  it  from  time  to  time  by  the  Minister  of 
Fmance.”  The  subsequent  setting  out  of  other  objectives, 
however — promotion  of  economic  and  social  welfare,  the 
promotion  and  maintenance  of  a stable  internal  price  level 
etc.,  coupled  with  provision  for  the  Board  to  give  effect  to  a 
resolution  of  the_  House  of  Representatives  in  respect  of  any 
functions  or  business  of  the  Bank — imply  some  measure  of 
independence  from  the  Executive  Government.  This  view 
IS  reirforced  by  the  fact  that  the  reference  to  a resolution  of 
the  House  (mtroduced  in  1950)  replaced  an  earlier  require- 
ment to  give  effect  to  any  decision  of  the  Government  con- 
veyed to  the  Governor  in  writing  by  the  Minister  of  Finance. 

7.  This  implied  measure  of  independence  is  reinforced  by 
a statutory  right  for  the  Bank  to  fix  exchange  rates  for  sterling 
and  gold,  and  a statutory  duty  for  the  Bank  to  hold  overseas 
r^erves  which,  in  the  Opinion  of  the  Board,  are  deemed 

nnpniiat^  ’ 


8.  The  Bank  has,  however,  recognised  that  its  legal  powe 

exchange  rates  cannot  be  exercised  indepen 
^ntly  of  the  Government,  Furthermore,  other  importan 
means  by  w^ch  it  could,  or  does,  acquire  or  hold  oversea 
r«eiwes  are  dependent  on  Government  action— its  power  ti 
for  overseas  funds  by  regulating  bah 
hquidity  and  lending  throu^  the  reserve  ratio  procedure  i 
directly  subj«t  to  control  by  the  Minister;  its  powers  t 
conse^e  exchange  by  selective  control  of  remittances  ar 
continuation  of  a Ministerial  suspension  of  it 
statutory  duty  to  maintam  convertibility  into  sterling-  othe 
dependent  on  Govemmen 

9.  In  practice  no  policy  action  of  major  monetary  sig 
nificanc^  ^d  m introduction  of  an  important  new  raeasim 
IS  undertaken,  by  the  Bank  without  consultation  with  th< 


Minister  of  Finance,  even  where  the  statutes  give  the  formal 
authority  directly  to  the  Reserve  Bank. 

10.  Nevertheless  the  view  of  the  Bank  is  that  tlie  statutes 
do  give  it  the  ultimate  right,  in  the  event  of  the  Government 
proposing  monetary  policies  which  the  Board  deems  to  be 
seriously  detrimental  to  the  economy  or  to  contravene  other 
obligations  laid  down  in  the  statutes,  to  decline  to  give  effect 
to  such  policies,  even  to  the  extent  of  carrying  the  matter  to 
the  stage  of  a resolution  of  the  House. 

11.  The  Bank  does  regard  itself  as  entitled  to  render 
completely  independent  advice  and  to  press  strongly  for  action 
it  deems  appropriate,  even  where  the  matter  is  not  of  sufficient 
consequence  to  justify  a recourse  to  a resolution  of  the  House. 

12.  In  addition  to  the  statutory  powers  summarised  in  the 
schedule,  certain  voluntary  arrangements  for  control  of 
trading  bank  credit  are  in  existence  by  agreement  between  the 
banks  and  the  Government.*  These  are: — 

control  of  overdraft  rates; 

control  of  the  pnrehase  and  sale  of  securities  by  banks ; 
and 

a selective  control  of  advances. 

13.  The  Reserve  Bank’s  responsibility  in  connection  with 
the  control  of  overdraft  rates  and  long-term  investments  has 
been  to  advise  both  as  to  policy  and  detail  and  to  administer 
the  arrangements,  the  decisions  resting  with  the  Minister  of 
Finance. 

14.  The  selective  control  of  advances  has  become  in- 
creasingly the  responsibility  of  the  Bank,  with  little  Ministerial 
participation  other  than  general  concurrence  in  the  policy  as 
operated  and  occasional  requests  for  adaptation  to  other 
Government  policies  (e.g.  to  facilitate  housing  finance). 

15.  The  Government  has  specific  rights  to  intervene  in 
some  of  the  internal  concerns  of  the  Bank,  as  illustrated  by 
the  following  two  cases: — 

(a)  Provision  for  bad  debts,  depreciation,  superannuation 
and  other  allocations  of  profits,  before  declaring  the 
surplus  to  be  paid  to  the  Public  Account,  must  be 
approved  by  the  Minister  of  Finance; 

(b)  The  Minister  may  also  determine  the  price  at  which 
gold  owned  by  the  Bank  is  to  be  shown  in  the  books. 

III.  Constitutional  or  administrative  arrangements  for  co- 
ordination of  policy  between  the  Central  Bank  and 
Executive: 

16.  The  monetary  policy  of  the  Government  is  communi- 
cated to  the  Bank  in  the  main  by  discussions  between  the 
Minister  of  Finance  and  the  Governor  and  by  exchanges  of 
correspondence  between  them.  The  Secretary  to  the 
Treasury  (Permanent  Head  of  the  Treasu^)  is  a member  of 
the  Board  and  is  sometimes  used  by  the  Minister  as  a channel 
of  communication. 

17.  There  is  no  arrangement  for  regular  meetings  between 
the  Governor  and  the  Minister,  meetings  being  arranged  as 
required  and  usually  witii  little  or  no  delay. 

18.  OccasionaUy,  where  important  matters  are  involved, 
the  whole  Board  may  meet  the  Minister  of  Fmance.  Other 
Ministers  may  be  present. 

19.  The  Governor  of  the  Bank  is  the  usual  channel  of 
communication  between  the  Minister  and  the  trading  banks 
on  monetary  matters,  but  the  banks  are  permitted  direct 
access  to  the  Minister  if  desired.  In  the  latter  case  the 
Governor  or  Deputy  Governor  is  usually  present. 

20.  In  addition  to  direct  contacts  between  the  Governor 
and  the  Minister  of  Finance,  where  policy  matters  affecting  the 
Bank  are  concerned  the  Bank  is  represented  on  certain  inter- 
departmental committees.  The  principal  co-ordinating  body 
is  the  Cabinet  Committee  on  Economic  and  Financial  Policy, 
which  has  associated  with  it  an  Officials  Committee  and  a 
Working  Party,  whidi  are  representative  of  the  principal 
economic  Departments  of  State.  The  membership  of  the 
Officials  Committee  (Heads  of  Departments)  and  the  Working 
Party  is  varied  according  to  the  topic  under  discussion,  with 
Treasury  acting  as  convener.  The  Reserve  Bank  may  partici- 
pate in  these  meetings  when  matters  directly  affect^  the 
Bank  are  being  reported  on.  The  members  of  the  officials 
Committee  may  meet  with  the  Cabinet  Committee  to  discuss 
the  report. 


» 5*e  ^wor  to  Question  2. 
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21 . The  presence  of  the  Secretary  to  the  Treasury  on  the 
Board  provides  an  additional  means  of  co-ordination  with 
other  Government  policies  and  measures  arising  from  them. 

Question  2: 

What  instruments  of  control  over  the  monetary  and 
credit  system  does  the  Central  Bank  employ  for  the 
purpose  of  performing  its  responsibilities:  and  what 
comments  can  you  offer  us  as  to  the  conditions  which 
govern  their  effectiveness  ? In  particular,  we  would 
welcome  your  views  on  two  aspects  of  this  problem: 

(i)  how  far  are  those  conditions  peculiar  to  the  individual 
situation  of  your  own  country  and  how  far  are  they 
of  general  application  ? 

(ii)  how  far  can  any  system  of  monetary  control  be 
effective  which  is  not  reinforced  by  effective  control 
of  general  liquidity  in  trade  and  industry  as  well  as  in 
the  banking  system  ? 

22.  The  Central  Bank  in  each  country  has  the  responsi- 
bility of  developing  its  own  methods  of  monetary  management 
and  in  doing  so  is  governed  by  the  economic  environment  in 
which  it  works.  Factors  of  great  importance  are  the  degree 
of  dependence  of  the  economy  on  foreign  trade,  the  extent 
to  which  other  types  of  economic  controls  are  practicable 
and  acceptable,  the  nature  of  the  banking  system,  the  size 
and  organization  of  the  money  and  capital  markets.  Methods 
devised  in  one  economy  will  not  necessarily  be  effective  in 
another.  In  New  Zealand  monetary  management  consists 
of: — 

(a)  Quantitative  control  of  credit, 

(b)  Discount  rate  changes. 

(c)  Selective  control  of  credit. 

(d)  Adjustments  of  interest  rates  which  are  subject  to 
official  control. 

Quantitative  Control  of  Credit  by  Reserve  Ratios: 

23.  The  key  to  the  lending  policy  of  trading  banks  is 
their  cash,  which  in  New  Zealand  consists  of  their  holdings 
of  coin  and  notes,  and  their  credit  balances  at  the  Reserve 
Bank.  Since  the  first  two  items  are  relatively  small  and 
stable  the  important  part  of  bank  cash  is  their  balances  at 
the  Reserve  Bank, 

24.  In  practice,  a reduction  in  total  trading  bank  balances 
at  the  Reserve  Bank  over  a period  will  occur  if  in  that  period 
there  is; — 

(a)  a Government  cash  surplus,  i.e.  an  excess  of  Govern- 
ment cash  receipts  over  disbursements  in  New  Zealand ; 

or 

(b)  a deficit  in  the  balance  of  payments,  which  means  that 
the  banks  have  to  buy  relatively  large  amounts  of  over- 
seas currency  from  the  Reserve  Bank. 

25.  In  New  Zealand  the  banks  do  not  maintain  a rigid 
ratio  between  their  cash  and  their  deposit  liabilities.  The 
ratio  varies  considerably. 

26.  The  ReseiVe  Bank  has  power  to  influence  the  lending 
policies  of  the  trading  banks  by  any  of  the  following 
methods: — 

(a)  Take  action  whidi  has  the  effect  of  changing  the  actual 
cash  of  the  banks. 

(b)  Freeze  part  of  that  cash  and  leave  varying  free  margins, 
increasing  the  mar^  of  free  cash  in  order  to  create 
easy  money  conditions,  and  reducing  the  margin  to 
create  tight  money  conditions. 

(c)  Make  it  cheaper  or  more  expensive  for  the  trading 
banks  to  supplement  their  cash  by  borrowing  from  the 
Reserve  Bank. 

27.  The  first  of  these  lines  of  action  would  consist  pri- 
marily of  open  market  operations.  This  procedure  is  not 
feasible  in  New  Zealand  because  of  the  limited  turnover  of 
Government  securities.  Open  market  operations  on  a scale 
sufficient  to  make  a significant  difference  to  bank  cash  would 
swamp  the  market  and  cause  excessive  fluctuations  in 
security  prices. 

28.  The  second  line  of  action  is  achieved  by  the  reserve 
ratio  system.  The  Reserve  Bank  Act  requires  the  trading 
batiks  to  maintain  certain  minimum  cash  balances  at  the 
Reserve  Bank,  and  the  Bank  may  with  the  approval  of  the 
Minister  of  Finance  vary  this  minimum. 


29.  The  Reserve  Bank  Act  states  that  the  minimum 
balance  held  by  any  commercial  bank  at  the  Reserve  Bank 
shall  be  not  less  than  7 per'cent.  of  demand  liabilities  plus 
3 per  cent,  of  time  liabilities;  but  since  1st  June  1956  the 
banks’  holdings  of  notes  have  been  officially  recognised  as 
being  equivalent  to  balances  at  the  Reserve  Bank,  and  the 
Gazette  notices  announcing  changes  in  the  reserve  ratios 
have  been  worded  as  follows : — 

“As  from  (date)  the  balances  to  be  maintained  by  each 
bank  , . . shall  be  such  that,  when  added  to  that  bank’s 
holdings  of  Reserve  Bank  notes,  it  shall  be  equal  to  not  less 
than  . . . per  centum  of  its  demand  liabilities  in  New 
Zealand  plus  . . . per  centum  of  its  time  liabilities  in 

New  Zealand,  as  shown  in  the  last  preceding  monthly  retimi 
furnished  by  that  bank  . . . 

“ Provided  that  the  minimum  balance  to  be  maintained  at 
the  Reserve  Bank  shall  not  be  less  than  7 per  centum,  of  its 
demand  liabilities  in  New  Zealand  plus  3 per  centum,  of  its 
time  liabilities  in  New  Zealand. 

“ For  the  purpose  of  this  calculation  a bank’s  holdings  of 
Reserve  Bank  notes  shall  be  as  shown  in  the'  latest  weekly 
return  provided  under  the  Statistics  Act  1955.” 

{Note:  la  practice  the  banks  normally  hold  between  £11 
miilion  and  £13  million  of  notes,  equivalent  to  about 
— 5 per  cent,  of  their  demand  liabilities). 

30.  If  the  trading  banks,  acting  more  or  less  in  luiison, 
increase  their  advances,  their  cash  position  is  adversely 
affected  in  two  ways : — 

(a)  An  increase  in  bank  advances  usually  results  in  some 
increase  in  bank  deposits.  The  higher  the  bank’s 
deposit  liabilities,  the  higher,  proportionately,  are  their 
minimum  required  balances  wilii  the  Reserve  Bank. 
Excess  cash  is  correspondingly  reduced. 

(b)  The  expansion  of  credit  produces  a greater  demand  for 
notes  and  for  foreign  currency.  Extra  supplies  of 
these  may  have  to  be  bought  from  the  Reserve  Bank, 
thus  reducing  the  trading  banks’  balances  there. 

31.  If  a single  trading  bank  increases  its  advances  to  a 
greater  extent  tlran  the  others,  its  balances  at  the  Reserve  Bank 
will  be  reduced  and  those  of  the  others  will  be  increased. 

32.  Thus  the  smaller  the  margin  between  the  actual  and 
the  minimum  required  balances  held  by  the  trading  banks 
at  the  Reserve  Bank,  the  greater  the  need  for  the  trading 
banks  to  avoid  increasing  overdrafts.  When  they 
have  a large  excess  of  cash,  the  banks  are  in  no  danger  that 
their  balances  at  the  Reserve  Bank  will  fall  below  the  legal 
minimum,  and  thus  are  under  no  pressure  to  reduce  advances 
or  to  refrain  from  increasing  them.  If  the  excess  balances 
are  reduced  to  a small  margin,  the  banks  would  have  more 
incentive  to  adopt  a cautious  attitude  towards  their  customers’ 
overdrafts. 

33.  It  is  not  the  level  of  the  reserve  ratio  which  counts, 
but  the  margin  of  free  cash  left  in  the  hands  of  the  banks. 
Since  the  banks’  balances  at  the  Reserve  Bank  fluctuate 
considerably,  a policy  which  aims  at  leaving  them  with  a more 
or  less  constant  amount  of  free  cash  requires  frequent  ch^g« 
in  the  reserve  ratios,  both  up  and  down.  Therefore  a rise  in 
the  ratios  does  not  necessarily  mean  a tightening  of  policy, 
and  a reduction  does  not  necessarily  mean  an  easing  of 
policy. 

Discount  Rate  Policy: 

34.  The  Reserve  Bank  is  required  by  its  Act  to  publish  a 
rate  at  which  it  will  discount  approved  bills  of  exchange.  It 
does  this  in  its  oapaci^  as  a “ lender  of  last  resort  ” so  that 
potential  borrowers  will  know  the  minimum  rate  which  will 
be  charged  for  Reserve  Bank  credit.  There  are  three  kinds 
of  lending  operations  to  which  this  “bank  rate”  might 
apply:— 

(a)  The  Bank  may  discount,  rediscoimt,  buy  and  sell  bills 
of  exchange  arising  out  of  commercial  transactions, 
bearing  two  good  signatures  and  maturing  within 
specified  short  periods. 

(b)  The  Bank  may  grant  advances  for  fixed  periods  not 
exceeding  three  months  against  specified  collateral 
security. 

(c)  The  Bank  may  discount,  rediscount,  buy  and  sell 
■Treasury  Bills. 

35.  No  restrictions  are  imposed  on  the  Bank  as  to  who 

may  borrow  from  it,  but  in  practice  no  transactions  of  the 
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above  types  have  taken  place  with  the  public,  for  the  follow- 
ing reasons: — 

(i)  Bills  of  exchange  are  not  used  to  any  great  extent  to 
finance  internal  transactions,  nor  are  Treasury  Bills 
held  by  the  public. 

(ii)  It  is  not  the  Reserve  Bank’s  function  to  compete  with 
the  trading  banks  for  ordinary  hanking  business.  The 
trading  banks  would  normally  discount  bills  of 
exchange  offered  them  which  may  be  eligible  for 
rediscount  with  the  Reserve  Bank. 


36.  So  far  bank  rate  has  applied  only  to  transactions  with 
the  trading  banks.  The  rate  therefore  is  a supplement  to 
the  reserve  ratio  system  as  an  aid  to  regulating  bank  credit. 
For  when  a trading  bank  is  short  of  cash,  i.e.  when  its  balance 
at_  the  Reserve  Bank  is  approaching  or  below  the  statutopf 
minimum,  it  may  borrow  from  another  bank  either  in 
New  Zealand  or  London,  or  it  may  sell  sterling  to  the  Reserve 
Bank.  The  most  likely  and  normal  procedure,  however,  is  to 
borrow  from  the  Reserve  Bank  at  a rate  of  interest  which  in 
practice  is  related  to  bank  rate.  At  present  the  Bank’s  rule  is 
that  it  shall  be  3 per  cent,  or  bank  rate,  whichever  is  the 
higher.  If  the  trading  banks  have  a safe  margin  of  free  cash 
there  would  be  no  need  for  them  to  borrow  from  the  Reserve 
Bank  and  the  bank  rate  would  then  be  a formality  (although 
it  may  have  some  psychological  impact);  but  when  this 
margin  is  small  the  rate  acquires  a much  greater  significance. 

37.  _ If  at  any  time  the  banks  lose  cash  for  reasons  unrelated 
to  their  own  lending  policies  (e.g.  an  accelerated  transfer  of 
funds  to  the  Government  resulting  from  a public  loan  or 
income  tax  payments),  and  if  the  banks  are  thereby  tem- 
porarily unable  to  maintain  their  statutory  minimum  balances 
at  the  Reserve  Bank,  the  situation  can  be  met  by  a lowering 
of  the  ratios,  or  other  temporary  arrangements  can  be  made.* 

38.  _ Table  I attached  sets  out  the  changes  which  have  been 
made  in  the  reserve  ratios.  Table  II  sets  out  the  changes  in 
the  Reserve  Bank’s  discount  rate. 


39.  Be^nning  in  1952,  by  successive  small  increases  in  the 
reserve  ratios,  the  banks’  margin  of  free  cash  was  gradually 
whittled  away,  but  it  was  felt  at  first  that  the  banks  would 
need  to  be  left  with  some  free  cash  for  working  purposes. 
The  question  was,  how  much  ? 

40.  ^ In  time  it  was  found  that  the  banks’  advances  kept 
rising  in  spite  of  the  reduction  in  their  margin  of  free  cash, 
and  in  spite  of  the  progressive  tightening  of  their  policy 
towards  customers.  The  pressure  of  demand  for  advances 
was  too  great,  the  level  of  unexercised  overdraft  limits  was 
too  high,  the  weapons  at  the  banks’  disposal  were  too  few. 
It  was  not  mtil  the  banks  were  (collectively)  put  very  sub- 
stantially “ in  the  red  ” and  the  Reserve  Bank’s  lending  rate 
was  put  up  to  6 and  then  to  7 per  cent,  that  they  began  to 
use,  with  full  vigour,  the  only  real  weapon  they  had,  the 
power  to  say  ‘‘No”  to  their  customers  and  to  require  a 
reduction  m limits.  For  a period  of  about  two  years  frequent 
changes  were  made  in  the  ratios  with  a view  to  forcing  the 
banks  to  borrow  substantial  suras  from  the  Reserve  Bank  at 
the  high  rate  of  interest.  More  recently  tiiis  procedure  has 
been  apphed  less  rigorously,  partly  because  bank  advances 
were  bemg  reduced,  and  partly  because  it  was  felt  that  such 
frequent  changes  in  the  ratios  were  unnecessary  provided  the 
bMks  were  well  aware  of  the  policy  they  were  expected  to 
follow  and  of  the  fact  that  the  ratio  technique  coifid  be  . 
tightened  up  at  any  time  if  their  lending  appeared  to  be 
unduly  generous.  (In  the  late  months  of  1957  and  in  early 
1958  bank  advances  and  overdraft  limits  did  increase,  and 
the  ratio  procedure  has  been  tightened  up  again). 

f-  was  adopted  with  a view  to 

pm  viding  the  banks  with  a direct  incentive  to  reduce  advances 
w^ch  were  then  considered  to  be  about  £15  million  too  high. 

undertook  to  declare  a level  of  bank 
adv^c«,  month  by  month,  which  in  its  opinion  was  appro- 
®f™^stances.  The  reserve  ratios  were  ^en 
° ^ ^0  making  the  banks 

R«epe  Bank,  at  7 per  cent.,  a sum  equal  to 
the  advances  had  exceeded 

the  target  or  base  level  m the  previous  month.  In  this  wav 

tkei?  ad-SS  ““  direefly  related  to  the  level  of 

their  advances,  with  an  assurance  that  aa  the  excess  advances 

1 banks  with  inciiffi..:*-.  * ® 


were  eliminated  the  pressure  of  the  reserve  ratios  on  then- 
cash  would  be  eased. 

42.  This  formula  was  operated  for  about  a year  on  a 
month-by-month  basis,  by  the  end  of  which  time  bank 
advances  were  reduced  to  the  target  level.  Thereafter  no 
monthly  targets  have  been  set,  but  ^e  banks  have  b«n  given 
fairly  specific  indications  as  to  the  level  of  advances  which 
the  Reserve  Bank  regards  as  desirable.  The  broad  principle  of 
relating  the  reserve  ratio  system  to  the  desirable  level  of  bank 
advances  has  been  retained. 

Selective  Control  of  Credit: 

43.  Another  instrument  of  credit  control  used  by  the 
Reserve  Bank  since  1942  is  a selective  control  of  bank 
advances  which  seeks  to  restrict  the  availability  of  credit  to 
wrtain  kinds  of  borrowers  or  for  certain  purposes,  The  most 
important  reason  why  this  policy  has  been  retained  as  a 
postwar  supplement  to  other  policy  measures  is  that  the 
puipose  for  which  new  money  is  to  be  used  has  a bearing  on 
its  inflationary  impact;  and  whatever  system  of  quantitative 
control  is  in  operation,  there  is  still  need,  under  existing 
conditions,  to  place  specific  restraints  on  the  use  of  bank 
credit  for  capital  purposes. 

44.  Certain  rules  were  formulated  for  the  operation  of 
this  policy  and  the  trading  banks  have  co-operated  in  carry- 
ing these  out.  The  broad  classes  of  advances  subject  to 
control  in  1946  were: — 

(a)  Advances  for  speculative  purposes; 

(b)  Advances  for  purchases  of  property  and  repayment  of 
mortgages ; 

(c)  Finance  for  hire  purchase  or  other  credit  sales ; 

(d)  Advances  for  luxury  purposes; 

(e)  Advances  to  non-residents. 

45.  In  1947  a complete  review  of  the  policy  was  under- 
taken, although  the  general  principle  that  bank  credit  ought 
not  to  be  used  to  finance  long-term  capital  expenditure  was 
of  course  adhered  to.  Classes  of  advances  in  the  restricted 
category  were  then: — 

(a)  Advances  for  speculative  purposes; 

(b)  Advances  for  purely  investment  purposes; 

(o)  Capital  expenditure  for  business,  industrial  and  com- 
mercial purposes,  including  the  purchase  of  farm 
properties; 

(d)  Repayment  of  mortgages: 

(e)  Hire  purchase  and  other  credit  sales; 

(f)  Luxury  purposes; 

(g)  Building  or  purchasing  or  refinancing  of  dwellings 
except  for  short  periods  pending  the  raising  of  outside 
finance; 

(h)  Advances  to  non-residents. 

46.  Only  minor  amendments  to  the  policy  were  made  up 
to  1950,  when  the  following  relaxations  were  made  in  the 
first  half  of  the  year : — 

(a)  Advances  for  all  purposes  up  to  £2,000  were  freed  from 
control  provided  the  term  of  the  advance  did  not 
exceed  two  years. 

(b)  Advances  for  any  amount  for  the  purchase  of  liveslodc, 
farm  machinery  and  farm  vehicles,  implements  and 
tools  of  trade  were  freed  from  control. 

47.  The  details  of  administration  of  selective  advance 
control  are  revised  from  time  to  time  in  the  li^t  of  the  needs 
of  the  economic  situation.  For  example  in  1951—52  when 
there  was  an  excessive  flow  of  imports,  special  emphasis  was 
placed  by  the  Reserve  Bank  on  the  need  to  limit  advances  to 
importers.  On  the  whole  the  application  of  the  rules  has 
been  left  in  the  hands  of  the  trading  banks  themselves,  with 
only  marginal  cases  referred  to  the  Reserve  Bank  for  decision. 
The  main  emphasis  throughout  has  been  on  avoidance  of 
the  use  of  bank  credit  for  long-term  capital  purposes,  hire- 
purdiase  finance,  speculation,  and  the  financing  of  excessive 
imports. 

Exhortation 

48.  On  frequent  occasions  during  the  past  twenty  years 
the  Reserve  Bank  has  issued  warnings  about  the  inflationary 
dangers  inherent  in  an  expansion  of  bank  credit  at  a time 
when  full  or  overfull  employment  already  exists.  At  times 
these  warnings  have  been  directed  towards  the  Government 
of  the  day,  and  the  principle  appears  now  to  be  generally 
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accepted  as  far  as  Government  finance  is  concerned. 
(Seasonal  use  of  bank  credit  pending  the  receipt  of  the  bulk 
of  income  tax  late  in  the  financial  year  is  of  course  regarded 
as  normal). 

49.  On  balance,  relatively  little  use  of  bank  credit  has 
been  made  by  the  Government  in  the  past  twenty  years 
although  annual  changes  have  sometimes  been  relatively 
large.  During  this  period,  net  government  indebtedness  to 
the  banking  system  rose  by  £72T  million,  £20  million  of  which 
was  a book-keeping  adjustment  following  the  revaluation  of 
the  £ N.Z.  in  1948.  The  net  increase  in  government  borrow- 
ing was  therefore  £52-1  million,  an  average  increase  of 
£2-6  million  each  year. 

50.  Exhortations  to  avoid  undue  expansion  of  bank  credit 
have  been  made  also  to  the  banks  and  the  general  public. 
The  banks  have  frequently  been  urged  to  keep  their  advances 
down,  to  apply  the  selective  advance  control  rules  strictly, 
to  be  cautious  in  the  granting  of  new  overdraft  limits,  to 
insist  on  a reduction  of  limits  wherever  practicable,  and  to 
ensure  that  customers  adhere  to  pre-arranged  programmes 
for  reduction  of  overdrafts. 

Overdraft  Rates 

51.  From  1941  the  maximum  (5  per  cent.)  and  minimum 
(4  per  CKit.)  interest  rates  for  baifir  overdrafts  were  fixed 
by  agreement  between  the  Minister  of  Finance  and  the 
Associated  Banks.  This  was  initially  a wartime  measure 
but  it  was  continued  into  the  post-war  years. 

52.  From  late  1951  onwards  conditions  in  the  capital 
market  changed  considerably  and  those  interest  rates  not 
subject  to  official  control  or  regulation  moved  upwards. 
Overdraft  rates  were  left  behind,  to  make  overdrafts  the 
cheapest  as  well  as  the  simplest  form  of  borrowing,  especially 
when  allowance  is  made  for  the  fact  that  interest  paid  is 
counted  as  an  expense  for  taxation  purposes. 

53.  It  was  not  until  February  1956  that  any  significant 
change  was  made,  althou^  an  increase  in  the  average  rate  to 
4i  per  cent,  had  been  approved  earlier.  The  maximum  and 
minimum  limits  were  removed  at  that  time,  but  the  average 
rate  was  not  to  exceed  5 per  cent.  In  using  this  modest  degree 
of  freedom  to  apply  higher  interest  rates  to  overdrafts,  the 
banks  were  requested  to  charge  7 or  7^  per  cent,  to  customers 
(irrespective  of  the  size  of  their  overdrafts)  who  tended  to 
exceed  their  agreed  limits  or  to  be  otherwise  unco-operative. 

Other  Interest  Rates 

54.  In  addition  to  overdraft  rates,  a number  of  interest 
rates  are  subject  to  Government  (not  Reserve  Bank)  control, 
e.g.  savings  bank  deposit  rates,  and  rates  permitted  by  the 
Capital  Issues  Committee  on  mortgages,  preference  shares 
and  debentures.  These  have  been  raised  by  smaU  steps  in 
recent  years,  not  so  much  because  of  any  strong  official 
confidence  in  the  strength  of  the  interest  rate  weapon,  but 
because  some  upward  adjustment  became  appropriate  in 
order  to  maintain  a reasonable  pattern  of  interest  rates  at  a 
time  when  free  market  rates  of  interest  were  rising.  Only 
in  respect  of  deposits  with  trading  companies,  local  author- 
ities and  building  societies  has  the  previous  official  control 
of  interest  rates  been  removed  in  the  post-war  period. 

Commercial  Bank  Holdings  of  Government  Securities 

55.  Since  1943  the  trading  banks  have,  at  the  request  of 
the  Government,  refrained  from  buying  Government  securities 
in  the  market  or  subscribing  to  new  Goveriunent  issues.  For 
a period  up  to  1949,  whenever  a particular  security  matured 
and  a public  conversion  offer  was  made,  the  banks  were  not 
permitted  to  convert,  and  their  holdings  were  repaid.  Since 
1950  conversion  of  the  banks’  holdings  has  been  permitted. 
In  1953 — 54  the  Government  issued  £12  million  of  securities 
direct  to  the  banks  for  purposes  of  housing  finance,  but  even 
with  this  addition  the  banks  now  hold  only  £23-6  million  of 
securities,  including  about  £2  million  of  Local  Government 
securities. 

56.  The  purpose  behind  the  limitation  on  bank  holdings 
of  securities  has  been  to  avoid  the  inflationary  impact  of 
security  purchases  by  the  banks. 

Assessment  of  Various  Credit  Techniques: 

(a)  Selective  Advance  Control — 


57.  We  have  found  that  a system  of  selective  advance 
control  can  be  a useful  adjunct  to  a system  of  quantitative 
credit  control.  We  intend  to  keep  on  using  it,  with  modifica- 
tions from  time  to  time  as  required,  but  not  to  rely  on  it  as  a 
major  policy  measure.  A policy  procedure  of  this  kind  would 
work  best  if: — 

(i)  the  rules  are  kept  as  simple  and  clear  as  possible; 

(ii)  the  amount  of  detailed  work  done  by  the  central  bank 
by  way  of  supervision  is  reduced  to  a minimum,  which 
means  that — 

(iii)  the  central  bank  must  have  confidence  in  the  integrity 
of  the  commercial  banks. 

58.  It  is  virtually  impossible  for  a central  bank  to  enforce 
a detailed  selective  advance  control  procedure  effectively. 
The  customer  may  delude  the  bank  as  to  the  purpose  of  a 
loan;  within  an  overdraft  limit  granted  for  one  purpose  the 
customer  may  draw  cheques  for  another  purpose  which 
would  not  have  been  approved — ^the  bank  cannot  follow  up 
every  cheque  which  is  drawn;  or  the  bank  may  deliberately 
break  the  rules  and  hope  that  the  central  bank  does  not  find 
out.  To  prevent  this  completely  would  require  an  enormous 
amouQt  of  detailed  supervisory  work  which  would  be  a 
source  of  considerable  friction  and  waste  of  effort.  It  is 
necessary  to  rely  on  the  banks  a great  deal,  and  to  obtain  a 
frequent  classification  of  bank  advances  and  overdraft 
limits. 

59.  The  form  which  a selective  advance  control  procedure 
takes  must  be  adapted  to  the  conditions  ruling  in  each 
country.  For  example,  the  selectivity  might  be  achieved  not 
by  rules  governing  commercial  bank  advances  but  by  varia- 
tion of  the  rates  of  interest  and/or  the  eligibility  rules  for 
rediscounts  by  the  central  bank.  The  procedure  used  in 
New  ^aland  is  not  necessarily  the  one  most  appropriate  for 
other  countries,  but  we  see  no  reason  why  some  form  of 
selective  credit  control  should  not  be  used  to  supplement 
quantitative  controls.  This  view  is  reinforced  by  the  fact 
that  stringent  quantitative  credit  controls  may  tend  to 
operate  in  a manner  which  conflicts  with  political  ideas 
associated  with  economic  planning  and  the  welfare  state. 

(b)  Exhortation — 

60.  General  exhortation  to  the  commercial  banks  or  to  the 
public  to  restrict  bank  advances  is  unlikely  to  be  of  much 
value  when  business  conditions  are  booming,  plenty  of  credit- 
worthy customers  are  available,  overdraft  rates  are  low 
(especially  after  allowance  for  taxation)  and  the  banks  have 
plenty  of  free  cash.  More  direct  monetary  action  is  needed, 
but  this  could  well  be  supported  by  giving  the  banks  and  the 
public  clear  explanations  as  to  why  the  current  monetary 
policy  is  being  adopted.  The  willing  co-operation  of  the 
banks  is  essential;  the  co-operation  of  the  public  is  desirable 
but  more  difficult  to  achieve. 

(c)  Limitation  of  Bank  Holdings  of  Securities-~ 

61.  The  procedure  described  above  is  the  outcome  partly 
of  the  chronic  tendency  to  inflation  in  this  country  during 
and  since  the  war  yean,  and  the  Government’s  desire  to 
finance  its  capital  pro^amme  without  resort  to  bank  credit; 
and  partly  to  the  unwillingness  of  the  Labour  Government 
to  borrow  from  privately-owned  banks  instead  of  from  a 
state-owned  central  bank. 

62.  In  the  Reserve  Bank’s  view,  the  limitation  could  well 
be  removed  provided  over-all  credit  policy  is  adequate  and 
any  “ target  ” for  bank  lending  includes  holdings  of  securities. 
On  the  other  hand,  the  fact  that  banks’  security  holdings  have 
l^n  kept  low  means  that,  when  pressure  has  been  placed 
on  the  banks’  cash  position  by  the  reserve  ratios,  they  have 
been  reluctant  to  seD  securities  and  have  concentrated  on 
reducing  advances. 

(d)  The  Reserve  Ratio  System — 

63.  The  use  which  New  Zealand  has  made  of  the  reserve 
ratio  system  is  based  on  the  structure  of  bank  assets  in  this 
country,  the  wide  fluctuations  which  occur  in  bank  cash,  and 
the  fact  that  other  methods  of  credit  control,  traditionally 
used  in  more  developed  money  markets,  are  not  available 
here. 

64  The  difference  between  the  pattern  of  bank  assets  in 
New  Zealand  and  the  United  Kingdom  is  shown  in  the 
following  table: 
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Pattern  of  Trading  Bank  Assets, 

September,  1957 
(Percentage  of  Total  Deposits) 

New  United 

Zealand  Kingdom 

Cash  • 29-2  8-4 

CaU  Money 1-3*  6-7 

Treasury  Bills ..  — 18-0 

Commercial  Bills  ..  ..  ..  4-8  2-4 

Investments . . 1 1 -Of  3 1 -4 

Advances  ..  ..  ..  56T  30-4 

65.  It  will  be  seen  that  in  New  Zealand  the  trading  banks’ 
cash  is  very  high,  but  apart  from  small  sums  held  overseas 
there  is  no  secondary  reserve  of  liquidity  in  the  form  of  call 
money  or  bills  to  act  as  a buffer  between  cash  and  less  liquid 
assets.  There  is  no  significant  money  market  in  New  Zealand, 
and  New  Zealand  treasury  bills  are  not  held  by  the  public  or 
by  the  banks.  The  small  amount  of  commercial  bills  held 
relate  almost  entirely  to  the  financing  of  external  trade. 

66.  Several  aspects  of  bank  cash  in  New  Zealand  should 
be  mentioned  : 

(i)  The  cash  positions  of  the  five  banks  differ  considerably. 

(ii)  There  is  no  conventional  cash  ratio  adopted  by  the 
Banks. 

(iii)  There  are  marked  seasonal  variations  in  bank  cash, 
and  apart  from  the  sharp  loss  of  cash  to  the  Public 
Account  in  February-March  each  year,  the  seasonal 
pattern  is  not  quite  the  same  for  all  banks. 

(iv)  The  Reserve  Bank  cannot  influence  bank  cash  by 
open  market  operations  in  the  conventional  sense, 
because  dealings  in  securities  on  a scale  sufficient  to 
affect  bank  cash  significantly  would  cause  chaos  in 
the  market. 

67.  In  the  circumstances  there  is  only  one  workable 
technique  for  use  in  New  Zealand — the  variable  reserve 
ratio  system  combined  with  changes  in  the  rate  of  interest 
charged  by  the  Reserve  Bank  when  the  trading  banks  borrow 
from  it  to  maintain  the  statutory  minimum  balances.  The 
same  circumstances  make  the  reserve  ratio  system  a difficult 
one  to  operate  with  any  delicacy. 

68.  In  applying  the  reserve  ratio  system  to  an  economy 
suffering  from  inflation,  numerous  problems  are  involved. 
The  main  ones  are: — 

(1)  To  what  level  must  the  banks’  free  cash  be  reduced  (or 
how  much  must  they  be  forced  to  borrow  from  Ae 
Reserve  Bank)  before  they  adopt  a particular  degree 
of  tightness  in  the  granting  of  new  advances  and  in 
the  periodic  review  of  existing  overdraft  limits  ? 

(2)  Given  a certain  degree  of  tightness  in  the  banks’  policy 
in  these  matters,  how  soon  and  how  far  will  actual 
overdrafts  fall  in  view  of  the  freedom  customers  have 
to  use  their  unexerclsed  limits  and  the  fact  that 
increases  in  some  overdrafts  are  thoroughly  justified  ? 

(3)  Assuming  advances  fall  to  a predetermined  level,  what 
effect  will  that  have  on  prices,  employment,  business 
turnover  and  imports  ? 

69.  There  is  no  simple,  arithmetical  answer  to  these 
questions.  It  has  been  necessary  for  the  Reserve  Bari  to 
feel  its  way  forward.  On  the  one  hand  it  has  had  to  assess  the 
degree  of  inflafion  in  the  economy,  the  state  of  business,  and 
the  level  of  confidence.  For  this  purpose,  existing  statistics, 
although  much  improved  in  coverage,  still  have  many  gaps, 
of  which  perhaps  the  most  urgent  is  the  level  of  wholesalers’ 
and  manufacturers’  stocks.  If  for  example  some  of  current 
imports  are  going  into  stocks,  future  imports  and  stocks  may 
be  at  a lower  level  and  the  bank  advances  needed  to  finance 
them  will  also  fall,  making  it  less  necessary  than  it  would 
otherwise  be  to  tighten  credit.  If  employment  is  apparently 
being  maintained  but  manufacturers  are  producing  for  stock, 
some  deterioration  in  the  employment  position  may  be 
expected  soon. 

70.  On  the  other  hand  it  has  been  necessary  to  make 
estimates  of  future  movements  in  bank  cash  and  deposits  so 
that  reserve  ratios  can  be  fixed  at  an  appropriate  level. 
Since  most  of  the  factors  influencing  bank  cash  are  not  pre- 
dictable with  any  accuracy,  the  margin  of  error  here  has  been 
quite  high. 


71.  A further  complication  is  provided  by  sterling  trans- 
actions between  the  Reserve  Bank  and  the  trading  banks. 
Under  the  exchange  control  regulations  the  overseas  funds  of 
the  trading  banks  are  held  by  them  as  agents  of  the  Reserve 
Bank.  It  is  the  Bank’s  policy  to  hold  the  bulk  of  the  overseas 
reserves  of  the  New  Zealand  banking  system,  because  of  its 
statutory  obhgation  to  maintain  those  reserves  at  an  adequate 
level;  and  to  allow  the  trading  banks  to  hold  only  suflicient 
overseas  assets  for  comfortable  day-to-day  needs.  Any 
surplus  cash  held  by  them  in  London  should  be  sold  to  the 
Reserve  Bank,  and  any  deficiency  made  up  by  purchases  of 
sterling  from  the  Reserve  Bank.  Such  transactions  directly 
affect  the  banks’  balances  at  the  Reserve  Bank,  and  since 
within  limits  the  purchases  of  sterling  are  at  the  ^scretion  of 
the  trading  banks  the  Reserve  Bank  has  further  ifficulty  in 
forecasting  their  cash  movements. 

72.  These  factors  should  not  be  exaggerated,  but  in  the 
short  run  they  make  it  difficult  for  the  Reserve  Bank  to 
“steer”  the  banks’  net  cash  position  in  any  particular 
direction. 

73.  There  has  been  considerable  controversy  as  to  whether 
a reserve  ratio  of  say  25  per  cent,  of  demand  liabilities,  a 
Reserve  Bank  lending  rate  of  7 per  cent.,  and  an  overdraft 
rate  of  5 per  cent,  axe,  in  combination,  penal  on  the  trading 
banks  from  a profit  point  of  view.  It  is  quite  true  that  in 
practice  the  aggregate  amount  of  interest  paid  by  the  trading 
banks  on  their  borrowings  from  the  Reserve  Bank  has  not 
been  spectacular,  but  account  must  also  be  taken  of: 

(1)  Loss  of  interest  through  reduced  actual  overdrafts, 
and  much  “ good  ” business  turned  down. 

(2)  Cost  of  borrowing  in  London  to  avoid  borrowing  from 
the  Reserve  Bank.  (This  has  happened  occasionally). 

(3)  Loss  of  revenue  in  London  through  selling  sterling  to 
Reserve  Bank,  rather  than  borrow  from  Reserve  Bank. 

(4)  Cost  of  borrowing  among  themselves.  (Sometimes  a 
bank  which  would  otherwise  be  borrowing  from  the 
Reserve  Bank  borrows  from  another  bank  which 
happens  to  have  some  temporary  free  cashX 

(5)  the  formula  mentioned  above  did  give  the  banks  a 
direct  incentive  to  reduce  their  advances. 

74.  What  is  perhaps  more  important  is  the  fact  that  the 
banks’  lending  policy  is  not  determined  solely,  perhaps  not 
even  mainly,  by  the  monet^  cost  to  them  of  high  reserve 
ratios  combined  with  a high  borrowing  rate.  The  main 
points  are; — 

(1)  Banks  normally  take  care  to  maintain  their  cash 
position,  irrespective  of  net  profit;  if  their  cash  falls 
to  a low  level  they  will  take  corrective  action  in  their 
own  interest. 

(2)  There  is  a limit  to  the  amount  they  can  borrow  from 
the  Reserve  Bank,  even  if  it  were  profitable  to  do  so, 
as  the  Reserve  Bank  has  no  authority  to  make  un- 
secured advances;  and  in  any  case  the  Reserve  Bank 
could  refuse  to  lend,  or  could  raise  its  lending  rate 
further. 

(3)  The  banks  have  a very  strong  dislike,  in  principle,  of 
being  in  debt  to  the  Reserve  Bank. 

(4)  The  banks  are  in  general  aware  of  the  need  to  keep 
advances  under  control,  and  have  some  sense  of  res- 
ponsibility. That  sense  of  responsibility  may  be 
outweighed  for  a lime  by  their  desire  to  carry  out 
what  they  regard  as  their  normal  function — to  meet 
the  credit  needs  of  sound  customers  in  a prosperous 
economy,  and  to  facilitate  healthy  growth.  But  they 
do  not  go  on  lending  regardless  of  consequences,  with 
an  eye  solely  to  profit.  The  main  problem  lies  in  the 
fact  that  their  idea  of  the  point  at  which  restraint 
must  be  firmly  applied  has  been  later  than  ffie  Reserve 
Bank’s  and  they  rightly  fear  that  if  they  go  too  far 
in  reducing  advances  they  may  do  damage  to  the 
economy.  The  banks  accept  the  necessity  of  credit 
restraints,  much  as  they  dislike  the  form  the  squeeze 
takes.  The  dearest  proof  lies  in  the  policies  the  banks 
have  in  fact  been  adopting. 

75.  The  results  of  monetary  policy  were  fairly  satisfactoryj 
but  they  were  unexpectedly  slow  in  appearing.  The  reasons 
include  the  following:— 

(1)  The  momentum  of  inflation.  After  18  years  of  over- 
full employment  and  sellers’  markets,  and  with  many 
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com^tments  made  ahead  on  the  assumption  of  a 
contiauation  of  these  conditions,  the  business  com- 
munity is  not  likely  to  respond  to  the  first  feel  of  a 
pull  on  the  reins.  Habits  of  optimism  have  been 
engendered  by  easy  money  and  easy  profits. 

(2)  There  is  an  inflationary  bias  in  the  methods  usually 
used  to  maintain  the  Welfare  State. 

(3)  Too  many  people  like  the  “ primrose  path  ” of  inflation 
and  would  prefer  to  see  it  continue  (provided  it  is  no 
more  serious  than  it  has  been  in  New  Zealand)  rather 
than  face  the  uncertainties  and  painful  adjustments 
which  a return  to  stability  would  involve. 

(4)  Low  interest  rates. 

(5)  Lack  of  alternative  forms  of  obtaining  capital. 

(6)  The  existence  of  large  unexercised  overdraft  authori- 
ties, the  power  to  increase  actual  overdrafts  resting  in 
the  meantime  solely  with  the  customer. 

(7)  The  tradition  among  bankers  that  their  job  is  to  get 
business. 

(8)  Even  with  the  best  will  in  the  world,  it  takes  time  for 
a customer  to  reduce  his  overdraft  at  the  bank’s 
request. 

(9)  Instead  of  responding  positively  to  the  pressure  placed 
on  them,  those  on  whom  it  falls  may  try  to  pass  it  on 
to  someone  else. 

(10)  As  money  becomes  tighter  it  tends  to  move  faster.  The 
velocity  of  circulation  index  was  66  for  1953,  69  for 
1954,  72  for  1955,  73  for  1956,  and  77  for  1957. 

Lessons  of  Experience 

16.  Given  the  lessons  of  experience  of  the  past  five  years, 
some  of  the  m^takes  made  can  be  avoided  in  the  future. 
We  know  much  more  about  technique,  timing  and  intensity 
than  we  did  when  the  reserve  ratio  system  was  first  put  to 
use.  The  arithmetic  and  the  procedures  leave  considerable 
room  for  improvement;  but  some  things  are  clear: — 

(a)  Uniform  ratios  applied  to  banks  with  widely  differing 
and  widely  fluctuating  cash  positions  is  an  effective 
but  rather  blunt  weapon. 

(b)  There  is  always  need  for  regular  consultation  with  the 
banks  and  their  voluntary  co-operation  in  an  agreed 
credit  policy  in  the  national  interest,  with  bank  profits 
as  a subordinate  consideration. 

(c)  Trading  bank  executives  must  have  a more  adequate 
appreciation  of  the  broad  economic  implications  of 
baiting  operations. 

(d)  There  is  plenty  of  need  for  improving  the  general 
public’s  understanding  of  money  and  banking  tech- 
niques. 

(e)  Even  when  the  time  comes  for  the  removal  of  credit 
restrictions  in  their  present  form,  it  will  always  be 
necessary  to  keep  the  banks  short  of  free  cash  by 
appropriate  reserve  ratios,  so  that  there  is  no  elbow 
room  for  them  to  expand  credit  to  an  undesirable 
extent.  Fairly  frequent  changes  in  the  ratios  will  still 
be  necessary  to  mop  up  any  increase  in  bank  cash  due 
to  seasonal  factors,  Government  cash  deficits,  or 
balance  of  payments  surpluses,  or  to  release  cash  as 
required  in  the  opposite  circumstances.  Flexible 
ratios  are  essential  for  stable  policies. 

(f)  The  credit  restrictions  should  be  backed  up  more  tlian 
they  have  been  by  suitable  fiscal  and  interest  rate 
policies.  The  banks  have  carried  too  large  a burden 
of  the  responsibility  of  beating  inflation. 

(g)  There  should  be  no  statutory  upper  limit  to  the  ratios. 
When  banks’  cash  (including  the  frozen  part)  is 
relatively  low  there  is  less  need  to  put  pressure  on  them 
to  restrain  their  lending.  When  their  cash  is  large, 
that  is  the  danger  period  when  they  may  be  tempted 
to  lend  freely,  and  that  is  the  time  when  it  is  important 
to  mop  up  their  free  cash.  This  argument  is  all  the 
stronger  if  the  increase  in  bank  cash  is  the  result  of 
Government  deficits,  themselves  inflationary  in  effect 
at  a time  of  full  employment. 

(h)  Though  it  may  seem  harsh,  it  may  be  necessary  at 
first  to  force  the  banks  to  borrow  substantial  sums  from 
the  central  bank  at  a high  interest  rate  for  a lengthy 
period  if  their  co-operation  in  a desired  restrictive 
policy  cannot  be  obtained  by  gentler  means. 

(i)  The  application  of  uniform  reserve  requirements  on 
banks  with  different  reserve  positions  is  not  as  great 
a hindrance  as  may  appear,-  because: — 


(i)  The  conservative  banks  are  not  penalised,  the 
over-lending  banks  are. 

(ii)  At  any  one  time  some  banks  may  be  affected  more 
than  others,  for  purely  seasonal  reasons,  but  over 
a year  it  works  out  fairly  to  all. 

(iii)  In  cases  of  genuine  hardship  the  central  bank 
could  lend  to  a bank  at  a low  or  nil  rate  of 
interest. 

(iv)  The  co-operation  of  banks  who  have  relati-vely 
more  free  cash  than  the  others  can  be  obtained 
by  methods  other  than  reserve  ratios. 

(v)  Different  reserve  ratios  for  different  banks  would 
be  extremely  difficult  to  administer  fairly. 

(vL)  Any  form  of  credit  control  via  bank  cash  will 
operate  unevenly  on  the  banks. 

(j)  Care  must  be  taken  to  explain  to  the  public  and  the 
banks  how  the  ratio  system  works.  There  is  a tendency 
to  assume  that  rising  ratios  imply  a tightening  of 
credit  policy,  lower  ratios  an  easing.  This  may  be  so, 
but  not  necessarily.  It  is  the  margin  of  free  cash 
that  matters,  not  the  amount  frozen.  This  means, 
inter  aha,  drawing  as  little  attention  as  possible  to 
changes  in  the  ratios  which  have  no  policy  implications 
but  are  of  a purely  technical  nature. 

How  far  are  New  Zealand  conditions  peculiar  to  this  country 
and  how  far  are  they  of  general  application  ? 

77.  The  variable  reserve  ratio  system  has  been  written 
into  the  central  banking  legislation  of  many  countries,  but 
we  are  not  aware  of  its  being  used  anywhere  in  the  same  way  as 
has  been  evolved  in  New  Zealand.  We  have  worked  out 
our  own  methods  and  we  see  no  particular  reason  why 
other  countries  should  copy  them  in  detail. 

78.  There  are  probably  few  countries  where  the  same 
combination  of  circumstances  exist — a high  level  of  real 
income  and  of  external  trade  per  head,  marked  dependence 
on  a limited  range  of  exports  of  farm  produce,  a well  deve- 
loped banking  sytem  but  a rudimentary  money  market,  a 
thin  market  in  Government  securities,  and  an  absence  of 
conventional  cash  or  liquidity  ratios. 

79.  We  feel  however  that,  subject  to  appropriate  adapta- 
tions to  meet  local  conditions,  some  kind  of  variable  reserve 
ratio  system  could  be  fairly  widely  used.  Changes  in  the 
availability  of  bank  credit  are  an  important  influence  in  most 
countries,  and  the  central  bank  can  hardly  justify  its  existence 
unless  it  can  regulate  the  leading  policy  of  banks.  The 
means  of  doing  tiiis  are  limited,  especially  if  capital  markets 
are  not  well  developed.  Variable  reserve  ratios  (in  con- 
junction with  changes  in  the  central  bank’s  lending  rate)  pro- 
vide a direct  and  flexible  way  of  exerting  the  central  bank’s 
influence  on  the  trading  banks.  It  may  not  be  a finely 
adjusted  weapon,  but  it  can  be  forceful.  It  also  has  the 
advantage  that  it  can  be  applied  with  less  disturbance  to 
interest  rates  and  security  markets  than  would  result  from 
the  alternatives  of  open  market  operations  or  reliance  on 
bank  rate  and  other  short-term  interest  rates,  as  is  done  in 
some  other  countries. 

How  far  can  any  system  of  monetary  control  be  effective 
which  is  not  reinforced  by  effective  control  of  general 
liquidity  in  trade  and  industry  as  well  as  in  the  banking 
system  ? 

80.  Economic  stability  cannot  be  achieved  merely  by 
turning  on  and  off  the  tap  of  bank  cash.  Though  a central 
bank’s  contribution  to  economic  stability  must  be  largely  in 
this  form,  its  sphere  of  influence  is  limited  and  its  power  to 
use  the  weapons  it  has  is  circumscribed  by  over-riding  policies 
adopted  by  Governments.  Even  when  monetary  techniques 
are  vigorously  used,  results  may  be  slow  and  unpredictable, 
for  reasons  discussed  earlier  (para.  75).  The  main  hindrances 
to  quick  and  satisfactory  results  include : — 

(a)  A very  Liquid  position  in  the  community. 

(b)  The  growing  importance  of  financial  institutions  not 
directly  under  the  supervision  of  the  central  bank; 
they  are  often  in  a position  to  provide  loans  to 
customers  unable  to  borrow  from  the  commercial 
banks. 

(c)  The  scope  which  frequently  exists  for  the  velocity  of 
circulation  to  increase  when  bank  ja^dit  is  restricted. 

(d)  The  possibility  that  a Government  cash  deficit  will  be 
adding  to  money  supply  at  the  same  time  as  credit 
restrictions  are  being  used  to  reduce  it.  The  efficiency 
of  a tight  monetary  poliig'  on  the  part  of  the  centr^ 
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bank  may  be  frustrated  by  a soft  budgetary  policy. 
The  need  for  co-ordination  is  clear. 

Question  3: 

What  provisions  govern  the  higher  direction  of  the 
Central  Bank  and  by  what  system  is  its  Governing  Body 
appointed  and  recruited  ? 

81.  Tbe  governing  body  of  the  Bank  is  the  Board  of 
Directors,  comprising: — 

(a)  The  Governor  and  the  Deputy  Governor,  appointed  by 
the  Governor-General  in  Council  for  terms  of  seven 
years; 

(b)  The  Secretary  to  the  Treasury  (Permanent  Depart- 
mental Head),  ex  officio; 

(c)  Up  to  seven  “ ordinary  members  ” appointed  by  the 
Governor-General  in  Council  during  pleasure,  but 
not  to  hold  office  for  over  five  years  without  being 
re-appointed. 

82.  The  Governor  and  Deputy  Governor  are  required 
to  be  “ persons  possessed  of  actual  banking  experience  ” and 
may  not  undertake  other  duties.  The  Governor,  or  in  his 
absence  the  Deputy  Governor,  is,  on  behalf  of  the  Board,  in 
permanent  control  of  the  administration  of  the  assets  and 
general  business,  and  may  act  and  give  decisions  in  all  matters 
not  specifically  reserved  to  the  Board. 

83.  The  matters  reserved  to  the  board  include,  inter  alia, 
rates  of  interest  and  discount,  but  the  right  to  fix  exchange 
rates  is  not  reserved  to  the  Board ; it  is  therefore  theoretically 
in  the  hands  of  the  Governor  and  a change  could  be  determined 
without  prior  consultation  with  Board  members. 

84.  The  right  to  vary  the  reserve  ratios  of  the  trading 
banks  is  vested  in  the  Governor — subject  to  approval  by  the 
Minister  of  Finance. 

85.  The  statutes  provide  for  an  Executive  Committee 
consisting  of  the  Governor,  the  Deputy  Governor  and  not 
less  than  one  other  member  acting  as  such  by  direction  of  the 
Board  or,  in  the  absence  of  such  direction,  with  the  con- 
currence of  the  Governor.  This  committee  is  competent  to 
deal  with  any  matter  within  the  competence  of  the  Board. 
As  the  two  Governors  are  permanent  members  of  the  commit- 
tee and  may  also  constitute  a majority  on  the  committee  when 
only  three  members  are  present,  this  arrangement  might 
seem  to  place  considerable  extra  powers  in  the  hands  of  the 
Governors.  The  checks  on  the  exercise  of  such  powers  are 
firstly,  a requirement  that  executive  committee  decisions  must 
be  confirmed  at  the  next  Board  meeting  and,  secondly,  that 
the  discount  rate  may  be  altered  by  the  committee  offiy  in 
cases  of  urgency.  A further  possible  restriction  of  the 
committee’s  authority  can  be  read  into  Section  34(3)  of  the 
Act  which  gives  it  authority  to  act  as  a discount  committee, 
to  deal  with  credit  limits  “ within  the  general  authority  given 
by  the  Board,”  and  also  to  “ deal  with  such  other  matters 
as  the  Board  of  Directors  may  determine.” 

86.  The  Board  is  required  to  meet  at  least  once  a month. 
The  Governor  is  Chairman  (in  his  absence  the  Deputy 
Governor)  and  the  Chairman  has  both  a deliberative  and  a 
casting  vote. 

87.  There  are  no  positive  qualifications  specified  for 
“ ordinary  members  ” other  than  that  they  be  British  subjects 
by  birth.  Not  more  than  one  may  be  a director  of  another 
bank.  Members  of  Parliament,  servants  of  the  Crown  in 
any  Department  of  State,  employees  of  other  banks,  and 
undischarged  bankrupts  are  not  eligible. 

88.  The  requirement  that  the  Governors  be  “ persons 
possessed  of  actual  banking  experience”  limits  the  number 
eligible  for  selection.  There  are  no  special  provisions  for 
recommendation  by  the  Board  or  by  any  other  body  or 
person.  Appointments  to  the  position  of  Governor  and 
Deputy  Governor,  apart  from  the  appointments  made  on 
establishment  of  the  Bank  have,  so  far,  been  made  from 
s^ior  officers  of  the  Bank  itself,  though  it  is  understood  that 
officers  of  other  banks  have  been  considered. 

89.  Tho-e  is  no  special  process  of  recruiting  for  ordinary 
directors.^  Recommendations  are  made  to  the  Government 
from  various  sources,  including  the  Governors. 

90.  Since  1936  vacancies  have  been  permissible  The 
Labour  administration  in  office  up  to  1949  allowed  ordinary 
membership  to  fall  to  three.  Since  1953  there  has  been  only 
one  vacancy. 


91 . The  occupational,  industrial  and  commercial  coverage 
of  the  ordinary  membership  is  shown  below ; — 

1949: 

1.  University  Lecturer  in  Economics,  who  subsequently 
became  Economic  Adviser  to  the  Bank  as  well  as 
being  a director. 

2.  Manufacturer  and  City  Councillor. 

3.  Farmer,  former  Minister  of  Agriculture. 

1957: 

1.  Former  Chief  Cashier  of  the  Reserve  Bank. 

2.  Retired  Public  Accountant. 

3.  Dairy  farmer,  director  of  dairy  and  freezing  companies, 
former  President  of  Federated  Farmers  of  New 
Zealand. 

4.  Trust  and  Agency  Company  manager,  director  of 
retail  and  wholesale  companies. 

5.  Director  of  retail,  finance  and  manufacturing  com- 
panies. 

6.  Barrister  and  solicitor,  director  of  distributing  com- 
pany, former  City  Councillor. 

Question  4; 

What  are  the  policy  and  practice  of  the  Central  Bank 
with  regard  to  the  publication  of  reports  and  the  collection 
and  publication  of  statistics  ? 

1.  Publicity 

92.  The  Reserve  Bank  has  a conscious  policy  of  keeping 
the  public  as  fully  informed  as  possible  on  developments  not 
only  in  monetary  fields  but  also  of  general  economic  interest. 
To  this  end  various  means  are  used: — 

(a)  Publications 

(i)  The  Annual  Report  summarises  general  economic 
trends  during  the  year  as  well  as  outlining  conditions  in  the 
monetary,  capital  and  exchange  fields  whidi  are  the  Bank’s 
special  interest. 

(ii)  A Bulletin,  published  each  month  contains  articles 
of  general  economic  interest  and  a wide  range  of  statistical 
tables  and  graphs.  The  articles  are  intended  for  the  general 
public  and  are  written  in  a non-technical  manner.  The 
statistics  comprise  both  those  compiled  by  the  Bank  (noted  in 
detail  below)  and  those  compiled  by  other  official  or  authori- 
tative agencies.  Many  of  these  are  either  not  easily  accessible 
or  are  not  well  known. 

A nominal  charge  of  12/-  per  annum  is  made  and,  although 
many  copies  are  sent  free  or  on  an  exchange  basis  to  other 
banks,  government  departments,  universities  etc.  both  in 
New  Zealand  and  overseas,  probably  more  than  half  of  the 
total  circulation  of  approximately  2,000  is  subscribed  for  by 
businesses  and  individuals. 

When  appropriate,  articles  dealing  with  related  topics 
which  have  appeared  in  various  issues  of  the  Bulletin  are 
reprinted  in  pamphlet  form,  and  are  available  for  sale.  In 
1955  the  Bank  published  a book  Monetary  and  Fiscal  Policy 
in  New  Zealand  which  contained  the  main,  and  some  supple- 
mentary, submissions  of  the  Bank,  the  Associated  Banks  in 
New  Zealand  and  the  Treasury  to  the  Royal  Commission  on 
Monetary,  Banking  and  Credit  Systems,  1955.  The  Com- 
mission did  not  publish  any  of  the  submissions  made  to  it. 

(iii)  A daily  news  summary  of  items  of  economic  signi- 
ficance both  in  New  Zealand  and  overseas  is  published  for 
restricted  circulation  (mainly  internal  and  Government 
departments). 

(iv)  A.  fortnightly  news  summary  has  a much  wider  circula- 
tion. A nominal  charge  of  8/-  per  annum  is  made  for  this. 
About  1,000  copies  of  the  New  Zealand  section  and  800  of 
the  Overseas  section  are  sent  out  each  fortnight  and  although, 
like  the  Bulletin  many  are  complimentary,  a large  proportion 
is  subscribed  for  by  interested  persons  and  organisations. 

Representative  copies  of  all  these  publications  are  enclosed 
to  give  you  an  idea  of  the  type  of  material  included  in  each."* 

(b)  Other  Means 

(i)  Public  addresses  are  made  periodically  by  the  Gover- 
nors and  the  Economic  Adviser  and  (very  occasionally)  by 
other  senior  officers.  These  addresses  cover  a wide  range  of 
economic  and  banking  subjects,  receive  considerable  coverage 
in  the  Press,  and  are  regarded  by  the  public  as  authoritative 
statements. 

(ii)  Press  releases  are  issued  whenever  policy  changes  are 
involved  to  explain  the  measure  or  measures  to  be  adopted. 


•These  publieetions  ate  not  reprinted  in  this  record  of  evidence. 
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Queries  from  the  Press  are  answered  wherever  possible  and 
relations  generally  are  good. 

(iii)  Besides  the  close  contact  maintained  by  our  Welling- 
ton, Auckland  and  Christchurch  offices  with  ffie  commercial 
community,  members  of  our  staff  make  periodical  trips 
throughout  New  Zealand  to  discuss  aspects  of  the  Bank’s 
work.  For  instance,  members  of  the  economic  staff  visit 
farms,  factories,  shops  etc.  to  keep  abreast  of  new  develop- 
ments and  to  get  an  idea  of  the  general  outlook  of  the  public; 
other  specialist  officers  talk  with  local  bank  branches  and 
provincial  stock  exchanges  about  their  exchange  control  and 
government  stock  problems.  We  find  these  informal  dis- 
cussions have  a threefold  value:  they  help  to  keep  the  Bank 
in  touch  with  public  opinion,  they  help  the  public  to  see  our 
point  of  view,  and  they  give  individual  members  of  the  public 
the  feeling  that  they  have  been  able  to  put  their  own  point  of 
view  to  die  Bank  and  that  the  Bank  is  interested  in  their 
particular  problems  or  achievements. 

2.  Siatisiics 

93.  The  Bank  collects  a fair  amount  of  statistical  informa- 
tion, mainly  in  the  monetary  field,  although  we  have  entered 
other  fields  where  there  has  been  a gap  in  the  statistical 
information  coUected  by  other  agencies.  In  these  latter 
cases  we  have  sometimes  organised  the  collection  of  figures 
ourselves,  sometimes  assisted  more  specialised  agencies  to 
compile  a series  which  we  think  would  be  of  value.  Unless 
there  is  some  specific  reason  for  not  doing  so,  e.g.  smallness  of 
the  survey  or  the  particular  request  of  the  participants,  all 
statistics  compiled  are  published  in  one  or  other  of  our 
publications.  Those  of  particular  public  interest  are,  in 
addition,  put  out  in  press  releases. 

94.  The  main  statistics  compiled  are: — 

(a)  Banking 

We  are  required  by  our  act  to  publish  a weekly  statement 
of  our  assets  and  liabilities  in  the  New  Zealand  Gazette.  Also 
under  our  act,  the  trading  banks  are  required  to  supply  us 
with  a monthly  return  of  their  assets  and  liabilities.  A 
compilation  of  this  is  also  gazetted. 

We  have  an  arrangement  with  the  trading  banks  to  supply 
us  every  week  with  figures  for  their  advances  and  discount 
and  overseas  assets  and  liabilities  and  also  every  two  months 
with  an  analysis  by  trade  groups  of  their  advances. 

From  ffiese  and  other  sources  various  figures  are  compiled 
and  published.  Examples  of  these  are  net  overseas  assets  of 
the  banking  system,  volume  of  money,  velocity  of  circulation, 
net  Government  indebtedness  to  the  banking  system,  etc. 

(b)  Exchange  Transactions 

We  receive  from  the  trading  banks  details  of  each  of  their 
transactions  involving  the  payment  or  receipt  of  overseas 
currency.  From  these,  inter  alia,  we  compile  monthly  figures 
of  overseas  exchange  transactions  which  give  a comprehensive 
indication  of  balance  of  payments  trends  on  a cash  basis. 
Because  they  are  so  quickly  available  (the  figures  for  any 
month  are  ready  about  two  weeks  after  the  end  of  that 
month)  these  are  used  for  relevant  official  policy  decisions. 
The  official  balance  of  payments  estimates  compiled  by  the 
Government  Statistician  are  issued  only  annually  (they  are, 
in  any  case,  largely  based  on  our  figures),  and  the  trade 
statistics  are  several  months  behind. 

A press  release  summarising  the  exchange  figures,  with  a 
note  pointing  out  significant  trends,  is  issued  each  month. 
More  detailed  tables  are  published  ^riodically  in  the  Bulletin 
and  still  more  det^ed  figures  are  circulated  officially. 

(c)  Miscellaneous 

The  Bank  compiles  and  publishes  annually  in  the  Bulletin 
an  analysis  of  the  balance  sheets  of  about  200  public  com- 
panies. 

Government  stock  yields  are  computed  and  published 
regularly.  In  addition,  the  yield  on  every  Government  stock 
issued  in  New  Zealand  is  made  available  to  the  Stock  Ex- 
change Association  for  circulation  to  all  members. 

Life  Insurance  statistics  are  many  months  out  of  date 
when  published.  We  have  therefore  arranged  to  compile 
statistics  of  certain  significant  figures  from  nearly  all  the  life 
companies  in  New  Zealand.  As  these  are  supplied  to  us  on 
a confidential  basis,  we  do  not  publish  them  and  confine 
their  circulation  to  those  companies  supplying  us  with 
returns. 

Capital  Issues  Committee  statistics  are  published  quarterly 
and  annually  in  the  Bulletin. 


In  1950  the  Bank  instituted,  on  a sample  basis,  the  collection 
of  statistics  of  retail  trade  and  stocks  as  none  were  then  being 
collected  in  New  Zealand.  Results  were  first  published  in 
1952.  When  the  Government  Statistician  began  compiling 
retail  trade  figures  in  1954  on  a very  much  extended  basis,  our 
survey  was  discontinued. 

In  the  same  manner,  the  calculation  of  average  mortgage 
interest  rates,  which  the  Bank  undertook  for  a time,  has  been 
handed  over  to  the  Government  Statistician. 

Question  5: 

How  satisfactory  (from  the  point  of  ')iew  of  your  own 
Central  Bank)  do  you  consider  that  the  sterling  area 
arrangements  and  the  sterling  system  are  functioning  and 
would  you  advocate  any  and,  if  so,  what,  suggestions  for 
their  amendment  ? 

95.  We  understand  that  this  question  is  to  be  answered 
from  a somewhat  limited  and  technical  point  of  view,  rather 
than  on  a basis  of  broad  principles.  We  are  not  concerned 
here  with  questions  of  convertibility,  or  whether  the  responsi- 
bilities of  managing  the  sterling  system  place  an  unjustified 
burden  on  the  United  Kingdom. 

96.  For  New  Zealand  the  sterling  exchange  standard 
evolved  during  the  nineteenth  century  as  a natural  outcome 
of  personal,  political,  commercial  and  financial  ties  with  the 
United  Kingdom.  There  was  no  alternative  to  a procedure 
whereby  New  Zealand  traded  mainly  with  the  United  King- 
dom and  other  Commonwealth  countries,  financed  virtually 
all  its  foreign  exchange  transactions  in  sterling,  held  sterling 
as  its  principal  external  reserve  (apart  from  some  gold)  and 
maintained  its  exchange  rate  at  a fixed  rate  with  sterling. 
No  alternative  has  ever  been  seriously  considered. 

97.  This  position  has  not  been  basically  altered  by  the 
adoption  of  formal  sterling  area  arrangements  in  1939  and 
their  continuation,  with  modifications,  ever  since.  Confor- 
mity with  centralised  rules  of  exchange  control  has  been 
readily  accepted,  especially  in  wartime  of  course,  and  the  pro- 
gressive relaxation  of  the  discriminatory  elements  in  exchange 
control  has  been  welcomed.  It  remains  true,  however,  that 
there  has  been  no  attempt  made  in  New  Zealand  to  weigh  up 
ffie  relative  weight  of  ffie  advantages  and  disadvantages  of 
belonging  to  the  sterling  area.  When  sterling  is  strong  and 
convertible,  no  problem  arises.  When  sterling  is  thoroughly 
inconvertible,  the  reasons  are  clear  and  inescapable.  In 
between  those  two  extremes  there  is  the  belief  that  New 
Zealand’s  membership  of  the  sterling  system  is  inevitable 
and  the  hope  that  discriminatory  restrictions  on  payments  to 
the  non-sterling  area  are  perhaps  only  temporary. 

98.  There  are  a few  aspects  of  the  present  situation  which 
call  for  comment. 

(1)  New  Zealand  is  in  most  years  a net  contributor  to  the 
central  gold  and  dollar  reserves  of  the  sterling  area,  if 
account  is  taken  of  the  large  surplus  earned  with  O.E.E.C. 
coimtries,  75  per  cent,  of  whiiffi  is  now  being  settled  in 
gold.  This  surplus  is  due  mainly  to  sales  of  wool  to 
European  countries,  and  is  large  enough  to  more  than 
offset  the  deficit  usually  incurred  in  direct  transactions 
with  the  dollar  area. 

(2)  There  can  be  circumstances  in  which  monetary  action, 
taken  by  the  United  Kingdom  authorities  to  meet  a 
situation  arising  out  of  United  Kingdom  responsibilities 
as  an  international  banker,  may  have  unsettling  and 
perhaps  harmful  repercussions  on  New  Zealand.  The 
7 per  cent,  bank  rate  of  last  September  is  a case  in  point. 
It  affected  New  Zealand  in  the  following  ways:— 

(a)  It  probably  accentuated  the  fall  in  commodity  prices, 
notably  wool,  and  thus  contributed  towards  New 
Zealand’s  present  balance  of  payments  difficulties. 

(b)  When,  as  a result  of  those  difficulties,  New  Zealand 
borrowed  in  London,  in  April  1958,  the  terms  were 
not  favourable  compared  with  those  of  earlier  loans 
or  with  ffiose  of  other  markets. 

(c)  The  abnormal  disparity  between  bank  overdraft 
rates  in  United  Kingdom  and  New  Zealand  was  the 
reason  why  some  firms  (mainly  engaged  in  trade  in 
meat  and  wool)  shifted  their  borrowing  from  London 
to  New  Zealand,  thereby  causing  a delay  in  export 
receipts  and  an  outflow  of  short-term  capital.  These 
changes  came  at  a time  when  we  could  ill  afford 
them. 
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(3)  At  times  it  would  have  been  helpful  to  have  an  arrange- 
ment whereby  a sterling  area  country  in  balance  of  pay- 
ments difficulties  could  obtain  short-term  credits  from 
other  countries  in  the  area.  In  this  way  it  would  be 
easier  to  maintain  a hi^  level  of  trade  and  stability  of 
prices.  Such  an  arrangement  would  be  specially  helpful 
to  New  Zealand,  whose  external  trade  per  head  is  very 
high  but  subject  to  marked  fluctuations.  We  have  no 
specific  proposal  to  put  forward,  but  recommend  further 
study  of  tim  topic. 

4)  The  administrative  arrangements  concerning  sterling  area 
exchange  control  are  quite  satisfactory.  The  Reserve 
Bank  is  in  frequent  contact  with  the  Bank  of  England  by 
cable,  by  correspondence,  and  by  personal  visits,  in 


addition  to  routine  daily  arrangements.  There  is  no  lack 
of  opportunity  for  consultation  on  technical  matters. 

(5)  At  the  policy  level  consultation  takes  place  among  most 
sterling  countries  through  the  Commonwealth  Liaison 
Committee,  or  at  Finance  Ministers’  meetings  associated 
with  the  Annual  Meetings  of  the  International  Monetary 
Fund  and  the  International  Bank.  The  Reserve  Bank 
does  not  participate  in  these  meetings,  though  it  was 
represented  at  some  of  the  earher  special  Conferences  of 
Commonwealth  Finance  Ministers.  There  are  limes 
when  it  seems  desirable  that  consultation  on  policy  should 
be  more  regular  and  thorough,  but  we  recognise  the 
difficulties  and  have  no  specific  recommendation  to  make. 

June  1958 
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SCHEDULE 
(See  Parasraph  2) 

Selected  Statutory  Provisions  Relating  to  the  Division  of  Monetary  Responsibilities  in  New  Zealand 


A.  Provisions  Rslating  to  Monetary  Policy  Generally  and 

General  Functions  of  the  Reserve  Bank 

(IJ  Reserve  Bank  of  New  Zealand  Amendment  Act  1936 
Section  10(1)  as  amended  by  Section  2 of  the  Reserve 
Bank  of  New  Zealand  Amendment  Act  1950: — 

“ 10.  (1)  It  shall  be  the  general  function  of  the  Reserve 
Bank,  within  the  limits  of  its  powers,  to  give  effect  as  far  as 
may  be  to  the  monetary  policy  of  the  Government,  as  com- 
municated to  it  from  time  to  time  by  the  Minister  of  Finance. 
For  this  purpose,  and  to  the  end  that  the  economic  and 
social  welfare  of  New  Zealand  may  be  promoted  and  main- 
tained, the  Bank  shall  regulate  and  control  credit  and  currency 
in  New  Zealand,  the  transfer  of  moneys  to  or  from  New 
Zealand,  and  the  disposal  of  moneys  that  are  derived  from  the 
sale  of  any  New  Zealand  products  and  for  the  time  being  are 
held  overseas,  and  shall  do  all  such  things  within  the  limits 
of  its  powers  as  it  deems  necessary  or  desirable  to  promote 
and  safeguard  a stable  internal  price  level  and  the  highest 
degree  of  production,  trade  and  employment  that  can  be 
achieved  by  monetary  action.” 

(2)  Reserve  Bank  of  New  Zealand  Amendment  Act  1950, 
Section  3: — 

“ 3.  (1)  In  the  exercise  of  their  functions  and  powers 
under  the  principal  Act  the  Governor  and  the  Board  of 
Directors  shall  give  effect  to  any  resolution  of  the  House  of 
Representatives  in  respect  of  any  functions  or  business  of 
the  Reserve  Bank.” 

(This  replaced  a provision  in  the  1939  Amendment  which 
read: 

“ 2.  In  the  exercise  of  their  functions  and  powers 
under  the  principal  Act  the  Governor  and  the  Board  of 
Directors  shall  have  reg^d  to  any  representations  that 
may  be  made  by  the  Minister  of  Finance  in  respect  of 
any  functions  or  business  of  the  Reserve  Bank,  and  shall 
give  effect  to  any  decision  of  the  Government  in  relation 
thereto  conveyed  to  the  Governor  in  writing  by  the 
Minister  of  Finance.”  (Section  2,  Reserve  Bank  of 
New  Zealand  Amendment  Act,  1939.) 

B.  Provisions  Allocating  More  Specific  Duties  or  Powers  to 

The  Reserve  Bank 

(1)  Providing  for  Ministerial  or  Government  approval  or 
other  Government  action  relating  to  relatively  impor- 
tant matters  from  the  monetary  point  of  view: — 

(a)  Section  45(1)  and  (2)  of  Reserve  Bank  of  New  Zealand 
Act  1933,  requiring  trading  banks  to  maintain  minlmuTn 
balances  at  the  Reserve  Batik,  with  a proviso  added  in  1936 
empowering  the  Governor  of  the  Bank,  acting  with  the 
authority  of  the  Minister  of  Finance,  to  vary  the  required 
minimum.  (See  Question  2). 

(b)  Section  16(1)  of  Reserve  Bank  of  New  Zealand  Act 
1933,  as  affected  by  Section  16  of  1936  Amendment — 
imposing  a duty,  subject  to  suspension  by  the  Minister  of 
Finance,  to  provide  sterling  in  exchange  for  New  Zealand 
bank  notes  presented  in  amounts  of  £1,000  and  over.  (Note: 
This  obligation  has  been  suspended  since  1938  as  a pre- 
requisite for  exchange  control). 

(c)  (i)  The  Export  Licences  Regulations  1938. 

(ii)  The  Finance  Emergency  Regulations  1940  (No.  2). 

(i)  gives  the  Bank  effective  control  of  ejiport  proceeds  by 
requiring  them  to  be  delivered  to  it  or  its  agent,  and  (ii) 
authorises  the  Minister  of  Finance  to  exerdse  a full  exchange 
control  (but  exempting  remittances  overseas  with  the  Bank’s 
consent)  under  which  the  Ministe’s  powers  of  acquisition, 
consent  and  exemption  have  been  delegated  to  the  Bank. 
Between  them  these  regulations  extend  the  Reserve  Bank’s 
power  to  fix  exchange  rates  to  all  transactions.  They  make 
possible  full  control  by  the  Bank,  if  desired,  of  all  overseas 


income,  expenditure  and  security  holdings — but  the  powers 
given  are  in  both  cases  subject  to  the  Government  continuing 
the  regulations,  Powers  acquired  under  (ii)  are  also  subject 
to  continuation  of  the  Minister’s  delegation  or  to  bis  over- 
riding power  to  grant  consents  and  exemptions. 

(2)  Providing  specifically  for  Ministerial  or  Government 
approval  or  other  Government  action  in  matters  which 
are  less  important  from  the  monetary  point  of  view,  or 
where  the  likelihood  of  Government  action  is  remote: — 

(a)  Section  13(1)  (a),  15(1),  14(a)  and  23(3)  (fi)  of  Reserve 
Bank  of  New  Z^and  Act  1933 — conferring  on  the  Bank 
the  sole  right  of  note  issue,  subject  to  approval  of  form, 
design,  daiomioations  and  material  by  die  Minister  of 
Finance  and  prior  authority  of  the  Governor-General  in 
Council  before  issue  of  denominations  less  than  ten  shilling. 

(b)  Section  13(1)  (d)  to  (^  of  the  Reserve  Bank  of  New 
Zealand  Act  1933 — ^powers  to  lend  on  short-term  by  way  of 
discounting  or  dealing  in  bills,  etc.,  or  by  fixed-term  secured 
advances  up  to  three  months,  including  advances  to  banks. 

Finance  Act  1946  Section  21(1) — power  to  lend  by  way 
of  overdraft  to  the  Government,  Departments  of  State, 
statutory  authorities  and  statutory  marketing  boards. 

There  is  a remote  Government  control  on  this  power  to 
lead  in  that  such  short-term  accommodation  may  not,  without 
the  authority  of  the  Governor-General  in  CouncO,  be  granted 
to  the  Treasury  in  excess  of  one  year’s  revenue  or  estimated 
revenue  and,  in  the  case  of  incorporated  Departments  of 
State,  local  authorities  or  public  bodies  in  excess  of  one- 
fourth  of  their  respective  revenues  or  estimated  revenues  for 
the  year.  (Section  14(i)  Reserve  Bank  of  New  Zealand  Act 
1933  as  amended  in  1936  and  1939). 

(c)  Section  13(ii)  of  the  Reserve  Bank  of  New  Zealand 
Act  1933 — ^power,  with  the  authority  of  the  Governor-General 
in  Council,  to  underwrite  issues  by  the  New  Zealand  Govern- 
ment or  State  Advances  Corporation, 

(3)  Containing  no  specific  limitations  or  provisions  for 
Ministerial  or  Government  action: 

(a)  Section  13(1)  O')  of  Reserve  Bank  of  New  Zealand 
Act  1933 — ^power  to  buy  and  sell  New  Zealand  or  United 
Kingdom  Government  Securities  or  securities  guaranteed 
by  them  (e.g.  securities  of  New  Ze^and  local  authorities). 

(b)  Section  16(3)  of  Reserve  Bank  of  New  Zealand  Act 
1933— authoriti'  for  the  Reserve  Bank  to  fix  its  own  rates  of 
exchange  for  sterling  and  gold. 

(Indiiectly  affected  by  Government  guarantee  of  losses 
and  requirement  for  Reserve  Bank  to  pay  Public  Account 
any  profits,  arising  from  changes  in  the  sterling  rate). 

(c)  Section  17(1)  of  Reserve  Bank  of  New  Zealand  Act 
1933 — duty  to  maintain  reserves  of  overseas  exchange  and 
gold. 

“ It  shall  be  the  duty  of  the  Bank  to  maintain  reserves 
which,  in  the  opinion  of  the  Board  of  Directors,  will 
provide  a reasonable  margin  for  contingencies,  after 
taking  into  account  prospective  receipts  and  disburse- 
ments of  overseas  funds,  and  having  regard  to  the 
economic  position  within  New  Zealand.”  (As  substi- 
tuted by  ^tion  4(1),  Reserve  Bank  of  New  Zealand 
Amendment  Act,  1950). 

(d)  Section  23(3)  of  the  Reserve  Bank  of  New  Zealand 
Act  1933  specifies  power  for  the  Board  to  deal,  among  other 
matters,  with  rates  of  discount  and  interest,  and  the  internal 
regulation  of  the  Bank. 

(e)  Section  46(1),  (4),  (5)  and  (6)  of  the  Reserve  Bank 
of  New  Zealand  Act  1 933 — ^requiring  trading  banks  to  submit 
monthly  returns  to  the  Reserve  Bank  and  empowering  the 
Reserve  Bank  in  the  event  of  incorrect  returns  by  a bank,  or, 
if  considered  desirable  by  the  Board  in  the  public  interest,  to 
authorise  an  inspection  of  the  books  of  that  bank. 
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TABLE  1 
(See  Paragraph  38) 

Reserve  Ratios 

Percentage  of  Percentage  of 
Date  Demand  Time 

Liabilities  Liabilities 


1st 

August, 

1934 

7 

3 

1st 

August, 

1952 

10 

5 

8th 

December, 

1952 

(Informal  Agreement) 

15 

n 

nth 

May, 

1953 

20 

10 

31st 

May, 

1954 

25 

I2i 

1st 

September, 

1954 

20 

10 

1st 

December, 

1954 

25 

I2i 

28th 

February, 

1955 

15 

7i 

2nd 

June, 

1955 

16i 

1st 

July, 

1955 

20 

1st 

August, 

1955 

21i 

li 

7th 

October, 

1955 

24 

7i 

24th 

January, 

1956 

26 

7i 

29th 

February, 

1956 

7 

3 

23rd 

April, 

1956 

20 

3 

3rd 

May, 

1956 

24 

3 

1st 

June, 

1956* 

32 

10 

13th 

July, 

1956 

30 

10 

27th 

July, 

1956 

27 

10 

14th 

September, 

1956 

30 

10 

1st 

October, 

1956 

34 

12i 

9th 

November, 

1956 

29 

10 

2Ist 

December, 

1956 

31 

10 

1st 

March, 

1957 

15 

10 

I2th 

April, 

1957 

22i 

10 

3rd 

May, 

1957 

26^ 

10 

25th 

October, 

1957 

28 

15 

28th 

February, 

1958 

10 

5 

28th 

April, 

1958 

26 

10 

TABLE  II 
(See  Paragraph  38) 

Reserve  Bank  Discount  Rate 


Effective  Date 

Rate  Per  Cent. 

1st 

August,  1934 

4 

29th 

July,  1935 

3i 

2nd 

March,  1936 

2i 

29th 

June,  1936 

2 

19th 

November,  1938 

4 

6th 

September,  1939 

3 

27th 

May,  1940 

2 

26th 

July,  1941 

H 

13th 

April,  1954 

3i 

26th 

November,  1954 

4 

1st 

July.  1955 

5 

5th 

September,  1955 

6 

19th 

October,  1955 

7 

•New  procedure  whereby  notes  held  by  hanks  included  in  statutory  minimum 
balances. 
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The  Governor  of  The  Bank  of  Rhodesia  and  Nyasaland 


6.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  GOVERNOR  OF  THE  BANK  OF  RHODESIA 
AND  NYASALAND 


Question  1; 

How  far,  in  your  country,  are  the  responsibilities  of  a 
“ monetary  authority  ” divided  between  the  Central  Bank 
and  the  ^ecutive  Government;  what  measure  of  inde- 
pendence does  the  Central  Bank  enjoy  in  its  performance 
of  its  responsibilities;  and  what  arrangements,  consti- 
tutional and  administrative,  govern  co-ordination  of  policy 
between  the  Central  Bank  and  Executive. 

1.  In  this  country,  it  is  the  Federal  Government  which 
is  charged  with  the  main  fiscal,  financial  and  economic 
functions,  collects  the  bulk  of  the  country’s  revenues  and  is 
responsible  for  the  major  part  of  its  expenditure.  Relations 
between  the  Bank  and  the  territorial  governments,  which 
have  only  limited  responsibilities  in  the  field  of  monetary  and 
financial  policies,  are  conducted  via  the  Federal  government. 

2.  It  is  extremely  difficult  to  set  down  in  words  the 
precise  limits  of  the  division  of  authority  as  between  the 
Bank  and  the  Executive  Government.  The  eminently 
practical  division  that  has  been  evolved  has  come  about 
largely  tltrough  the  process  of  give-and-take  on  a personal 
basis.  The  Bank’s  legal  status  has  equipped  it  with  far- 
reaching  powers  of  authority.  The  Statutes  lay  down  some 
nineteen  functions  which  the  Bank  is  specifically  authorised 
to  undertake:  while  Section  10  of  the  Act  lists  only  seven 
types  of  prohibited  business  which  amount  mainly  to  limita- 
tions on  the  Bank’s  ability  to  make  loans  and  advances. 

3.  Perhaps  it  would  help  to  clarify  the  actual  division  of 
authority  as  between  Executive  and  the  Bank  if  I enumerated 
those  functions  which  the  Bank  has  so  far  assumed.  It  has 
(a)  taken  over  the  sole  right  of  issue  of  notes  and  subsidiary 
coin;  (b)  defined  minimum  reserve  ratios  (at  present  ei^t 
I«r  cent,  of  deposit  liabilities  and  three  per  cent,  of  time 
liabUlties)  for  the  commercial  banks  and  required  them  to 
deposit  the  necessary  reserve  balances;  (c)  declared  a bank 
rate  (of  4+  per  cent.)  and  established  itself  as  lender  of  last 
resort;  (d)  taken  over  from  the  commercial  banks  the  main 
Federal  Government  accounts  (the  Territorial  Governments 
still  hold  their  accounts  with  the  Commercial  banks) ; (e)  taken 
over,  as  agent  for  the  Treasury,  the  operation  of  exchange 
control;  (f)  assumed  charge  of  the  main  part  of  the  country’s 
foreign  exchange  reserves;  and  (g)  started  a weekly  tender  of 
Treasury  Bills  on  behalf  of  the  Treasury.  In  addition,  the 
Bank  is  at  present  in  the  process  of  taking  over  the  manage- 
ment of  the  public  debt.  I should  mention  at  this  point  that 
the  Bank  has  no  direct  control  over  the  terms  and  conditions 
of  hire  purchase  transactions  nor  at  present  over  the  regula- 
tion of  banking  business  in  the  Federation:  although  it  is 
quite  certain  that  the  Federal  Government  would  never  take 
action  in  this  latter  field  without  consulting  the  Bank.  This 
latter  difficulty  we  hope,  will  one  day  be  remedied  by  legisla- 
tion controlling  the  activities  of  all  institutions  which  have 
banking  functions:  a good  deal  of  drafting  has  already  taken 
place. 

4.  The  second  part  of  this  question  is  difficult  to  answer 
without  covering  much  of  the  ground  dealt  with  below  in 
answer  to  your  question  No.  3.  In  order  to  avoid  repetition, 
therefore,  I would  ask  you  to  read  my  present  remarks  in 
conjunction  with  the  answer  to  question  3 below. 

5.  It  would  be  fair  to  say  that  the  Central  Bank  in  tliis 
country  enjoys  a considerable  measure  of  independence  in 
the  performance  of  its  responsibilities.  The  constitutional 
provisions  governing  the  appointment  of  the  Governors  and 
the  Board  of  Directors,  in  my  judgement,  go  a long  way 
towards  ensuring  a proper  degree  of  independence  to  the 
Bank.  As  far  as  it  is  humanly  possible  to  do  so  the  Act 
ensures  that  undue  political  or  other  influence  in  the  higher 
direction  of  policy  has  been  excluded.  No  Minister  and  no 
Civil  Servant  is  a member  of  the  Board. 

6.  So  far  as  the  Bank’s  relationship  with  the  Government 
is  concerned,  it  is  a moot  point  what  degree  of  independence 
it  is  possible  for  the  Bank  to  pursue.  The  fact  that  our 
entire  capital  stock  is  owned  by  the  Treasury,  does  not  in 
itself  affect  the  making  and  carrying  out  of  Baiik  policy  which 
is  substantially  free  from  outside  influence  whether  from  the 
Government  or  other  quarters  although,  in  tlie  last  analysis, 
as  is  the  case  with  practically  all  central  banks,  the  Executive 
has  the  final  word.  The  truth  is,  inevitably,  that  Bank  and 
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Government  policies  in  all  but  the  most  exceptional  circum- 
stances are  likely  to  be  in  sympathy  with  one  another,  at 
least  on  general  principles. 

7.  There  is,  at  the  present  time,  no  formal  machinery 
in  existence  for  the  co-ordination  of  Government  and  Centri 
Bank  policy  but  there  is  a considerable  amount  of  informal 
contact  and  consultation  between  the  two  bodies.  Relation- 
ships between  the  Bank  and  the  Federal  Treasury  are  very 
close  and  harmonious.  As  mentioned  earlier,  the  Bank 
maintains  the  main  Federal  Government  accounts,  acts  as 
agent  for  the  Federal  Treasury  in  the  administration  of 
exchange  controls,  conducts  weekly  Treasury  Bill  tenders  and 
will  shortly  take  over  the  management  of  the  public  debt. 
These  day-to-day  operations  naturally  ensure  close  working 
contacts  between  the  Bank  and  the  Treasury.  Likewise  the 
Bank  enjoys  cordial  relationships  with  the  other  Federal 
departments  of  state  and  with  the  territorial  governments. 
In  the  Federal  Government,  the  Prime  Minister  has  an 
economic  adviser  on  his  staff  whose  function  it  is  to  give 
advice  on  general  economic  policy,  and  here  again  relation- 
ships with  the  Bank  are  close  and  friendly.  Last  year,  the 
Government  established  an  Economic  Advisory  Council 
which  considers  and  reports  to  the  Cabinet  on  any  specific 
subjects  given  it  for  consideration  by  the  Federal  Govern- 
ment. The  Governor  of  the  Central  Bank  is  Chairman  of 
this  Council. 

Question  2: 

What  instruments  of  control  over  the  monetary  and 
credit  system  does  the  Central  Bank  employ  for  the 
purpose  of  performing  its  responsibilities  and  what  com- 
ments can  you  offer  to  us  as  to  the  conditions  which  govern 
their  effectiveness  ? In  particular  we  would  welcome  your 
views  on  two  aspects  of  this  problem:  (i)  How  far  are  those 
conditions  peculiar  to  the  individual  situation  of  your  own 
country  and  how  far  are  (hey  of  general  application  ? 

(ii)  How  far  can  any  system  of  monetary  control  be  effec- 
tive which  is  not  reinforced  by  effective  control  of  general 
liquidity  in  trade  and  industry  as  well  as  in  the  banking 
system  ? 

8.  The  instruments  of  control  over  the  monetary  and 
credit  system  available  to  this  Bank  are: 

(i)  Bank  Rate 

(ii)  Open  Market  Operations 

(iii)  Variation  of  minimum  cash  ratios 

(iv)  Moral  Suasion 

9.  I should  like  to  make  it  clear  that,  in  its  short  history, 
the  Bank  has  not  had  occasion  to  employ  all  the  instruments 
of  control  at  its  command  and,  within  our  own  sphere,  we 
have  little  or  no  practical  experience  as  to  their  relative 
effectiveness.  My  own  views  regarding  the  conations  which 
are  likely  to  govern  their  use  would,  I believe,  emerge  more 
clearly  if  I outline  fiist  the  actual  structure  of  the  banking 
and  financial  system  as  it  exists  in  the  Federation  today: 

(1)  Commercial  Banks 

10.  There  are  at  present  four  commercial  banks*  in 
operation  in  the  Federation;  and  there  is  a widespread 
system  of  branches  covering  the  three  territories.  Baling 
business  has  grown  rapidly  since  federation,  as  an  indication 
of  which  total  liabilities  to  the  public  have  grown  by  40  per 
cent,  since  1953.  All  four  banlcs  are  expafriate  in  the  sense 
that  ownership  resides  outside  the  Federation,  but  there  is  a 
wide  measure  of  local  autonomy.  Generally  speaking,  the 
banks  tend  to  keep  their  main  liquid  assets  (apart  from  cash) 
in  London.  There  are  no  indigenous  African  banks. 

(2)  Other  Banking  and  Financial  Institutions 

11.  There  are  two  merchant  banks  whose  main  business 
is  in  granting  acceptances  and  discounting  bills,  there  being 
no  separate  specialist  institutions  performing  this  latter 
function.  In  addition,  they  are  prepared  to  undertake  the 
underwriting  of  public  issues,  a function  which  is  also  per- 
formed by  two  other  finance  houses.  There  are  two  major 
private  development  corporations  which  provide  medium 
and  long-term  finance  for  industry  and  development  pro- 
jects; and  there  aie  six  hire-purchase  finance  companies. 
There  is  a Stock  Exchange  with  floors  in  Salisbury  and 
Bulawayo  which  deals  in  Government  and  Municipal  securi- 
ties and  local  industry  and  mining  shares;  the  market  is 
narrow  in  scope.  There  is  a well-established  building  society 
movement  whose  total  share  capital  and  deposits  at  the  end 
of  1957  totalled  £44-6  million. 
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(3)  Money  Market 

12.  The  local  money  market  is  still  undeveloped  but  with 
the  arrival  last  year  of  the  two  acceptance  houses,  it  can  be 
hoped  that  the  foundations  of  a genuine  short  terra  money 
market  have  been  laid.  Furthermore,  the  beginning  of  a 
Treasury  Bill  tender,  with  the  consequential  acceptance  by 
the  Central  Bank  of  responsibility  as  lender  of  last  resort 
has  also  helped  towards  the  creation  of  a proper  money 
market.  The  bulk  of  the  bills  of  exchange  discounted  by 
the  banks  and  merchant  banks  are  held  to  maturity  and 
discounting  with  the  Central  Bank  at  bank  rate  has  been 
negligible  so  far. 

13.  With  this  background  in  mind,  I turn  to  a short  dis- 
cussion of  the  role  of  the  various  instruments  of  control 
available  to  us. 

Bank  Rate 

14.  The  present  Bank  Rate  which  has  been  unchanged 
since  it  was  established  in  August,  1957,  is  4i  per  cent. 
When  first  declared,  the  rate  decided  upon  was,  of  course, 
adapted  to  an  already  existing  pattern  of  interest  rates,  and 
since  it  has  not  been  changed,  it  is  impossible  at  this  moment 
to  say  with  certainty  how  responsive  the  general  level  of 
interest  rates  in  the  Federation  would  be  to  a change  in  our 
Bank  Rate.  It  seems  possible,  however,  that  the  impact  of  a 
change  in  our  Bank  Rate  would  be  fairly  considerable, 
particularly  in  the  event  of  an  upward  movement. 

15.  It  is  entirely  another  matter  whether  we  would  be  in 
a position  to  make  a change  in  the  Bank  Rate  effective, 
unless  we  secured  the  voluntary  co-operation  of  the  banks. 
As  there  is  virtually  no  borrowing  from  the  Central  Bank, 
and  since,  as  discussed  below,  the  scope  for  open  market 
operations  and  other  collateral  measures  is  limited,  the 
possibility  of  forcing  a change  in  the  pattern  of  interest  rates 
is  restricted.  With  the  active  co-operation  of  the  Federal 
Treasury,  the  scope  for  bringing  about  a change  in  the 
general  level  of  interest  rates  would  be  enhanced.  With 
Treasury  co-operation,  it  would  be  possible  to  affect  a wide 
range  of  interest  rates  under  direct  Government  control; 
foe  instance,  the  rates  charged  on  Government  housing  and 
Land  Bank  loans,  and  the  rates  paid  on  new  Government 
loans,  on  Savings  Certificates,  and  by  the  Post  Office  Savings 
Bank.  This  last  expedient  could  well  prove  effective  as  the 
Post  Office  Saving  Bank  offers  considerable  competition  to 
the  building  societies  and  commercial  banks  for  small  savings. 
Open  Market  Operations 

16.  In  more  developed  banking  systems,  a change  in 
Bank  Rate  is  often  reinforced  by  open  market  operations, 
but  in  this  country  the  effectiveness  of  this  action  is  limited. 
The  local  money  market  being  so  immature  and  the  stock 
exchange  so  narrow,  it  would  be  virtually  impossible  for  the 
Central  Bank  to  buy  or  sell  securities  on  a scale  sufficient  to 
achieve  the  desired  result.  Moreover,  a policy  directed  at  the 
commercial  banks’  liquidity  ratios,  as  further  discussed 
below,  has  no  certainty  of  success  in  this  county;  given  the 
limited  effectiveness  of  open  market  operations  it  would 
almost  certainly  fail. 

Varying  Minimum  Cash  Ratios 

17.  This  instrument  is  potentially  the  most  powerful  as 
a means  of  controlling  credit  creation  by  banks.  The  present 
ratios  are  3 per  cent,  on  Time  and  8 per  cent,  on  Demand 
Liabilities  and  the  Act  permits  the  Bardc  to  vary  these  within 
wide  limits — 3 to  10  per  cent,  on  Time  Liabilities  and  6 to 
25  per  cent,  on  Demand  Liabilities.  If  we  were  to  raise  the 
ratios,  the  additional  amounts  which  the  commercial  banks 
would  be  obliged  to  deposit  with  us  would  cause  them  great 
inconvenience  and  loss  of  earning  power.  But  there  is  no 
guarantee  that  the  commercial  banks  would  be  forced  to 
restrict  their  credit  since  they  could  defeat  our  objects  by 
calling  for  the  required  liquid  funds  from  their  overseas  head 
offices.  When  overseas  balances  are  very  low,  as  at  present, 
a sufficiently  swingeing  change  in  the  minimum  cash  ratios 
would  probably  result  in  some  curtailment  of  local  credit 
but  there  is  no  certainty  that  it  would  be  completely  effective. 

18.  We  have  to  remember,  also,  when  considering  the 
use  of  this  particular  weapon  that  ours  is  a new  central  bank 
and  it  is  essential  for  future  relationships  that  we  should 
try  not  to  alienate  the  commercial  banks  whose  co-operation 
we  now  enjoy  and  would  strive  to  maintain  if  possible.  Un- 
questionably, this  weapon  is  potentially  powerful  although  its 
chief  value,  in  present  circumstances,  lies  in  its  strong  deterrent 
effect. 


Moral  Suasion 

19.  In  view  of  the  rather  limited  possibilities  open  to  us 
via  the  purely  mechanical  operation  of  our  instruments  of 
control,  I tend  to  place  most  emphasis  on  securing  the  volun- 
tary co-operation  of  the  banks  and  other  financial  institutions. 
In  this  I can  claim  that  we  have  been  extremely  successful.  As 
you  are  aware,  the  recent  sudden  fall  in  copper  prices  has 
been  the  main  cause  of  a difficult  balance  of  payments  situation 
in  the  Federation  which  has  necessitated  a tightening  up  of 
bank  credit  as  a means  of  reducing  excessive  imports.  The 
method  we  have  adopted  has  been  to  secure  the  banks’ 
co-operation  in  bringing  about  a substantial  reduction  in 
advances  and  bill  finance.  On  the  whole,  this  policy  appears 
to  be  working  successfully.  In  my  view,  a “ credit  squeeze  ” 
has  much  to  commend  it  in  a country  sudi  as  this.  In  support 
of  my  contention  I would  like  to  mention  the  following 
reasons : — 

(i)  There  is  a tendency  for  excessive  credit  trading 
in  the  country  whidi  implies  that  there  is  a wide 
“ squeezeable  ” margin. 

(ii)  The  Federation  is  first  and  foremost  a primary  pro- 
ducer; and  our  secondary  industry  is  still  in  its 
infancy.  It  follows  that  a reduction  even  in  personal 
advances  is  likely  to  result  in  a diminution  of  imports. 

(iii)  The  effect  on  imports  is  fairly  direct  because,  as  a 
consequence  of  the  long  haul  from  our  main  suppliers 
in  Europe,  most  imports  are  financed  directly  or 
indirectly  by  bank  cr^it. 

20.  As  regards  the  subsidiary  question  2 (i),  it  will  be 
clear  from  the  earlier  discussion  that  if  monetary  techniques 
in  the  Federation  tend  to  be  relatively  weak  at  the  present 
time,  this  stems  largely  from  two  facts:  first,  the  immaturity 
of  the  money  market,  and  secondly,  from  the  existence  of 
expatriate  banks.  This  latter,  I hasten  to  add,  is  not  re- 
garded as  an  evil ; it  is  merely  one  of  the  facts  of  the  situation 
which  we  have  to  face.  In  the  wider  sphere,  it  is  undoubtedly 
true  that  the  Federation  is  largely  at  the  mercy  of  economic 
trends  in  the  industrialised  countries  of  Europe  and  America. 
We  have  to  accept  the  position  that  our  export  earnings,  and 
to  a lesser  degree  our  capital  receipts,  are  liable  to  fluctuate 
considerably  from  year  to  year.  It  is  beyond  the  bounds  of 
possibility  that  the  monetary  authority  could  neutralise  the 
effects  of  these  swings  on  the  internal  economy;  the  most 
that  can  be  hoped  for  is  to  moderate  them,  and  I consider 
that  this  is  as  far  as  it  is  desirable  to  go.  Our  situation,  in 
this  respect,  is  not  unique;  but  there  can  he  few  other  mem- 
bers of  the  sterling  area  whose  exports  are  subject  to  such 
wide  fluctuations  from  year  to  year,  and  yet,  which  like  the 
Federation  rely  mainly  on  monetary  measures,  rather  than 
physical  restrictions  of  imports.  (Quantitative  trade  restric- 
tions apply  only  to  a small  number  of  agricultural  imports 
and  exchange  restrictions  are  apphed  only  to  non-sterling 
countries,  and  even  then  on  a liberal  basis). 

21.  In  an  economy  such  as  ours,  which  has  for  the  past 
twelve  years  been  experiencing  virtually  boom  conditions, 
business  expectations  tend  to  be  highly  optimistic  and  rather 
unscientifically  based.  In  this  situation,  a marginal  change 
in  interest  rates  might  well  have  little  or  no  effect  on  business 
calculations,  such  as  they  exist.  By  the  same  token,  seeing 
that  market  expectations  are,  in  general,  formed  not  on 
precise  arithmetic  but  rather  on  the  prevailing  mood,  the 
psychological  impact  of  monetary  measures  is  likely  to  be 
considerable.  Indeed,  the  danger  is  that  where  restraint  is  all 
that  is  desired  by  the  monetary  authority,  the  mood  swings  too 
easily  from  peak  optimism  to  deep  gloom. 

22.  I interpret  your  question  2 (ii),  as  calling  for  an 
expression  of  opinion  on  the  relative  merits  of  monetary  as 
opposed  to  non-monetary  methods  of  control.  You  will  not 
be  surprised  to  Imow  that  my  preference  is  strongly  in  favour 
of  the  monetary  technique.  It  is  my  belief  that  even  in  a 
country  such  as  this,  where  the  monetary  institutions  are 
relatively  underdeveloped  and  export  receipts  very  unstable, 
monetary  methods  of  control  are  to  be  preferred.  Basically, 
this  is  because  I consider  that  monetary  measures  imply  less 
binreaucratic  interference  with  market  mechanisms  and 
because  they  tend  to  go  to  the  root  of  the  problem  instead  of 
treating  mere  symptoms. 

Question  3: 

What  provisions  govern  the  higher  direction  of  the 
Central  Bank  and  by  what  system  is  its  Governing  Body 
appointed  and  recruited  ? 
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23.  The  provisions  regardmg  the  appointment  of  the 
Board  of  Directors  and  the  Governor  and  Deputy  Governor 
are  defined  in  Section  6 of  the  BanJc  of  Rhodesia  and 
Nyasa,land  Act.  This  provides  that  there  shall  he  a Board 
of  Directors  consisting  of  nine  persons,  including  the 
Governor  and  Deputy  Governor,  the  only  two  full-time 
working  members  of  the  Bank,  which  is  responsible  for  the 
direction  of  Bank  policy.  The  seven  “outside”  Directors 
are  appointed  for  terms  of  five  years  and  it  is  provided, 
further,  that  five  of  their  number  should  be  persons  “ who 
are  or  have  been  actively  and  primarily  engaged  in  Com- 
merce, Finance,  Industry  and  Agriculture”.  It  is  noteworthy 
that  the  Act  expressly  prohibits  the  appointment  to  the 
Board  of  a person  who  is  a “ Director,  Shareholder,  Officer, 
employee^  or  member  of  any  Board  or  Committee  of  a 
commercial  bank.”  The  Governor,  who  is  responsible  for 
the  actual  management  of  the  Bank,  must  be  a person  of 
proved  banking  experience.  The  initial  appointments  to 
the  offices  of  Governor  and  Deputy  Governor,  both  for 
seven  year  terms,  were  made  by  the  Governor-General  on 
his  sole  authority  but  in  the  future  the  Governor-General  is 
enjoined  by  the  Act  to  consult  with  the  Board  of  Directors 
before  making  new  appointments  to  these  posts. 

Question  4: 

What  are  the  policy  and  practice  of  the  Central  Bank 
with  regard  to  the  publication  of  reports  and  the  collection 
and  publication  of  statistics  ? 

24.  Up  to  the  present,  we  have  not  published  any  reports 
other  than  our  weekly  Bank  return  and  the  annual  financial 
statement  which  is  laid  on  the  table  of  the  Federal  Assembly ; 
but  it  is  not  impossible  that  before  long  the  Bank  will  do 
more  in  this  direction.  The  present  position  regarding  the 
collection  and  publication  of  statistics  is  that  this  function  is 
undertaken  by  the  Central  African  Statistical  Office,  a 
department  of  the  Federal  Government,  which  publishes  a 
comprehensive  monthly  digest  of  statistics  including  banking 
statistics.*  The  Government  has  statutory  powers  which  it 
can  use  to  compel  businesses  in  the  Federation  to  make 
available  to  them  such  statistical  returns  as  are  needed.  The 
confidential  character  of  such  returns  is  fully  protected, 
however,  and  publication  of  figures  is  prevented  if  informa- 
tion concerning  the  activities  of  any  single  firm  is  thereby 
revealed,  In  terms  of  Section  23  of  our  Act,  the  Hanks  are 
required  to  make  certain  financial  returns  to  us  and,  in 
addition,  by  arrangement  with  the  banks  and  certain  of  the 
financial  houses  we  receive  certain  other  statistical  informa- 
tion. It  is  our  desire  that  in  the  near  future  the  whole  of 
the  collection  and  collation  of  banking  statistics  should  be 
done  by  us,  though  the  publication  of  the  figures  would 
continue  to  be  the  responsibility  of  the  Central  African 
Statistical  Office.  In  general,  the  policy  of  the  Bank  is  to 
make  available  to  the  public  all  relevant  statistics,  keeping 
in  mind,  however,  the  confidential  relationships  which 
necessarily  exist  between  the  Bank,  the  Government,  the 
commerical  banks  and  other  financial  houses. 

25.  In  a new  country  such  as  this,  it  is  only  to  be  expected 
that  the  collection  and  use  of  statistics  should  still  ^ at  a 
fairly  primitive  level  compared  witii  what  is  the  practice  in 
Great  Britain.  The  Central  African  Statistical  Office,  how- 
ever, has  maintained  a hi^  standard  both  in  the  coverage 
and  the  quality  of  its  statistical  services;  and  has  been  very 
highly  commended  by  the  International  Monetary  Fund, 

26.  On  the  general  question  of  the  expression  of  views,  I 
may  add  that  the  Governor  and  the  Deputy  Governor  are 
frequently  called  upon  to  speak  in  public  on  current  monetary 
conditions. 

Question  5; 

How  satisfactorily  {from  the  point  of  view  of  your  own 
Central  Bank)  do  you  consider  that  the  sterling  area 
arrangements  and  the  sterling  system  are  functioning 
and  would  you  advocate  any  and,  if  so,  what  suggestions 
for  their  amendment  ? 

21.  From  the  point  of  view  of  this  Bank,  the  present 
sterling  area  arrangements  are,  in  general,  very  satisfactory. 
The  main  advantages  to  us  of  the  present  system  lie  in  the 
following: — 

(i)  The  London  money  market  provides  the  best  available 
outlet  for  the  investment  of  the  Federation’s  external 
reserves ; 


(iO  Assets  £md  liabilities  of  Commercial  Banks — quarterly  figures 
(ill)  Bank  clearings — monthly  fi^es. 

Civ)  Currency  in  the  hands  of  the  public— monthly  figures, 


(ii)  The  London  capital  market  is  the  principal  source  of 
the  Federation’s  long-term  external  borrowing; 

(iii)  The  sterUng  system  provides  the  machinery  for  the 
multilateral  clearing  of  our  foreign  payments; 

(iv)  The  intimate  relationships  which  exist  between  the 
Bank  of  England  and  the  Bank  of  Rhodesia  and 
Nyasaland  are  of  inestimable  practical  value. 

28.  With  regard  to  paragraph  (i)  above,  it  should  be  made 
clear  that  this  Bank  as  custodian  of  the  country’s  main 
external  assets  has  an  overriding  interest  in  seeing  that  its 
investments  are  safely  employed.  It  follows  that  tiie  main- 
tenance by  sterling  of  its  internal  and  external  value,  both  in 
the  short  and  long  term,  is  of  prime  concern  to  us.  We 
welcome,  therefore,  the  many  assurances  that  have,  from 
time  to  time,  been  given  by  the  United  IGngdom  Government 
that  no  change  in  the  external  value  of  sterling  is  contem- 
plated. I should  point  out  that  since  the  value  of  our 
currency  unit  has  been  defined  (vide  Federal  Government 
Notice  No.  52  of  1956)  as  equal  to  one  pound  sterling,  any 
change  in  the  external  value  of  sterling  would  immediately 
raise  a difficult  question  of  policy  for  the  Federation.  I 
should  point  out,  however,  that  the  Governor-General  is 
fully  empowered  to  determine  the  value  of  the  Rhodesian, 
pound. 

29.  We  heartily  endorse  also  the  measures  which  have  in 
recent  months  been  taken  to  stabilise  the  internal  value  of 
sterling,  since  it  is  of  considerable  importance  to  us  that  the 
purchasing  power  of  our  reserves  held  in  London  should  not 
be  eroded  by  cunency  depreciation.  In  connection, 
however,  while  we  strongly  approve  the  motives  which  led  to 
the  raising  last  year  of  the  bank  rate  in  London  to  an  excep- 
tionally high  level,  the  existence  of  a high  interest  rate  struc- 
ture in  London  has  tended  to  accentuate  our  own  balance  of 
payments  problem.  Capital  which  might  otherwise  have 
conie  to  the  Federation  has  been  induced  by  the  high  returns 
available  there  to  stay  in  London.  We  have  seen  several 
cases  of  parent  companies  located  in  the  United  Kingdom 
instructing  their  subsidiaries  to  draw  on  unused  lines  of  credit 
at  local  banks  rather  than  rely  on  obtaining  finance  from  the 
parent  companies.  In  a few  cases,  the  head  offices  have 
req.uested  the  repayment  of  outstanding  debts  by  the  sub- 
sidiaries. This,  of  course,  has  placed  an  unexpected  burden 
on  the  local  banks;  and,  to  a certain  extent  has  nullified  the 
efforts  of  the  authorities  in  the  United  Kingdom  to  restrict 
the  money  supply.  Our  interests  in  this  regard  are  con- 
fficting  because  while  we  have  everything  to  gain  by  the 
measures^  taken  to  stabilise  the  pound  and  we  benefit  also  by 
the  high  interest  yield  on  our  London  assets,  any  impediment 
to  the  Sow  of  capital  outwards  from  London  has  adverse 
effects  on  the  country’s  balance  of  payments. 

30.  It  is  generally  accepted  that  if  the  sterling  system, 
as  we  know  it,  is  to  function  satisfactorily,  the  outflow  of 
capital  from  London  should  be  maintained  and,  if  possible, 
substantially  increased.  This  country  which  has  since  the 
Second  World  War  attracted  something  of  the  order  of 
£250  inillion  of  British  capital  has  little  to  complain  about. 
But,  with  respect,  there  is  one  aspect  of  the  London  capital 
market  on  which  I feel  that  I should  comment,  namely,  the 
Capital  Issues  Committee.  In  existing  circumstances,  it  is 
obvious  that  some  form  of  regulatory  machinery  is  needed, 
but,  ideally,  the  fiow  of  capital  from  the  hub  towards  the  out- 
lying parts  of  the  sterling  area  should  be  governed  mainly  by 
ordinary  market  forces.  As  far  as  circumstances  permit, 
therefore,  I would  favour  a gradual  reduction  of  the  scope  of 
the  Capital  Issues  Committee;  and,  ultimately,  its  total 
abolition.  I need  hardly  add  that  I strongly  disfavour  certain 
proposals  which  have  been  made  recently  in  Britain  for  the 
extension  of  controls  to  embrace  all  movements  of  capital  to 
Sterling  countries.  Nothing  could,  I believe,  be  better 
calculated  to  bring  about  the  speedy  dissolution  of  the 
system  than  proposals  of  this  kind. 

31.  It  has  been  suggested  also  that  the  machinery  of  the 
sterling  system  should  be  formalised.  While  I would  be  in 
favour  of  any  proposals  for  improving  the  existing  procedures 
for  consultation  between  members,  from  a purely  central 
bank  point  of  view,  I feel  I ought  to  say  that  our  present 
relationships  with  the  Bank  of  England  are  all  that  could  be 
desired.  Moreover,  I do  not  believe  that  the  mere  setting 
up  of  a sterling  area  secretariat,  as  has  been  proposed  in 
certain  quarters,  would  necessarily  be  an  improvement  on  the 
present  arrangements.  Indeed,  in  certain  circumstances  it 
might  be  positively  harmful. 

24/A  June,  1958 
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Question  1; 

What  provisions  govern  the  higher  direction  of  the 
Central  Bank  and  by  what  system  is  its  Governing  Body 
appointed  and  recruited  ? 

1.  The  South  African  Reserve  Bank  has,  since  its  estab- 
lishment in  1920,  been  a privately  owned  institution.  Its 
capiul  of  £1,000,000  is  at  present  hdd  by  about  1,000  stock- 
holders, of  whom  almost  50  per  cent,  hold  less  than  £500 
each.  The  maximum  amount  of  stock  which  any  stockhold^ 
is  entitled  to  hold,  was  reduced  from  £10,000  to  £5,000  in 
1944,  but  stockholders  holding  more  than  £5,000  at  that  time 
were  allowed  to  continue  doing  so,  subject  to  the  proviso 
that  if  their  respective  holdings  were  at  any  time  reduced 
to  £5,000  or  less,  they  would  not  be  allowed  to  increase  them 
to  more  than  £5,000  again.  The  annual  dividend  to  stock- 
holders is  limited  to  10  per  cent,  and  of  the  surplus  profi^ 
after  taxation  and  the  payment  of  the  dividend,  10  per  cent,  is 
allocated  to  the  Bank’s  reserve  fund  and  the  remainder  paid 
to  the  Government. 

2.  The  Bank  is  managed  by  a Board  of  11  Directors,  of 
whom  6 are  elected  by  the  stockholders  and  5 (including  the 
Governor,  as  Chairman,  and  the  Deputy  Governor,  as  Vice- 
Chairman)  are  appointed  by  the  Government,  i.e.  by  the 
Governor-General  on  the  recommendation  of  the  Cabinet. 
The  Board  may,  however,  delegate  to  the  Governor  and 
Deputy  Governor,  who  are  the  only  full-time  members,  such 
of  its  powers  as  it  may  deem  fit  from  time  to  time. 

3.  Of  the  stockholders’  representatives,  three  are  required 
by  the  Reserve  Bank  Act  to  be,  or  to  have  been,  actively 
engaged  in  commerce  or  finance,  one  in  agriculture  and  two  in 
other  industrial  pursuits.  As  far  as  the  Government  represen- 
tatives are  concerned,  no  special  qualifications  have  been 
laid  down  in  ^e  Act,  except  that  the  Governor  must  be  “ a 
person  of  tested  banidng  experience”. 

4.  Certain  persons,  however,  are  disqualified  from  serving 
on  the  Board  of  Directors,  namely,  directors,  officers  or 
employees  of  a commercial  bank,  members  of  Parhamait  or 
of  a Provincial  Council,  and  persons  not  ordinarily  resident 
in  the  Union. 

5.  When  the  Bank’s  sole  right  of  note  issue  (originally 
limited  to  25  years)  approached  expiry  in  1 944,  the  opportunity 
was  taken  for  a general  revision  of  its  statutes.  Although 
the  issue  was  specifically  raised  in  Parliament,  it  was  decided 
not  to  change  the  system  of  private  ownership  and  of  6 
directors  being  elected  by  stockholders  and  only  5 appointed 
by  ffie  Government.  The  reason  given  by  the  then  Minister 
of  Finance  in  Parliament  for  retaining  “ the  representatives 
of  private  stockholders  in  the  majority  on  the  Directorate  ” 
was  that  the  Government  preferred  “ a Board  with  at  any 
rate  theoretical  independence,  because  it  means  that  such  a 
board  will  be  able  to  advise  us  better  than  a board  which  is 
purely  a Government  body.”  He  emphasised  the  point  that, 
“ while  the  Treasury,  the  State,  has  all  the  power  behind  the 
scenes  ...  we  can  nevertheless  benefit  from  the  inde- 
pendent advice  and  objective  judgment  of  outsiders  in  con- 
nection with  the  important  question  of  money  and  rates  of 
exchange”. 

6.  A copy  of  the  South  African  Reserve  Bank  Act  and 
the  Regulations  framed  thereunder  is  attached  to  this  memor- 
andum.^ 

Question  2: 

How  far  are  the  responsibilities  of  a ” monetary 
authority  ” divided  between  the  Central  Bank  and  the 
Executive  Government;  what  measure  of  independence 
does  the  Central  Bank  enjoy  in  its  performance  of  its 
responsibilities;  and  what  arrangements,  constitutional  or 
administrative,  govern  co-ordination  of  policy  between 
Central  Bank  and  Executive  ? 

7.  No  attempt  has  yet  been  made  in  the  Union,  nor  has  it 
been  found  necessary  or  feasible,  to  make  a clear-cut  division 
of  monetary  responsibilities  between  the  Reserye  Bank  and 
the  Government,  or  to  lay  down  constitutional  or  formal 
administrative  arrangements  governing  co-ordination  of 
poUcy  between  the  two  bodies.  In  practice,  however,  there 
has  been  regular  consultation  and  close  co-operation  between 
the  Reserve  Bank  and  the  Treasury  in  all  matters  of  monetary 
policy,  and  both  are  generally  regarded  as  jointly  constituting 
the  monetary  authority  of  the  Union. 
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8.  On  the  one  hand,  like  other  central  banks,  whether 
wholly  or  partly  owned  by  the  State  or  by  private  stockholders, 
the  Reserve  Bank  accepts  the  position  that  the  Government 
must  bear  the  main  responsibility  for  the  broad  moneta^ 
policy  of  the  country,  although  the  Bank,  as  the  financial 
adviser  of  the  Government,  may  actually  have  had  the 
principal  hand  in  the  formulation  of  the  policy.  On  the  other 
hand,  the  Bank  has  always  enjoyed  a large  measure  of  inde- 
pendence in  the  execution  of  monetary  policy,  in  general,  and 
of  credit  policy,  in  particular.  This  is  best  illustrated  by  the 
following  statement  made  by  the  then  Minister  of  Finance,  in 
his  Budget  Speech  of  March,  1956:  “ The  supervision  of 
banking  policy  in  South  Africa  ...  is  primarily  the 
responsibility  of  the  central  bank.  The  South  African 
Reserve  Bank  is  an  autonomous  statutory  institution, 
deliberately  divorced  from  political  control,  and  no  Minister 
of  Finance  has  the  right  to  ffictate  credit  policy  to  the  Reserve 
Bank,  nor  has  any  Minister  attempted  to  do  so  ...  It 
is  true  that  the  close  connection  between  banking  policy  and 
the  Government’s  fiscal  and  financial  policy  calls  for  regular 
consultation  between  the  Treasury  and  the  Reserve  Bank. 
It  is  customary  for  the  Governor  of  the  Reserve  Bank  to 
consult  the  Minister  of  Finance  in  regard  to  proposed 
changes  of  policy.  In  that  sense,  I share  with  him  the  res- 
ponsibility for  measures  taken  by  the  Reserve  Bank  since  I 
assumed  the  control  of  the  Treasury”. 

9.  In  the  light  of  central  banking  experience  in  the  world 
at  large,  the  Reserve  Bank  has  been  satisfied  to  regard  its 
independence  as  meaning  independence  within  the  Govern- 
ment rather  than  o/ the  Government,  as  has  been  said  of  the 
Federal  Reserve  System  of  the  United  States  on  several 
occasionsby  the  present  Chairman  of  the  Board  of  Governors. 
This  measure  of  independence  has,  no  doubt,  been  helped 
not  only  by  the  fact  that  it  is  a privately  owned  institution 
and  that  the  majority  of  its  directors  are  independent  persons 
elected  by  the  stockholders,  but  also  by  the  fact  that  no 
Government  nominee  has  ever  been  an  employee  of  the 
Government  during  his  period  of  office  on  the  Board  of  the 
Bank. 

Question  3: 

What  instruments  of  control  over  the  monetary  and 
credit  system  does  the  Central  Bank  employ  for  the 
purpose  of  performing  its  responsibilities;  and  what 
comments  can  you  offer  to  us  as  to  the  conditions  which 
govern  their  effectiveness  ? In  particular,  we  would 
welcome  your  views  on  two  aspects  of  this  problem? 

(i)  how  far  are  those  conditions  peculiar  to  the  individual 
situation  of  your  own  country  and  how  far  are  they  of 
general  application  ? 

(ii)  how  far  can  any  system  of  monetary  control  be  effective 
which  is  not  reinforced  by  effective  control  of  general 
liquidity  in  trade  and  industry  as  well  as  in  the  banking 
system  ? 

10.  The  main  instruments  of  monetary  control  avaOable 
to  the  South  African  Reserve  Bank  may  be  summarised  under 
the  headings  (1)  Moral  Suasion,  (2)  Interest-Rate  Policy  and 
Open-Market  Operations  and  (3)  Supplementary  Reserve 
Requirements. 

(1)  Moral  Suasion 

11.  In  accordance  with  the  Union's  traditional  conserva- 
tism, the  exercise  of  “ moral  suasion  ” by  the  South  African 
Reserve  Bank  upon  the  commercial  banks  has  regularly 
served  as  one  of  the  principal  instruments  of  monetary 
policy.  In  some  ways  it  is  particularly  suited  to  South 
Africa  where  banidng  resources  are  concentrated  almost 
entirely  in  the  hands  of  four  banks,  and  its  fladbility  in 
permitting  of  both  quantitative  and  selective  application  has 
proved  extremely  useful  at  times  when  it  was  desired  not  only 
to  restrain  the  overall  growth  of  bank  credit  but  also  to 
restrict,  in  particular,  the  extension  of  credit  in  certain  direc- 
tions, such  as  consumption,  imports  and  speculation. 

12.  It  has  always  had  certain  disadvantages,  however,  and 
recently  these  have  become  more  noticeable.  They  arise 
mainly  out  of  the  fact  that  conditions  frequently  vary  not 
only  tetween  some  banks  and  others,  but  also  between  one 
period  and  another,  so  that  all  the  banks  cannot  always  be 
expected  to  react  in  the  same  degree  to  any  request  by  the 
Reserve  Bank  for  a restriction  of  Bank  credit.  This  has  meant 
that  implementation  of  the  Reserve  Bank’s  requests  has  not 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


287 


7.  The  Goverkor  of  The  South  African  Reserve  Bank 


{Continued 


always  been  as  prompt  or  extensive  as  called  for  in  the 
circumstances,  and  moral  suasion  has,  therefore,  had  to  be 
reinforced  by  other  measures. 

(2)  Interest  Rate  Policy  and  Open-Market  Operations 

13.  Both  the  Reserve  Bank’s  interest  rate  policy  and  its 
open-market  operations  have  to  be  viewed  against  the 
backgroimd  of  the  individual  situation  prevailing  in  the 
Union’s  money  and  capital  markets.  Although  the  develop- 
ment of  these  markets  has  been  deliberately  pursued  for 
many  years,  they  still  lack,  of  course,  the  breadth  and  activity 
which  characterise  the  main  money  and  capital  markets  of 
the  world  and  which,  at  least  under  certain  conditions,  permit 
of  the  effective  use  of  the  orthodox  instruments  of  credit 
control. 

14.  In  the  gilt-edged  market,  for  example,  the  continual 
presence  of  the  Reserve  Bank  has  been  essential  to  the  exis- 
tence of  an  orderly  and  reasonably  active  market  and  the 
Bank  has  accordingly  had  to  determine  the  pattern  of  rates 
for  the  various  maturities,  instead  of  leaving  it  to  the  inter- 
play of  such  market  forces  as  happened  to  exist  at  any  time. 

15.  On  the  whole,  however,  the  policy  in  fixing  the  pattern 
has  not  been  to  oppose  any  significant  trend  in  rates  as 
determined  by  normal  market  influences.  Admittedly,  credit 
creation  by  the  Bank  for  the  public  sector  has,  at  times, 
significantly  affected  market  conditions,  but  by  offering  a 
minimum  of  opposition  to  the  upward  pressure  on  interest 
rates,  the  Union  was  nevertheless  one  of  the  first  countries 
after  World  War  II  to  give  effect  to  the  growing  belief  that 
higher  money  rates  could  usefully  supplement  other  measures 
in  stemming  inflation. 

16.  In  line  with  this  general  policy,  open-market  operations 
have  neither  been  employed  to  bring  about  cheap  money 
conditions  nor  in  a positively  disinflationary  manner,  but 
have  been  used  mainly  to  ensure  orderly  adjustments  and 
reasonable  stability  in  the  pattern  of  interest  rates  in  the  li^t 
of  the  prevailing  economic  conditions.  Although  these 
operations  have,  therefore,  performed  a useful  function,  it 
follows  from  the  condition  of  the  financial  markets,  as 
described  above,  that  the  scope  for  their  effective  use  as  an 
instrument  of  monetary  policy  in  the  Union  is  still  very 
limited. 


17.  Moreover,  as  in  most  other  countries,  the  central 
bank  frequently  finds  itself  hampered  by  the  practical  difficulty 
of  having  to  avoid  doing  anything  which  may  complicate  the 
financing  operations  of  the  Government,  such  as,  for  example, 
selling  Government  securities  at  a time  when  the  Government 
is  faced  with  the  imminent  problem  of  having  to  convert  a 
large  maturing  loan  or  to  raise  a new  loan,  or  both.  With 
the  large  national  debt  in  existence  today  and  the  increased 
participation  of  the  Government  in  the  economic  sphere, 
conversion  and  new  loan  operations  in  the  Union,  as  in  other 
countries,  have  to  be  executed  at  relatively  frequent  intervals. 
As  a result,  the  management  of  the  national  debt  has  become 
an  important  complicating  factor  in  the  open-market  opera- 
tions of  the  Reserve  Bank. 

18.  Changes  in  the  pattern  of  rates  have  also,  at  times, 
been  availed  of  in  an  attempt  to  protect  the  Union’s 
monetary  reserves  and  the  local  money  market  from  an 
excessive  outflow  of  short-term  funds  in  response  to  rate 
increases  abroad,  particularly  in  the  United  IG^dom.  Wiffi 
the  fuller  use  of  the  available  money  supply  in  the  Union 
resulting  from  the  increasing  scope  and  activity  of  the  local 
money  market,  especially  since  call  investment  facilities  be- 
came available  with  the  establishment  of  the  National 
Finance  Corporation  in  1949,  the  financial  structure  has 
tended  to  b«:ome  more  vulnerable  to  sudi  movanents  of 
short-term  funds. 

19.  On  other  occasions,  howevCT,  as  for  example  in 
February,  1956,  and  September,  1957,  local  rates  were  not 
adjusted  upward  in  response  to  increases  in  ffie  Bank  of 
England  rate  and  other  London  market  rates,  since  it  was 
considered,  at  the  time,  that  such  adjustments  might,  in  view 
of  changed  domestic  economic  conditions,  have  undesirable 
internal  effects.  Instead,  it  was  decided  to  extend  ffie  applica- 
tion of  exchange  control  in  order  to  prevent  Union  residents 
from  transferring  capital  to,  or  retaining  funds  accruing  to 
them  in  London  merely  to  take  advantage  of  the  higher 
interest  rates  ruling  there. 


20.  Discount-rate  changes,*  as  such,  have  been  employed 
by  the  Reserve  Bank  on  three  occasions  since  the  end  of 
World  War  II.  In  ^ three  cases,  they  took  the  form  of 
increases  of  i per  cent,  with  a view  to  coxmteracting  infla- 
tionary pressures  and  reducing  strain  on  the  balance  of 
payments. 

21.  On  the  whole,  these  changes  would  apijear  to  have 
made  a useful  contribution  towards  restraining  the  growth 
of  total  expenditures  to  dimensions  which  the  country  could 
afford.  This  has  in  part  been  due  to  the  fact  that,  in  the 
Union,  reaction  to  Bank  rate  changes  extends  far  b^ond 
short  rates  and  gilt-edged  patterns,  for,  apart  from  the 
traditional  relationship  between  the  commercial  banks’ 
deposit  and  advance  rates  and  Bank  rate,  other  financial 
institutions,  such  as  building  societies  (which  play  a particu- 
larly important  role  in  South  Africa),  have  also  tended  to 
adjust  their  rates  almost  immediately.  This  tendency  stems 
from  a variety  of  factors,  including  keen  competition  for 
funds  among  the  various  types  of  financial  institutions 
(including  commercial  banks  which  have  sought  to  improve 
ffieir  liquidity  by  competing  for  fixed  deposits  in  respect  of 
which  statutory  reserves  are  lower)  and  a Rowing  interest- 
rate  consciousness  among  the  general  public. 

22.  While  these  widespread  and  more  or  less  immediate 
effects  of  a change  in  Bank  rate  throughout  a very  large  part 
of  the  rate  structure,  have  therefore  tended  to  increase  its 
effectiveness  as  an  instrument  of  monetary  policy,  they  have, 
on  occasions  when  economic  conditions  did  not  appear  to 
call  for  restraints  on  private  investment,  tended  to  militate 
against  its  use  as  a means  of  protecting  the  local  market 
against  an  excessive  outflow  of  short-term  funds  in  response 
to  rate  increases  abroad.  On  some  such  occasions  the  Bank 
has  accordingly  preferred  to  make  use  of  its  ability  in  the 
circumstances  prevailing  in  the  Union’s  gilt-edged  market,  to 
effect  changes  in  a part  or  the  whole  of  the  pattern  of  pl- 
edged rates  without  recourse  to  changes  in  Bank  rate. 

23.  As  far  as  the  conditions  governing  the  effectiveness  of 
interest  rate  policy,  in  general,  are  concerned,  it  must  be 
admitted  that  the  overall  economic  effect  of  changes  in 
interest  rates  under  existing  conditions  of  economic  rigidity  is 
more  restricted  in  scope  and  intensity  than  in  the  gold- 
standard  days,  both  in  respect  of  the  internal  economy  and 
international  capital  movements.  It  is  nevertheless  our  view 
that  adjustments  in  interest  rates  can  still  make  a valuable 
contribution  towards  economic  stability,  particularly  in  con- 
junction with  other  measures.  The  least  that  can  be  said  in 
support  of  fllexible  interest  rates  is  that  they  tend  to  affect 
both  the  demand  for  and  the  supply  of  money  and  credit  in 
the  desired  direction.  Increases  in  interest  rates,  for  example, 
have  at  least  some  deterring  influence  on  the  demand  for 
credit,  particularly  for  long-term  public  and  private  projects, 
and,  at  the  same  time,  some  inducement  towards  caution  and 
restraint  on  the  part  of  the  banks  and  other  financial  institu- 
tions, owing  to  the  decline  in  the  market  value  of  their  invest- 
ments, and  towards  saving  on  the  part  of  the  public  out  of 
current  income  as  well  as  flie  conversion  of  ca^  assets  into 
time  deposits  and  fixed-interest  securities.  In  short,  it  is 
ad^tted  than  increases  in  mon^  rates  do  not  necessarily 
induce  increased  saving  in  the  whole  of  the  community  and 
also  that  they  do  not  necessarily  affect  all  borrowers,  and 
particularly  not  ffiose  borrowers  who  expect  to  continue  to 
make  large  profits  and  to  whom,  moreover,  interest  charges 
are  not  an  important  factor  in  their  total  costs.  None  the  less, 
even  some  of  these  borrowers  are  however  liable  to  be 
affected  psychologically  by  an  increase  in  official  rates,  in 
file  sense  that  such  a step  at  least  indicates  the  opinion  of  the 
monetary  authorities  on  the  state  and  probable  trend  of 
financial  and  economic  conditions  generally,  and  that  it  may 
be  followed  by  further  increases  and  possibly  also  by  other 
restrictive  measures. 

24.  The  essential  fact  is  that  to  whatevCT  extent  increases 
in  money  rates  do  deter  certain  borrowers  for  the  time  being 
and  m^e  certain  people  more  conscious  of  the  monetary 
advantage  of  current  saving,  the  pressure  of  demand  for  goods 
and  services  be  relieved  at  a time  when  circumstances 
call  for  it.  This  implies  that  the  greater  and  more  urgent  the 
need  for  relieving  such  pressure,  the  more  advantageous  it 
wiU  be  to  raise  interest  rates  to  a level  which  is  widely  believed 
to  be  higher  than  that  likely  to  prevail  in  the  near  future, 
since  this  will  not  only  provide  an  additional  inducement  to 

■The  Reserve  Bank's  published  discount  rate  is  the  rate  at  which  the  Bank 
is  prepar^  Co  discount  eligible  commercial  bills  for  the  public.  Rediscounts 
of  such  bills  for  the  commercial  banks  have  in  the  past  been  effected  at  I pec  cent 
below  this  rate,  but  will,  in  terms  of  a new  arrangement,  in  future  be  effected  at 
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postpone  the  raising  of  loan  capital  or  the  realisation  of 
investments  but  will  also  promote  the  “ funding  ” of  short- 
term public  debt,  thus  reducing  the  liquidity  and  the  potenti^ 
lending  capacity  of  banks  and  other  financiai  institutions. 
In  short,  flexibhity  in  interest  rate  policy  is  still  a factor  of 
importance  for  technical  as  well  as  psychological  reasons. 

25.  In  order  to  achieve  any  noteworthy  results,  however, 
it  would  appear  to  be  essential  that  interest  rates  be  suitably 
adjusted  all  along  the  line,  although  not  necessarily  in  the 
same  degree  or  at  the  same  time.  In  a situation,  for  example, 
where  inflationary  pressures  are  being  generated  by  both 
excessive  investment  and  excessive  consumption,  little  can 
be  achieved  merely  by  raising  the  discount  rate  of  the  central 
bank.  Steps  will  also  have  to  be  taken  to  ensure  that  appro- 
priate adjustments  are  brought  about  in  the  <M-immftrp.ial 
banks’  rates  for  advances,  discounts  and  deposits  and  in  the 
money  market  generally,  as  well  as  in  the  medium  and  long- 
term rates,  whether  for  ^t-edged  securities  or  mortgage  and 
other  loans.  It  is  only  when  increases  in  interest  rates  have 
been  extended  to  all  areas  of  the  economy  that  the  higher 
cost  of  credit  can  exert  an  appreciable  influence  on  the  overall 
demand  for  credit  with  a view  to  restraining  both  consump- 
tion and  investment,  and  to  bringing  the  demand  for  goods 
and  services  into  a closer  alignment  with  the  available  supply. 
Although,  in  some  countries,  not  all  sectors  of  the  money 
and  capital  markets  are  responsive  to  changes  in  the  ofRdal 
discount  rate,  the  central  bank  and  the  Treasury  jointly  can 
nevertheless  achieve  a great  deal. 

26.  There  is,  however,  little  doubt  that,  owing  to  the 
relative  insensitivity  of  business  borrowers  to  increases  in 
interest  rates  in  times  of  high  profits,  the  main  burden  of 
monetary  policy  at  such  times  must  be  to  effect  adjustments 
in  the  availability  rather  than  in  the  cost  of  credit.  While 
the  latter  can,  as  already  explained,  supplement  the  former, 
the  fact  remains  that  the  availability  of  credit  not  only  has  an 
important  and  direct  effect  on  interest  rates  but  can  also  be 
applied  independently  and  be  carried  much  further. 

27.  There  are,  indeed,  obvious  limits  to  the  extent  to 
which  interest  rates  can  be  raised  as  an  anti-inflationary 
measure.  This  is  not  only  due  to  the  enormous  increase  in 
national  debts  during  the  past  twenty  years  and  the  impact 
of  high  interest  rates  on  the  annual  debt  charge,  but  also  to 
the  large  increase  in  the  holdings  of  Government  and  other 
public  securities  by  financial  institutions  and  the  consequent 
danger  of  disruption  of  the  financial  structure  resulting  from 
unduly  sharp  declines  in  the  market  values  of  all  fixed-interest 
securities.  In  semi-  or  underdeveloped  countries,  moreover, 
considerable  increases  in  interest  rates  may  act  as  an  undue 
deterrent  to  desirable  investment  and  cause  excessive  dis- 
turbances in  long-term  development  plans,  while,  in  a country 
like  Great  Britain  where  many  countries  have  large  amounts 
employed  in  the  money  market,  high  short-term  rates  have  a 
substantial  adverse  effect  on  its  current  balance  of  payments. 

28.  Present-day  conditions,  thCTefore,  call  for  appropriate 
adjustments  in  the  availability  of  credit,  not  only  indirectly 
through  changes  in  interest  rates  but  also  directly  through 
any  means  which  the  authorities  can  employ  for  the  purpose 
of  regulating  either  the  aggregate  supply  of  credit  or  the  use 
of  credit  for  particular  purposes,  or  boi. 

(3)  Supplementary  Reserve  Requirements. 

29.  In  the  Union,  the  limitations  of  moral  suasion, 
interest  rate  policy  and  open-market  operations,  as  instru- 
ments of  credit  control,  led,  in  1956,  to  the  adoption  of 
supplementary  reserve  requirements  for  the  commercial  banks, 
i.e.  over  and  above  the  minimum  credit  balances  which  they 
have  to  keep  with  the  Reserve  Bank  in  terms  of  the  Banking 
Act,  namely  10  per  cent,  of  their  demand  liabilities  and  3 per 
cent,  of  their  time  liabilities  within  the  Union.  Under  the 
new  powers  the  Reserve  Bank  may,  if  deemed  in  the  national 
interest  and  with  the  concurrence  of  the  Treasury,  require 
the  banks,  after  due  notice,  to  maintain  supplementary 
rwerv^  not  exceeding  10  per  cent,  of  their  total  liabilities  to 
the  public  or  90  per  cent,  of  any  increase  in  such  liabilities 
after  a specified  date.  The  additional  requirements  under 
both  alternatives,  however,  may  not  in  any  caTp-ndar  month 
exceed  2 per  cent,  of  their  liabilities  to  the  public,  while  the 
supplementary  reserves  may  be  held,  in  whole  or  in  part  in 
the  form  of  Treasury  bills  or  other  short-term  Government 
stock,  credit  facilities  to  the  Land  Bank  or  other  assets 
approved  of  by  the  Reserve  Bank. 

30.  The  reason  for  providing  these  alternative  bases  is 
that,  depending  on  circumstances,  the  one  may  be  more 


equitable  or  desirable  than  the  other,  while  the  limitation  of 
the  reserve  to  90  per  cent,  of  any  increase  in  the  liabilities  to 
the  public  takes  account  of  the  fact  that  the  increase  would 
normally  be  very  largely  in  demand  liabilities  against  which 
a statutory  reserve  of  10  per  cent,  must  in  any  case  be  held. 
The  authority  to  hold  the  reserve  in  certain  specified  assets 
serves  two  purposes.  Not  only  would  it  compensate  the 
commercial  banks  to  some  extent  for  having  to  maintain 
supplementary  reserves  but,  to  the  extent  that  they  mi^t  be 
iaduced  at  such  time  to  employ  their  surplus  cash  in  a net 
increase  in  short-term  Government  securities  and/or  credit 
extended  to  the  Land  Bank,  it  would  also  avoid  unnecessary 
creation  of  central  bank  credit  to  meet  any  special  needs  of 
the  public  sector  or  might  result  in  a cancellation  of  central 
bank  credit  previously  created. 

31.  The  Reserve  Bank  did  not  make  any  immediate  use 
of  this  new  power,  not  oiJy  because  it  relied  upon  the  auto- 
matic restraining  influence  of  this  weapon  on  the  commercial 
banks  but  also  because  general  economic  conditions  in  the 
Union  at  that  stage  did  not  appear  to  call  for  such  action. 
During  the  second  half  of  1957  and  the  first  four  months  of 
1958,  however,  certain  new  developments  took  place  which 
placed  a different  complexion  on  the  economic  scene.  As  a 
result  of,  on  the  one  hand,  a substantial  upsurge  in  imports 
of  motor  vdiicles  and  various  other  goods  following  a general 
relaxation  of  import  control,  and,  on  the  other  hand,  an 
appreciable  decline  in  the  value  of  some  of  the  Union’s 
exports,  mainly  owing  to  decreases  in  ^e  world  prices  of  the 
commodities  concerned,  the  balance  of  payments  on  current 
account  suffered  a noticeable  setback.  Since,  for  various 
reasons,  the  capital  account  was  also  unfavourable  during 
1957,  the  result  was  a considerable  decline  in  the  Reserve 
Bank’s  gold  and  foreign  exchange  reserves,  namely,  from 
£128  million  at  the  end  of  April,  1957  to  £79  million  at  the 
end  of  April,  1958. 

32.  Moreover,  it  was  clear  that  the  excessive  imports  were, 
to  a lage  extent,  made  possible  by  a considerable  expansion 
of  the  commercial  banks’  discounts  and  advances,  namely,  by 
£61  million,  or  21  per  cent.,  between  February,  1957,  and 
February,  1958.  The  undesirable  effects  of  this  trend  were 
repeatedly  pointed  out  to  the  banks  by  the  Reserve  Bank 
since  early  November,  1957,  and  they  were  specifically 
requested  to  exercise  care  in  extending  credit  for  imports, 
hire-purchase  transactions  and  consumption  in  general. 
Under  the  existing  conditions,  however,  this  exercise  of  moral 
suasion  by  the  Reserve  Bank  did  not  have  the  desired  effect. 

33.  It  was  accordingly  decided  in  April,  1958,  to  apply 
the  supplementary  reserve  requirements  for  the  first  time,  not 
onl'y  in  view  of  the  desirability  of  reducing  commercial  bank 
credit  to  certain  sections  of  the  private  sector,  but  also 
because  it  was  anticipated  that,  in  accordance  with  the  usual 
seasonal  pattern,  Reserve  Bank  credit  would  have  to  be 
created  for  the  Government  and  the  Land  Bank  between 
June  and  November,  which  would  naturally  tend  to  improve 
the  cash  position  of  the  commercial  banks  and  thereby 
increase  their  credit  creating  capacity. 

34.  The  supplementary  reserves  which  the  commercial 
banks  are  now  required  to  hold,  are  based  on  the  first  of  the 
two  alternative  methods  referred  to  above,  i.e.  the  banks  are 
required  to  maintain  supplementary  reserves  equal  to  a 
prescribed  percentage  of  their  total  liabilities  to  the  public  in 
the  Union.  The  first  requirement  of  which  notice  has  been 
given  is  4 per  cent.,  namely,  2 per  cent,  before  the  end  of 
June  and  2 per  cent,  before  the  end  of  July.  Further  action 
along  these  lines  up  to  the  permissible  maximum  of  10  per 
cent,  will  be  taken  if  and  when  the  circumstances  demand  it. 

35.  The  advantages  of  this  method  of  credit  control,  as  of 
variable  reserve  requirements  in  general,  can  be  summed  up 
as  follows:  firstly,  it  is  a method  which  has  a direct  and 
immediate  impact  upon  the  lending  capacity  of  the  com- 
mercial banks  and  can,  for  example,  be  used  promptly  to 
coimteract  the  effect  thereon  of  a sudden  and  substantial 
irtflow  of  foreign  capital  or  of  an  unavoidable  creation  of 
central  bank  credit  resulting  from  open-market  operations  or 
direct  subscriptions  to  public  loans  or  in  other  ways; 
secondly,  it  can  be  applied  in  any  country  whether  it  has 
broad  and  active  financial  markets  or  not,  and  it  lends 
itself  to  modifications  and  adaptations  to  suit  the  different 
circumstances  of  different  countries  at  different  times;  and 
thirdly,  it  is  capable  of  achieving  a great  deal  in  the  desired 
direction  without  frequent  or  severe  changes  in  interest  rates, 
should  these  be  considered  impracticable  or  inadvisable  on 
other  grounds. 
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Importance  of  Public  Sector  and  Fiscal  Policy 

36.  In  any  discussion  of  the  conditions  governing  the 
effectiveness  of  monetary  policy  whether  in  South  Africa  or 
in  general,  reference  must  also  be  made  to  the  important 
influence  of  the  public  sector  and  fiscal  policy.  It  is  by  now 
well  established  that,  owing  not  only  to  the  relative  rigidity 
and  complexity  of  the  modern  economic  structure  but  also 
to  the  considerable  economic  significance  of  the  public  sector, 
monetary  measures  alone  obviously  have  a limited  scope  for 
combating  inflationa^  or  deflationary  tendencies  or  balance 
of  payments  difficulties,  and  need  to  be  supplemented  by,  and 
co-ordinated  with,  fiscal  measures  designed  to  secure  appro- 
priate adjustments  in  the  level  of  public  investment  and  current 
expenditures  as  well  as  in  the  incidence  of  taxation  on  private 
invesment  and  consumption.  In  short,  it  is  no  longer  a 
question  of  what  monetary  poli^  can  achieve  by  itself  but 
what  it  can  do  in  conjunction  wi&  fiscal  policy. 

37.  In  the  Union,  monetary  policy  has  for  some  years 
been  deliterately  supplemented  by  fiscal  measures,  especially 
the  adoption  by  the  Government  of  a policy  of  providing  for 
a large  part  of  capital  expenditures  out  of  current  revenue. 
In  this  way,  much  of  the  inflationary  pressure  which  the 
increased  capital  and  current  expenditures  in  the  public 
sector  would  otherwise  have  created,  has  been  neutralised. 
Importance  of  Foreign  Sector 

38.  Nor  would  any  discussion  of  the  effectiveness  of 
monetary  policy  in  the  Union  be  complete  without  brief 
reference  to  the  significant  influence  of  the  foreign  sector 
on  internal  economic  conditions  and  the  implications  thereof 
for  monetary  policy.  When  it  is  considered  that  during  the 
period  1946—57  the  ratio  of  foreign  trade  (including  the  net 
gold  output)  to  gross  national  product  amounted  to  56  per 
cent.,whilethatof  the  net  inflow  of  foreign  capital  and  realisa- 
tion of  gold  and  exchange  reserves  to  gross  domestic  invest- 
ment equalled  21  per  cent.  (53  per  cent,  during  1946—49), 
some  idea  is  obtained  of  the  importance  to  the  South  African 
economy  of  influences  operating  through  the  balance  of 
payments. 


39.  Of  particular  significance  for  monetary  policy  are  the 
direct  ^d  indirect  effects  on  domestic  spending  of  sharp 
fluctuations  in  export  incomes  and  in  the  inflow  of  foreign 
capiul.  While,  owing  to  the  fixed  world  price  of  the  Union’s 
principal  export  commodity,  gold,  the  former  factor  is  not  as 
crucially  important  in  South  Africa  as  in  some  other  com- 
parable countries,  the  effectiveness  of  monetary  policy  has 
often  been  seriously  impaired  by  sudden  and  substantial 
changes  in  the  influx  of  foreign  capital.  These  conditions, 
however,  are  peculiar  to  the  individual  situations  of  the  Union 
and  other  countries  with  similar  economic  structures  and  in 
similar  stages  of  development,  and  are,  therefore,  not  of 
general  application. 


Control  of  General  Liquidity  outside  as  well  as  within  the 
Banking  System 

Question  3(ii)  is  concerned,  it  is  agreed  that 
the  effectiveness  of  monetary  policy  depends  in  large  measure 
on  the  extent  to  which  it  controls  general  liquidity  outside 
as  well  as  within  the  banking  system.  The  usual  methods  of 
monetary  poli<g',  when,  for  example,  applied  in  a disinfla- 
tionary manner,  all  tend  to  work  in  the  direction  of  reducing 
g^eral  liquidity  and  may,  under  certain  conditions  be  very 
effective  in  restraining  spending  on  goods  and  services, 
under  highly  liquid  conditions  in  trade  and  industry,  how- 
evCT,  their  effectiveness  may  be  seriously  impaired,  as  certain 
bimers  are  then  in  existence  which  have  to  be  “ used  up  ” 
wfore  the  monetary  measures  can  achieve  the  desired  result 
in  such  circumstances,  control  of  the  money  supply  (as 
custom  wly  defined)  is  not  enough,  since  the  scope  for  changes 
in  Its  velocity  of  circulation  is  then  very  large. 

Increases  in  the  velocity  of  circulation  may,  for  example, 
take  the  form  not  only  of  direct  employment  of  liquidity  but 
also  of  a levelling  out  of  the  distribution  of  liquidity,  i.e. 
companies  with  large  liquid  reserves  may  grant  finan<-.iai 
accommodation  to  companies  with  liquidity  difficulties,  lead- 
mg  to  an  activation  of  bank  deposits.  In  general,  such  action 
on  the  part  of  commercial  and  industrial  concerns  would 
appear  to  fall  beyond  the  direct  radius  of  central  bank 
operations,  but  a disinflationary  monetary  policy  may  of 
course,  indirectly  exercise  a restraining  influence  by  engender- 
ing caution  as  to  the  prospects  of  obtaining  cash  as  and  when 
required,  whether  by  borrowing  or  selling  assets. 

41.  As  far  as  financial  institutions  outside  the  banking 
system  are  concerned,  it  is  increasingly  being  recognised  in 


various  parts  of  the  world  that  they  can  and  do  exercise  a 
much  greater  influence  on  effective  demand  and  aggregate 
spending,  and,  therefore,  on  both  internal  economic  conditions 
and  the  balance  of  payments,  than  was  formerly  thought 
possible. 

42.  Too  much  emphasis  would  appear  to  have  been 
placed  by  the  conventional  doctrine  on  the  central  bank  and 
the  co^ercial  banks  in  this  regard.  These  institutions 
were  viewed  as  in  a very  special  class  of  their  own  and 
basically  different  from  all  other  financial  institutions  in  that 
they  alone  were  able  to  “ create  credit.”  They  were,  therefore, 
the  potentially  dangerous  ones  since  they  could,  by  creating 
credit  out  of  hand,  increase  the  money  supply  and  thus 
facilitate  additional  expenditures,  which,  in  turn,  could  bring 
about  inflation  and  balance  of  payments  difficulties.  In 
consequence,  these  institutions  were  in  many  countries  sub- 
jected to  strict  legal  provisions,  such  as  minimum  gold 
reserve  ratios,  in  the  case  of  central  banks,  and  minimum 
reserve  and  secondary  or  supplementary  reserve  requirements, 
in  the  case  of  commercial  banks,  while  the  credit  policy  of 
central  banks  was  almost  exclusively  aimed  at  controlling 
the  activities  of  commercial  banks. 

43.  By  contrast,  the  other  financial  institutions  tended 
to  be  viewed  as  “ innocent  ” institutions  which  could  not 
“ create  credit  ” but  could  only  channel  genuine  savings  into 
various  forms  of  real  investment.  They  were,  therefore, 
held  to  be  fairly  harmless  from  the  point  of  view  of  inflation. 
It  is  true  that  in  most  developed  countries  they  were  also 
compelled  to  operate  within  a definite  legal  framework,  but 
in  most  cases  this  legislation  was  mainly  concerned  with 
matters  such  as  the  safety  of  the  depositors’  funds  and  not 
directly  with  the  maintenance  of  economic  stability. 

44.  That  this  view  is  oversimplified  and  not  strictly 
correct  under  modern  conditions  has  been  pointed  out  by 
several  people  during  recent  years,  and,  although  differences 
of  opinion  in  this  regard  have  emerged  and,  no  doubt,  will 
remain,  it  seems  evident  that  a significant  shift  of  emphasis  is 
taking  place  in  professional  opinion  on  this  subject.  The 
conclusions  which  can  be  drawn  from  the  general  discussion 
so  far,  may  perhaps  be  summarised  as  follows. 

45.  If  one  defines  money  as  currency  and  demand  deposits 
withdrawable  by  cheque,  then  it  is  true  that  financial 
intermediaries  outside  the  central  and  commercial  banking 
system  cannot  “ create  money.”  But  under  certain  conditions, 
they  can  undoubtedly  facilitate  additional  expenditures  on 
locally  produced  or  imported  goods  and  services.  They  can, 
therefore,  play  an  important  role  in  increasing  the  velocity  of 
circulation  of  money,  with  possible  inflationary  consequences. 

46.  It  is  not  correct  to  argue  that  additional  funds  received 
by  these  financial  intermediaries  always  represent  new  savings 
and  that  credit  extended  with  such  funds  can  never  be  infla- 
tionary. These  institutions  can  at  times  experience  an 
increase  in  their  resources  simply  due  to  a transfer  of  funds 
by  the  public  from  demand  deposits  into  the  various  types  of 
financial  assets  offered  to  them  by  the  intermediaries,  such 
as  fixed  and  savings  deposits,  building  society  shares,  etc. 
Provided  that  the  demand  for  loanable  funds  is  there,  such  an 
increase  in  the  resources  of  the  financial  intermediaries  con- 
cerned naturally  enables  them  to  expand  their  lending  opera- 
tions and  thus  to  make  additional  spending  on  goods  and 
services  possible.  It  is  ironical  that  the  application  of  a tight 
money  policy  involving  high  rates  of  interest  makes  it  easier 
for  these  institutions  to  induce  such  a shift  of  funds. 

47.  Nor  will  this  necessarily  be  offset  by  a corresponding 
contraction  of  commercial  bank  credit.  The  commercial 
banking  system  as  a whole  is  in  a special  position  in  this 
connection  in  that  funds  transferred  from  it  to  other  financial 
intermediaries  in  nearly  all  cases  come  back  to  it  immediately 
or  almost  immediately.  Since  most  of  these  other  inter- 
mediaries themselves  maintain  banking  accounts  with  the 
commercial  banks,  the  funds  transferred  to  them  will  in  the 
first  place  be  reflected  in  increases  in  their  own  demand 
deposits  with  the  commercial  banking  system.  As  the  funds 
are  then  disbursed  by  way  of  advances,  discounts,  invest- 
ments, etc.,  they  normally  turn  up  again  as  demand  deposits 
somewhere  in  the  commercial  banking  system.  Although 
there  can  be  significant  exceptions  to  this  rule,  for  example, 
leakages  throu^  the  balance  of  payments,  and  althou^  it  is 
certainly  true  that  a particular  bank  or  a group  of  banks  may 
lose  deposits  as  a result  of  such  a transfer  process,  the  fact 
remains  that  the  cash  and  liquidity  position,  and  therefore, 
the  credit  creating  capacity  of  the  commercial  banking 
system  as  a whole  need  not  necessarily  be  significantly  reduced. 
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48.  The  influence  of  financial  institutions  outside  the 
central  and  commercial  banking  system  is  by  no  means, 
however,  confined  to  facilitating  an  increase  in  the  general 
velocity  of  circulation  of  money.  They  may  also  be  instru- 
mental in  channelling  too  large  a proportion  of  loanable 
funds  into  types  of  expenditure  which,  from  the  point  of  view 
of  society  as  a whole,  may  not  be  judged  to  be  the  most 
desirable  at  that  stage.  An  obvious  example  is  that  of  hire- 
purchase  finance.  At  a time  of  excessive  spending  and 
inflation,  when  all  the  saving  which  can  be  accomplished  is 
required  to  provide  resources  for  productive  investment,  a 
diversion  of  a larger  amount  of  funds  to  institutions  financing 
hire-purchase  trading,  a large  part  of  which  involves  consumer 
goods,  may  well  be  judged  an  anomaly. 

49.  Beyond  question,  therefore,  financial  intermediaries 
other  than  the  central  or  commercial  banks  can  exercise  a 
significant  influence  on  internal  economic  conditions  and  the 
balance  of  payments,  and  the  rapid  and  substantial  expansion 
of  these  intermediaries  in  recent  times  has,  in  many  countries, 
made  this  influence  potentially  stronger  than  ever  before. 

50.  Nevertheless,  some  writers  would  appear  to  have 
gone  too  far  in  suggesting  that  there  is  virtually  no  difference 
in  this  respect  between  the  commercial  banking  system  and 
the  other  financial  intermediaries.  There  is  a significant 
difference,  even  though  it  may  be  one  of  degree  rather  than 
of  principle.  The  commercial  banking  system  as  a whole, 
due  to  its  virtual  monopoly  of  the  payments  mechanism,  can 
use  any  increase  in  its  cash  reserves  to  expand  credit  on  a 
multiple  basis,  because  of  the  well-known  fact  that  in  their  case 
“ loans  create  deposits.”  Other  financial  intermediaries 
normally  cannot  do  this  in  anything  like  the  same  degree, 
b^use  the  amount  of  funds  which  the  recipients  of  their 
disbursements  will  re-deposit  with  them  is  usually  very 
small. 

51.  Commercial  banks  can,  therefore,  facilitate  inflation 
to  a much  greater  extent  than  other  Vandal  intermediaries. 
It  follows  further  that  if  their  money  creating  activities, 
together  with  those  of  the  central  bank,  are  successfully  con- 
trolled, a great  deal  will  have  been  achieved,  since  the  extent 
to  which  the  other  financial  intermediaries  can  foster  infla- 
tionary pressures  under  such  conditions  is  not  imlimited. 

52.  Nevertheless,  it  remains  a fact  that  the  increased 
importance  of  these  other  financial  intermediaries  has  serious 
implications  for  monetary  policy.  Admittedly,  the  expansion 
of  these  institutions,  in  conjunction  with  the  growth  and  wide 
dstributioE  of  the  public  debt,  has  in  some  respects  probably 
increased  the  potential  effectiveness  of  monetary  policy  in 
some  countries,  in  that  the  supply  of  loanable  funds  in  the 
money  and  capital  markets  has  become  more  sensitive  to 
interest  rate  dhanges  and  open-market  operations.  But, 
apart  from_  the  fact  that  this  does  not  hold  for  all  countries, 
the_  foregoing  analysis  seems  to  indicate  that  if  monetary 
policy  is  to  be  really  effective  in  the  future,  these  other  financial 
institutions  must  somehow  be  brought  within  its  orbit  to  a 
greater  extent. 

53.  Naturally,  conditions  vary  greatly  from  country  to 
country  so  that  a homogeneous  solution  to  this  problem 
will  probably  not  be  found.  Each  country  will 
therefore  have  to  consider  its  action  in  the  light  of  the 
circumstances  prevailing  in  its  own  money  and  capital 
markets. 

Question  4: 

What  are  the  policy  and  practice  of  the  Central  Bank 
with  regard  to  the  publication  of  reports  and  the  collection 
and  publication  of  statistics  ? 

54.  Like  various  other  central  banks,  the  Reserve  Bank 
has  come  to  accept  the  position  that  one  of  its  functions  and 
duties  should  be  that  of  providing  the  public  with  as  much 
reliaWe  information  as  can  be  made  available  in  respect  of 
both  Its  own  operations  and  policies  and  general  ftnanrial 
and  economic  conditions  in  the  Union.  The  Bank,  in  fact 
regards  its  publications  as  a means  of  educating  the  public 
Md  increasing  its  moral  influence  over  a widening  area  of 
the  economy.  At  times,  therefore,  its  publicity  aims  at 
serving  as  an  instrument  of  policy. 

55.  The  present  portion  in  regard  to  publications  is  as 
follows:— Apart  from  its  weekly  and  month-end  statements 
of  assets  and  liabilities  in  the  form  prescribed  by  the  Reserve 
Bank  Act,  the  Bank  publishes  a Quarterly  Bulletin  of 
btamucs.  This  Bulletin  covers  the  available  statistics  in  the 
Union  on  banking  and  finance,  including  Government 


finance;  prices;  trade  and  transportation;  production  and 
employment;  the  national  accounts;  and  the  balance  of 
payments.  Every  Bulletin  also  contains  a review  of  the 
current  monetary  and  banking  situation  in  the  Union  and 
of  its  balance  of  payments.  In  addition,  the  March  Bulletin 
gives  a general  review  of  economic  conditions  in  the  Union 
during  the  preceding  calendar  year  while  the  June  Bulletin 
includes  a review  of  the  national  accounts  for  the  preceding 
calendar  year. 

56.  Copies  of  the  latest  weekly  statement  and  of  the 
Bulletins  for  March,  1958  and  June,  1957,  are  attached  to 
this  memorandum.* 

57.  The  Department  of  Economic  Research  and  Statistics, 
which  is  responsible  for  the  Quarterly  Bulletin  and  compiles 
some  of  the  data  itself,  as  in  the  case  of  the  money  supply, 
the  national  accounts  and  the  balance  of  payments,  has  also 
undertaken  a census  of  the  Union’s  foreign  assets  and 
liabilities  as  at  the  end  of  1955  and  1956.  It  is  now  engaged 
in  the  compilation  of  the  data  obtained  from  this  census, 
which  will  be  published  during  the  next  few  months. 

58.  The  Bank,  moreover,  publishes  an  annual  report  by 
the  Board  of  Directors  on  the  operations  of  the  Bank, 
together  with  its  balance  sheet  and  profit  and  loss  accoimt  as 
certified  by  the  two  firms  of  auditors  appointed  at  the  annual 
general  meeting  of  stockholders.  Furthermore,  at  the  annual 
general  meeting  the  Governor  gives  a review  of  current 
economic  and  financi^  developments  in  the  Union  and 
abroad. 

59.  A copy  of  the  minutes  of  proceedings  at  the  last 
annual  general  meeting,  containing  the  Governor’s  address, 
the  report  of  the  Board  of  Directors,  and  the  Bank’s  accounts, 
is  attached  to  this  memorandum.* 

Question  5: 

How  satisfactorily  {from  the  point  of  view  of  your  own 
Central  Bank)  do  you  consider  that  the  sterling  area 
arrangements  and  the  sterling  system  are  functioning  and 
would  you  advocate  any  and,  if  so,  what,  suggestions 
for  their  amendment  ? 

60.  Arrangements  with  the  Bank  of  England  for  the 
conduct  of  the  Reserve  Bank’s  sterling  account,  including 
the  investment  of  funds,  the  custody  and  the  sale  of  gold  are 
eminently  satisfactory. 

61.  There  is,  moreover,  close  co-operation  with  the  Bank 
of  England  in  the  exchange  of  statistical  information  and 
collaboration  in  the  application  of  exchange  control  pro- 
cedures, particularly  in  respect  of  South  African  imports  from, 
and  exports  to,  non-sterling  countries  which  are  financed 
through  sterling. 

62.  In  this  latter  respect,  however,  there  is  evidence  that 
the  “ credit  squeeze  ” and  the  high  level  of  interest  rates  in 
the  United  Kingdom  have  resulted  in  some  switch  of  such 
financing  from  the  United  Kingdom  to  the  Union,  with 
unfavourable  repercussions  on  the  Union’s  balance  of 
payments.  This  has  also  applied  to  the  financing  of  trade 
between  the  Union  and  the  sterling  area. 

63.  The  same  measures  in  the  United  Kingdom  have 
likewise  adversely  affected  the  Union’s  balance  of  payments 
by  causing  certain  United  Kingdom  parent  companies  to 
draw  the  maximum  possible  amount  of  funds  from  their 
local  subsidiaries,  not  only  in  respect  of  available  cash 
reserves  and  undistributed  profits,  but  also  such  further 
funds  as  the  subsidiaries  have  been  able  to  raise  by  local 
borrowing.  In  additioQ,  there  was  a substantial  dis- 
investment from  the  United  Kingdom  during  1957 — the 
net  outflow  of  capital  on  private  account  (including  financing 
transactions  mentioned  above)  being  estimated  at  approxi- 
mately £28,000,000. 

64.  Various  reasons  have  been  advanced  for  the  waning 
popularity  of  South  African  gold  mining  securities  in  the 
United  Kingdom  and  on  the  Continent,  but  one  factor  which 
is  of  significance  is  seldom  mentioned.  In  the  original 
concept  of  the  Sterling  Area  as  a closed  area,  ringed  by  uni- 
form exchange  controls  on  the  movement  of  capital  to  non- 
sterling  countries,  but  within  which  there  was  free  movement 
of  funds,  the  underdeveloped  members  of  the  area  relied  on 
the  United  Kingdom  as  their  principal  source  of  capital  for 
development,  and  the  exchange  controls,  by  drastically 


• Theie  documents  are  not  reprinted  in  this  record  of  evidence. 
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curtailing  non-sterling  investment,  ensured  that  investment 
funds  seeking  an  outlet  from  the  United  Kingdom  were 
channelled  into  sterling  area  investments. 

65.  Dining  recent  years,  however,  relaxations  by  the 
United  Kingdom  exchange  control  on  non-sterling  capital 
investment,  particularly  in  Canada,  have  had  the  effect  of 
reducing  the  volume  of  sterling  funds  which  would  otherwise 
have  ^n  available  for  investment  in  the  sterling  area,  and 
there  is,  moreover,  evidence  in  the  Union  that  at  least  part 
of  United  Kingdom  dis-investment  here  has  resulted  from 
the  switching  by  United  Kingdom  investors  into  Cana^an 
(hard  currency)  investments.  In  other  words,  South  African 
gold  shares  have,  as  a result  of  United  Kingdom  exchange 
control  relaxations,  suffered  a loss  of  attractiveness  as  a 
hedge  against  a possible  sterling  devaluation. 

66.  Furthermore,  the  control  of  capital  issues  in  the 
United  Kingdom,  although  basically  an  internal  measure, 
has  wider  repercussions  on  other  sterling  area  countries — a 
recent  case  in  point  has  been  the  limitation  of  a proposed 
issue  to  existing  United  Kingdom  shareholders  of  convertible 
notes  by  the  Rhodesian  Anglo-American  Corporation,  which 
resulted  in  the  Anglo-American  Corporation  of  South  Africa, 
who  had  underwritten  the  issue,  being  compelled  to  finance 
the  Rhodesian  company  to  the  extent  of  the  difference  from 
its  own,  and  therefore  from  South  African,  resources. 

67.  Also,  primarily  on  domestic  considerations,  other 
mdirect  obstacles  have  been  placed  in  the  United  Kingdom 
on  the  free  outw^d  movement  of  funds  to  other  sterling 
countries,  and  while  it  is  difficult  to  assess  the  cumulative 
effect  of  these  measures,  it  is  known  that  restrictions  imposed 
by  the  Revenue  Authorities  on  the  transfer  of  domicile  from 
the  United  Kingdom  to  the  Union  of  mining  houses  and  other 
holding  companies,  whose  assets  are  primarily  held  in  South 
Afnca,  have  adversely  affected  the  Union. 

68.  The  combination  of  these  various  factors,  many  of 
which  were  admittedly  designed  as  internal  measures  for  the 
protection  of  sterling  and  the  United  Kingdom  balance  of 
payments,  has  affected  not  only  the  Union,  but  other  sterling 
area  countries  who  have  been  compelled,  in  varying  degree, 
to  move  away  from  the  original  concept  of  the  Sterling  Area 
and,  in  an  endeavour  to  protect  their  own  position,  to  impose 
restrictions  on  the  free  movement  of  funds  to  other  members 
of  the  sterling  area. 

69.  The  Union  always  attached  great  importance  to  the 
free  movement  of  funds  within  the  sterling  area  and  regarded 
it  as  M essential  feature  of  the  area  system,  not  only  because 
It  facilitated  the  natural  net  outflow  of  investment  funds  from 
the  mature  economy  of  the  United  Kingdom  to  the  young  and 
developing  countries  of  the  area,  but  also  bwause  it  was 
mtimately  associated  with  the  United  Kingdom’s  function  as 
banker  to  the  area.  In  the  past,  therefore,  the  Union  was 
able  to  rely  upon  a varying  but  reasonable  net  inflow  of 
funds  from  the  United  Kingdom,  but,  as  mentioned  pre- 
viously, the  picture  has  recently  changed  and  the  Union  has 
experienced  a significant  net  outflow  of  funds  in  various 
forms  to  the  United  Kingdom,  which  has  seriously  affected 
*he  Union’s  balance  of  payments,  particularly  as,  since  the 
middle  of  1957,  it  happened  to  coincide  with  a substantial 
increase  in  imports  and  an  appreciable  decrease  in  the  exports 
of  various  farm  and  mineral  products. 

70.  The  Union  reluct^tly  imposed  its  first  restrictions  on 
exchange  transactions  with  the  sterling  area  as  a protective 
measure  in  February,  1956,  when  the  Bank  of  PTisland  rate 
was  raised  from  4^  to  5i  per  cent.,  while  the  Union  preferred 
to  avoid  a further  general  increase  in  its  rate  structure.  The 
restrictions,  however,  were  applied  only  to  Union  residents 
and  were  administered  very  liberally,  particularly  since  they 
were  intended  to  serve  as  a purely  temporary  measure.  The 
restncUons,  therefore,  were  withdrawn  in  February,  1957, 
when  the  Bank  of  England  lowered  its  rate  to  5 per  cent,  and 
the  London  money  market  eased  substantially,  but  they  were 
re-imposed  in  September,  1957,  when  Bank  rate  was  raised 

again  administered  very  liberally 
until  the  8th  May,  1958_,  when  it  was  announced  that,  owing 
to  the  persistent  decline  in  the  Union’s  reserves,  stricter 
controls  were  henraforth  to  be  applied  to  exchange  transac- 
tions by  Umon  r«idents  wiA  sterling  area  countries,  as  in  the 
case  of  non-sterling  countries.  It  was,  however,  decided  to 
contmue  a hberal  attitude  towards  the  Federation  of  Rhodesia 
and  Nyasaland,  as  the  withdrawal  of  the  previous  individual 


exemption  limit  of  £10,000  could,  if  strictly  applied,  be  em- 
ba^assing  to  the  Federation  which  is  also  experiencing 
serious  balance  of  payments  difficulties,  mainly  due  to  factors 
outside  its  control. 

71.  From  the  foregoing  it  will  be  apparent  that,  if  the 
Sterling  Area  is  to  survive  as  a partnership  for  the  benefit 
of  all  members  of  that  partnership,  more  consideration  must 
be  given  by  eac*  of  the  partners  to  the  effect  of  his  individual 
actions,  both  internal  and  external,  on  the  financial  and 
economic  well-being  of  his  other  partners.  This  applies 
more  particularly  to  the  United  Kingdom  which,  as  the  hub 
of  the  Sterling  Area,  has  a correspondingly  greater  influence 
on  smaller  outer  members  of  the  Area  than  they  can 
possibly  have  on  the  hub  or  even  on  one  another. 

72.  The  drastic  measures  which  have  been  taken  by  the 
United  Kingdom,  have  undoubtedly  tended  to  impose  an 
excessive  strain  upon  the  Union  and  other  countries  of  the 
area.  The  circumstances  and  aims  of  these  countries  often 
differ  materially  from  those  of  the  United  Kingdom  and,  for 
that  reason  chiefly,  they  are  frequently  unable  to  apply 
measures  of  similar  severity  without  serious  danger  to  the 
future  development  of  their  economies,  so  that  a resort  to 
restrictive  devices  alien  to  the  spirit  of  the  area  arrangements 
becomes  pracdcaUy  unavoidable.  Moreover,  while  past 
piperience  suggests  that  the  phase  of  severe  monetary  controls 
in  the  United  Kingdom  may  be  expected  to  give  way  in  due 
course  to  a milder  regime,  it  does  not  support  the  belief  that 
the  stringency  will  not  return  when  seasonal  or  other  factors 
again  become  adverse. 

73.  From  the  United  Kingdom’s  point  of  view,  it  is 
apparent  that  the  measures  adopted  have  been  of  material 
assistance  in  overcoming  the  country’s  immediate  dilficulties 
and,  in  conjunction  with  the  willingness  of  the  authorities 
to  take  them,  have  bolstered  confidence  in  sterling  in  the 
short  run.  On  the  other  hand,  it  seems  equally  apparent 
that  the  frequent  need  to  resort  to  what  are  virtually  crisis 
measures,  even  in  moderately  adverse  circumstances,  tends 
to  undermine  longer-term  confidence  in  sterling. 

74.  Whatever  the  specific  circumstances  that  have 
prompted  the  repeated  resort  to  measures  of  this  nature— 
and  the  character  of  the  measures  is  an  important  factor  in 
the  situation— there  is  no  doubt  that  their  severity  has  been 
largely  dictated  by  the  precariously  low  level  of  the  United 
Kingdom’s  reserves  relative  to  the  potential  claims  on  them 
that  IS,  by  a lack  of  the  necessary  degree  of  liquidity.  The 
average  level  of  liquidity  in  the  United  Kingdom  since  the 
war,  m other  words,  has  left  little  or  no  leeway  for  meeting 
adverse  developments  by  that  moderate  use  of  the  available 
monetary  instruments  which  would  be  consistent  with  the 
status  of  sterling  as  an  international  cmrency  and  the  United 
Kingdom’s  position  as  banker  to  the  sterling  area. 

75.  The  means  by  which  liquidity  in  the  United  Kingdom 
—and  in  most  other  countriw  of  the  world  where  it  is  also  at 
a very  low  level— may  be  increi^ed  effectively  and  speedily  and 
on  a reasonably  permanent  basis,  therefore,  is  a matter  of 
prime  concern.  In  this  respect,  it  is  clear  that  there  is  little 
prospect  of  improving  liquidity  to  the  necessary  extent  by 
reducing  the  potential  claims  on  the  reserves,  as  this  would 
obviously  involve  an  excessive  and  damaging  degree  of 
deflation.  The  only  practicable  solution,  therefore,  lies  in 
securing  a suitable  increase  in  reserves. 

76.  It  has  been  suggested  in  this  connection,  for  example 
that  the  United  States  should  extend  a large  stabilisation  loan 
to  the  United  Kingdom  or,  alternatively,  that  the  resources 
of  the  International  Monetary  Fund  should  ^ increased  by  a 
substantial  addition  of  gold  and/or  dollars.  The  merit  of 
these  and  similar  proposals,  however,  lies  chiefly  in  the  assis- 
tance they  can  provide  when  liquidity  crises  have  developed 
and  not  in  their  contribution  to  an  effective  and  reasonably 
permanent  solution  to  the  world-wide  liquidity  problem 
They  would  not,  for  example,  increase  global  liquidity  and 
they  rest  on  the  assumption,  therefore,  that  liquidity  in  the 
creditor  countries,  particularly  the  United  States,  is  so  much 
more  than  adequate  for  their  own  needs  that  they  can  afford 
to  underwrite,  adequately  and  on  a lasting  basis,  liquidity  in 
the  rest  of  the  world.  This  assumption,  however,  is  difficult 
to  sustain,  for  American  reserves  at  the  end  of  1957 
amounted  to  15  per  cent,  of  the  money  supply  plus  short- 
term foreign  liabilities,  while  the  latter  were  almost  equal  to 
free  reserves  in  the  United  States,  that  is,  reserves  in  excess 
of  the  statutory  minimum.  The  United  States,  in  short,  also 
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appears  to  have  relatively  little  room  for  manoeuvre  for  a 
country  with  its  international  responsibilities,  and  would 
face  a difBcuIt  situation  if  confidence  in  the  dollar  should 
decline  for  any  reason. 

77.  Furthermore,  borrowed  reserves  carry  an  interest 
burden  and  have  to  be  repaid.  If  they  actually  have  to  be 
used  in  meeting  a crisis — and  normally  they  are  only  likely  to 
become  available  when  a crisis  threatens  or  has  actually 
developed  and  confidence  has  already  suffered  a set-back — 
&ere  is  no  guarantee  that  repayment  can  be  effected  without 
undue  strain,  or  that  it  will  not  depend  upon  the  maintenance 
of  stringent  controls.  These  considerations  are  particularly 
relevant  in  the  case  of  the  short-term  assistance  which  the 
Fund  can  render,  and  would  also  apply,  in  large  part,  to  the 
suggestion  that  gold  reserves  mi^t  Ik  centralised  in  the  Fund, 
even  if  countries  could  be  persuaded  to  agree  to  this  course. 

78.  While  such  proposals,  thus,  are  to  be  welcomed  as 
a supplementary  source  of  strength  when  circumstances 
become  critical,  they  are  not  the  answer  to  the  problem  of 
securing  an  effective  and  lasting  increase  in  liquidity  which  is 
so  essential  a factor  in  preventing  the  development  of  serious 
crises.  This  depends  chiefly  upon  the  existence  of  a level  of 
owned  reserves  which,  in  relation  to  the  claims  on  them,  is 


sufficient  to  maintain  confidence  in  the  national  currency  at 
home  and  abroad  under  such  adverse  conditions  as  can 
reasonably  be  expected  to  arise,  and  without  reliance — 
particularly  in  the  leading  countries — ^upon  the  maintenance 
or  repeated  use  of  excessively  severe  monetary  arid  other 
controls. 

79.  In  the  light  of  the  foregoing,  the  only  practicable  and 
lasting  solution  to  the  liquidity  problem,  and  one  from  which 
the  United  Kingdom  and  the  Commonwealth  in  particular 
would  benefit,  would  appear  to  lie  in  a substantial  increase  in 
the  monetary  value  of  the  world’s  gold  reserves  which,  in 
turn,  can  only  be  achieved  through  an  appropriate  increase 
in  the  price  of  gold  in  terms  of  all  national  currencies. 
Admittedly,  there  is  opposition  to  this  move,  particularly  in 
the  United  States,  which  rests  chiefly  upon  what  appear  to  be 
rather  exaggerated  fears  of  possible  inflationary  consequences 
and  benefits  to  the  Russian  area.  But  considerable  opposition 
is  also  likely  to  be  encountered  in  giving  effect  to  the  other 
proposals  mentioned  .earlier,  and  in  these  circumstances  it 
would  seem  both  reasonable  and  desirable  to  concentrate  upon 
that  proposal  which  is  likely  to  provide  the  most  satisfactory 
long  term  solution  of  the  liquidity  problem, 

Utk  May,  1958 
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Assistant  to  the  Chairman  of  the  Board  of  Governors, 
Federal  Reserve  System  United  States  of  America* 


T PRINCIPAL  MEMORANDUM  (Replies  to  Questions) 

II  OPEN  MARKET  OPERATIONS  IN  LONG  TERM 
SECURITIES 

m FEDERAL  RESERVE  ACTIVITIES  RELATING  TO 
TREASURY  DEBT  OPERATIONS 


*See  Minutes  of  Evidence  Qns.  9395  to  9609  and  9735  to  9890. 
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A.  Principal  Memorandum 

Question  1 : 

How  far,  in  the  United  States,  are  the  responsibilities 
of  a “ monetary  authority  ” divided  between  the  Federal 
Reserve  System  and  the  Administration;  what  measure 
of  independence  does  the  Federal  Reserve  System  enjoy 
in  its  performance  of  its  responsibilities;  and  what  arrange- 
ments, constitutional  or  administrative,  govern  co- 
ordination of  policy  between  the  Federal  Reserve  System 
and  the  Administration  ? 

Question  3: 

iVhat  provisions  govern  the  higher  direction  of  the 
Federal  Reserve  System  and  by  what  system  are  the 
federal  Reserve  Board  and  the  directorates  of  the  Federal 
Reserve  Banks  appointed  and  recruited  ? 

1.  It  is  assiped  that  the  common  objective  of  the  above 
two  questions  is  to  obtain  the  basis  for  an  understanding  of 
w administrative  and  functional  organization  of  the  Federal 
Resene  System  and  of  its  place  within  the  structure  of  the 
Oovemcnent  of  the  United  States.  Discussion  of  the  two 
question  separately  would  inevitably  lead  to  considerable 
duplication  of  content  because  of  the  natural  interrelation  of 
the  topics.  Hence,  a single  reply  has  been  prepared  encom- 
passing the  scope  of  both  questions. 


Division  of  '^Slonetary  Authority  " Responsibilities  Between 
the  tederal  Reserve  and  the  Administration 
K '•  authority  ” is  considered  in  its 

all  agencies  of  the  Government 
that  ha%e  functiom  Iwarmg  upon  credit  as  well  as  monetary 
^lic^,  res^nsibihties  in  this  respect  in  the  United  States 
can  be  regarded  as  diffused  among  a number  of  Government 
Federal  Reserve  System 
Jreasuiy  Department,  would  include  all  agencies 
authonzed  to  guarantee,  msure,  or  extend  credit  of  various 
ty^s,  such  as.  the  Department  of  Agriculture. 

AH°"’  Housmg  Administration,  and  Small 

Business  Administration.  Credit  policies  followed  bv  such 
^ranteemg  or  lending  agencies  may  have  a siSSan?eff^t 
general  economic  conditions  and  a bea^g  upon  die 
effectiveness  of  credit  poUcies  adopted  by  the  Federal  Reserve 

3.  If.  on  the  other  hand,  “ monetaiy  ” resoonsibilities  arc 
regarded  more  narrowly  as  encompassing  functions  of  the 
k mds  usually  ^ssessed  fay  a central  bank  such  as?he  fiuini 

bimics"iS 

re^po.u,  to  a questionnaire  submitted  by  a Joint  Cnif 

SSSSSSSS 

currency  is  issuei  brthe 

gcerp?ftora1rSm 

on  fSU" of'  tte  S[tefs?ate  &n'ate“°" 

Pcnence,  particularly  with  the  FL'a'dleco'ndTaS; 


of  the  United  States.  The  Congress,  seeking  to  avoid 
either  political  or  private  domination  of  the  money 
supply,  created  an  independent  institution  which  is  an 
ingenious  blending  of  public  and  private  participation 
in  the  System’s  operations  under  the  co-ordination  of  a 
public  body— the  Federal  Reserve  Board— here  in 
Washington. 

" This  question  of  ‘ independence  ’ has  been  thoroughly 
debated  throughout  the  long  history  of  central  banking 
On  numerous  occasions  when  amendments  to  the  Federal 
Reserve  Act  were  under  consideration  the  question  has 
been  re-examined  by  Congress  and  it  has  reaffirmed  its 
original  judgment  that  the  Reserve  System  should  be 
independent— not  independent  of  Government  but 
mdependent  within  the  structure  of  the  Government. 
That  does  not  mean  that  the  reserve  banking  mechanism 
can  or  should  pursue  a course  that  is  contrary  to  the 
objectives  of  national  economic  policies.  It  does  mean 
that  within  its  technical  field,  in  deciding  upon  and 
carrying^  out  monetary  and  credit  policy,  it  shall  be  free 
to^exercise  its  best  collective  judgment  independently. 

“ The  Reserve  System  is  an  instrument  of  Government 
desired  to  foster  and  protect  the  public  interest,  so  far 
as  that  is  possible  through  the  exercise  of  monetary 
powers.  Its  basic  objective  is  to  assure  a monetary 
climate  that  permits  economic  growth  together  with 
stability  in  the  value  of  our  money.  Private  citizens  share 
in  administering  the  System  but,  in  doing  so  they  are 
actmg  in  a public  capacity.  The  members  of  the  Board 
of  Governors  and  the  officers  of  the  Federal  Reserve 
Banks  are  in  a true  sense  public  officials.  The  processes 
oi  pohcy  determination  are  surrounded  with  carefully 
devised  safeguards  against  domination  by  any  special 
interest  group. 

“ Broadly,  the  Reserve  System  may  be  likened  to  a 
truste«hip  ^ated  by  Congress  to  administer  the 
nations  credit  and  monetary  affairs— a trusteeship 
dedicated  to  helping  safeguard  the  integrity  of  the 
currency.  Confidence  m the  value  of  the  dollar  is  vital 
to  continued  economic  progress  and  to  the  preservation 
of  the  social  values  at  the  heart  of  free  institutions. 

• j Federal  Reserve  Act  is,  so  to  speak,  a trust 
mdentine  th«  the  Congress  can  alter  or  amend  as  it 
thinks  best.  The  existmg  System  is  by  no  means  perfect, 
but  expenmce  prior  to  1914  suggests  that  eitlier 
able^  something  closely  approximating  it  is  indispens- 


nepHc  devices  for  policy  co-ordination.  The 

oPt£  nLT  important  aspect 

thV^fnSff  which  forms  a background  for 

Thus,  the  Federal 

kecD  eaef.  ntw  J ^rc  m frequent  communication  to 
S F?r  S »Ppn^d  of  developms  situations  and  prob- 
lems.  For  the  most  part,  m day-to-day  operations  this  end  is 
basis.  The  Secretary  of  Ihe 
Ireasury  and  the  Chairman  of  the  Board  of  Governors 

“IvOTl  ofttiVtmt  ‘T?"  ™ Of  each  week,  and 

several  ot  the  top-level  advisers  of  the  two  organizations  have 

way°faS”o??hLT  ” ”n  to 

dihiSffamSfirl'!  O'™  independent 

oecisions  but  with  each  knowing  what  the  other  is  dointr  jmd 

^re  mid?  W SeSoS 

6.  One  offier  link  with  the  executive  branch  of  Govern- 
should  be  mentioned.  Beginning  in  October  1957  the 

of  d?  Sri  nf  T Advisers,  the  Chairman 

n 

Board  of  Governors 

members  serve  for  terms  of  14  years'’U‘'tsrSn?  arr?„“Sd 
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that  one  expires  every  two  years.  After  a member  has 
served  a full  term  of  14  years  he  is  ineligible  for  reappoint- 
ment; however,  a member  originally  appointed  to  an  unex- 
pired portion  of  one  of  the  14-year  terms  is  eligible  for 
reappointment  to  a full  term.  Members  can  be  removed 
from  office  by  the  President  only  for  cause. 


service.  Of  considerable  importance  in  recent  appointments 
has  been  a record  of  prior  service  with  the  Federal  Reserve 
System.  Of  nine  new  appointments  to  the  Board  in  the  past 
decade,  four  had  been  serving  as  members  of  the  board  of 
directors. of  a. Federal  Reserve  Bank,  and  one  was  a senior 
officer  in  one  of  the  Reserve  Banks. 


8.  The  law  requires  that  the  President  shall  designate  a 
Chairman  and  Vice-Chairman  from  the  membership  of  the 
Board  to  serve  as  such  for  a terra  of  four  years.  ’ ’ A possible 
purpose  of  this  provision  was  to  afford  a new  President  an 
opportunity  to  designate  a Chairman  and  Vice-Chairman  of 
the  Board,  i^suming  such  a purpose,  this  objective  has  not 
been  accomplished  in  practice  because  the  appointments  have 
not  been  made  so  that  they  would  coincide  with  the  term  for 
which  the  President  was  elected. 

9.  When  originally  adopted,  the  Act  provided  for  five 
regular  members  on  the  Board  and  for  the  Secretary  of  the 
Treasury  and  the  Comptroller  of  the  Currency  to  serve  as 
ex  officio  members.  In  1922,  one  additional  member  was 
provided  in  consequence  of  a change  in  qualifications  to 
specify  agricultural  interests.  As  part  of  the  comprehensive 
revisions  by  the  Banking  Act  of  1935,  participation  by  the 
Secretary  of  the  Treasury  and  the  Comptroller  of  the  Currency 
was  terminated,  and  the  membership  increased  to  seven 
regular  members. 


10.  Stamoryqualifications.  Section  10  of  the  Act  provides 
that  “ In  selecting  the  members  of  the  Board,  not  more  than 
one  of  whom  shall  be  selected  from  any  one  Federal  Reserve 
distuict,  the  President  shall  have  due  regard  to  a fair  represen- 
tation of  the  financial,  agricultural,  industrial,  and  com- 
mercial interests,  and  geographical  divisions  of  the  country  ” 
The  law  also  provides  that  no  member  of  the  Board  of 
Governors  shall  be  an  officer  or  director  of  any  bank,  hanying 
mstitution,  trust  company,  or  Federal  Reserve  Bank  or  hold 
^y  stock  in  any  such  banking  organization.  Members  must 

devote  their  entire  time  to  the  business  of  the  Board.” 

11.  Only  two  changes  relative  to  qualifications  for  mem- 
bership on  the  Board  have  been  made  since  the  Act  was 
originaUy  adopted.  Initially  it  was  provided  that  at  least 
two  members  of  the  Board  had  to  have  experience  in  banking 
or  finance.  This  stipulation  was  removed  in  1922,  and  at  the 
same  time  the  elements  of  representation  to  be  considered 
by  the  President  in  making  appointments  to  the  Board  were 
broadened  to  include  agricultural  interests.  Originally  the 
President  was  required  to  have  due  regard  for  fair  representa- 
tion  of  “ different  commercial,  industrial,  and  geographical  ” 
divisions  of  the  country.  The  phrase  was  revised  at  this  timft 
to  include  “ fair  representation  of  finanor'a],  agricultural, 
industrial,  and  commercial  interests,  and  geographical 
divisions  of  the  country.” 

12.  Recruitment.  There  is  little,  if  any,  record  upon 
whidi  one  can  draw  for  facts  regarding  the  method  of  selction, 
r^mraendation,  and  consideration  given  to  the  appointment 
of  members  of  the  Board.  It  would  appear  that  much  has 
often  depended  upon  the  degree  of  interest  taken  by  the 
President  and  the  Secretary  of  the  Treasury  in  such  an 
appointment,  and  upon  the  relationship  between  the  President 
and  the  incumbent  Chairman  of  the  Board  at  the  moment  of 
a vacancy.  On  some  occasions,  it  has  been  clear  that  the 
>^te  House  has  sought  recommendations  from  the  Chairman 
of  the  Board  for  the  filling  of  vacancies  and  that  such  recom- 
mendations have  been  carefully  considered  and  acted  upon 
favourably.  At  other  times,  it  would  seem  that  the  President 
has  acted  upon  other  recommendations  without  consulting 
the  Chairman  of  the  Board. 


13.  Perhaps  some  clue  as  to  the  kind  of  men  sought  for 
appointments  to  the  Board  can  be  found  by  studying  those 
who  have  served.  To  date,  39  men  have  served,  or  are  serving 
on  the  Board  of  Governors,  exclusive  of  the  Secretaries  of  the 
Treasury  and  Comptrollers  of  the  Currency  who  were 
ex  officio  members  from  1914  to  1936. 


14.  The  Board  members  have  been  a diverse  group.*  Of 
the  39,  the  background  of  15  was  banking,  of  six  business,  of 
seven  agriculture,  and  of  four  law.  Nine  Board  members  had 
held  major  appointive  Federal  office  before  appointment  to 
the  Board,  but  only  one  had  ever  served  in  Congress.  The 
bulk  of  the  appointees  have  had  little  or  no  prior  public 


analysii  in  this  paragraph  is  an  updating  of  tahujati 
rtdtral  Ressrvt  Polirv  Mahlno.  a.  T.. 


15.  Duties.  The  Board  of  Governors  is  essentially  a 
policy-making  and  supervisory  body  and  has  virtually  none 
of  the  operating  functions  common  to  central  banks.  The 
operating  functions  of  the  Federal  Reserve  System  are  per- 
formed by  the  Federal  Reserve  Banks.  Among  the  Board’s 
duties  is  the  responsibility  for  supervising  such  operation  and, 
under  the  authority  of  the  Federal  Reserve  Act,  the  Board 
issues  regulations  relating  to  these  operations. 

16. _  As  will  be  spelled  out  in  more  detail  later,  the  Board 
appoints  three  of  the  nine  directors  of  each  Federal  Reserve 
Bank,  including  the  chairman,  who  is  also  the  Federa 
Reserve  agent,  and  the  deputy  chairman.  Appointments  of 
the  president  and  first  vice-president  of  each  Federal  Reserve 
Ba^  are  subject  to  the  Board’s  approval.  It  directs  System 
activities  in  bank  examination  and  supervision  and  co- 
ordmates  System  economic  research  and  publications. 

17.  Annual  budgets  for  each  of  the  12  Federal  Reserve 
Banks  and  their  24  branches  are  submitted  to  the  Board. 
The  salaries  of  all  officers  and  employees  of  the  Reserve 
Banks  are  subject  to  the  Board’s  approval.  This  responsi- 
bihty  is  discharged  largely  tbixough  the  use  of  salary  classifica- 
tion systems.  Certain  other  expenditures,  su<ffi  as  those  for 
purchase  of  real  estate  for  banking  house  purposes  and  for 
the  construction  or  major  alteration  of  bank  buildings,  are 
submitted  to  the  Board  for  approval.  Reports  showing  com- 
parative expenses  of  the  Reserve  Banks  are  analyzed  by  the 
Board’s  staff,  which  also  makes  surveys  at  the  Reserve 

<rf  operating  procedures  and  of  other  matters  relating  to 
their  expenses  and  cost  accounting  systems. 

18.  Each  Federal  Reserve  Bank  and  branch  is  examined 
at  least  once  a year  by  the  Board’s  examiners,  who  are  directed 
to  determine  the  financial  condition  and  the  compliance  by 
its  management  with  applicable  provisions  of  law  and  Board 
regulation.  The  examiners  also  review  the  Bank’s  au'dit 
program  and  activities  of  the  resident  auditor  and  his  staff  to 
see  that  they  are  adequate  and  effective. 

19.  Within  the  framework  of  the  Federal  Government 
the  Board  represents  the  Federal  Reserve  System  in  most  of 
Its  relations  with  executive  departments  and  with  congres- 
sional committees.  It  is  required  by  law  to  exercise  special 
supervision  over  foreign  contacts  and  international  operations 
of  the  Reserve  Banks.  The  Chairman  of  the  Board  is  a 
member  of  the  National  Advisory  Council  on  International 
Monetary  and  Financial  Problems. 


Federal  Reserve  Banks 

^ ^4  At  the  end  of  1957  the  Federal  Reserve  System  had 
6,393  member  banks.  Of  these  4,620  were  national  banks  and 
1,773  were  State-chartered  banks.  All- banks  with  national 
charters  are  required  to  belong  to  the  System.  Banks  with 
State  charters  if  qualified  for  membership  may  vrith  the 
approval  of  the  Board,  voluntarily  join  the  System  While 
somewhat  less  than  one-half  of  all  banks  in  the  United  States 
bdong  to  the  Federal  Reserve  System,  member  banks  hold 
about  85  per  cent,  of  the  demand  deposits  of  all  banks. 

21.  Decentralization  is  an  important  characteristic  of  the 
Federal  Reserve  System.  Each  of  the  12  Reserve  Banks  and 
each  of  the  24  branches  is  a regional  and  local  institution  as 
well  as  part  of  a nationwide  system.  Its  officers  and  employees 
are  residents  of  the  Federal  Reserve  district,  and  its  transac 
tions  are  with  regional  and  local  banks  and  businesses  It 
gives  effective  representation  to  the  views  and  interests  of  its 
particular  region  and  at  the  same  time  helps  to  administer 
nationwide  banking  and  credit  policies. 

22.  Board  of  directors.  Each  ResCTve  Bank  operates 
under  the  direction  of  a board  of  nine  directors.  The  board 
of  directors  are  primarily  responsible  for  the  conduct  of  the 
Bank’s  affairs  in  the  public  interest,  subject  to  the  supervision 
of^the  Board  of  Governors.  They  choose  the  Reserve  Bank 
officers,  but  their  choice  of  president  and  first  vice-president—  • 
who  are  the  chief  executive  officers  of  the  Bank  and  whose 
terms  are  for  five  years— is  subject-  to  approval  by  the  Board 
of  Governors. 
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23.  A director’s  term  of  office  is  three  years  and  he  may 
be  re-elected  or  reappointed.  Three  are  known  as  Class  A 
directors,  three  as  Class  B directors,  and  three  as  Class  C 
directors.  Class  A and  Class  B directors  are  elected  by 
member  banks,  one  director  of  each  class  being  elected  by 
small  banks,  one  of  each  class  by  banks  of  medium  size,  and 
one  of  each  class  by  large  banks. 

24.  The  three  Class  A directors  may  be  bankers,  and 
usually  are.  The  three  Class  B directors  must  be  actively 
engaged  in  the  districts  in  commerce,  agriculture,  or  some 
industrial  pursuit,  and  must  not  be  officers,  directors,  or 
employees  of  any  bank.  The  three  Class  C directors  are 
appointed  by  the  Board  of  Governors.  They  must  not  be 
officers,  directors,  employees,  or  stockholders  of  any  bank. 
One  of  them  is  designated  by  the  Board  of  Governors  as 
rhajrman  of  the  Reserve  Bank’s  board  of  directors  and  one 
as  deputy  ^airman.  The  chairman,  by  statute,  also  serves 
as  Federal  Reserve  agent. 

25.  Under  this  arrangment,  businessmen  and  others  who 
are  not  bankers  constitute  a majority  of  the  directors  of  each 
Federal  Reserve  Bank.  The  provisions  of  law  circumscribing 
the  selection  of  Reserve  Bank  directors  and  the  management 
of  the  Reserve  Banks  indicate  the  public  nature  of  the 
Reserve  Banks. 

26.  Recruitment:  (a)  Election.  As  indicated  previously, 
six  of  the  nine  members  on  each  Reserve  Bank  board  of 
dkectors  axe  elected  by  the  commercial  banks  in  that  district 
that  are  members  of  the  Federal  Reserve  System.  Whenever 
there  is  a vacancy  among  either  the  Class  A or  Qass  B 
directors  on  a district  board,  each  member  bank  in  the  size 
grouping  (small,  medium,  or  large  banks)  to  which  the 
vacancy  is  applicable  is  permitted  to  nominate  a candidate. 
The  banks  in  that  grouping  vote  by  a preferential  ballot 
indicating  their  first,  second,  and  other  choices  among  the 
eligible  candidates.  Any  candidate  having  a majority  of  all 
votes  cast  in  the  column  of  first  choice  is  declared  to  have 
been  elected;  however,  if  no  candidate  has  a majority  of 
first  choice  votes,  then  the  second  choice  votes  are  added  to 
the  first  choice  votes  for  each  candidate.  The  candidate  then 
having  a majority  of  the  electors  voting  and  the  highest  com- 
bined votes  is  declared  elected,  The  elections  of  Federal 
Reserve  directors  are  sometimes  routine,  but  in  numerous 
instances  have  been  at  the  end  of  hotly  contested  campaigns 
with  the  outcome  decided  by  an  extremely  narrow  margin. 

27.  Recruitment:  (b)  Appointment.  Suggestions  for  the 
appointment  of  Class  C directors  come  from  a wide  variety 
of  sources.  Among  these  sources  are,  of  course,  members  of 
the  Board  of  Governors,  officers  of  a Reserve  Bank  or  its 
board  of  directors,  the  retiring  directors,  and  others  on  whose 
judgment  the  Board  can  rely.  Consideration  is  also  given  to 
the  advancement  of  directors  from  branch  to  head  office 
boards.  Since  1915,  the  Board  has  followed  a policy  of  not 
appointing  anyone  to  the  board  of  directors  of  a Reserve  Bank 
who  holds  a political  or  public  office.  Those  selected  for 
appointment  are  among  civic,  busings,  professional,  and 
educational  leaders  of  the  district  or  branch  territory. 

28.  Branch  boards  of  directors.  Each  of  the  24  branch 
offices  of  Reserve  BanlU  also  has  a board  of  directors  of 
either  five  or  seven  members.  Of  these,  a majority  of  one  is 
appointed  by  the  head  office  board  of  directors  of  ffie  Federal 
Reserve  Bank,  and  the  remaining  minority  is  appointed  by 
the  Board  of  Governors  in  Washington.  Those  appointed 
by  the  Federal  Reserve  Banks  have  usually  been  commercial 
bankers,  and  recruitment  for  those  appointed  by  the  Board  of 
Governors,  on  the  other  hand,  has  followed  the  general 
pattern  of  Class  C appointments. 

29.  Selection  of  directors  in  the  manner  described  in  this 
section  has  resulted  in  a wide  diversity  of  background  and 
experience  in  the  policy  and  administrative  decisions  of  ffie 
Federal  Reserve  Banks.  Each  diiecnor’s  training  and  ex- 
perience as  a banker,  businessman,  farmer,  educator,  or 
prof^ional  man  provide  qualifications  and  experience  re- 
flecting major  phases  of  economic  life. 

30.  Role  of  directors.  The  boards  of  directors  of  the 
Federal  Reserve  Banks  are  charged  by  law  with  important 
tasks.  Under  the  provisions  of  section  14(d)  of  the  Federal 
Reserve  Act,  they  are  authorized  to  initiate  changes  in  dis- 
count rates.  They  also  have  the  responsibility  for  administra- 
tion of  the  discount  and  lending  operations  of  the  Reserve 
Banks.  Section  4 of  the  Act  requires  that  the  boards  of 
directors  shall  administer  the  affairs  of  the  Reserve  Banks 


fairly  and  impartially  and  without  discrimination  in  favour 
of  or  against  any  member  bank  and,  subject  to  applicable 
law  and  the  orders  of  the  Board  of  Governors,  the  Banks  may 
extend  to  each  member  bank  such  discounts,  advancements, 
and  accommodations  as  may  be  safely  and  reasonably  made 
with  due  regard  to  the  claims  of  offier  member  banks,  the 
rpainfftnanra  of  sound  credit  conditions,  and  the  accommoda- 
tion of  commerce,  industry,  and  agriculture. 

31.  Each  Bank  is  required  to  keep  itself  informed  of  the 
general  character  and  amount  of  loans  and  investments  of 
its  member  banks  with  a view  to  ascertaining  whether  undue 
use  is  being  made  of  bank  credit  for  speculative  or  other 
purposes  inconsistent  with  the  maintenance  of  sound  credit 
conditions.  Section  13(b)  of  the  Federal  Reserve  Act 
authorizes  the  Reserve  Banks,  subject  to  the  regulations  of 
the  Board,  to  extend  credit  in  exceptional  circumstances  to 
established  industrial  or  commercial  concerns  for  working 
capital  purposes,  and  the  directors  have  responsibility  for 
the  supervision  of  these  operations.  Under  section  12  of  the 
Federal  Reserve  Act  the  boards  of  directors  also  appbint  the 
members  of  the  Federal  Advisory  Council  which,  as  explained 
subsequently,  consists  of  a representative  banket  from  each 
of  the  12  Federal  Reserve  districts  to  advise  and  make  recom- 
mendations to  the  Board  of  Governors  on  matters  of  interest 
to  the  System. 

32.  The  contribution  that  the  Reserve  Bank  and  branch 
directors  are  in  a position  to  make  to  the  execution  of 
national  credit  and  monetary  policies  goes  beyond  these 
specific  responsibilities.  They  are  outstanding  men  in  their 
communities  who  are  in  close  contact  with  banking  and 
business  conditions  in  their  respective  districts.  Thus  they 
are  able  to  bring  to  the  deliberations  of  the  System  the 
benefit  of  broad  experience  and  training  at  a very  high  levd 
and  to  perform  an  essential  service  in  supplying  judgment  and 
advice  on  the  credit  problems  of  their  respective  districts 
and  on  Reserve  Bank  operating  problems. 

33.  When  a System  policy  has  been  determined.  Reserve 
Bank  directors  interpret  that  policy  to  interested  people  in 
their  respective  districts.  It  is  important  that  System  policies 
and  the  reasons  therefor  be  understood  by  bankers,  business- 
men, farmers,  labour  groups,  and  others. 

34.  Although  the  Board  of  Governors  is  authorized  to 
exercise  general  supervision  over  the  Reserve  Banks,  the 
primary  responsibility  for  day-to-day  operation  of  the  Banks 
rests  under  the  law  with  the  boards  of  (Erectors.  Having  had 
broad  business  and  professional  experience  they  are  in  a 
position  to  give  informed  judgments  on  problems  of  organiza- 
tion, management,  and  operation. 

35.  Reserve  Bank  officials.  The  Banking  Act  of  1935 
provides  that  the  (diief  ececutive  officer  of  each  Federal 
Reserve  Bank  shall  be  its  president,  or  in  the  absence  or 
disability  of  the  president,  the  first  vice-president.  Unlike 
boards  of  directors  who  serve  only  on  a part-time  basis, 
these  men  are  fiall-time  officers  appointed  by  the  boards  of 
directors  of  the  Reserve  Banks  to  serve  for  five-year  terms. 
Their  appointments  to  these  positions  must  be  approved  by 
the  Federal  Reserve  Board.  The  board  of  directors  also 
appoints  all  other  officials  and  employees  not  otherwise 
provided  for  by  the  Federal  Reserve  Act. 

36.  As  chief  executive  officer,  the  president  has  responsi- 
bility under  such  directions  as  are  given  by  the  board  of 
directors  for  ffie  executive  operation  of  the  Bank.  He  makes 
reports  to  the  board  of  directors  with  respect  to  matters  with 
which  the  directors  are  concerned.  As  indicated  in  the 
following  sections,  he  participates  in  the  Conference  of 
Presidents  and  serves,  from  time  to  time,  as  a member  of  the 
Federal  Open  Market  Committee. 

37.  With  these  responsibiiitieSj  the  presidents  of  the 
Federal  Reserve  Banks  occupy  an  important  position  in  the 
organizational  structure  of  the  Reserve  System  and  their 
duties  go  far  beyond  efficient  direction  of  the  operating 
functions  of  the  Reserve  Banks. 

38.  The  men  who  have  served  or  are  serving  as  Reserve 
Bank  presidents  have  had  varied  backgrounds.  A majority 
have  had  extensive  banking  experience  either  in  private 
commercial  banks  or  within  the  Federal  Reserve  System. 
A background  in  economics  has  been  impressive  in  the 
training  and  experience  of  sevaal  who  have  recently  been 
appointed  to  these  positions,  reflecting  the  increased  emphasis 
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on  participation  by  Reserve  Bank  presidents  in  the  formula- 
tion of  System  monetary  and  credit  policy.  The  majority 
could  be  described  as  career  System  men. 

39.  In  addition  to  the  president  and  first  vice-president, 
each  Reserve  Bank  has  a number  of  vice-presidents  and  other 
officials  each  with  supervisory  direction  of  some  specific  pha«!R 
of  Reserve  Bank  operations.  These  include  such  areas  as 
bank  examination  and  supervision,  fiscal  agency  operations, 
collections,  cash,  legal  affairs,  research  and  statistics,  person- 
nel, accounting,  and  administrative  or  housekeeping  services. 

40.  Fiscal  agency  functions.  Section  15  of  the  Federal 
Reserve  Act  sproifi^y  empowers  the  Federal  Reserve  Banks 
to  act  as  depositaries  and  fiscal  agents  for  the  Treasury.  In 
performing  these  functions,  the  individual  Federal  Reserve 
Banks  act  in  the  capacity  of  agents  wii  the  United  States 
Treasury  as  principal.  The  relationship  is  direct  between  the 
Federal  Reserve  Banks  and  the  Treasury, 

41.  The  Treasury  keeps  its  active  cash  mainly  in  deposit 
accounts  at  each  of  the  Federal  Reserve  Banks  and  their 
brandies.  As  a part  of  maintaining  these  accounts  the 
Reserve  Banks  receive  deposits  from  Government  agencies 
for  the  credit  of  the  Treasury.  Disbursement  of  Government 
funds  B mostly  by  check  and  these  chec^  in  the  process  of 
collection  are  charged  to  the  Treasury  accounts  by  the 
Federal  Reserve  Banks. 

42.  Each  Federal  Reserve  Bank  administers  for  the 
Treasury  the  tax  and  loan  deposit  accounts  of  banks  in  its 
^strict.  Both  member  and  nonmember  banks,  by  comply- 
ing with  Treasury  requirements,  may  become  “ special 
depositaries  ” of  the  Treasury  and  carry  tax  and  loan  deposit 
accounts.  The  principal  requirement  is  the  pledge  with  a 
Federal  Reserve  Bank,  as  fiscal  agent  of  the  Treasury,  of 
Government  securities  or  other  acceptable  collateral  that  will 
fully  secure  the  balance  in  the  account. 

43.  A bank  designated  as  a spedal  depositary  credits  to 
^e  tax  and  loan  account  the  proceeds  of  its  customers’  and 
its  own  subscriptions  to  Government  securities  issued  by  the 
Treasury  from  time  to  time.  Taxes  withheld  at  the  source 
are  also  deposited  in  these  accounts.  As  the  Treasury  r,an.! 
for  the  funds,  they  are  transferred  to  a Treasury  account  at 
a Federal  Resarve  Bank  and  become  available  for  disburse- 
ment. Tax  and  loan  deposit  accounts  are  at  times  a con- 
venient device  for  the  sale  of  Government  securities  in  large 
volume  and,  coupled  with  then  use  for  tax  receipts,  they 
provide  a means  of  moderating  the  effect  on  member  bank 
reserves  of  fluctuations  in  the  Treasury’s  cash  receipts.  The 
great  bulk  of  Government  deposits  is  carried  by  the  Treasury 
in  these  accounts,  pending  transfer  to  ^e  Federal  Reserve 
Banks. 

44.  The  Federal  Reserve  Banks  also  perform  various 
services  for  the  Treasury  in  cormection  with  the  public  debt. 
When  a new  issue  of  Government  securities  is  sold  by  the 
Treasury,  the  Reserve  Banks  receive  the  applications  of  banks, 
dealers,  and  others  who  wish  to  buy,  mike  allotments  of 
securities  in  accordance  with  instructions  received  from  the 
Treasury,  deliver  the  securities  to  the  purchasers,  receive 
payment  for  them,  and  credit  the  amoimts  received  to 
Treasury  accounts. 

45.  The  Reserve  Banks  redeem  Government  securities  as 
^ey  mature,  make  exchanges  of  denominations  or  kindsj  pay 
interest  coupons,  and  do  a number  of  other  things  involved 
in  servicing  the  Government  debt.  They  issue  and  redeem 
United  States  savings  bonds, 

46.  Because  of  its  location  in  one  of  the  principal  financial 
centres  of  the  world,  the  Federal  Reserve  Bank  of  New  York 
acts  as  the  agent  of  the  United  States  Treasury  in  gold  and 
foreign  exchange  transactions.  It  acts  as  depositary  for  the 
International  Monetary  Fund  and  the  International  Bank  for 
Reconstruction  and  Development;  it  receives  deposits  of 
foreign  monetary  authorities  and  performs  certain  incidental 
service  as  ^eir  correspondent.  These  services  include 
handling  their  short-term  investments  in  this  market  and 
holding  gold  and  earmark  for  them  in  the  United  States.  AU 
the  Federal  Reserve  Banks  participate  in  foreign  accounts 
carried  oii  the_  books  of  the  Federal  Reserve  Bank  of  New 
York,  which,  in  these  matters,  acts  as  agent  for  the  other 
Federal  Reserve  Banks.  The  Board  of  Governors  in 
Washington  exercises  spedal  supervision  over  all  relation- 


ships and  transactions  of  Federal  Reserve  Banks  with  foreign 
monetary  authorities  and  with  the  International  Monetary 
Fund  and  the  International  Bank. 

47.  The  Federal  Reserve  Bank  of  New  York  also  executes 

transactions  in  United  States  Government  securities  on  behalf 
of  the  Treasury.  These  are  in  connection  with  the  manage- 
ment of  various  trust  funds  administered  by  the  Ireasury 
Department  such  as  the  several  large  Social  Security  accounts. 
^ executing  these  transactions,  the  Treasury,  acting  through 
its  agent,  the  Federal  Reserve  Bank  of  New  Vork,  is  limited 
to  some  extent  by  certain  instructions  laid  down  by 

the  Congress  governing  the  investment  of  these  trust  funds. 
Th«e  instructions  relate  to  matters  such  as  the  amount  and 
timing  of  the  investments  as  wefi  as  yield  requirements  on  the 
United  States  Government  securities  involved. 

Conference  of  Chairmen 

48.  The  Conference  of  Chairmen  is  an  informal  organiza- 
tion of  the  chairmen  of  the  boards  of  directors  of  each  of  the 
12  Federal  Reserve  Banks.  The  Ctonfereoce  meets  at  least 
once  a year,  usually  in  Washington.  Matters  of  interest  to 
the  Federal  Reserve  System  are  oiscussed  from  the  standpoint 
of  the  chairmen  in  their  dual  capacity  as  chainnen  of  the 
boards  of  directors  of  the  Reserve  Banks  and  as  statutory 
agents  of  the  Board  of  Governors  at  the  Reserve  Banks. 
Conference  of  Presidents 

49.  This  is  an  informal  organization  of  the  presidents  of 
the  12  Federal  Reserve  Banks  primarily  for  the  purpose  of 
helping  to  co-ordinate  System  operations.  The  Conference 
usually  meets  at  least  four  times  a year  and  considers  a wide 
variety  of  System  policies,  especially  those  related  to  operating 
programs,  and  makes  recommendations  to  the  Reserve  Banks 
and  to  the  Board  of  Governors.  It  has  many  committees 
consisting  of  the  presidents  and  other  officers  of  the  Reserve 
Banks  to  study  and  make  reports  and  recommendations  on 
problems  arising  in  System  operations. 

Federal  Advisory  Council 

50.  The  Federal  Reserve  Act  provides  for  a Federal 
Advisory  Council  of  12  members,  one  from  each  Federal 
Reserve  district  selected  annually  by  the  Federal  Reserve 
Bank  through  its  board  of  directors.  The  Council  members 
are  usually  selected  from  among  representative  bankers  in 
each  district.  The  Council  meets  in  Washington  at  least 
four  times  a year.  At  each  of  its  meeting,  the  Council  confers 
with  the  Board  of  Governors  on  business  conditions  and 
makes  advisory  recommendations  regarding  the  affairs  of  the 
Federal  Reserve  System.  It  constitutes  a link  between  the 
Board  of  Governors  and  representatives  of  banking  in  the 
12  Federal  Reserve  districts. 

IV 

Direction  of  Monetary  and  Credit  Policies 

51.  The  basic  policy  instruments  currently  used  by  the 
Federal  Reserve  System  in  the  execution  of  credit  and 
monetary  policy  are  open  market  operations,  rediscount 
rates,  reserve  requirements,  and  margin  requirements  on  stock 
market  credit. 

52.  Open  market  operations.  Federal  Reserve  open 
market  policy  is  under  the  direction  of  the  Federal  Open 
Market  Committee  created  by  the  Banking  Act  of  1935.  The 
Committee  consists  of  the  seven  membem  of  the  Board  of 
Governors  and  five  representatives  of  the  Federal  Reserve 
Banks.  The  law  provides  that  such  representatives  shall  be 
either  the  presidents  or  first  vice-presidents  of  the  Federal 
Reserve  Banks  and  that  they  shall  serve  for  a term  of  office 
of  one  year. 

53.  The  five  Reserve  Bank  representatives  are  elected 
annually  as  follows : one  by  the  board  of  directors  of  the  Federal 
Reserve  Bank  of  New  York;  one  by  the  boards  of  directors  of 
the  Federal  Reserve  Banks  of  Boston,  Philadelphia,  and 
Richmond;  one  by  the  boards  of  directors  of  the  Federal 
Reserve  Banks  of  Cleveland  and  Chicago;  one  by  the  boards 
of  directors  of  the  Federal  Reserve  Banks  of  Atlanta,  Dallas, 
and  St.  Louis;  and  one  by  the  boards  of  directors  of  the 
Federal  Reserve  Banks  of  Minneapolis,  Kansas  City,  and 
San  Francisco.  An  alternate  to  serve  in  the  ab,s»»nre  of  the 
Committee  members  is  likewise  provided  and  elected  annually 
in  the  same  manner. 

54.  As  a result  of  the  above  procedure  the  Federal 
Reserve  Bank  of  New  York  is  always  represented  on  the 
Federal  Open  Market  Committee  and  all  the  Reserve  Banks 
are  represented  in  the  membership  of  the  Committee  in  the 
course  of  a three-year  period. 
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55.  Not  only  is  the  power  vested  in  the  Committee  to 
initiate  the  consideration  of  open  market  policy  and  to 
determine  what  those  policies  should  be,  but  the  Committee 
is  given  the  authority  to  direct  the  Federal  Reserve  Banks  to 
carry  out  the  agreed  upon  policies.  Moreover,  the  Federal 
Reserve  Banks  may  not  engage  in  the  purdiase  or  sale  of 
Government  securities  except  under  the  direction  of  the 
Federal  Open  Market  Committee. 

56.  The  Open  Market  Committee  has  regularly  desig- 
nated the  Federal  Reserve  Bank  of  New  York  as  its  agent  to 
execute  transactions  on  its  behalf  through  the  System  Open 
Market  Account.  Purchases  and  sales  as  they  affect  the  aggre- 
gate Federal  Reserve  Bank  holdings  of  Government  securities 
are  allocated  among  the  12  Reserve  Banks  in  accordance 
with  a formula  agreed  upon  by  the  Committee. 

57.  The  official  staff  of  the  Federal  Open  Market  Com- 
mittee includes  its  secretary,  two  assistant  secretaries,  general 
counsel,  assistant  general  counsel,  manager  of  the  open 
market  account,  economist,  and  seven  associate  economists. 
In  practice,  these  officials  have  tended  to  be  the  officials  of 
corresponding  rank  on  the  staff  of  the  Board  of  Governors, 
except  that  the  bulk  of  the  associate  economists  have  usually 
been  chosen  from  the  staffs  of  the  Reserve  Banks  represented 
on  the  Committee  at  any  given  time.  The  Committee  has 
thus  been  served  by  the  staffs  of  the  Board  of  Governors  and 
of  the  various  Reserve  Banks  and  there  has  been  no  separate 
budget  to  cover  its  operations. 

58.  Since  mid-1955  the  Open  Market  Committee  has  met 
on  a three-week  schedule.  These  meetings  are  regularly 
attended  not  only  by  the  current  members  of  the  Committee, 
but  also  by  their  alternates,  and  by  the  presidents  of  the  three 
Reserve  Banks  not  currently  represented  on  the  Committee. 
Likewise,  economists  attached  to  the  Reserve  Banks  not 
actually  represented  on  the  membership  of  the  Committee 
are  included.  As  a result  of  this  procedure,  these  tri-we^y 
meetings  of  the  Open  Market  Committee  afford  an  oppor- 
tunity for  a System-wide  conference  of  policy-malang 
personnel  to  review  economic  and  credit  conditions  in  all 
parts  of  the  United  States.  While  the  meetings  comprise 
some  35  to  40  persons,  policy  decisions  are  determined  by 
the  vote  of  the  12  members  of  the  Open  Market  Committee. 

59.  Prior  to  mid-1955  the  Open  Market  Committee 
regularly  met  only  at  quarterly  intervals.  Operations  in  the 
interval  between  sbch  meetings  were  in  the  hands  of 
an  executive  committee  of  five,  comprised  of  three  members 
of  the  Board  of  Governors  and  two  Reserve  Bank  prraidents. 
This  executive  committee  operated  within  the  framework  of 
general  policies  determined  by  the  full  Committee. 

60.  Through  the  medium  of  frequent  meetings  of  the 
Federal  Open  Market  Committee,  there  is  now  an  interchange 
of  economic  information  and  operational  experience  that 
keeps  Board  members  and  Reserve  Bank  presidents  currently 
informed  on  the  course  of  the  economy  both  regional  and 
national. 

61.  Subjects  discussed  at  the  meetings  of  the  Open  Market 
Committee  are  not  limited  to  open  market  policy.  Policies 
with  regard  to  both  discount  rates  and  reserve  requirements 
are  natural  topics  for  discussion  at  these  System-wide  con- 
ferences. The  presidents  of  the  Reserve  Banks  generally 
express  their  individual  views  as  to  whether  they  feel  th^ 
should  recommend  to  their  boards  of  directors  changes  in 
discount  rates  and  a consensus  may  emerge  from  the  round 
table  discussion  but  there  is  no  effort  on  the  part  of  any 
member  of  the  Committee  to  dictate  to  any  individual 
Reserve  Bank,  its  president,  or  its  directors,  what  those  rates 
should  be.  Likewise.  Reserve  Bank  presidents  may  have 
views  on  the  appropriateness  of  existing  reserve  requirement 
provisions  and  they  are  free  to  express  such  views  to  the 
members  of  the  Board  at  such  meetings. 

62.  Discount  rates.  The  Federal  Reserve  Banks  are 
authorried  to  establish  the  rates  of  interest  to  be  charged  on 
paper  discounted  for,  or  loans  and  advances  made  to,  member 
banks.  These  rates  must  be  established  every  14  days,  or 
oftener  if  it  should  be  deemed  necessary  by  the  Board  of 
Governors.  The  initiative  for  the  fixing  of  these  rates  rests 
with  the  board  of  directors  in  each  Federal  Reserve  Bank. 
Rates  fixed  by  these  boards  are  subject  “ to  review  and 
determination  ” by  the  Board  of  Governors.  It  should  be 
noted,  however,  that  the  Attorney  General  of  the  United 
States  has  ruled  that  under  the  language  of  the  Federal 
Reserve  Act  the  Board  of  Governors  may  inaugurate  rate 


changes  at  the  various  Reserve  Banks  as  well  as  act  on  pro- 
posais  submitted  to  it  for  review  and  approval.  Discount 
rates,  then,  are  in  effect  a joint  responsibility  of  the  Reserve 
Bank  directors  and  the  Board  of  Governors. 

63.  Althou^  the  discount  rate  itself  is  fixed  periodically 
by  each  Bank,  subject  to  the  Board  of  Governors’  approval, 
the  Federal  Reserve  Banks  act  on  their  own  initiative  and 
responsibility  in  the  actual  granting  of  discount  accommoda- 
tion to  individual  member  banks,  subject  to  the  provisions  of 
the  Board’s  ^gulation  A governing  the  extension  of  advances 
or  the  making  of  discounts  by  Federal  Reserve  Banks. 

64.  As  indicated  previously,  discount  policy  is  among  the 
important  subjects  discussed  at  the  frequent  meetings  of  the 
Federal  Open  Market  Committee.  While  there  is  a stong 
tendency  for  discount  rates  to  be  the  same  at  all  Federal 
Reserve  Banks,  there  is  no  statutory  provision  or  requirement 
for  an  identity  of  rates.  Different  rates  have  prevailed  at  the 
various  Reserve  Banks  for  periods  as  long  as  several  months. 

65.  Reserve  requirements.  Asevidentfromtheforegoingdis- 
cussion,  both  open  market  operations  and  discount  rates  are  a 
joint  responsibility  of  the  Reserve  Banks  and  the  Board  of 
Governors.  Determination  of  the  percentage  of  demand  and 
time  deposits  of  a member  bank  that  must  be  held  with  a 
Federal  Reserve  Bank  as  legal  reserves,  however,  is  the  sole 
responsibility  of  the  Board  of  Governors. 

66.  Originally,  the  Federal  Reserve  Act  itself  prescribed 
certain  reserve  requirements  and  no  provision  was  made  for 
varying  these  requirements  from  time  to  time.  Banking 
legislation  in  1933  empowered  the  diange  of  member  bank 
reserve  requirements  under  emergency  conditions,  and  in 
1935  further  changes  in  the  law  made  it  possible  for  the 
System  to  use  reserve  requirements  continuously  as  an 
instrument  of  monetary  and  credit  policy.  As  the  law 
stands  to  day,  the  Board  of  Governors  ahs  the  authority  to 
fix  reserve  requirements  within  the  following  minimum  and 
maximum  ranges: 

Demand  deposits : 

Central  reserve  city  banks  1 3 to  26  per  cent. 

Reserve  city  banks  10  to  20  per  cent. 

Country  batiks  7 to  14  per  cent. 

Time  deposits,  all  member  banks  3 to  6 per  cent. 

Changes  in  reserve  requirements  may  be  made  applicable  to 
any  or  all  the  groups  of  banks  shown  above,  but  must  be 
uniform  for  all  banks  within  a group. 

67.  Recently,  the  Board  of  Governors  recommended  to 
the  Congress  that  the  law  be  amended  to  enable  it  to  deal 
adequately  with  certain  generally  recognized  inequities  in  lie 
present  structure  of  reserve  requirements.  With  the  amend- 
ments proposed,  the  Board  believes  it  would  have  more 
adequate  authority  to  make  any  changes  in  ffie  structure  and 
level  of  reserve  requirements  that  are  likely  to  be  appropriate 
under  present  or  prospective  conditions. 

68.  Selective  credit  regulation.  In  addition  to  the  general 
methods  of  regulating  ffie  fiow  of  credit  and  money,  the 
Federal  Reserve  has  special  powers  to  regulate  the  credit 
terms  on  which  transactions  in  stock  market  securities  are 
financed.  At  times  in  the  past  it  has  also  been  authorized  to 
prescribe  terms  on  which  consumer  credit  and  certain  real 
estate  mortage  credit  could  be  extended  and  also  to  encourage 
lenders  to  restrict  other  types  of  credit  voluntarily. 

69.  The  Securities  Exchan^  Act  of  1934  authorized  the 
Board  of  Governors  to  prescribe  rules  and  regulations  with 
respect  to  the  amount  of  credit  that  could  be  initially  extended 
and  subsequently  maintained  on  any  security  registered  on  a 
national  securities  exchange.  Rules  and  regulations  under 
this  authority  are  intended  by  the  law  to  be  for  the  purpose  of 
preventing  fte  excessive  use  of  credit  for  the  purpose  of 
purchasing  or  carrying  securities.  This  specific  type  of  credit 
regulation  supplements  the  general  authority  of  die  Federal 
Reserve  System  to  restrain  the  use  of  bank  credit  for  specula- 
tion. 

Question  2: 

What  instruments  of  control  of  the  monetary  and  credit 
system  does  the  Federal  Reserve  System  employ  for  the 
purpose  of  performing  its  responsibilities  and  what  com- 
ments can  you  offer  to  us  as  to  the  conditions  which 
govern  their  effectiveness  ? In  particular: 
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0)  how  far  are  those  conditions  peculiar  to  the  individual 
situation  of  yow  own  country  and  how  far  are  they 
of  general  application  ? 

(ii)  how  far  can  any  system  of  monetary  control  be 
effective  which  is  not  reinforced  by  effective  control 
of  general  liquidity  in  trade  and  industry  as  well  as  in 
the  banking  system  ? 

I 

Federal  Reserve  Responsibility  and  Instruments 

70.  The  primary  responsibility  of  the  Federal  Reserve 
System  is  to  determine  the  volume  of  member  bank  reserves. 
These  reserves  serve  directly  as  the  base  for  the  deposits  and 
the  asset-acquiring  functions  of  member  banks  and  indirectly 
for  those  of  nonmember  banks.  Those  commercial  banks 
that  are  members  of  the  Federal  Reserve  System  hold  about 
85  per  cent,  of  the  deposits  of  all  commerci^  banks.  By 
regulating  the  volume  of  member  bank  reserves,  the  Federal 
Reserve  thus  exerts  a dominant  influence  on  the  size  of  the 
money  supply  and  on  the  flow  of  commercial  bank  loans  and 
investments. 

71.  In  performing  this  responsibility,  the  System  uses  its 
three  well  known  instruments:  purchases  and  sales  of 
securities  in  the  open  market,  discount  operations,  and 
changes  in  reserve  requirements.  The  instruments  are  used  in 
a complementary  fashion  to  affect  the  availability  and  cost 
of  member  bank  reserves. 

72.  In  the  United  States,  each  member  bank  is  required 
to  maintain  a reserve  balance  with  its  Federal  Reserve  Bank 
equal  to  specified  percentages  of  its  demand  deposits  as 
d^ned  for  this  purpose  and  of  its  time  deposits.  The 
required  reserve  base  constitutes  the  fulcrum  for  the  System’s 
monetary  operations.  With  a given  level  of  reserve  require- 
ments, changes  in  the  volume  of  member  bank  reserves, 
permitted  or  brought  about  by  System  action,  affect  directly 
the  ability  of  member  banks  to  extend  credit  and  to  assume 
deposit  liabilities. 

73.  In  regulating  the  volume  of  member  bank  reserves,  the 
System  relies  most  actively  on  open  market  operations.  In 
doing  so,  it  takes  account  of  the  factors  outside  its  control 
that  affect  the  volume  of  member  bank  reserves.  These 
factors  include ; 

(a)  gold  transactions; 

(b)  changes  in  foreign  deposits  at  the  Reserve  Banks ; 

(c)  changes  in  currency  in  circulation; 

(d)  Treasury  operations  involving  shifts  of  deposits  to  or 
from  the  Reserve  Banks;  and 

(e)  changes  in  Federal  Reserve  float. 

Any  change  in  member  bank  reserves  brought  about  by  a 
variation  in  any  of  these  factors  that  the  Federal  Reserve 
refrains  from  offsetting  by  use  of  open  market  operations  (or 
changes  in  reserve  requirements,  to  be  discussed  later)  may 
usually  be  regarded  as  just  as  significant  as  a change  in 
reserves  brought  about  by  deliberate  use  of  these  policy 
instruments.  What  matters  is  the  availability  of  member 
bank  reserves,  not  the  manner  by  which  they  change.  A 
decision  to  permit  a market  factor  to  affect  reserves  is  just  as 
much  a policy  decision  as  a more  overt  action  to  affect 
reserves. 

74.  Open  market  operations  are  utilized  to  regulate  the 
volume  of  member  bank  reserves  from  day  to  day  and  from 
week  to  week.  Each  purchase  of  securities — ^usually  Treasury 
bills  or  bankers’  acceptances — adds  to  member  bank  reserves 
and  each  sale  absorbs  member  bank  reserves.  Open  market 
operations  are  well  suited  for  shorter  term  reserve  changes, 
including  those  called  for  by  seasonal  variations  in  currency 
and  credit  needs  and  by  intra-monthly  changes  in  reserve 
needs.  In  addition,  open  market  operations  are  used  to 
establish  the  reserves  needed  for  economic  growth  and  also 
to  vary  reserves  in  accordance  with  cyclical  movements  in 
the  economy. 

75.  Open  market  transactions  by  the  System  and  the  dis- 
count function  operate  in  dose  association.  In  a period  of 
monetary  restraint,  open  market  operations  provide  a smaller 
amount  of  reserves  than  the  banks  are  seeking  as  they  attempt 
to  satisfy  the  economy’s  demands  for  credit,  or  such  operations 
at  times  may  even  absorb  reserves.  As  a result,  individual 
banks,  to  meet  loan  demands,  dispose  of  Government 
securities  in  the  market.  Such  action  serves  to  reduce  bank 
liquidity  and  this  in  time  works  as  an  influence  to  check  loan 
expansion  by  the  affected  banks. 


76.  The  more  important  immediate  effect,  however,  is  to 
draw  reserves  from  another  bank.  As  member  bai^s  ex- 
perience reserve  drains  from  this  kind  of  development,  they 
are  likely  to  take  the  initiative  in  borrowing  temporarily  at  the 
discount  window  of  the  Federal  Reserve  Bank  in  order  to 
maintain  their  legal  reserve  positions.  Restrictive  open 
market  policy  leads  to  a higher  volume  of  member  bank 
borrowings  as  more  banks  find  more  often  that  their  reserve 
positions  are  under  pressure.  In  a sense,  a decision  to  use 
open  market  operations  to  limit  the  volume  of  bank  reserves 
is  a decision  to  put  member  banks  as  a group  under  pressure 
to  borrow  reserve  funds. 

77.  A growing  volume  of  discounts,  experience  has  proven, 
is  a powerful  factor  acting  to  brake  bank  credit  expansion. 
This  is  true,  notwithstanding  the  fact  that  discounting  is  a 
sour«  of  adi^itional  reserves  to  member  banli.  One  of  the 
functions  of  the  discount  mechanism  is  to  serve  as  a safety 
valve,  providing  a temporary  means  of  adjustment  to  the 
more  frequent  reserve  deficiencies  that  occur  at  times  of 
pressure  on  reserves.  But  use  of  the  safety  valve  does  not 
provide  an  escape  from  monetary  restraint. 

78.  For  one  thing,  use  of  the  safety  valve  can  be  made 
more  expensive  by  increases  in  Reserve  Bank  discount  rates. 
Secondly  the  very  fact  of  being  indebted — to  the  Reserve  Bank 
or  to  others — tends  to  make  banks  restrict  credit  expansion  and 
to  use  new  reserves  that  come  into  their  possession  to  repay 
their  indebtedness  rather  than  to  expand  credit.  This  follows 
both  from  the  traditional  reluctance  of  banks  to  assume 
liabilities  that  take  precedence  over  those  to  depositors  and 
from  Federal  Reserve  practice  in  administering  the  discount 
window,  which  ordinarily  discourages  reliance  on  discounting 
for  extended  periods. 

79.  Accordingly,  a higher  level  of  member  bank  borrow- 
ings, representing  increasing  frequency,  amount,  and  dura- 
tion of  discountings  by  a growing  number  of  banks,  is  a 
normal  and  an  expected  reaction  to  restrictive  open  market 
policy.  And,  although  it  is  a safety  valve,  Ae  discount 
mechanism  directly  acts  as  a restraint  on  bank  credit  expan- 
sion and  in  this  way  serves  as  a vital  supplement  to  open 
market  policy  when  it  is  applied  restrictively. 

80.  For  this  reason,  the  degree  of  over-all  bank  credit 
restraint  is  often  gauged  in  the  market  by  the  level  of  net 
borrowed  or  free  reserves — ^the  difference  between  member 
bank  borrowings  at  Reserve  Banks  and  their  excess  reserves. 
Excess  reserves  rise  and  fall  to  some  extent  with  the  degree  of 
monetary  restraint.  This  movement,  however,  is  generally 
confined  within  rather  narrow  margins.  The  volume  of 
member  bank  borrowings  moves  with  greater  amplitude  in 
response  to  changes  in  monetary  policy — that  is,  to  changes  in 
the  supply  of  reserves  in  relation  to  the  demand  for  reserves. 

81.  Consequently,  when  monetary  policy  considerations 
dictate  that  additions  to  reserves  throng  open  market 
operations  be  supplied  sparingly,  member  bank  borrowings 
will  rise  rapidly  as  more  and  more  banks  will  find  it  necessary 
or  desirable  to  borrow  temporarily  to  avoid  reserve  defi- 
ciencies. On  the  other  hand,  when  reserves  are  being  supplied 
abundantly  through  open  market  operations,  member  banks 
will  first  respond  by  paying  off  their  indebtedness  at  the 
Reserve  Banks.  As  the  retirement  of  such  debt  is  accom- 
plished and  member  banks  find  it  unnecessary  to  borrow 
often  or  much,  additional  reserves  will  be  reflected  to  an 
increasing  extent  in  deposit  and  asset  expansion — ^and  by  a 
multiple  of  the  reserves  supplied. 

82.  In  a growing  economy  the  ultimate  effect  of  monetary 
operations  effected  through  the  interplay  of  these  two  major 
instruments  is  usually  on  the  rate  of  expansion  of  member 
bank  deposits  and  assets.  When  monetary  policy  is  operating 
restrictively,  there  will  be  a tendency  for  the  rate  of  expansion 
in  bank  deposits  and  assets  to  slow  down.  An  increasing 
rate  of  expansion  in  bank  deposits  and  currency  is  sooner 
or  later  produced  by  a stimulative  monetary  policy,  &ldom 
is  it  desirable  for  the  central  bank  to  impose  an  actual  con- 
traction of  bank  deposits  and  assets. 

83.  In  addition  to  open  market  and  discount  operations, 
the  Federal  Reserve  through  its  Board  of  Governors  has 
authority  to  vary  the  required  reserve  percentages  for  each 
of  the  three  classes  of  banks  within  specified  limits  set  by  law. 
When  reserve  requirements  are  altered,  the  action  directly 
affects  the  amount  of  deposits  and,  therefore,  of  loans  and 
investments  that  member  banks  can  legally  maintain  on  the 
basis  of  a given  volume  of  reserves.  A given  volume  of 
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member  bank  reserves,  in  other  words,  can  be  made  to  do 
more  monetary  work  or  less  monetary  work  according  to  the 
level  of  requirements. 

84.  This  instrument  of  monetary  policy  is  not  readily 
adaptable  to  day-to-day  and  short-run  operations.  Its 
application  since  its  first  availability  in  1935  has  been  restricted 
to  situations  calling  for  reserve  changes  of  more  than  tem- 
porary import.  Unless  the  Government  security  market  is 
supported,  increases  in  reserve  requirements,  in  particular, 
are  difficult  to  execute  without  serious  market  repercussions. 
During  the  postwar  period  of  flexible  monetary  policy,  dating 
from  early  1951,  downward  adjustments  in  reserve  require- 
ments were  matte  in  two  recession  periods,  but  there  were 
no  upward  adjustments  in  the  one  recovery  and  expansion 
period  of  this  time  span.  The  reductions,  while  geared  to 
prevailing  economic  conditions,  reflected  in  part  transition 
from  war  and  early  postwar  reserve  requirement  levels  to 
levels  more  consistent  with  earlier  peacetime  standards.  Over 
this  interval,  the  System  has  been  feeling  its  way  with  regard 
to  the  use  of  the  reserve  requirement  instrument,  and  it 
cannot  be  said  the  general  principles  with  regard  to  such  use 
have  yet  been  crystalized. 

85.  Besides  the  three  major  instruments  of  policy  dis- 
cussed above,  the  System  also  has  regulatory  powers  over 
margin  requirements  in  connection  with  stock  market  credit 
and  at  times  in  the  past  has  had  comparable  powers  over  real 
estate  and  consumer  instalment  credit.  These  selective 
credit  instruments,  supplementing  general  regulation  of 
member  bank  reserves  to  influence  lie  total  flow  of  bank 
credit  and  money,  affect  the  borrower’s  equity  or  the  rate  of 
his  debt  retirement  or  both.  Selective  credit  regulation  in 
the  United  States  by  these  techniques  has  been  designed  to 
influence  the  credit  flow  in  financing  areas  shown  by  ex- 
perience to  be  highly  volatile  in  movement,  either  cyclically 
or  for  other  reasons. 


n 

Dependence  of  Federal  Reserve  Operations  on 
Special  Conditions 

86.  The  effectiveness  of  the  instruments  of  monetary 
policy  in  the  United  States  is  necessarily  a function  of  the 
special  environment  of  this  country’s  money  and  credit 
markets  and  industrial  organization.  A highly  significant 
characteristic  of  that  environment  is  the  large  number  of 
unit  banks  distributed  throughout  a large  and  diverse 
economy. 

87.  The  large  number  of  unit  banks  means  that  as  buyers 
and  sellers  of  money  market  instruments  banks  are  in  a 
competitive  relationship  with  each  other,  as  well  as  with  the 
other  participants  in  the  market.  In  other  words,  an  indi- 
vidual bank  may  take  the  current  market  price  or  yield  of  an 
asset  as  given  and  not  likely  to  be  affected  greatly  by  its  ovm 
actions  in  the  market.  Furthermore,  althou^  the  central 
money  market  is  in  New  York,  funds  flow  continuously  in 
large  volume  in  and  out  of  this  market  as  well  as  between  other 
areas  of  the  country.  The  f«t  that  the  central  money  market 
can  attract  funds  from  outside,  and  can  supply  funds  to  other 
ar^,  gives  it  a resiliency  that  may  be  lacking  in  countries 
whose  monetary  activity  is  more  completely  concentrated  in  the 
central  money  market 

88.  Under  modem  conditions  the  large  volume  of  Govern- 
ment securities  that  is  outstanding  in  most  industrial  countries 
raises  problems  for  central  banking.  At  the  same  time 
how-ever,  _ Government  securities  serve  as  an  important 
hquidity  instrament  in  the  financial  mechanism,  helping  to 
transmit  the  impact  of  central  banking  actions  throu^out 

„ economy.  In  order  for  monetary  policy  to  operate 
effectively,  credit  markets  must  be  able  to  absorb  large 
amounts  of  Government  securities  when  these  are  sold  by 
the  central  b~nk,  by  the  commercial  banks,  by  the  Treasury 
or  by  private  investors.  On  the  other  hand,  Government 
securities  need  to  have  such  attractiveness  to  banks  that  the 
commeicial  banking  system  will  bid  fopthem  actively  when 
acc^ions  to  reserve  funds  become  available  from  central 


respect  to  transactions  in  U.S.  Govemmer 
s^nfies,  the  member  banks  are  generally  on  the  same  sid 
j Reserve  open  market  accouni 

Wen  the  F^eral  Reserve  sells,  absorbing  reserves,  mem^ 
banks  are  led  to  sell  Government  securities  and  other  liqui- 
as«ts  m an  attempt  to  replenish  their  reserves;  converseh 
when  the  System  buys,  the  accretion  of  reserves  leads  memlM 
banks  to  increase  their  security  holdings. 


90.  The  ability  of  the  market  to  absorb  liquid  securities 
without  an  undue  effect  on  interest  yields  and  without  dis- 
equilibrating  market  behaviour  is  in  part  an  institutional 
matter;  that  is,  it  depends  on  the  existence  of  those  institu- 
tions that  make  a market  and  their  ability  to  function.  This  in 
turn  depends  basically  upon  the  absorptive  capacity  of  the 
rest  of  the  economy  and  on  its  responsiveness  to  interest  rate 
changes. 

91.  A unique  aspect  of  the  United  States  monetary 
system  that  conditions  the  effectiveness  of  Reserve  System 
policy  instruments  is  the  attitude  of  member  banks  toward 
indebtedness  to  the  central  bank.  Discounting  is  generally 
regarded  not  as  a source  of  reserves  to  support  the  extension  of 
additional  loans,  but  as  a temporary  means  to  enable  a bank 
to  adjust  to  a drain  of  funds  and  avoid  a possible  deficiency 
in  the  legal  reserve  position. 

92.  The  discount  mechanism,  as  noted  earlier,  serves  as  a 
safety  valve.  This  means  that  vigorous  central  bank  actions 
to  limit  or  reduce  member  bank  reserves  can  be  taken  without 
fear  of  too  disruptive  an  immediate  effect  on  financial 
markets  as  banks  seek  to  dispose  of  secondary  reserve  assets. 
Part  of  the  impact  is  taken  up  by  the  discount  function.  But, 
while  this  mitigates  the  immediate  market  impact  of  restric- 
tive central  bank  action,  it  does  not  lessen  the  ultimate 
restraint  on  bank  credit  expansion  imposed  by  that  action — 
in  view  of  the  attitude  of  member  banks  toward  indebtedness. 

93.  Commercial  banks  in  this  country,  as  in  other 
countries,  hold  some  amount  of  liquid  assets  other  than  cash 
for  adjustment  uses  in  meeting  short-term  variations  or 
swings  in  their  reserves  and  deposit  volume.  This  second 
line  of  reserve  funds  is  typically  conventionalized  by  the 
individual  bank;  that  is  to  say,  tends  to  be  held  as  a relatively 
constant  ratio  of  its  assets.  This  does  not  mean  that  liie  ratio 
does  not  fluctuate  with  business  conditions  or  change  over 
time,  but  that  conventionalized  notions  of  what  secondary 
reserve  ratio  should  be  maintained  do  play  a rote  in  banking 
administration.  There  is  no  consensus  among  barks,  how- 
ever, as  to  the  ratio  that  should  be  adhered  to. 

94.  Borrowing  at  the  discount  window  is,  from  the  view- 
point of  the  member  bank,  an  alternative  to  selling  liquid 
assets  (e.g.,  Treasury  bills)  as  a method  of  adjustment  to  a 
particular  current  drain  of  reserves.  A decision  by  a member 
bank  on  whether  or  not  to  borrow  at  the  Reserve  Ba^  will  be 
detemined  in  part  by  its  secondary  reserve  position,  but  the 
specific  decision  made  is  likely  to  be  influenced  by  the  cost  of 
discounting  as  compared  with  the  cost  of  selling  short-term 
liquid  assets.  In  other  words,  the  margin  of  preference  as 
between  discounting  and  selling  Treasury  bills  is  influenced 
by  the  relationship  of  the  discount  rate  and  the  current  market 
yield  of  Treasury  bills.  It  is  this  relationship  that  is  crucial 
to  the  effective  functioning  of  the  discount  mechanism, 
rather  than  the  relationship  between  discount  rates  and  loan 
rates. 

95.  These  considerations  also  make  it  clear  that  in  the 
United  States  a penalty  discount  rate  is  not  possible  for  an 
extended  period  at  times  of  restrictive  monetary  policy.  VN^en 
the  discount  rate  is  raised  above  short-term  market  yields  at 
a time  when  banks  are  under  pressure  to  maintain  legal 
reserves,  th^  tend  to  make  reserve  adjustments  in  the  less 
costly  way — ^that  is,  by  selling  short-term  Government 
secxmties.  This  in  turn  tends  to  drive  up  short-term  market 
yields  until  they  approximate  or  move  above  the  discount 
rate. 

96.  If,  in  the  circumstances,  the  discipline  of  the  discount 
rate  mechanism  is  to  be  maintained,  it  will  then  become 
ne^sary  to  raise  the  rate,  and  a succession  of  upward 
adjustments  in  rates  may  occur  before  the  occasion  for 
monetary  restraint  has  receded.  When  this  happens  and 
member  bank  reserve  positions  begin  to  be  eased  so  ^at  they 
are  not  experiencing  such  frequent  reserve  drains,  short-term 
market  yields  are  likely  to  fall  and  remain  below  the  discount 
rate.  The  discount  rate  is  customarily  adjusted  downward 
under  these  conditions  to  a level  judged  to  be  in  reasonable 
contact  with  market  rates. 

97.  In  conclusion,  the  problem  of  managing  the  economy’s 
money  supply  in  a growing  economy,  is  at  heart  a problem  of 
regulating  the  expansion  of  money  balances  in  relation  to  the 
expansion  of  real  output  so  that  a relatively  stable  value  of 
money  will  result.  Economic  activity  in  enterprise  economies 
proceeds  at  uneven  rates  which  give  the  over-all  appearance 
of  periodic  rhythm.  Monetary  management  is  obliged  to 
adapt  its  operations  to  these  uneven  rates  of  activity,  to 
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restrain  monetary  expansion  when  pressures  of  activity 
develop  inflationaty  symptoms  and  to  encourage  such  ex- 
pansion when  activity  recedes  and  deflationary  symptoms 
emerge.  Institutional  mechanisms  may  differ  from  one 
economy  to  another  so  that  the  instruments  of  monetary 
administration  wUl  vary  among  them.  The  basic  element  in 
such  regulation  will  be  the  same,  however;  namely,  control 
over  the  creation  of  commercial  bank  reserves.  If  the 
instruments  of  policy  are  not  effective  in  providing  this 
control,  a satisfacto^  regulation  of  money  balances  in  the 
public  interest  is  unlikely  to  be  accomplished. 

Ill 

Interrelation  of  Bank  Liquidity  and  Liquidity  in 
Trade  and  Industry 

98.  Discussion  may  turn  next  to  the  question,  how  far 
can  any  system  of  monetary  control  be  effective  wWch  is  not 
reinforced  by  effective  control  of  general  liquidity  in  trade 
and  industry  as  well  as  in  the  banking  system. 

99.  This  fundamental  question  divides  itself  into  two  parts, 
one  dealing  with  the  effect  of  monetary  policy  on  the  banking 
system  and  the  other  with  the  adequacy  of  such  control  over 
the  banking  system  in  influencing  the  spending  of  trade  and 
industry. 

100.  in  the  United  States,  as  noted,  above,  the  central 
bank  is  able  to  determine  the  level  of  member  bank  reserves, 
which  in  turn  provides  the  basis  for  bank  deposits.  It  is  true 
that  there  is  not  a strict  one-to-one  relationship  between  a 
given  volume  of  member  bank  reserves  and  a corresponding 
amount  of  bank  deposits.  There  is  a certain  degree  of 
looseness  in  this  relationship,  depending  on  the  distribution 
of  reserves  as  between  city  and  country  banks,  on  the  extent 
to  which  reserves  are  held  idle  as  excess  reserves,  and  on  the 
preferences  ofthe  public  as  between  demand  and  time  deposits. 
The  factors  making  for  some  uncertainty  regarding  the  total 
volume  of  deposits  corresponding  to  a given  volume  of  re- 
serves are  not  likely  to  change  abruptly  in  the  short  run. 
They  change  only  gradually  and  may  be  taken  into  account 
by  the  Federal  Reserve  in  its  desisions  regarding  the  amount 
of  reserves  to  provide  to  the  banking  system. 

101.  One  way  of  looking  at  economic  stabilization  policies 
— through  the  central  bank  or  through  fiscal  policies — is  as 
an  effort  to  maintain  equality  between  total  investment  outlays 
and  the  amount  of  voluntary  saving  that  corresponds  with  a 
high  employment  level  of  income  at  stable  prices.  In  its 
ability  to  exert  a major  influence  over  the  total  of  commercial 
bank  loans  and  investments  the  central  bank  may  be  regarded 
as  playing  a key  role  in  the  saving-investment  relationship. 
Monetary  policy  aims  both  to  restrain  investment  outlays 
and  to  encourage  saving  at  times  of  inflation  when  such 
outlays  are  tending  to  press  unduly  against  the  flow  of 
voluntary  saving.  In  recession,  monetary  policy  encourages 
investment  by  promoting  spending  and  by  supplementing 
the  flow  of  loanable  funds  emanating  from  savers. 

102.  In  this  respect  the  commercial  banking  system,  over 
which  the  central  bank  has  its  direct  influence,  differs  from 
other  financial  institutions.  The  other  institutions  act  mainly 
to  gather  and  lend  savings.  They  are  unable  to  lend  more 
than  savers  have  decided  to  place  with  them.  Furthermore, 
they  are  unlikely  to  lend  appreciably  less  than  they  receive; 
that  is,  in  usual  circumstances  they  do  not  accumulate  idle 
balances.  Hence,  these  institutions  play  a neutral  role  in  the 
saving-investment  balance.  They  perform  the  important 
function  of  passing  on  savings  to  those  undertaking  capital 
formation.  As  long  as  they  perform  this  function  and  do  not 
accumulate  idle  balances,  they  are  not  in  a position  either 
to  disturb  the  balance  or  to  restore  an  imbalance  between 
saving  and  investment, 

103.  This  distinction  between,  commercial  banks  and  other 
financial  institutions  is  a crucial  one.  It  springs  from  the  fact 
that  commercial  banks,  in  contrast  to  other  lending  institu- 
tions, can  expand  or  contract  credit  on  their  own  initiative 
without  bidding  prior  savings  from  the  public.  When  such 
credit  expansion  exceeds  the  amounts  the  public  wishes  to 
retain  in  the  form  of  money  balances,  it  will  use  these  balances 
in  a way  that  will  tend  to  lower  interest  rates  or  finance 
investment  directly.  Restriction  on  bank  credit  expansion 
to  a rate  less  rapid  than  the  public  wishes  to  increase  its 
money  balances  will  lead  the  public  to  reduce  investment  and 
increase  saving  in  an  effort  to  establish  the  desired  level  of 
money  balances. 


104.  Interest  rate  adjustments  with  their  concomitant  and 
opposite  effects  on  capital  values  are  an  integral  part  of  this 
adjustment  process.  They  decline  when  the  public  seeks  to 
convert  redundant  money  balances  into  other  assets  and  rise 
when  the  public  seeks  to  build  up  money  balances. 

105.  These  interest  rate  and  capital  value  movements, 
in  turn,  have  pervasive  incentive  and  disincentive  influences 
on  investment  activity  and  on  saving.  These  effects  spread 
throughout  the  financial  mechanism.  For  example,  rising 
bond  values  enhance  the  liquidity  as  well  as  the  immediate 
purchasing  power  of  holders  and,  conversely,  declining  bond 
values  reduce  both  liquidity  and  immediate  purchasing 
power.  There  are  few  nonbarik  financial  institutions  or  trade 
or  industrial  enterprises  that  are  sheltered  from  changing 
interest  rates  and  capital  values.  In  an  economy  relying  on 
private  initiative  and  enterprise,  this  is  a direct  and  powerful 
regulator  of  the  general  state  of  liquidity. 

106.  The  existing  liquidity  of  the  banking  system  and  of 
the  economy  will,  of  course,  affect  the  promptness  of  the 
response  to  any  given  degree  of  monetary  restraint.  For 
instance,  when  liquidity  is  high,  including  both  excess  cash 
balances  on  the  part  of  the  public  and  excess  holdings  of 
liquid  assets  on  the  part  of  banks,  individual  banks  that  are 
faced  with  strong  loan  demands  are  likely  to  react  to  a reduc- 
tion of  reserves  by  selling  Government  securities  in  order 
to  acquire  the  funds  to  expand  loans.  In  this  case,  restraint 
on  the  availability  of  reserves  will  not  have  an  immediate 
braking  effect  on  inflationary  spending.  Even  if  the  money 
supply  should  contract  when  the  Government  securities  that 
banks  dispose  of  are  taken  up  by  other  investors,  expenditures 
will  not  be  immediately  affected  if  investors  substitute  securi- 
ties for  holding  of  cash.  In  summary,  when  the  economy  is 
overly  liquid,  the  initial  response  to  monetary  restraint  may 
lead  banks  to  substitute  in  their  portfolios  private  loans  for 
Government  securities,  while  nonbank  investors  substitute 
Government  securities,  acquired  from  the  banks,  for  cash 
balances. 

107.  This  does  not  mean,  however,  that  the  policy  of 
restraint  is  nullified  when  liquidity  is  high.  It  implies,  rather, 
that  more  restraint  is  required  than  would  otherwise  be 
necessary.  Also,  other  measures  to  reduce  liquidity  may  be 
called  for,  such  as  funding  public  debt  in  order  to  reduce  the 
availabili^  of  short-term  Government  securities  as  substitutes 
for  cash.  In  any  case,  the  imposition  of  restraint  does  help 
to  restore  balance  since  the  overly  liquid  positions  both  of 
the  banks  and  the  of  the  public,  which  are  the  cause  of  the 
trouble,  are  reduced.  Both  the  banks  and  the  public  acquire 
assets  that  they  regard  as  less  liquid  than  those  they  give  up. 

108.  The  process  of  economizing  cash  balances  at  times 
of  monetary  restraint,  rising  interest  rates  in  money  and 
capital  markets,  and  of  declining  over-all  liquidity  is  the 
counterpart  of  a rising  velocity  of  circulation  of  money.  This 
rise  reflects  normal  economic  and  financial  behaviour;  as 
money  becomes  more  costly  it  is  utilized  with  greater 
economy.  Rising  velocity,  it  should  be  noted,  is  self-limiting, 
although,  as  mentioned  above,  much  will  depend  on  the 
general  state  of  liquidity  of  banks  and  nonbank  financial 
institutions  and  of  trade  and  industry  at  the  time  when 
restrictive  monetary  policy  is  initiated. 

109.  Finally,  the  question  arises  as  to  how  long  it  will 
take  before  liquidity  positions  and  cash  balance  positions  in 
particular  have  been  reduced  to  an  appropriate  relationship 
to  incomes  and  expenditures.  The  reply  must  recognize  that 
the  vigour  of  central  bank  measures  will  be  the  important 
determinant  of  the  speed  with  which  liquidity  is  reduc^. 

Question  4: 

What  use  does  the  Federal  Reserve  System  make  of 
the  advice  and  services  of  professional  economists  and 
statisticians  ?* 

110.  The  Federal  Reserve  System  makes  varied  use  of 
staff  members  who  are  professionally  trained  in  economics 
and  statistics.  It  uses  them  in  practically  all  phases  of  its 
activities  both  at  the  Board  of  Governors  in  Washington  and 
at  the  12  regional  Federal  Reserve  Banks.  At  the  Board  of 
Governors  more  than  one-half  of  the  staff  with  professional 


*In  Uils  answer  proresaiooal  staff  members  arc  referred  to  as  “economists,'' 
the  title  in  common  use  in  the  System,  except  that  an  adjective  is  sometimes 
added  to  indicate  field  or  level  of  position  such  as  industrial  economist  ’’  or 
'*  assistant  economist."  System  economists  generally  have  training  in  stab'sticaJ 
methods.  Less  frequently  used  titles,  to  designate  special  training  or  experience, 
are:  “teclmician,’'  " soedalist,”  and  “ analyst."  Mor^  details  on  staff  sr*  given 
In  Section  n.  
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or  executive  training  and  experience  (that  is,  excluding 
personnel  engaged  in  administrative,  clerical,  and  secretarial 
or  stenographic  activities)  are  economists. 

111.  Use  of  the  services  of  economists  in  the  Federal 
Reserve  System  has  grown  out  of  the  need  for  facts,  analysis, 
and  advice  in  determining  and  administering  credit  and 
monetaiy  policy  and  in  carrying  out  other  statutory  res- 
ponsibilities, including  the  publishing  of  statistics  and  the 
submission  of  an  annual  report  to  the  Congress. 

112.  Recognition  of  the  need  for  facts  in  decisions  on 
American  monetary  policy  goes  back  to  the  origin  of  the 
Federal  Reserve  System.  It  was  emphasized  in  the  dehbera- 
tions  of  the  National  Monetary  Commission  that  preceded 
legislation,  in  the  preparation  of  the  Federal  Reserve  Act,  and 
during  the  establishment  of  the  System’s  organization  under 
the  Act.  In  consequence,  a broad  approach  to  economic 
intelligence  and  research  was  taken  in  the  early  years  of  the 
System.  In  brief  terms,  the  approach  has  b«a  (1)  that 
research  and  statistical  activities  should  take  account  of  the 
fact  that  “ central  bank  operations  reflect  to  some  extent  all 
phases  of  a nation’s  economic  life  and,  in  turn,  all  parts  of  the 
economy  are  influenced  by  central  banking  policies,”  and 
(2)  that  steps  should  be  taken  to  obtain  facts  not  already 
available  that  are  needed  for  effective  performance  by  the 
System.  This  approach  was  firmly  established  by  pioneer 
work  early  in  the  1920*s. 

113.  Enlargement  of  the  Government’s  role  in  the 
economy  in  the  late  1930’s  and  again  during  and  after  World 
War  II,  together  with  the  co-ordination  of  policies  under  the 
Employment  Act  of  1946,  further  increased  the  need  for 
knowledge  of  the  whole  economy  and  of  specific  parts  of  it. 
Federal  Reserve  research  activities  today  are  no  longer 
those  of  a single  agency  but  rather  those  of  an  agency  co- 
ordinating its  economic  intelligence  with  that  of  other 
agencies,  public  and  private,  throughout  the  country.  With 
the  increasing  complexity  of  the  economic  world,  the  volume 
of  statistics  has  increased  rapidly  and  greater  precision  is 
required  in  the  use  of  statistics  and  other  economic  informa- 
tion. 

114.  Current  use  of  economists  in  the  Federal  Reserve 
System  is  the  result  of  gradual  but  uneven  progress  over  a 
period  of  some  45  years  toward  general  research  objectives 
rather  than  a broadly  planned  program.  Attitudes  of  officials 
at  the  Banks  and  at  the  Board  towards  research  have  changed 
over  the  years;  trials  with  available  information  have  pre- 
ceded decisions  to  develop  new  data;  collection  of  new  data 
has  started  on  an  experimental  basis;  the  number  of 
economists,  with  their  supporting  staff,  has  grown  slowly,  in 
part  as  officials  have  come  to  find  more  uses  for  them;  and 
progress  has  required  appropriate  integration  of  research 
programs  at  the  Board  and  the  Reserve  Banks.  Emergency 
needs  have  both  stimulated  and  accelerated  growA  of  re- 
search activities  in  many  ways. 

115.  The  following  sections  discuss  in  turn  types  of 
System  activity  in  connection  with  which  economists  are 
used;  staff  organization  and  the  areas  covered;  and  the 
kinds  of  service  given. 

I 

Types  of  System  Activity  in  which  Economists  are  Used 

ne.  In  carrying  out  its  monetary  and  other  responsi- 
bilities, the  Federal  Reserve  engages  in  a variety  of  activities. 
These  require  different  types  of  work  on  numerous  economic 
and  financial  subjects.  Most  of  these  activities  require  work 
by  legal,  examinations,  administrative,  and  other  Federal 
Reserve  staff  as  well  as  by  economists. 

117.  (1)  Policy  decisions  and  actions.  The  most  im- 

portant activity  is  that  of  credit  and  monetary  policy  deter- 
nmation  and  the  implementation  of  policy  through  the  use 
of  the  general  instruments — open  market  operations,  dis- 
count operations,  and  changes  in  reserve  requirements 

and  of  the  selective  instruments,  margin  requirements. 

118.  In  recent  y^s  the  Federal  Open  Market  Committee 
has  emerged  as  the  System’s  major  deliberative  group  The 
Board  and  the  presidents  of  all  Reserve  Banks  join  in  the 
discussions  of  this  Committee  which  are  held  every  three 
weeks.  These  deliberations  cover  major  phases  of  credit  and 
monetary  policy  in  relation  to  the  current  and  the  emerging 
Mononuc  situation.  Economists  from  the  Board  and  the 
Reserve  Banks  serve  as  advisers  to  the  Committee  members 


and  at  meetings  present  their  findings  and  interpretations 
orally  or  in  memoranda  to  the  System  policy  management. 
It  will  be  noted  in  the  subsequent  discussion  that  System 
research  activities,  as  well  as  much  of  the  service  activity  of 
economists,  tend  to  be  shaped  by  the  work  of  the  Federal 
Open  Market  Committee.  This  tendency  has  grown  in 
recent  years. 

119.  Other  Federal  Reserve  policy  decisions  relate  to  such 
matters  as : the  basic  reserve  requirement  structure,  classifica- 
tion of  cities  for  reserve  requirements,  certain  interest  rates 
(for  example,  maximum  rate  payable  on  time  deposits),  bank 
mergers,  adequacy  of  member  bank  capital,  and  foreign 
operations  of  Federal  Reserve  Banks  and  member  banks,  and 
activities  of  banking  and  financing  corporations  primarily 
engaged  in  foreign  or  international  transactions. 

120.  (2)  Preparation  of  regulations  and  legislation. 
Closely  related  to  policy  decisions  is  the  formulation  or 
revision  of  regulations  for  administrative  use,  and  the  draft- 
ing of  proposed  legislation  affecting  Federal  Reserve  activities 
for  consideration  by  the  Congress.  For  example,  the  1955 
revision  of  the  Board’s  Regulation  A on  discounts  and 
advances  to  member  banks  involved  an  exhaustive  study  by 
a System  research  committee  of  the  discount  rate  and  the 
discount  mechanism.  The  1956  revision  of  Regulation  K 
relating  to  corporations  doing  foreign  banking  business  or 
other  foreign  ftaancing  was  worked  out  in  part  through  an 
extensive  review  by  a System  committee  of  activities  in  this 
area.  Federal  Reserve  comment  is  frequently  requested  by 
the  Executive  Branch  and  by  the  Congress  on  proposed 
legislation  on  different  subjects,  but  particularly  relating  to 
the  financial  area. 

121.  (3)  Administration  of  policy  or  function.  Admini- 
stration of  a function  as  authorized  by  law  and  regulation 
places  emphasis  directly  on  the  need  for  facts  in  reporting  or 
analyzing  operations.  Reporting  methods  are  devised, 
effects  of  operations  are  studied,  and  bases  for  improvement 
are  developed.  Operations  under  general  credit  policies 
have  required,  for  example,  the  development  of  data  for 
analyzing  the  supply  and  use  of  bank  reserves,  for  making 
periodic  projections  or  estimates  of  changes  in  bank  reserves 
and  related  factors  and  in  Treasury  cash  requirements.  These 
estimates  are  made  daily  and  are  regularly  used  in  the  conduct 
of  current  open  market  operations.  Investigation  by  an 
asjwc  sub-committee  of  the  Federal  Open  Market  Committee 
laid  the  groundwork  for  present  procedures  governing  open 
market  operations. 

122.  _ Reserve  Bank  studies  of  member  bank  practices  in 
managing  their  reserves  provide  additional  insight  into  the 
effects  of  monetary  policy.  The  System’s  responsibility  for 
supervising  banks  requires  the  collection  and  analysis  of 
data  on  assets,  liabilities,  and  earnings  of  member  banks, 
while  supervision  of  the  12  Federal  Reserve  Banks  by  the 
Board  of  Governors  requires  a continuing  flow  of  data  on 
Reserve  Bank  operation.* 

123.  Illustrative  of  a different  kind  of  service  by  economists 
in  this  area  are  studies  of  bank  competition  in  the  administra- 
tion of  the  bank  holding  company  law.  Still  another  is 
formal  exposition  of  the  functioning  of  monetary  policy  at 
the  sessions  of  the  Interagency  Bank  Examination  School 
which  is  conducted  by  the  three  Federal  supervisory  agencies 
for  the  training  of  Federal  and  State  bank  examiners. 

124.  (4)  Foreign  monetary  and  financial  policy  of  the 
United  States.  The  Chairman  of  the  Board  of  Governors  is 
ex-officio  member  of  a statutory  interdepartmental  agency, 
the  National  Advisory  Coimcil  on  International  Monetary 
and  Financial  Problems,  which  co-ordinates  the  policies  and 
operations  of  the  representatives  of  the  United  States  on  the 
International  Monetary  Fund  and  the  International  Bank  for 
Reconstruction  and  Development  and  of  all  Government 
agencies  thafparticipate  in  makiiig  foreign  loans  or  otherwise 
engage  in  foreign  financial,  exchange,  or  monetary  transac- 
tions. The  Board’s  technical  staff  advises  the  Chairman  on 
problems  submitted  to  the  Council  and  participates  with  the 
staff  of  the  other  member  agencies  in  a Staff  Committee,  to 
which  is  entrusted  the  work  preparatory  to  Council  decisions. 
This  work  includes  substantive  matters  on  which  the  United 
States  Executive  Directors  of  the  Fund  and  Bank  cast  votes, 
as  well  as  financial  matters  concerning  the  activities  of  the 


■Collection  of  data  on  banJts  other  than  Federal  Reserve  Banlcs  is  shared  1 
the  three  Federal  supervisory  agencies— the  Comptroller  of  the  Currency,  tl 
Federal  Deposit  Insurance  Corporation  and  the  Board  of  Governors. 
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Export-Import  Bank,  the  International  Co-operation  Admini- 
stration, the  Development  Loan  Fund,  and  the  Treasury’s 
Stabilization  Fund. 

125.  (5)  Reports  to  and  hearings  before  Congressional 
Groups.  The  Board  of  Governors  is  required  by  the  Federal 
Reserve  Act  to  make  an  annual  report  to  lie  Congress,  and  it 
has  used  the  Annual  Report  to  meet  the  requirement  in  the 
Banking  Act  of  1935  for  publishing  the  record  of  policy 
actions  of  the  Board  and  the  Federal  Open  Market  Committee 
with  reasons  for  the  actions  and  votes  of  the  members.  The 
Annual  Report  has  always  been  considered  of  greater  im- 
portance than  a mere  annual  accounting.  It  has  been 
developed  as  a means  of  making  available  to  the  public 
explanations  of  reserve  banking;  of  the  economic  and 
financial  background,  domestic  and  international,  of  credit 
and  monetary  policy;  and  of  the  operations  of  Reserve 
Banks  in  relation  to  the  private  banking  system.  Thus,  the 
Annual  Report  is  a broad  economic  document  from  the 
central  banking  organization  to  the  public. 

126.  Other  reports  and  appearances  at  hearings  are 
requested  by  Congressional  committees  in  relation  to  Federal 
Reserve  functions  and  on  economic  and  financial  subjects. 
The  number  and  scope  of  hearings  before  Committees  of 
the  Senate  and  the  House  of  Representatives  have  expanded 
greatly  in  recent  years.  In  instances,  e.g.,  in  connection  with 
consumer  credit  and  small  business  financing,  the  Board  was 
requested  to  imdertake  major  investigations  of  the  particular 
areas  for  Congressional  and  public  information. 

127.  (6)  Collaboration  with  outside  groups.  Collabora- 
tion and  consultation  with  outside  groups,  public  and  private, 
on  matters  of  mutual  interest  helps  in  the  exploration  of 
problems  and  promotes  better  use  of  economic  knowledge. 
Both  the  activity  and  the  group  may  vary  greatly.  Staff 
members  prepare  memoranda  on  special  subjects  for  and 
assist  in  other  ways  in  the  work  of  the  staff  of  the  Council  of 
Economic  Advisers.  The  Board’s  Division  of  Research  and 
Statistics  co-operates  regularly  with  the  United  States  Bureau 
of  the  Census  in  order  to  improve  data  on  industrial  produc- 
tion, department  store  trade,  and  consumer  credit;  currently, 
the  two  agencies  are  conducting  a sample  survey  of  small 
businesses.  At  the  request  of  the  Congressional  Joint 
Committee  on  the  Economic  Report,  the  Federal  Reserve  in 
1954 — 55  organized  task  groups  of  experts  drawn  from 
business,  labour,  and  academic  circles  to  explore  the  adequacy 
of  existing  statistics  in  three  basic  areas  (inventories,  savings, 
and  consumer  and  business  expectations),  and  published  the 
results.  On  general  statistical  problems  of  the  Federal 
Government,  the  Board’s  staff  collaborates  with  the  staff  of 
the  Office  of  Statistical  Standards  of  the  Bureau  of  the 
Budget  as  well  as  the  staffs  of  other  Federal  agencies. 

128.  TTie  Board’s  staff  over  a period  of  years  maintained 
a liaison  with  the  Life  Insurance  Association  of  America  in 
its  pioneering  study  of  the  meaning  and  measurement  of 
savings  from  a national  point  of  view,  and  more  recently  at 
the  request  of  the  Bureau  of  the  Budget  has  undertaken  to 
prepare  new  estimates  of  national  savings  and  to  provide 
such  estimates  quarterly.  As  will  be  indicated  in  subsequent 
paragraphs,  the  Federal  Reserve,  through  its  many 
economists,  maintains  close  contacts  throughout  the 
economics  profession. 

129.  Assistance  to  foreign  governments  and  central  banks 
on  monetary  and  credit  problems  and  the  development  of 
statistics  is  evidenced  by  an  increasing  number  of  foreign 
visitors  to  the  Federal  Reserve  System  for  both  short  and  long 
periods  and  by  requests  from  particular  countries  for  Federal 
Reserve  staff  on  special  missions.  Federal  Reserve  economists 
participate  in  meeting  or  sessions  of  such  groups  as  the 
Conference  of  Technicians  of  Central  Banks  of  the  American 
Continent,  the  Center  for  Latin  American  Monetary  Studies, 
and  the  International  Statistics  Institute. 

130.  (7)  Publicinformation  and  education.  The  Board  of 
Governors  and  the  12  Federal  Reserve  Banks  all  have  active 
programs  for  making  available  to  the  public  factual  explana- 
tory information  on  general  credit  conditions  and  related 
matters.  As  has  been  frequently  stated,  the  guiding  principle 
In  such  activities  is  that  an  adequate  and  critical  public 
understanding  contributes  to  the  effectiveness  of  credit  and 
monetary  policy.  The  purposes  of  the  System’s  informa- 
tional and  educational  activities  have  been  summarized  more 
specifically  as  follows:  to  explain  to  the  public  generally,  and 
especially  to  the  banking  and  financial  community,  the 
System’s  statutory  purposes,  responsibilities,  and  operations, 


and  their  relation  to  the  functioning  of  the  economy;  to 
provide  for  mutal  interchange  of  ideas  that  will  keep  the 
banking  and  financial  community,  businessmen,  and  the 
public  generally,  as  well  as  the  Federal  Reserve  System, 
informed  of  developments,  regulations,  policies,  and  opera- 
tions of  the  System;  and  to  make  available  to  the  interested 
public  factual  and  analytical  materials  developed  within  the 
System  that  will  contribute  to  better  understanding  of 
economic  and  financial  trends  underlying  credit  and  monetary 
policies. 

131.  (8)  Co-ordination  of  System  research.  The  Board’s 
responsibility  for  supervision  of  Federal  Reserve  Banks 
includes  research  and  statistical  activities.  Increasingly  over 
the  past  two  decades,  the  Board  has  also  faced  the  problem 
of  co-ordinating  these  activities. 

132.  The  importance  of  preserving  appropriate  balance 
between  regional  independence  in  determining  research 
activities  and  the  central  planning  and  guidance  needed  for 
over-all  System  purposes  is  generally  recognized.  Co- 
ordination has  been  achieved  in  part  through  reviews  at  the 
Board  of  the  research  budgets  of  Reserve  Banks,  in  part 
through  the  participation  of  both  Board  and  Bank  economists 
in  the  planning  of  research  projects,  and  in  part  through 
regular  and  special  System  committees  on  which  both  Board 
and  Bank  economists  are  represented.  In  part  co-ordination 
has  resulted  from  continuous  interchange  of  views  and 
frequent  personal  contacts. 

II. 

Staff  Organization  and  Areas  Covered 

133.  An  understanding  of  the  role  of  economists  in  the 
Federal  Reserve  System  requires  information  on  the  organiza- 
tion and  staffing  for  their  activities. 

134.  (1)  Board  and  Reserve  Bank  organizations.  The 
Federal  Reserve  System  is  made  up  of  the  offices  of  the  Board 
of  Governors  in  Washington,  the  12  Federal  Reserve  Banks, 
and  24  branches.  Among  the  staff  divisions  at  the  Board  of 
Governors  are  a Division  of  Research  and  Statistics,  a 
Division  of  International  Finance,  and  a Division  of  Bank 
Operations.  All  engage  in  research  and  statistical  activities. 
The  Division  of  Bank  Operations,  which  is  engaged  primary 
in  activities  related  to  the  Board’s  supervision  of  Federal 
Reserve  Banks,  also  engages  in  the  collection  and  processing 
of  statistics  on  Federal  Reserve  Banks  and  member  banks. 

135.  Each  Federal  Reserve  Bank  has  a research  depart- 
ment which  engages  in  research  on  economic  conditions  in 
the  region  as  well  as  on  general  monetary  subjects  and  also 
collects  data.  This  research  department  is  directly  responsible 
to  the  president  and  directors  of  the  Reserve  Bank,  and  at 
most  Banks  it  is  now  headed  by  a vice-president.  The  services 
of  the  research  department  are  also  available  to  the  Board  of 
Governors.  Relatively  little  research  is  carried  on  at  Federal 
Reserve  Bank  branches. 

136.  Copies  of  organization  charts  of  the  Board’s  Division 
of  Research  and  Statistics,  International  Finance,  and  Bank 
Operations  are  attached,  together  with  an  organizational 
chart  of  a typical  Federal  Reserve  Bank  research  department.’" 

137.  The  number  of  persons  employed  by  the  System  in 
relation  to  the  work  of  economists  (that  is,  including  technical 
analysts  and  such  supporting  personnel  as  those  providing 
editing,  library,  and  economic  illustrating  services;  research, 
statistical,  and  administrative  assistants;  statistical  clerks; 
and  secretaries  and  stenographers)  totaled  about  750  at  the 
end  of  1957.  Roughly  one-half  of  these  employees  had  pro- 
fessional training  and  status.  Nearly  30  per  cent,  of  total 
were  employed  at  the  Board  of  Governors  and  more  than 
15  per  cent,  at  the  Federal  Reserve  Bank  of  New  York.  The 
750  employees  were  about  4 per  cent,  of  all  System  employees. 

138.  (2)  Areas  covered.  The  broad  areas  of  study 
covered  by  research  and  statistical  activities  are  indicated  by 
the  following  list  of  the  general  subjects  assigned  to  sections 
within  the  Board’s  Divisions  of  Research  and  Statistics, 
International  Finance,  and  Bank  Operations.  Additional 
details  appear  on  the  organization  charts  referred  to  in 
paragraph  136.  At  the  Federal  Reserve  Banks  similar  domestic 
subjects  are  covered  with  considerable  emphasis  on  the 
district  economy.  At  the  New  York  Bank,  special  emphasis 
is  given  to  international  financial  operations  and  to  domestic 
money  and  capital  markets. 


* Tliese  documents  are  not  reprinted  in  this  record  of  evidence. 
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Broad  Areas  Covered  by  Research  and  Statistical 
AcnvniEs  at  the  Board  of  Governors 
Division  of  Research  and  Statistics 

Banking 

Bank  reserves  and  bank  credit 
Money  supply 
Bank  structure  and  earnings 
Capital  markets 

Business  finance 
Structure  of  capital  markets 
Small  business  problems 
Real  estate  credit 
Consumer  finances 
Consumer  debt 

Consumer  attitude  and  finances  surveys 
Government  finance 

Government  securities  markets 
Fiscal  operations 
Business  conditions 

Industrial  production  and  business  activity 
Prices 

Commodity  stocks 
Agriculture 

National  income,  labour  force,  and  trade 
Gross  national  product 
Manpower,  employment,  and  wages 
Department  store  and  other  trade  statistics 
Special  projects 

Flow-of-funds  accounts — 
an  experimental  social  accounting  structure 
National  savings  estimates 

Division  of  International  Finance 
International  financial  operations 

Operations  of  the  U.S.  Government  and  the 
Federal  Reserve  System 
International  financial  institutions 
Gold  and  foreign-held  dollar  assets 
Special  studies  of  foreign  trade,  balance  of  payments,  and 
related  matters 

Financial  and  economic  developments  abroad 

British  Commonwealth,  Scandinavia,  and  Near  East 
Continental  Europe 
Far  East 
Latin  America 

Division  of  Bank  Operations  (statistical  activities) 
Member  banks  of  the  Federal  Reserve  System 
Condition  statements 
Earnings 

Deposits  and  required  reserves 
Banking  structure 
Bank  debits 
Federal  Reserve  Banks 
Condition  statements 
Federal  Reserve  credit  and  related  items 
Currency  supply 

139.  (3)  Relationships  with  other  economists  and  agencies. 
Federal  Reserve  economists  have  a variety  of  contacts  wift 
other  groups  and  individuals  in  carrying  out  their  research 
activities. 

140.  (a)  From  time  to  time  the  System  employs  dis- 
tinguished academic  scholars  as  consultants  on  specific 
undertakings.  For  example,  the  Board  contracted  with 
scholars  in  leading  universities  for  about  half  of  the  studies 
included  in  Part  I,  “ Background  Studies,”  of  the  Board’s 
report  to  Congressional  committees  this  spring,  “ Financing 
Small  Business.” 

141.  On  occasion  the  Federal  Reserve  enters  into  con- 
tracts with  private  organizations  for  the  performance  of 
specific  research  services.  The  relationship  of  this  kind  of 
longest  standing  is  that  with  the  Survey  Research  Centre  of 
the  University  of  Michigan,  which  has  conducted  an  armual 
survey  of  consumer  finances  for  the  Board  since  1947.  The 
Board  a.lso  has  contracted  with  the  National  Bureau  of 
Economic  Research  for  assistance  on  special  projects.  As 
part  of  the  Board’s  1956 — 57  study  of  consumer  instalment 
credit  for  the  Council  of  Economic  Advisers,  the  National 
Bureau  conducted  a conference  of  leading  scholars  to  discuss 
the  problems  of  regulating  consumer  credit,  and  the  result 
were  published  in  Part  II  of  the  Board’s  report,  ” Consumer 
Instalment  Credit.” 


142.  Another  use  of  outside  experts  is  illustrated  by  the 
Board’s  programme  for  developing  fiow-of-funds  and  national 
saving  statistics  under  which  a review  was  organized  of 
these  proposed  social  accounting  systems  by  a selected  panel 
of  outside  experts. 

143.  Contacts  with  outside  economists  strengthen  the 
System’s  research  work  as  well  as  provide  liaison  with  the 
profession.  So  far  as  possible,  however,  the  System  has 
sought  to  cany  out  its  research  and  service  activities  with 
its  own  regular  full-time  employees.  Whenever  contracts 
are  made  for  outside  work,  Federal  Reserve  staff  members 
take  a major  responsibility  in  planning  the  project,  keep  in 
close  touch  with  the  work  at  all  stages,  and  interpret  inde- 
pendently the  results  obtained. 

144.  (b)  The  Federal  Reserve  utilizes  data  collected  by 
other  Federal  agencies,  and  they  in  turn  utilize  data  the 
Federal  Reserve  collects.  Representatives  of  the  System 
serve  on  interagency  governmental  committees,  particularly 
those  which  are  established  from  time  to  time  by  the  Bureau 
of  the  Budget  and  other  departments  and  agencies  of  the 
Government  to  consider  problems  related  to  the  collection 
and  analysis  of  statistical  data.  Some  interdepartmental 
liaison  is  informal  and  develops  out  of  day-to-day  working 
relationships. 

145.  Among  the  Federal  departments  and  agencies  with 
which  the  Board's  staff  works  most  closely  are  the  Department 
of  the  Treasury,  the  Council  of  Economic  Advisers,  the 
Federal  Deposit  Insurance  Corporation,  the  Comptroller  of 
the  Currency,  the  Bureau  of  the  Budget,  the  Department  of 
Commerce  (especially  the  Bureau  of  the  Census  and  the 
Office  of  Business  Economics),  the  Housing  and  Home 
Finance  Agency,  the  Department  of  Agriculture,  the  Depart- 
ment of  Labour  (especially  the  Bureau  of  Labour  Statistics), 
and  the  Department  of  State  (especially  the  Bureau  of 
Economic  Affairs).  The  Board’s  staff  also  works  with  the 
staffs  of  the  Joint  Economic  Committee  and  other  com- 
mittees of  the  Congress. 

146.  (c)  Numerous  contacts  between  the  Federal  Reserve 
System  and  non-govemmental  groups  and  individuals  arise 
in  the  normal  course  of  research  activities.  For  example,  in 
assembling  the  index  of  industrial  production,  the  System 
draws  on  many  non-govemmental  as  well  as  governmental 
sources.  The  System  also  collects,  through  the  use  of  res- 
pondents on  a voluntary  basis,  statistics  on  consumer  credit 
and  on  department  store  trade  and  has  continuing  contacts 
with  individuals  and  groups  in  specialized  areas  related  to  Uie 
maintenance  of  these  statistical  series.  Continuing  relation- 
ships with  commercial  banks  stem  from  the  System’s  super- 
visory responsibilities  and  research  activities.  The  collection 
and  analysis  of  economic  intelligence  are  frequently  dis- 
cussed with  the  Federal  Advisory  CouncU,  representatives  of 
the  American  Bankers  Association,  State  bank  associations, 
the  Investment  Bankers  Association,  and  subcommittees  of 
these  and  other  organizations.  Contacts  are  maintained 
with  dealers  in  United  States  Government  securities  fbr  both 
operating  and  research  purposes. 

147.  (4)  Development  of  the  economist's  role.  The 
development  of  productive  research  depends  on  the  ability 
to  attract  economists  of  high  qualification  and  competence 
and  to  use  them  effectively. 

148.  Some  aspects  of  Federal  Reserve  experience  may  be 
noted:  (a)  Emphasis  is  placed  on  the  selection  of  economists 
trained  in  quantitative  analysis  as  well  as  in  theory.  While 
there  are  numerous  routine  jobs  and  minor  studes  for  which 
good  training  is  adequate,  progress  in  thinking  about  System 
monetary  responsibilities  depends  on  imaginative  minds  with 
first-class  capacity  for  theoretical  and  empirical  analysis, 
(b)  Once  the  economist  is  in  the  System,  the  organizational 
and  procedural  arrangements  governing  his  activities  need  to 
assure  him  freedom  in  maintaining  contacts  with  others  in 
his  profession,  whether  in  governmental  circles,  private 
ente^rise,  or  academic  institutions,  (c)  Working  arrange- 
ments must  facilitate  experiment  in  applying  economic 
knowledge  to  System  policy  and  operational  problems,  (d) 
Most  important  of  all  is  the  maintenance  of  an  atmosphere 
of  intellectual  freedom  and  of  broad  ranging  inquiry  within 
the  organization. 

149.  Officers  of  the  Board  and  the  Reserve  Banks  make  a 
continuous  effort  to  recruit  top-level  ability  from  among  the 
graduate  students  of  leading  universities  and  from  experienced 
economists  in  governmental  and  private  organizations.  Some 
who  come  into  the  System  stay  for  a mature  professional 
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life  while  others  leave  after  a time  for  research  in  other 
or  for  teaching  and  research  in  academic  institutions.  Inter- 
change of  economists  between  the  research  departments  of 
the  Board  and  the  Reserve  Banks  is  encouraged.  Especially 
qualified  outside  scholars  are  used  from  time  to  time  through 
one-year  appointments,  during  leave  of  absence  from  their 
universities,  and  through  occasional  temporary  appoint- 
ments as  consultants.  In  brief,  the  approach  in  using  top- 
level  economists  is  a flexible  one. 

150.  Once  in  the  Federal  Reserve  System,  the  economist 
is  not  isolated  from  his  profession.  In  addition  to  the  con- 
tacts with  economists  that  grow  out  of  working  relationships 
already  described,  others  develop  from  the  publication  and 
educational  activities  of  the  Board  and  the  Reserve  Banks. 

151.  Contacts  with  professional  organizations  and  re- 
search organizations  are  encouraged.  Members  of  the 
professional  staff  are  officers  as  well  as  members  of  such 
learned  societira  as  the  American  Economic  Association,  the 
American  Statistical  Association,  and  the  American  Finance 
Association;  they  deliver  papers  and  are  discussants  of 
papers  at  the  association  meetings  and  participate  in  associa- 
tion activities  in  other  ways.  Also,  a co-operative  attitude 
is  taken  toward  preparation  by  staff  members  of  articles,  on 
an  independent  basis,  for  publication  in  professional  journals 
and  other  outside  publications.  On  occasion,  economists  by 
special  arrangement  teach  courses  in  universities  or  take 
leave  of  absence  from  the  Federal  Reserve  to  work  on  out- 
side projects. 

152.  The  advancement  of  thinking  on  economic  and 
financial  subjects  which  is  stimulated  by  contacts  with  others 
in  the  profession  benefits  the  individual,  the  Federal  Reserve, 
and  economists  generally,  In  fact,  over  the  years  Federal 
Reserve  economists  have  become  recognized  leaders  in  their 
profession.  Illustrations  from  the  past  include  Walter  W. 
Stewart  and  Dr.  E.  A.  Goldenweiser. 

153.  There  are  institutional  facets  in  the  effective  use  of 
economists.  Especially  important  is  recognition  of  the 
economist’  role  in  executive  deliberations.  This  means 
opportunity  for  advancement  along  administrative  as  well  as 
research  channels  in  order  to  bring  economic  intelligence 
closer  to  the  decision-making  process.  A major  change  of 
this  sort  came  in  the  early  1940’s  when  the  director  of  re- 
search at  a Reserve  Bank  was  made  vice-president,  an  execu- 
tive officer  of  the  Bank.  Currently  ffie  head  of  research  at 
most  Reserve  Banks  has  this  status.  In  the  1940’s  the  Board 
of  Governors  also  began  to  select  economists  in  academic  or 
business  work  as  Class  C (general  public)  directors  of  the 
Reserve  Banks. 

154.  Recognition  of  the  able  economist  who  is  also  a 
good  executive  or  administrator  has  come  in  other  ways. 
Leadership  at  the  Reserve  Bank  is  being  developed  in  part 
from  economists  with  Reserve  Bank  experience.  At  the 
present  time  the  presidents  of  four  Reserve  Banks  are  former 
heads  of  Reserve  Bank  research,  and  the  first  vice-president 
(the  position  which  ranks  next  to  president)  at  three  other 
Reserve  Banks  is  an  economist.  At  the  Board  two  of  the 
the  three  senior  advisory  positions  to  the  Board  are  filled 
by  economists. 

Ill 

Kinds  of  Service 

155.  A listing  of  the  major  kinds  of  services  of  Federal 
Reserve  economists  indicates  the  varying  activities  involved 
in  economic  intelligence,  the  different  types  and  degrees  of 
training  and  experience  needed,  and  the  channels  throu^ 
which  the  work  of  economists  reaches  the  decision-making 
and  administrative  officials. 

156.  (1)  Selection  and  assembly  of  relevant  information. 
This  is  a genera]  and  basic  activity  among  Federal  Reserve 
economists,  with  different  phases  under  way  at  any  one  time 
at  all  staff  levels  from  Division  directors  and  their  advisory 
p’oups,  who  are  e^erienced  in  sensing  the  need  for  new 
information,  additional  details,  or  improved  processing, 
down  to  statistical  clerks  who  are  responsible  for  transrclbing 
data,  compiling  tables,  and  preparing  work  charts. 

157.  The  principal  sets  of  data  used  within  the  System 
are  published  regularly  in  the  75  or  so  pages  of  tabular 
material  in  the  monthly  Federal  Reserve  Bulletin  and  the  80 
pages  of  the  monthly  Federal  Reserve  Chart  Book  on  Business 
and  Financial  Statistics.  A considerable  amoimt  of  additional 
data  assembled  for  internal  analytical  purposes  is  not  regu- 
larly published- 


{Continued 


158.  (2)  Current  economic  and  financial  situation  and 
implication  for  future  prospects  and  policy.  This  is  perhaps  the 
most  continuous  service  given  by  Federal  Reserve  economists 
as  well  as  the  motivation  for  much  of  the  assembly  of  in- 
formation. Among  the  broader  of  the  regular  analyses  are 
a national  summary  of  business  conditions  (released  monthly), 
a weekly  review  of  capital  market  developments  and  a 
monthly  review  of  bank  credit  and  monetary  developments 
(both  internal  use),  foreign  trade  and  balance  of  payments  of 
the  United  States  and  economic  developments  abroad 
(internal),  and  a full-scale  staff  review  of  economic  and 
financial  developments  in  the  United  Sutes  and  abroad  for 
use  of  the  Federal  Open  Market  Committee  (internal,  tri- 
weekly). Forward-looking  analyses,  with  restricted  internal 
circulation,  include  the  estimates  of  Treasury  cash  position, 
of  changes  in  bank  reserves  and  related  factors,  and  of 
changes  in  foreign  gold  and  dollar  balances.  These  are  kept 
current  constantly  for  use  in  connection  with  open  market 
operations.  Developments  in  money  and  securities  markets 
are  also  observed  and  analyzed  currently  for  operating  and 
policy  purposes. 

159.  (3)  Research  on  current  questions  and  longer  range 
problems.  An  Ksential  part  of  effective  economic  intelligence 
relates  to  questions  that  emerge  out  of  the  current  situation. 
Many  of  these  are  initiated  by  operating  officials  or  policy- 
making groups,  such  as  the  Federal  Open  Market  Committee 
or  the  Conference  of  Presidents  of  the  Federal  Reserve  Banks, 
to  deal  with  problems  that  may  have  arisen  or  are  envisaged. 
The  following  illustrations  were  drawn  from  those  under 
recent  consideration:  Federal  Reserve  float,  the  Federal 
Funds  Market,  and  the  relation  of  public  debt  management 
to  Federal  Reserve  operations.  Longer  range  research 
problems  include  desirable  changes  io  statutory  reserve 
requirements  for  member  banks;  money  supply  as  a guide 
to  policy;  the  relation  of  saving  and  capital  formation  to 
monetary  policy;  changes  in  size-distribution  of  consumer 
income  and  implications  for  policy;  and  implications  of 
structural  and  insdtutional  changes  in  the  economy  for  prices, 
productivity,  and  economic  stability. 

160.  (4)  Development  of  new  information.  Federal 
Reserve  economists  have  always  been  encouraged  to  develop 
new  information  needed  for  System  research.  This  was 
illustrated  early  in  its  history  by  elaboration  of  statistical 
information  on  the  money  and  capital  markets,  by  collection 
of  data  on  department  store  trade,  and  by  the  construction  of 
an  index  of  industrial  production. 

161.  A substantial  proportion  of  staff  time  has  been  used 
in  recent  years  to  develop  new  information  for  understanding 
major  sectors  of  the  economy.  The  role  of  ffie  consumer  has 
been  explored  through  annual  sample  surveys  of  various 
aspects  of  consumer  finances  conducted  for  the  Board  since 
1947  by  the  Survey  Research  Centre  of  the  University  of 
Michigan.  By  means  of  sample  surveys  conducted  through 
the  Reserve  Banks,  the  Federal  Reserve  has  obtained  detailed 
data  on  commercial  bank  lending  to  businesses  and  to 
farmers,  information  on  the  lending  practices  of  selected 
types  of  lenders,  and  annual  data  on  ownership  of  bank 
deposits  by  economic  groups. 

162.  Through  its  derivation  of  flow-of-funds  accounts, 
the  Board’s  staff  is  experimenting  with  an  organization  of 
data  which  will  connect  the  money  aspect  of  developments 
with  the  economic  product  surface.  Oosely  related  is  the 
project  for  developing  statistics  on  savings  that  are  more 
suitable  for  all  kinds  of  research  than  are  currently  available 
series.  It  is  believed  that  knowledge  of  the  patterns  of 
financial  and  nonflnancial  flows  and  of  the  saving  and 
investment  process  for  the  economy  as  a whole  and  for  each 
of  its  parts  can  play  a vital  role  in  economic  analysis  and  in 
policy  formation.  Under  consideration  currently  is  a plan 
for  a quarterly  presentation  of  combined  data  on  savings  and 
flows  of  funds  for  publication  in  the  Federal  Reserve  Bulletin. 

163.  (5)  Public  information  and  education.  The  most 
generally  used  means  of  informing  or  educating  the  public 
are  responses  to  individual  inquiries  on  economic  and 
financial  questions,  by  telephone,  in  person,  or  by  letter,  and 
press  releases,  speeches,  periodic  releases  of  data,  and  regular 
and  special  publications.  Other  means  include  panel  dis- 
cussions, conferences,  and  seminars  with  outside  groups. 
The  economists  are  responsible  for  a large  share  of  the  pre- 
paration of  material  for  public  information  and  ^ucation. 
In  fact,  much  of  the  material  is  an  inevitable  by-product  of 
their  other  research  and  service  work. 
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164.  The  publications  of  the  Board  of  Governors  and  the 
Reserve  Banla  reach  many  different  groups  throughout  the 
country  and  provide  key  information  on  the  functions  and 
operations  of  the  System  and  on  the  economy  generally. 
The  regular  publications  which  have  the  widest  circulation 
are  the  monthly  Federal  Reserve  Bulletin  and  the  Annual 
Report  of  the  Board  and  the  Monthly  Reviews  of  the  12 
Federal  Reserve  Banks.  Through  them  the  System  reports 
on  current  economic  and  financial  developments  and  pro- 
vides selected  statistical  data  and  articles  on  special  subjects. 
The  Board’s  Annual  Report  and  Bulletin  emphasize  over-all 
national  developments,  while  the  Monthly  Reviews  of  most 
Reserve  Banks  pay  special  attention  to  their  respective 
regions. 

165.  Other  publications  which  have  relatively  wide  circula- 
tion are ; The  Federal  Reserve  System — Purposes  and  Functions 
(Board  of  Governors),  The  Quest  for  Stability  (Philadelphia 
Reserve  Bank),  A Day's  Work  at  the  Federal  Reserve  Bank 
of  New  York  (New  York  Reserve  Bank),  and  similar  publica- 
tions of  other  Reserve  Banks.  A statement  on  publications 
of  the  Board  of  Governors  and  a selected  list  of  System 
publications,  June  1957 — May  1958,  are  attached.’* 

Question  5: 

What  advantages  and  disadvantages  has  the  Federal 
Reserve  Board  found  in  its  present  practice  as  to  the 
publication  of  economic  and  statistical  information  and 
guidance  ? 

166.  This  question  relates  to  the  role  of  the  Federal 
Reserve  System  in  furthering  understanding  by  the  public  of 
its  policies  and  actions.  To  the  extent  that  practices  in 
publishing  economic  and  statistical  information  are  successful, 
advantages  reflect  means  of  furthering  public  understanding 
and  disadvantages  grow  out  of  problems  encountered. 

167.  In  considering  Federal  Reserve  experience,  it  should 
be  noted  that  imder  the  Banking  Act  of  1935  all  policy  actions 
of  the  Board  of  Governors  and  the  Federal  Open  Market 
Committee  must  be  published  annually  as  a policy  record 
with  reasons  for  the  actions  taken  and  with  votes  of  the 
members.  This  statutory  requirement  is  unique  among 
central  banks.  The  policy  record  is  published  in  the  Annu^ 
Report  of  the  Board  to  the  Congress.  Since  the  reorganization 
of  the  Federal  Open  Market  Committee  in  1955,  and  the 
concurrent  discontinuance  of  the  Executive  Committee  of 
three  Board  Members  and  two  Reserve  Bank  Presidents, 
explanations  have  represented  carefully  executed  summaries 
of  the  Federal  Open  Market  Committee  meetings  (at  which 
views  presented  are  frequently  conflicting)  of  the  economic 
and  monetary  reasons  for  policy  decisions. 

168.  The  guiding  view  in  making  information  available 
to  the  public  was  stated  several  years  ago,  in  a statement  to  a 
Joint  Committee  of  the  Congress,  as  follows;^ 

From  its  beginning  the  Federal  Reserve  System  has 
departed  from  the  older  view  prevalent  in  other  countries 
that  the  reasons  for  central  banking  moves  to  tighten  or 
relax  credit  and  monetary  conditions  should  be  inferred 
solely  from  the  nature  of  the  actions  taken.  The  course 
pioneered  by  the  Federal  Reserve  System  is  that  explana- 
tions of  policy  actions  and  factud  information  which 
guide  them  should  be  made  available  to  the  public. 

A decade  after  the  System’s  founding,  this  view  was 
expressed  in  the  Board’s  Annual  Report,  as  follows:® 

“ The  more  fully  the  public  understand  what  the 
function  of  the  Federal  reserve  system  is  and  on  what 
grounds  and  on  what  indications  its  policies  and  actions 
are  based,  the  simpler  and  easier  will  be  the  problems 
of  credit  administration  in  the  United  States.  For  this 
reason  it  has  been  the  policy  of  the  Board  to  inform  the 
public,  either  through  its  official  monthly  publication  or 
by  statements  to  the  press,  on  mattCTS  in  which  the 
public  has  an  interest  and  to  which  its  attention  should 
be  <tawn.  By  this  means  the  Board  presents  to  the 
public  a statement  of  the  problems  confronting  the 
system  and  of  the  attitude  of  the  Board  toward  current 
banking  and  credit  developments.  The  public  is  a 
partner  in  the  Federal  reserve  system.  The  co-operation 
of  the  public  based  upon  an  understanding  of  the  broad 
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outlines  of  Federal  reserve  credit  policy  is  of  the  greatest 
advantage  to  a good  functioning  of  the  system.” 

The  dominant  place  which  the  Federal  Government 
has  come  to  occupy  in  the  functioning  of  the  economy 
has  made  increasingly  necessary  a widening  public 
knowledge  and  understanding  of  national  purposes  and 
policies.  In  a democracy,  the  best  and  fundamentally 
the  only  way  to  make  wise  public  measures  prevail,  and 
to  avoid  unwise  ones,  is  to  expose  them  fully  and  fairly 
to  public  scrutiny.  This  continuing  task  imposes  on 
public  servants  a clear  responsibility  for  the  fullest 
possible  disclosure  of  accurate  and  unbiased  information. 
It  calls  for  discriminating  judgment  not  only  to  prevent 
distortion  or  unwarranted  withholding  of  factual  material 
but  also  to  present  and  interpret  it  intelligently.  Such 
factual  material  and  interpretation  need  also  to  be 
readily  and  widely  disseminated  within  the  bounds 
set  by  prudent  expenditure  of  funds  for  this  purpose. 

1 69.  The  fullest  possible  disclosure  means  that  the  Federal 
Reserve  System  transmits  information  about  its  operations 
to  the  pubhc  promptly,  making  it  available  simultaneously  to 
all  interested  groups.  With  a regional  organization  in  a 
country  as  large  as  the  United  States,  this  requires  planned 
procedures  in  releasing  information.  The  System  also  must 
work  continuously  to  provide  special  statistics  and  other 
information  needed  for  understanding.  Illustrative  are 
changes  over  the  years  in  published  data.  One-day-a-week 
(Wednesday)  figures  on  member  bank  reserves  and  related 
items  have  been  replaced  by  daily  average  figures.  Reserve 
balances  of  member  banks  have  been  broken  down  to  show 
excess  reserves  separately.  A single  figure  on  Federal  Reserve 
advances  to  banks  has  been  divided  to  show  separately  those 
to  member  banks.  System  holdings  of  United  States  Govern- 
ment securities  by  type  have  been  classified  further  to  show 
those  held  under  repurchase  agreements.  The  purpose  of  all 
these  changes  is  to  provide  the  public  with  the  most  accurate 
data  possible  on  the  over-all  money  position  of  the  member 
banks. 

170.  Full  disclosure  extends  to  providing  background  on 
the  principles  guiding  policy  decisions  and  actions.  Effort  is 
made,  as  appropriate,  to  spell  out  concepts  and  analysis  in 
language  simple  enough  to  be  understood  by  the  intelligent 
layman  as  well  as  by  the  academician  and  the  technician. 
Tliis  is  illustrated  by  Chairman  Martin’s  statement  on  the 
problem  of  combatting  inflation  made  before  the  Senate 
Committee  on  Finance  in  August  1957  when  discussion  of 
inflation  was  at  its  height.  This  statement  and  the  more 
recent  complementary  statement  before  the  same  Committee 
on  the  battle  against  recession  were  circulated  generally  in 
the  Federal  Reserve  Bulletin.  The  role  of  the  discount 
mechanism,  which  received  long  and  careful  study  prior  to 
the  Board's  revision  of  its  Regulation  A in  early  1955,  was 
explained  for  the  general  public  in  a special  section  of  the 
Annual  Report  for  1957. 

171.  To  be  effective,  means  of  communication  must  be 
devised  for  different  interests  and  different  groups  throughout 
the  economy.  These  need  to  take  account  of  the  special,  and 
frequently  technical,  interests  of  persons  associated  with 
banks  and  other  businesses,  the  broader  interest  and  approach 
of  the  academic  sdholar,  and  the  general  concern  of  the  man 
in  the  street.  To  some  extent  different  levels  of  interest  are 
provided  for  in  the  monthly  Federal  Reserve  Bulletin  and  the 
Monthly  Reviews  of  the  Banks  as  well  as  in  special  publica- 
tions; these  are  supplemented  on  occasion  by  press  releases, 
speeches,  conferences,  and  seminars.  Each  type  of  publication 
seeks  to  make  a contribution  to  an  over-all  programme  of 
promoting  greater  understanding.  For  example,  group 
meetings  in  conferences  and  seminars  permit  an  interchange  of 
views  that  is  helpful  in  explaining  the  relation  of  operating 
techniques  to  poUcy  objectives. 

Advantages  of  Publications 

172.  (1)  It  is  hoped  that  the  publication  of  economic 
and  statistical  information  will  help  to  foster  public  under- 
standing of  policy  decisions  and  their  administration.  Money 
affects  all  people  in  the  country,  and  for  this  reason  Federal 
Reserves  responsibilities  for  regulating  the  flow  of  money  and 
for  improving  the  efficiency  of  the  monetary  organization 
are  of  universal  interest.  Yet  money  is  not  generally  under- 
stood, and  the  effects  of  credit  policy  present  different  pictures 
when  viewed  by  individuals  or  special  groups  than  when 
viewed  for  the  banking  system  and  the  economy  as  a whole. 
Federal  Reserve  actions  will,  of  course,  be  subject  to  criticism 
when,  as  frequently  happens,  the  effects  on  specific  groups  or 
sectors  are  adverse  to  their  immediate  interests. 
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173.  Explanations  of  policy  actions  and  of  the  factual 
background  for  them,  together  with  careful  response  to 
specific  questions  asked,  hdp  to  make  clear  that  monetary 
actions  are  based  on  facts  and  experience,  and  on  reasoned 
judgments  of  the  significance  of  facts.  Also,  interested  indi- 
viduals and  groups,  including  those  adversely  affected, 
realize  that  information  is  readily  available  for  discussion 
and  comment, 

174.  (2)  It  is  also  hoped  that  improvement  in  public 
imderstanding  will  contribute  to  ^ater  effectiveness  of 
monetary  actions.  Through  publications  and  other  means  of 
communication  spreading  out  from  the  Board  in  Washington, 
Ae  Reserve  Banks  in  1 2 cities,  and  branches  of  Reserve  Banks 
in  24  other  cities,  economic  and  statistical  information 
reaches  many  people  and  groups  throughout  the  coimtry. 
With  greater  understanding  comes  greater  comprehension  of 
the  broad  goals  of  Federal  Reserve  policies  and  more  co- 
operation with  policy  actions.  For  example,  the  public 
knows  more  what  to  expect  when  current  actions  are  taken. 
This  tends  to  temper  the  reaction  even  when  some  private 
interests  and  activities  regard  themselves  as  being  adversely 
affected. 

175.  (3)  The  policy  of  full  disclosure  has  also  helped  in 
obtaining  necessary  information.  When  the  Federal  Reserve 
needs  more  information  on  which  to  base  policies  and  their 
administration,  as  is  frequently  the  case,  it  gets  better  help 
from  a well-informed  business  public  that  is  accustomed  to 
relying  on  Federal  Reserve  data.  Illustrative  of  this  recently 
was  the  co-operation  that  selected  types  of  lenders  to  small 
business  showed  in  the  surveys  conducted  in  late  1&57  and 
early  1958.  These  detailed  surveys  reached  five  types  of 
lenders  or  investors  and  more  than  1,000  respondents. 

176.  (4)  It  is  also  felt  that  Federal  Reserve  publication  of 
economic  and  financial  information  has  contribute  to 
greater  use  generally  of  facts  and  experience  in  decision 
making,  and  thus  to  improved  decision  making  by  private 
and  public  groups  throu^out  the  country.  Regular  publica- 
tion of  a broad  array  of  factual  information  on  production 
and  distribution,  employment,  national  product  and  income, 
prices,  bank  credit,  money  rates  and  security  markets,  govern- 
ment finance,  business  finance,  real  estate  mortgage  and  con- 
sumer financing,  and  international  trade  and  finance  in  the 
monthly  Federal  Reserve  Bulletin,  the  Chart  Books,  and 
Monthly  Reviews  of  the  Reserve  Banks  has  made  readily 
available  essential  information  covering  many  lines  of  public 
and  private  activity.  These  publications  now  have  counter- 
parts in  the  publication  of  economic  and  statistical  informa- 
tion by  many  other  public  and  by  private  groups. 

Problems  of  Publications 

111.  Regular  publication  of  economic  and  statistical 
information  involves  certain  pitfalls  and  problems  which 
should  be  minimized,  to  the  extent  possible,  fiirough  publica- 
tion procedure. 

178.  (1)  It  has  been  implied  occasionally  drat  Federal 
Reserve  publications  are  “ for  the  purpose  of  influencing 
public  opinion.”  This  criticism  has  been  voiced  when  con- 
troversial issues  relating  to  policy  actions  or  to  the  indepen- 
dent status  of  the  Federal  Reserve  System  were  undea:  dis- 
cussion. Information  on  actual  publication  practices  has 
helped  to  dispel  doubts  on  this  subject. 

179.  The  possibility  of  such  criticism  has  beneficial  effects. 
Those  responsible  for  publications  must  be  alert  to  see  that 
no  publication  shall  be  open  to  this  kind  of  criticism.  Every 
effort  is  made  to  assure  that  the  economic  and  statistical 
information  published  conforms  with  the  highest  standards 
of  objectivity. 

180.  (2)  Misuse  of  data  is  a continuing  problem.  The 
many  users  of  Federal  Reserve  statistical  and  economic 
information  differ  greatly  in  training,  in  experience  with 
economic  information,  and  in  point  of  view.  This  is  apparent 
from  the  following  major  users:  banks  and  other  financial 
institutionsj  business,  farm,  and  labour  groups;  academic 
scholars,  teachers,  and  students  in  universities  and  secondary 
schools;  and  civic  groups.  Federal  Reserve  sources  of 
material  are  usually  consulted  for  a particular  reason:  a 
fact  on  a subject  of  current  discussion,  a problem  to  be 
analyzed,  an  assignment  in  a university  course,  and  so  on. 

181.  (3)  Some  misuse  results  from  the  technical  intri- 
cacies of  Federal  Reserve  operations.  The  functioning  of 
money  markets  and  of  the  general  credit  instruments  in 


relation  to  those  markets  and  to  the  administration  of  bank 
reserves  is  fully  understood  only  by  trained,  experienced 
experts.  Even  the  academic  scholar  cannot  become  fully 
versed  in  technical  matters  through  books  and  reports. 
Some  problems  of  public  misunderstanding  in  recent  years 
have  stemmed  from  opinions  of  academic  scholars  who  did 
not  have  an  adequate  grasp  of  basic  technical  processes  and 
of  their  relation  to  theoretical  concepts. 

182.  The  situation  with  respect  to  both  types  of  misuse 
has  improved  as  public  understanding  has  increased  and  as 
the  levels  of  general  technical  competence  have  advanced. 
From  the  beginning.  Federal  Reserve  activities  have  attracted 
the  close  scrutiny  of  academic  specialists.  As  a result  of 
their  teaching  activities  over  the  years,  an  ever-increasing 
proportion  of  the  public  has  been  exposed  to  the  basic 
principles  underlying  Federal  Reserve  operations. 

II 

Open  Mabxet  Operations  in  Long-term  Securities* 

This  memorandum  was  an  early  version  of  an  article  with 
this  title  which  appeared  in  the  Federal  Reserve  Bulletin  for 
November  1958.  It  is  not  therefore  reprinted  in  the  Com- 
mittee’s record  of  evidence. 

III 

Federal  Reserve  Acttvities  Relating  to 
Treasury  Debt  OPERATioNst 

1.  Techniques  of  debt  management  in  the  New  York 
market  differ  in  many  respects  from  those  used  in  London. 
In  this  respect  it  is  important  to  distinguish  between  the 
functions  of  the  Federal  Reserve  Bank  of  New  York  as 
custodian  and  manager  of  the  Federal  Reserve  System’s  Open 
Market  Account  and  the  activities  of  the  Federal  Reserve 
Bank  of  New  York  as  fiscal  agent  for  the  United  States 
Treasury  in  the  Treasury’s  management  of  its  several  trust 
funds.  In  general,  the  Federal  Reserve  Act  does  not  permit 
the  Federal  Reserve  Banks  to  lend  directly  to  the  Treasury 
or  to  buy  securities  directly  from  the  Treasury.  U.S.  Govern- 
ment securities  held  by  the  System  must  be  acquired  in  the 
open  market,  unless  they  are  received  in  exchange  for  maturing 
issues.  The  only  exception  to  the  general  rule  is  the  pro- 
vision in  the  Federal  Reserve  Act  which  permits  the  System 
to  eictend  accommodation  to  the  Treasury  up  to  a maximum 
of  $5  billion.  It  is  understood  that  this  facility  is  to  be  used 
for  purely  temporary  accommodations.  It  has  not  been  used, 
in  fact,  since  1954. 

2.  As  to  the  System’s  operations  managed  by  the  New 
York  Reserve  Bank,  intervention  in  the  Government  securities 
market  during  periods  of  Treasury  refunding  has  been 
minimized  following  the  Treasury-Federal  Reserve  Accord 
in  1951,  and  particularly  since  1953.  In  early  1953  the 
Federal  Open  Market  Committee  adopted  policies  which 
provided  that: 

(a)  Operations  for  the  System  Account  should  be  confined 
to  the  short  end  of  the  market;  that 

(b)  Intervention  in  the  Government  securities  market  was 
solely  to  effectuate  the  objectives  of  credit  and  mone- 
tary policy  and  not  to  support  any  pattern  of  prices 
and  yields  in  that  market : and  that 

(c)  The  System  during  periods  of  Treasury  financing 
would  refrain  from  purchasing: 

1.  Any  maturing  issues  for  which  an  exchange  is 
being  offered, 

2.  When-issued  securities,  and 

3.  Outstanding  issues  of  comparable  maturity  to 
those  being  offered  for  exchange. 

3.  In  the  past  five  years,  therefore,  the  effects  of  Federal 
Reserve  operations  in  die  open  market  have  been  registered 
primarily  in  the  System’s  portfolio  of  bills,  while  its  holdings 
of  bonds,  certificates,  and  notes  have  dianged  mainly  through 
the  exchange  of  maturing  issues  for  newly  offered  shortest- 
dated  Treasury  securities.  During  refunding  periods,  opera- 
tions for  the  System  Account,  designed  to  maintain  a stable 
situation  in  the  money  market,  have  been  almost  wholly 
transacted  through  bills  or  repurchase  agreements.  The  only 
exception  was  in  November  1955  when  the  Federal  Reserve 
purchased  in  the  market  1167  million  “when-issued” 
securities — i.e.,  obtained  newly  offered  securities  in  addition 


*See  Minutes  of  Evidence  Qns.  9S01  and  973S. 

tSee  Minutes  of  Evidence  given  by  Mr:'Riefler,  espedaUy  Qns:  9604 — 9SD9. 
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to  those  previously  held  in  the  System  Account.  This  pur- 
chase amounted  to  less  than  3 per  cent,  of  public  holdings  of 
maturing  issues. 

4.  You  may  wish  to  contact  the  Treasury  directly  for  a 
more  authoritative  comment  on  their  activities.  It  is  our 
understanding  that  the  investment  practices  of  the  Treasury 
for  its  accounts  are  governed  by  various  statutory  provisions. 
In  general,  the  prime  criteria  established  by  these  provisions 
involve  a maximization  of  returns  consistent  with  prudent 
investment  practice ; in  such  cases  investments  must  be  limited 
to  issues  which  provide  yields  above  stated  statutory  raini- 
raums.  At  times  these  investment  practices  are  consistent 
with  purchases  of  “ rights  ” and  “ when-issued  ” securities 
during  refunding  periods  so  that  some  purchases  regarded 
by  the  market  as  support  purchases  have  been  made.  As 
noted  below,  however,  these  purchases  have  been  relatively 
small  in  recent  years.  Such  transactions  in  marketable  U.S. 
Government  securities  are  executed  by  the  Federal  Reserve 
Bank  of  New  York  acting  as  fiscal  agent  for  the  Treasury. 
Because  of  their  proximity  and  knowledge  of  the  money  and 
securities  markets,  New  York  Federal  Reserve  Bank  officials 
regularly  ^ve  the  Treastny  advice  and  counsel  on  all  techoical 
considerations  surrounding  each  Treasury  financing  opera- 
tion. 

5.  It  should  be  noted  that  over  80  per  cent,  of  Trust  Fund 
holdings  are  in  nomnarketable  special  Treasury  issues  and 


that  usually  Treasury  accounts  hold  less  than  one  per  cent,  of 
maturing  marketable  issues.  In  recent  years.  Treasury  invest- 
ment accounts  have  purchased  marketable  U.S.  Government 
securities  usually  in  relatively  small  amounts  during  Treasury 
refunding  periods.  On  only  two  occasions,  in  November 
1955  and  in  May  1957,  have  investment  account  purchases 
been  substantial.  Even  in  these  instances,  such  purchases  were 
less  than  5 per  cent,  and  10  per  cent.,  respectively,  of  public 
holdings  of  the  maturing  issues.  Since  Treasury  Trust 
accounts  have  greatly  increased  their  holding  of  U.S. 
Government  securities  in  recent  years,  such  purchases  have 
not  necessarily  been  sold  off  to  the  public  at  a later  time  but 
have  become  a permanent  investment.  The  Treasury  some- 
times allots  a portion  of  newly  offered  issues  for  subscription 
by  its  own  accounts. 

6.  In  the  event  that  a particular  Treasury  exchange 
refunding  operation  is  not  well  received  by  the  market,  there 
may  be  a net  cash  pay-out  by  the  Treasury  on  the  maturity 
date.  It  will  be  apparent  from  the  foregoing  that  there  is  no 
mechanism  available  either  to  the  Treasury  or  to  the  Federal 
Reserve  System  to  prevent  fully  such  a development.  In 
such  cases,  to  the  extent  that  the  Treasury’s  cash  balances 
need  replenishing,  this  must  be  done  by  other  means — 
generally  through  borrowing  new  cash  in  the  market. 

June  1958 
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MEMORANDA  OF  EVIDENCE 


1.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  ACCEPTING  HOUSES  COMMITTEE* 


I.  The  role  and  function  of  the  Accepting  Houses  in 
THE  Monetary  System 

1.  An  Accepting  House,  as  its  name  implies,  is  a finn  or 
company  an  important  part  of  whose  business  consists  of 
accepting  bills  of  exchange. 

2.  The  principal  qualifications  for  membership  of  the 
Accepting  Houses  Committee  are  firstly  that  a substantial 
part  of  the  house’s  business  must  consist  of  accepting  bills 
to  finance  the  trade  of  others  (which  means  that  a merchant 
house  which  accepts  bills  to  finance  its  own  trade  would  not 
thereby  be  regarded  as  qualified)  and  secondly  that  its 
acceptances  command  the  finest  rates  in  the  market  and  are 
taken  by  the  Bank  of  England  (a  qualification  which  implies 
long  experience,  and  a standard  of  means,  liquidity  and 
standing  satisfactory  to  the  Bank). 

3.  The  practical  implication  of  membership  of  the  Accep- 
ting Houses  Committee  is  that  in  all  matters  of  legislation 
or  regulation,  duties  or  responsibilities  entrusted  to  the 
Clearing  Banks  (with  the  privileges  which  those  duties  or 
responsibilities  may  car^  with  them)  are  equally  entrusted  to 
members  of  the  Accepting  Houses  Committee. 


is  defined  as  “an  unconditional  order  in  writing,  addressed  by 
one  person  to  another,  signed  by  the  person  giving  it, 
requiring  the  person  to  whom  it  is  addressed  to  pay  on 
demand  or  at  a fixed  or  determinable  future  time  a sum 
certain  in  money  to  or  to  the  order  of  a specified  person  or 
to  bearer.” 

9.  When  a term  bill,  that  is  to  say,  one  expressed  to  be 
payable  at  a future  date,  is  presented  to  the  drawee,  that  is 
to  say,  the  person  to  whom  it  is  addressed,  he  accepts  it  by 
signing  on  ^e  face  of  it,  and  thereby  undertakes  to  do  what 
the  wording  of  the  bill  requires  of  him.  Once  accepted, 
therefore,  a bill  of  exchange  becomes  an  unconditional 
obligation  of  the  acceptor  to  pay  a definite  sum  of  money  on 
a definite  date.  As  such  its  value  can  be  established  from  day 
to  day  in  accordance  with  the  prevailing  discount  rate  and 
it  can  change  hands  at  this  value  or  be  pledged  as  security  for 
day  to  day  advances  and  thus  it  is  an  essential  element  in 
the  working  of  the  discount  market. 

10.  The  practice  of  drawing,  accepting  and  discounting 
bills  of  exchange  grew  up  gradually  in  the  early  days  of  the 
development  of  trade,  and  was  used  both  for  international 
and  for  domestic  transactions. 


4.  Accepting  Houses  are  not  the  only  houses  who  accept 
bills  of  exchange.  Many  merchants  do  so  to  a greater  or 
lesser  degree  to  finance  their  own  trade.  They  are  also  not 
the  only  houses  who  could  be  described  as  merchant  bankers, 
this  being  a loose  term,  the  current  use  of  which  would  cover 
both  important  firms  of  merchants  who  are  entrusted  with 
money  by  their  customers  and  firms  doing  a financM  business 
who  never  accept  a bill. 

5.  It  must  be  realised  that  the  granting  of  acceptance 
credits  is  not  the  only  business  of  the  seventeen  members  of 
the  Accepting  Houses  Committee.  Many  of  them  act  as 
Issuing  Houses  also,  some  to  a greater  and  some  to  a lesser 
extent,  and  this  activity  will  presumably  be  covered  by  the 
evidence  to  be  submitted  by  the  Issuing  Houses  Association. 
All  of  them  do  Banking  in  some  form,  that  is  to  say  they 
keep  money  in  current  or  other  accounts  for  their  customers 
at  home  or  abroad.  To  some  extent  die  Banking  that  they 
do  is  ancillary  to  other  services  that  they  render  to  their 
customers,  but  the  keeping  of  current  accounts  on  which 
their  customers  draw  by  cheque  is  a substantial  business  for 
many  of  them.  Allied  with  this  is  the  keeping  of  securities 
in  safe  custody  for  account  of  customers  and  the  making  and 
realising  of  investments  on  their  behalf.  This  has  led  in 
many  cases  not  only  to  the  giving  of  advice  to  customers  on 
their  investments  but  also  to  the  management  of  pension 
funds,  college  endowments,  and  other  funds  of  a similar 
nature. 

6.  Several  houses  have  an  active  Trustee  business  with 
either  a department  or  a separate  subsidiary  company 
handling  it.  Several  keep  registers  of  shareholders  and 
Debenture  holders  for  Industrie  Companies  for  whom  they 
act  as  Paying  Agents  for  their  dividends  and  Debenture 
interest.  Three  are  prominent  in  the  bullion  market,  one  of 
them  indeed  owning  a refinery.  Several  of  them  are  very 
active  dealers  in  Foreign  Exchange.  Several  handle  Insurance 
business  either  by  a separate  department  or  a subsidiary 
company.  Two  founded  and  are  actively  concerned  in  the 
running  of  merchant  Companies  which  have  successfully 
developed  new  export  trade  to  the  dollar  area.  One  owns 
subsidiary  companies  engaged  in  the  marketing  and  pro- 
duction of  timber  in  the  United  Kingdom  and  Commonwealth 
and  in  trading  in  raw  rubber.  Two  still  carry  on  themselves 
an  active  Merchant  business,  one  being  prominent  in  the 
London  coffee  market,  the  principal  activity  of  which  is  to 
buy  from  the  producing  countries  and  sell  to  the  Contir 
and  elsewhere,  and  the  other  having  its  own  Houses  in 
Americas.  Australia  and  Africa. 

7.  In  fact  the  business  of  the  Accepting  Houses  is 
standardised  or  homogeneous.  Each  House  has  its  c 
characteristics  and  specialities  on  which  it  is  regarded  as 
au^ority  but  the  granting  of  acceptance  credits  to  finance 
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11.  In  international  trade  a shipper  of  produce  in  one 
country  would  draw  on  the  merchant  in  another  country  to 
whom  he  had  sold  or  consigned  it  and  would  negotiate  the 
bill  to  provide  himself  with  money  on  shipment.  He  would 
be  able  to  negotiate  it  because  of  the  known  good  standing  of 
the  drawee. 

12.  Gradually,  well  known  drawees,  bills  on  whom  became 
easily  negotiable,  would  be  asked  by  other  less  well  known 
firms  to  accept  hills  for  their  account,  They  would  do  so, 
charging  a commission  for  acceptance,  and  gradually  some 
houses  who  had  started  as  merchants  concentrated  more  and 
more  on  the  business  of  accepting  bills  to  finance  the  trade 
of  others,  and  such  a merchant  became  known  as  a merchant 
banker  and  later  as  the  “Accepting  House”  of  to-day. 

13.  BiUs  of  exchange  are  created  as  a result  of  commercial 
credit  facilities  given  by  Accepting  Houses  or  Banks  to 
finance  the  trade  of  the  world.  The  simplest  example  of 
such  facilities  is  when  an  importer  requests  the  London 
Accepting  House  or  Bank  to  open  a Letter  of  Credit  in 
favour  of  a foreign  shipper,  which  Letter  of  Credit  will 
contain  an-  undertaking  to  pay  a sight  bill  or  to  accept  a 
term  bill,  as  the  case  may  be,  provided  that  it  is  drawn  within 
a certain  time  and  accompanied  fay  certain  stated  documents 
giving  title  to  the  goods.  The  foreign  shipper  negotiates 
the  bill  locally  and  thus  obtains  his  own  currency  for  the 
goods  as  soon  as  they  have  been  shipped.  The  local  bank 
with  whom  he  has  negotiated  the  Bill  sends  it  to  its  corres- 
pondent in  London  who  presents  it  to  the  Accepting  House 
or  Bank.  If  the  documents  are  in  order,  the  Accepting 
House  or  Bank  pays  the  bUl  if  it  is  a sight  bill,  or  accepts  it 
and  returns  it  to  the  presenter  if  it  is  a term  bill  and  receives 
in  exchange  for  payment  or  acceptance  the  documents  giving 
title  to  the  goods,  which  documents  it  then  holds  at  the 
disposal  of  its  customer  in  accordance  with  the  terms  of 
the  credit  arrangement  made  between  them. 

14.  The  holder  of  an  accepted  term  biU,  that  is  to  say, 
the  London  correspondent  of  a foreign  bank  who  has 
negotiated  it,  now  has  a document  constituting  an  imcon- 
ditional  undertaking  of  a house  of  first-class  standing  to  pay 
a definite  sum  on  a definite  date,  which  it  can  hold  till 
maturity  or  discoxmt  with  a discount  house  or  a bank. 

15.  It  will  be  seen  thus  that  the  opening  of  a Letter  of 
Credit  performs  two  functions.  Firstly,  it  provides  the 
mechanism  whereby  the  shipper,  from  the  inception  of  the 
transaction,  is  assured  of  payment  and  in  due  course  receives 
such  payment ; and  secondly  in  the  case  of  term  bills  it 
provides  a period  of  credit  covering  the  time  from  the 
shipment  of  the  goods  until  the  importer  has  control  of 
them  and  is  in  a position  to  sell  them. 

16.  There  are  many  variations  of  the  conditions  under 
which  commercial  credits  are  granted.  In  the  example 
outlined  above  the  British  importer  was  the  customer  of 
the  Accepting  House  and  credits  were  opened  in  favour  of 
his  foreign  shippers.  The  same  procedure  applies  where  the 
customer  of  the  Accepting  House  is  a foreign  importer  and 
in  such  cases  credits  are  opened  in  favour  of  sliippers  in  the 
United  Kingdom  or  elsewhere.  More  often  than  not  in 
these  cases  the  customer  for  whose  account  the  Accepting 
House  opens  a credit  is  not  the  foreign,  importer  but  a 


Detaib  of  ^e  ratricUons  unposed  by  Exchange  Control  on  ge  a.  « x.wc  lixv  xvxvxsix  luxuu.xvi.  a 

SS”'““  “ “ ™ ■"  •“  .ffereign  stik  who  obtems  the  fadlities  m Loodm  and  places 


Printed  image  digitised  by  the  University  of  Southamptonxibrary  Digitisation  Unit 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued] 


1.  Accepting  Houses  Committee 


them  at  the  disposal  of  its  commercial  customers.  The 
Accepting  House  will  then  rely  upon  the  standing  of  the 
foreign  Bank  for  due  cover  for  the  bills  at  maturity  and  will 
not  be  in  direct  contractual  relation  with  the  foreign  Bank’s 
customers.  Again  the  customer  of  the  Accepting  House  may 
be  a British  exporter,  a foreign  exporter  or  the  foreign 
banker  of  a foreign  exporter. 

17.  It  will  thus  be  seen  that  commercial  credits  can  be 
used  to  finance  imports  into  this  country,  exports  from  this 
country  or  trade  between  two  foreign  countries.  When  the 
credits  are  granted  for  foreign  account  the  remuneration 
attaching  thereto  swells  the  invisible  exports  of  this  country. 

18.  A further  variation  of  the  system  outlined  above  is 
that  terra  bills  are  frequently  drawn  on  the  Accepting  Houses 
by  the  buyers  of  goods  rather  than  the  sellers.  In  such  cases 
the  Accepting  House  opens  a credit  in  favour  of  the  shippCT 
available  by  sight  draft  and  the  buyer  in  due  course  draws 
a term  bill  on  the  Accepting  House,  the  discount  proceeds 
of  which  serve  to  meet  the  si^t  draft  of  the  shipper  on 
presentation.  This  procedure  does  not  affect  the  period  of 
credit  obtained  but  is  often  adopted  for  reasons  of 
convenience. 

19.  It  should  be  added  that  it  is  not  always  the  case  that 
shipping  documents  giving  title  to  the  goods  pass  from  the 
shipper  to  the  importer  through  the  hands  of  the  Accepting 
House.  Credits  of  this  kind  may  be  granted  in  global  amounts 
to  an  importer  or  to  an  exporter  to  cover  a succession  of 
running  transactions  and  in  such  cases  the  shipping  docu- 
ments are  dealt  with  very  often  direct  between  the  exporter 
and  the  importer  and  are  never  seen  by  the  Accepting  House. 

20.  The  use  of  bills  of  exchange  in  domestic  trade  had 
during  the  early  part  of  the  centuty,  fallen  into  comparative 
disuse  but  the  Macmillan  Committee  in  1931  expressed  the 
opinion  that  all  concerned  would  benefit  by  a more  extended 
use  of  commercial  bills  in  home  business.  In  the  years  which 
followed  the  publication  of  the  Macmillan  Report  the 
haxards  of  granting  credit  to  foreign  countries  increased 
very  much  with  the  result  that  there  was  a marked  diminution 
in  credit  lines  placed  at  the  disposal  of  foreign  borrowers. 
Simultaneously  with  this,  the  demand  for  credit  by  domestic 
borrowers  increased  substantially.  The  Accepting  Houses 
devoted  more  attention  to  home  trade  and  in  fact  some 
Houses  have  specialised  therein.  For  domestic  trade,  accep- 
tance credits  are  given  to  importers,  manufacturers,  merchants 
or  exporters,  and  finance  purchases  or  sales  of  goods  or  the 
temporary  carrying  of  produce.  A substantial  part  of  the 
commercial  credit  business  of  the  Accepting  Houses  is  now 
devoted  to  home  trade  and  althou^  in  some  quarters  in  the 
City  a certain  preference  is  still  expressed  for  the  bill  asso- 
ciated with  international  trade,  there  appears  to  be  no  reason 
to  distinguish  between  the  home  and  the  foreign  trade  bill 
so  long  as  they  are  equally  self-liquidating.  Bills  of  Lading 
do  not,  of  course,  pass  through  the  hands  of  the  Accepting 
House  in  connection  with  domestic  bills  but  warehouse 
warrants  are  often  lodged  with  them  and  evidence  is  always 
required  of  the  self-liquidating  character  of  the  transaction 
being  financed. 

21.  In  all  cases,  foreign  and  domestic,  the  principle  is 
that  an  acceptance  credit  is  only  granted  for  the  financing 
of  cunent  trade  and  not  for  capi^  purposes  and  that  the 
transactions  financed  are  self-liquidating,  that  is  to  say,  that 
when  the  bill  matures  the  goods  which  it  financed  should 
have  been  sold  and  the  proceeds  of  them  should  be  avaUable 
to  cover  the  bill. 

22.  A bill  arising  &om  the  types  of  transaction  described 
can  always  readily  be  sold  to  the  discount  market  so  that  the 
holder,  be  it  the  (hawer  or  his  banker,  or  his  banker’s  London 
correspondent,  can  get  immediately  the  cash  which  he 
requires.  At  any  time  during  its  life  it  can  be  resold  or 
pledged  as  security  for  an  advance.  Accordingly,  as  it 
represents  a short  term  investment  which  can  be  turned  into 
cash  at  any  tune,  it  changes  hands  at  fine  rates  and  thus 
provides  for  the  borrower  a cheap  and  efficient  method  of 
obtaining  short  term  commercial  credit  and  for  the  various 
holders  a safe  and  liquid  asset  in  which  surplus  funds  can 
be  invested  even  for  very  short  periods. 

23.  On  accoimt  of  its  simplicity  and  the  ease  with  which 
it  can  he  negotiated  the  Bill  of  Exchange  provides  a method 
extensively  used  throughout  the  world  for  financing  trade. 
The  credit  lines  which  an  Accepting  House  has  outstanding 
will  probably  include  credits  financing  cotton,  wool,  metals, 
timber,  tea,  coffee,  sugar,  oil  seeds,  tobacco,  petroieum,  to 


mention  a few  of  the  most  important  commodities  and  also 
semi-finished  and  finished  goods. 

24.  For  its  services  the  Accepting  House  charges  a 
commission  to  its  customer  which  varies  according  to  the 
standing  of  the  customer  and  the  terms  of  the  credit  arrange- 
ment between  the  customer  and  the  Accepting  House.  This 
is  partly  a remuneration  for  work  done  in  scrutinising 
documents,  etc.,  but  mainly  a risk  premium  as,  by  accepting 
the  bill,  the  Accepting  House  has  given  an  unconditional 
undertaking  to  pay  it  at  maturity  whether  it  receives  cover 
from  its  customer  or  not  and  thus  assumes  the  risk  of  its 
customer  failing  to  pay  his  debts. 

25.  In  any  particular  trade  the  use  of  a term  bill  rather 
than  other  methods  will  have  grown  up  as  a matter  of  custom 
and  continues  because  it  works  smoothly  and  efficiently. 
Sometimes  the  custom  changes  for  one  reason  or  another 
and  the  outbreak  of  War  was  of  course  the  cause  of  many 
changes. 

26.  When  the  War  ended  many  traders  had  become 
unaccustomed  to  drawing  and  negotiating  term  bills  but  the 
practice  has  revived,  and  this  revival  is  mainly  due  to  the 
fact  that  the  mechanism  of  the  City  works  smoothly, 
efficiently  and  cheaply,  for  domestic  trade,  for  trade  in  which 
the  U.K.  is  involved  either  as  importer  or  exporter  and  for 
trade  between  two  foreign  or  overseas  countries  where  the 
goods  do  not  touch  these  shores  at  all. 

(fl)  What  action  is  taken  by  the  Accepting  Houses  on  a 
change  in  Bank  Rate  ? 

27.  On  a change  in  Bank  Rate  the  Accepting  Houses 
take  no  deliberate  action  so  far  as  their  polio'  in  opening 
commercial  credits  is  concerned,  but  the  cost  of  an  acceptance 
credit  becomes  dearer  or  cheaper  according  to  the  prevailing 
money  rates.  The  acceptance  commission  charged  does  not 
vary  as  a result  of  these,  but  the  inter-relation  between  Bank 
Rate,  banker’s  deposit  rate  and  the  rate  of  interest  charged 
by  the  banks  for  money  lent  at  call  to  the  discount  market, 
means  that  a change  in  Bank  Rate  affects  the  rate  at  which 
term  bills  can  be  sold.  Consequently  when  Bank  Rate  is 
hi^  and  a state  of  credit  stringency  exists  in  the  Discoimt 
market,  an  acceptance  facOity  becomes  expensive.  Under 
these  conditions  the  volume  of  business  done  by  term  bills 
might  well  decline,  but  the  cost  is  only  one  of  the  factors  in 
determining  this. 

(6)  In  what  circumstances  does  an  Accepting  House  enlarge 
or  contract  the  total  of  its  acceptances  ? 

28.  Generally  speaking  an  Accepting  House  imposes  a 
self  ordained  limit  upon  the  volume  of  its  acceptances  ; there 
are  no  statutory  rules  or  regulations  issued  by  the  Authorities 
as  to  what  tins  limit  should  be,  but  it  is  influenced  by 
consideration  of  the  capital  and  reserves  of  the  House 
concerned  and  the  use  of  its  available  resources.  Apart 
from  these  considerations,  the  amount  outstanding  is  governed 
to  a large  extent  by  the  demand  for  these  facilities  and  the 
attitude  of  an  Accepting  House  towards  enlarging  or 
contracting  the  total  of  its  acceptances  in  response  to  this 
demand  would  turn  upon  its  appreciation  of  the  risks  involved. 
In  assessing  these  risks  an  Accepting  House  would  have 
regard  to  economic  and  financial  tendencies  in  the  world 
generally  with  particular  reference  to  the  countries  overseas 
with  whose  business  it  was  concerned  ; to  the  state  of  the 
industries  and  trades  to  which  it  was  providing  faeiKties  and 
to  the  fortunes  and  liquidity  of  its  customers. 

n.  The  Adequacy  of  the  Monetary  System  in  Pkesbnt 
Conditions  and  Suggestions  for  Changes. 

29.  The  question  of  “adequacy”  must  obviously  have 
relation  to  the  ends  in  view.  A system  which  is  “adequate” 
for  the  achievement  of  one  purpose  may  be  inadequate  to 
achieve  another.  Furthermore,  a basic  conflict  may  arise 
between  the  ends  themselves,  so  that  the  monetary  measures 
which  will  suffice  to  achieve  one  purpose  may  automatically 
frustrate  achievement  of  another. 

30.  It  is  not  for  the  Accepting  Houses  Committee  to  write 
the  hook  which  would  be  required  to  deal  in  detail  with  the 
adequacy  of  the  monetary  system.  It  appears  to  them, 
however,  that  in  general  the  post-war  troubles  of  this  country 
have  not  arisen  from  inadequacy  of  the  monetary  system 
but  from  the  basic  conflicts  inherent  in  the  attempted 
simultaneous  achievement  of  varying  ends. 

31.  It  is  no  good  blaming  the  monetary  system  for 
difficulties  which  lie  deeper.  In  particular  it  is  no  good 
blaming  the  system  because  the  effective  halting  of  inflation 
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may  be  incompatible  with  the  maintenance  of  a state  of 
overfull  employment,  because  a rate  of  interest  high  enough 
to  eliminate  comparatively  unprofitable  demand  may  also 
stop  such  socially  desirable  olijects  as  house  building,  or 
because  when  prices  in  the  rest  of  the  world  rise  or  fall 
simultaneous  maintenance  of  both  internal  price  stability 
and  the  exchange  value  of  the  currency  may  be  impossible. 
No  known  monetary  system  can  reconcUe  conflicts  of  this 
kind. 

32.  In  the  opinion  of  the  Accepting  Houses  that  part  of 
the  monetary  system  with  which  they  axe  concerned,  namely 
the  London  Money  Market,  functions  with  admirable  smooth- 
ness and  efficiency  and  is  the  best  of  its  kind  in  the  world. 
It  provides  a sensitive  mechanism  with  the  help  of  which 
the  Authorities  can  influence  the  supply  of  short-term 
loanable  funds.  Provided  that  changes  in  Bank  Rate  are 
suitably  backed  up  by  open  market  operations,  any  desired 
degree  of  credit  restriction  can  be  brou^t  about.  This 
statement  r^uires  two  qualifications  only.  In  the  first  place 
the  mechanism  will  not  work  if  the  Authorities  shrink  from 
raising  rates  of  interest  to  a level  appropriate  to  the  degree 
of  restriction  desired.  In  the  second  place  the  market  will 
not  react  in  the  manner  which  could  normally  be  expected  if 
Government  budgetary  and  debt  management  policy  results 
in  a continuous  expansion  of  the  Treasury  Bill  issue;  this 
must  inevitably  frustrate  any  attempts  to  use  normal  open 
market  techniques. 

33.  But  these  qualifications  are  not  reflections  upon  the 
market  mechanism  or  upon  the  organisation  of  the  market 
itself.  The  Accepting  Houses  not  only  have  no  changes  to 
suggest,  but  would  seriously  doubt  the  wisdom  of  tampering 
with  so  well  balanced  a mechanism  which,  embodying  as  it 
does  the  experience  of  generations,  adequately  provides  all 
the  services  required. 

HI.  The  Authorities’  Use  of  Monetary  Measures  since 
1951,  Particularly  as  they  have  Affected  the 
Acceptinq  Houses. 

34.  In  considering  the  impact  upon  the  business  of  the 
Accepting  Houses  of  the  use  by  the  authorities  of  monetary 
measures  since  1951,  it  may  be  helpful  to  study  in  graph 
form  what  has  happened  over  these  years.  Attached  are 
two  charts  : Annex  No.  3 shows  : — 

(1)  The  total  of  the  acceptances  of  the  seventeen  members 
of  the  Accepting  Houses  Committee  outstanding  at 
the  end  of  each  quarter. 

(2)  The  total  value  of  all  bills  and  promissory  notes  drawn 
during  each  quarter. 

(3)  The  value  of  U.K.  trade  during  each  quarter. 

(4)  The  exports  of  the  overseas  sterling  area  to  countries 
other  than  the  U.K. 

(5)  The  value  of  world  trade  (excluding  United  States 
special  category  exports). 

(6)  The  level  of  Bank  Rate. 

Annex  4 shows  : — 

(7)  The  value  of  U.K.  imports. 

(8)  The  value  of  U.K.  exports. 

(9)  Wholesale  prices  (basic  materials)  indec, 

(10)  Import  prices  (basic  materials)  index. 

(11)  Export  prices  (Manufactured  goods)  index. 

These  charts  are  based  upon  figures  obtained  from  different 
sources  as  listed  in  the  attached  notes  to  Annex  No.  3. 

35.  Before  attempting  to  interpret  these  charts  certain 
features  of  the  business  of  the  Accepting  Houses  must  be 
mentioned. 

(fl)  A major  part  of  the  acceptance  business  of  the 
Accepting  Houses  covers  the  movement  of  raw 
materials  and  in  many  cases  this  movement  is  season^. 
As  can  be  seen  from  the  chart  the  general  effect  of  this 
is  that  the  first  quarter  of  each  year  tends  to  be  a 
period  of  heavy  use  of  acceptances,  and  in  the  middle 
of  each  year  the  use  falls  off.  The  peak  which  is 
shown  at  the  end  of  March  in  most  of  the  years  in 
question  is  due  to  this  and  does  not  by  itsdf  indicate 
any  trend, 

(fi)  While  the  majority  of  term  drafts  are  dravm  for  a 
usance  of  three  months  they  can  be  drawn  for  other 
periods  which  are  sometimes  as  short  as  three  days 
and  sometimes  as  long  as  six  months,  Thus  the 


figures  of  acceptances  outstanding  are  not  necessarily 
a reliable  indication  of  turnov®'. 

(c)  The  use  of  acceptance  credits  to  finance  international 
trade  competes  with  other  methods  both  abroad  and 
in  this  country,  for  instance  with  acceptance  facilities 
offered  by  New  York  and  Amsterdam  or  with  cash 
overdraft  facilities  granted  by  Banks  in  the  U.K.  or 
in  other  countries.  The  relative  cost  is  an  important 
factor  but  by  no  means  the  only  one  in  deciding  wffidi 
method  is  iwed.  Some  individual  credits  granted  in 
London  are  for  very  large  sums  and  the  adoption  of 
London  acceptance  credits  in  preference  to  other 
methods,  or  of  other  methods  in  preference  to  London 
acceptance  credits,  can  cause  fluctuations  one  way 
or  the  other  in  the  total  volume  of  acceptances,  but 
these  would  have  no  signiflcance  as  a basis  for  making 
deductions  of  an  economic  nature. 

(d)  The  figures  of  the  acceptances  outstanding  of  the 
members  of  the  Accepting  Houses  Committee  are 
not  exactly  comparable  with  the  figures  of  all  bills  and 
promissory  notes  drawn,  because  the  Accepting 
Houses  figures  are  exact,  whereas  the  total  of  aU  bills 
drawn  can  be  only  an  approximation  based  upon 
stamp  duty  figures. 

36.  These  charts  however  indicate  clearly  that  the  total  of 
acceptances  of  the  members  of  the  Accepting  Houses  Com- 
mittee bears  a fairly  constant  relation  to  the  total  of  all 
bills  drawn,  and  the  movement  of  both  these  totals  coincides 
very  largely  with  the  movement  of  the  total  value  of  U.K. 
trade.  It  is  also  noticeable  that  all  these  movements  show 
the  same  tendency  as  the  exports  of  the  overseas  sterling 
area  to  countries  other  than  the  U.K.,  the  figures  of  U.K. 
merchanting  transactions  and  the  value  of  world  trade  as 
portrayed  on  these  graphs,  and  there  is  a relation  between 
all  these  movements  and  ffie  movements  of  import,  export 
and  wholesale  prices. 

37.  A comparison  of  the  variations  in  the  volume  of 
acceptances  and  of  total  bills  drawn  with  the  variations  in 
Bank  Rate,  shows  that  successive  rises  in  Bank  Rate  at  the 
end  of  1951  and  early  1952  were  fallowed  by  a marked  fall 
in  the  volume  of  bills  outstanding.  At  the  same  time  there 
were  falls  in  the  wholesale  price  index  of  basic  materials  and 
in  import  prices. 

38.  In  the  period  1953/4  the  reverse  took  place.  Bank 
Rate  was  reduced  in  September,  1953,  and  in  May,  1954, 
and  these  reductions  marked  the  start  of  an  upward  tendency 
in  the  total  volume  of  bills  and  in  the  volume  of  acceptances 
of  the  Accepting  Houses.  The  charts  do  not  show  an  upward 
tendency  in  the  various  price  indices  until  the  earlier  part 
of  1954,  but  at  the  end  of  1953  and  again  in  April,  1954, 
there  were  relaxations  of  Australian  import  restrictions, 
and  again  in  July  there  was  a relaxation  of  hire  purchase 
restrictions  in  this  country  which  doubtless  had  some  effect 
upon  the  volume  of  bill  business. 

39.  In  1955,  Bank  Rate  was  raised  twice  and  in  1956  once. 
Each  of  these  rises  was  accompanied  by  a short-lived  fall 
in  the  volume  of  bills,  but  it  is  possible  that  the  mid-1955 
movement  in  the  volume  of  bills  may  have  been  influenced 
by  the  impact  of  the  Docks  and  Railway  strikes.  In  any  case 
the  volume  soon  turned  upwards  again,  which  movement 
conformed  with  the  tendency  of  the  price  indices. 

40.  The  latest  rise  in  Bank  Rate  has  been  too  recent  for 
its  effect  upon  bill  business  to  become  apparent. 

41.  Thus  although  some  connection  can  be  traced  between 
the  volume  of  bills  outstanding  and  the  level  of  Bank  Rate 
it  is  not  consistent  and  the  changes  in  the  volume  of  bills 
can  equally  convincingly  be  explained  as  being  due  to  other 
causes. 

42.  A considerable  amount  of  trade  has  to  take  place 
whatever  happens,  and  taking  place  it  has  to  be  financed. 
Where  it  is  normally  financed  by  acceptance  credits  it 
tends  within  limits  to  continue  to  be  so  financed,  even 
though  temporarily  the  cost  of  so  doing  may  compare 
unfavourably  with  the  cost  of  other  mettiods  of  finance 
available.  Undoubtedly  the  fact  that  an  acceptance  credit 
is  unduly  expensive  at  a particular  time  may  act  as  a deterrent 
to  its  use,  but  on  the  other  hand  in  certain  circumstances 
high  interest  rates  might  cause  an  increase  in  the  demand 
for  acceptance  credit  facilities,  just  as  low  interest  rates  might 
cause  a falling  away  in  that  demand.  For  example,  when 
money  rates  are  low,  industrial  borrowers  may  be  tempted 
to  take  advantage  of  them  by  long-term  borrowing  to  an 
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extent  which  may  appreciably  diminish  their  dependence 
upon  seasonal  short-term  credits  ; whereas  when  rates  are 
high  the  opposite  view  prevails,  industrial  borrowers  tend 
to  postpone  projected  long-term  borrowing  in  the  hope  that 
the  cost  of  a long-term  debenture  will  later  become  less 
heavy  and,  as  a result  they  have  to  rely  in  the  meantime  to 
a greater  extent  upon  short-term  finance,  i.e.  bank  overdrafts 
or,  if  the  basis  is  suitable,  acceptance  credits. 

43.  A fall  in  prices  on  the  other  hand  has  three  effects  ; 
firstly  a smaller  volume  of  credit  is  needed  to  finance  the 
same  volume  of  goods,  secondly  commercial  and  industrial 
concerns  have  a tendency  in  a period  of  declining  prices  to 
postpone  purchases  and  to  live  on  existing  stocks,  and 
thirdly  the  purchasing  power  of  the  countries  producing  the 
goods  whose  prices  have  fallen  is  thereby  reduced.  A rise 
in  prices  tends  to  have  the  opposite  effects. 

44.  Thus  although  the  question  is  a controversial  one  as 
the  various  reasons  which  cause  rises  or  falls  in  the  volume  of 
bnis  are  too  complex  to  be  capable  of  a concise  definition, 
there  seems  to  be  little  doubt  that  the  volume  of  acceptance 
credit  business  done  by  the  Accepting  Houses  is  directly 
affected  more  by  movements  in  the  basic  price  level  and  in 
the  value  of  U.K.  trade  than  by  movements  in  interest  rates. 
It  may  be  that  in  some  circumstances  both  the  price  level  and 
the  volume  of  trade  are  themselves  affected  by  changes  in 
the  level  of  interest  rates  but  they  are  also  affected  by  other 
factors.  The  answer  to  the  question  therefore  seems  to  be 
that  the  influence  of  movements  in  interest  rates  on  the 
volume  of  acceptance  business  is  only  indirect  and  that  such 
movements  are  only  one  of  the  influoicing  factors. 

IV.  The  Effectiveness  in  Economic  Policy  To-day  of 
Monetary  Measures,  with  particular  reference 

(a)  Movements  of  short-term  interest  rates 

45.  In  general,  movements  in  short-term  interest  rates 
in  the  post-war  period  have  at  any  rate  until  recently  been 
ineffective  as  an  instrument  for  controlling  the  amount  of 
physical  stocks  held.  As  far  as  internal  borrowers  are  con- 
cerned the  main  reason  for  this  seems  to  be  the  high  level 
of  taxation.  It  must  be  remembered  that  for  a borrower  who 
pays  British  Income  Tax  an  increase  of  I % per  annum  in 
the  rate  of  interest  only  means  a net  increase  of  11s.  6d.  %. 
It  may  also  be  relevant  to  point  out  that  a Company  liable 
to  Profits  Tax  can  afford  to  pay  up  to  9i%  for  borrowed 
money  before  its  equity  holders  are  worse  off  than  they 
would  have  been  if  they  were  able  to  issue  share  capital 
which  had  to  be  remunerated  at  6%. 

46.  So  far  as  international  movements  of  money  are 
concerned,  differences  in  interest  rates  between  different 
centres  are  still  effective  given  two  conditions,  namely  : — 

(i)  absence  of  official  interference  with  the  free  flow  of 
funds,  and 

(ii)  absence  of  overriding  fears  regarding  currency 
stability. 

47.  The  latter  force  has  generally  swamped  all  other 
considerations  since  the  war,  so  that  movements  of  money 
due  to  differences  in  short-term  interest  rates  have  rarely 
been  separable  from  movements  due  to  speculative  or  pre- 
cautionary motives. 

(b)  Movements  of  long-term  interest  rates 

48.  It  would  appear  that  since  the  end  of  the  war  long- 
term interest  rates  also  have  moved  within  too  small  and  too 
low  a range  to  be  effective  as  a deterrent  to  borrowing. 
Here  again  the  reason  is  partly  the  high  level  of  taxation  and 
partly  the  acute  shortage  of  capital  which  prevails,  but  it 
is  also  the  rate  of  inflation  actual  and  anticipated.  The  value 
of  the  assets  acquired  will  have  increased  or  be  expected  to 
increase  so  much  in  relation  to  the  fixed  interest  indebtedness 
mcuired  to  acquire  them  that  the  rate  of  interest  paid  on 
such  indebtedness  is  a relatively  minor  consideration. 

(c)  Direct  Controls  (e.g.  Requests  to  Bankers  and  Directives 

to  C.7.C.) 

49.  Requests  to  bankers  form  an  unobtrusive  method  of 
dealing  with  an  emergency  situation,  or  of  giving  effect  to 
some  aspect  of  Government  policy,  which  is  convenient  to 
the  authorities  and  on  the  whole  can  be  said  to  have  produced 
the  desired  results  in  the  past.  But  the  burden  which  such 
requests  impose  upon  the  banks  should  not  be  under- 
estimated. They  have  to  decide  how  and  to  what  extent  the 
intention  and  ffie  policy  behind  the  “requests”  apply  over 


the  whole  range  of  their  customers’  operations,  many  of 
which  in  varying  degrees  it  is  not  the  intention  of  that  policy 
to  curb.  They  are  in  a number  of  cases  committed  to  credit 
lines  for  a given  period  which,  until  its  termination,  they 
cannot  modify.  As  a result  they  may  have  to  implement 
the  policy  upon  a more  narrow  firont  than  would  otherwise 
be  the  case  with  perhaps  more  hardship  to  those  concerned 
if  quick  results  have  to  be  achieved. 

50.  It  should  also  be  pointed  out  that  if  an  official  request 
remains  in  force  for  too  long  it  may  have  an  effect  entirely 
different  from  that  which  the  authorities  intended.  An 
example  can  be  seen  from  the  requests  which  the  authorities 
have  made  during  the  past  few  years  to  the  banking  com- 
munity to  restrict  advances  and  credits  to  hire  purchase 
finance  companies.  These  requests  have  now  had  the  effect 
of  stimulating  such  companies  to  invite  direct  deposits  by 
the  members  of  the  public.  The  effect  which  the  authorities 
desired  has  thereby  been  reduced  and,  in  addition,  funds 
have  been  attracted  away  from  the  banks  and,  to  a greater 
or  lesser  extent,  have  been  put  out  of  the  reach  of  the  control 
which  the  authorities  desired  to  implement. 

51.  Nonetheless  requests  to  bankers  are  on  the  whole 
preferable  to  statutory  relations  since  they  impinge  less 
upon  the  traditionally  flexible  quali^  of  British  banking. 

52.  The  control  exercised  by  the  Capital  Issues  Committee 
applies  more  to  the  activities  of  the  Issuing  Houses  than  to 
those  of  the  Accepting  Houses,  and  comment  upon  it  is 
therefore  left  to  the  Issuing  Houses  Association. 

(d)  The  authoritative  exposition  of  policy  changes 

53.  Whrai  major  policy  changes  are  made  it  must  be  of 
importance  that  the  nature  of  those  changes  and  the  reason- 
are  widely  understood.  Authoritative  expositions  are  therefors 
valuable,  but  so  far  as  is  possible  th^  should  be  undere 
standable  to  the  ordinary  individual  who  may  be  affected 
by  the  policy  or  whose  support  therefor  is  sou^t.  It  should 
be  remembered  that  sudi  expositions  receive  wide  circulation 
abroad  and  what  is  intended  to  convey  a note  of  warning 
for  home  consumption  may  well  be  interpreted  abroad  as  a 
distress  signal. 

54.  Obviously  no  amount  of  exposition  will  cloak  the 
faults  of  a bad  policy.  But  if  the  policy  change  is  sensible 
and  the  authoritative  exposition  is  lucidly  and  convincin^y 
made,  the  said  exposition  can  do  nothing  but  good.  If  either 
of  these  desiderata  are  lacking  it  can  do  untold  harm. 

V.  SUGGESnONS  FOR  ImPROVINO  (IF  NECESSARY)  PRESENT 
Arrangements  for  Providing  Short,  Medium  and 
Long-Term  Finance  With  or  Without  Guarantees 
FOR  Industry,  Trade  (Including  Exports)  and 
Agriculture 

55.  This  question  covers  different  types  of  financing, 
namely,  short,  medium  and  long-term  finance  for  industry, 
trade  (including  exports)  and  agriculture,  but  the  scope  of 
the  reply  can  be  cut  down  by  stating  at  the  outset  that  the 
Accepting  Houses  are  not  generally  concerned  with  the 
financing  of  agriculture. 

56.  Short-term  finance  for  industry  and  trade  can  be 
provided  either  by  acceptance  credits  if  the  purposes  satisfy 
the  desiderata  set  out  earlier  in  this  memorandum  or  by  cash 
overdrafts  from  the  banks.  Acceptance  credits  are  granted 
for  financing  the  movement  of  trade,  the  purdiase  of  raw 
materials,  the  sale  of  end-products  or  seasonal  fluctuations 
in  stocks,  and  their  essential  quality  is  that  the  under-lying 
transaction  makes  the  credit  self-liquidatiug.  Provision  for 
intermittent  fluctuations  in  the  working  capit^  requirements  of 
industrial  companies  unrelated  to  any  particular  transaction 
or  series  of  transactions,  is  normally  made  by  cash  overdraft 
facilities  granted  by  the  Joint  Stock  Banks  and  it  is  not 
recommended  that  the  use  of  acceptance  credits  be  extended 
for  this  purpose.  Cash  overdrafts  are  primarily  the  function 
of  the  Banks  but  are  also  granted  by  Accepting  Houses 
usually  in  connection  with  commercial  credit  business. 

57.  Acceptance  credits  work  smoothly  and  efficiently  and 
enable  the  beneficiary  to  obtain  the  money  he  requires  with 
promptitude  and  at  a reasonable  cost,  taking  into  account 
the  general  level  of  money  rates  which  may  be  ruling  at  the 
time.  The  Accepting  Houses  have  no  recommendations  to 
make  for  improvements  in  the  existing  facilities  for  short- 
term finance. 

58.  Medium-term  and  long-term  finance  for  industry  or 
trade,  except  for  specific  facihties  relating  to  exports  which 
are  dealt  with  hereafter,  are  functions  of  the  Issuing  Houses 
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and,  although  many  of  the  Accepting  Houses  are  members 
of  ttie  Ibsuing  Houses  Association,  the  latter  organisation  is 
the  proper  body  to  reply  to  the  question  under  this  heading, 

59.  It  is  when  one  comes  to  the  specific  financing  of 
capital  goods  exports  involving  medium-term  finance,  that 
is  to  say,  finance  covering  periods  of  up  to  five  years  from 
date  of  shipment,  that  the  Accepting  Houses  may  become 
involved  and  it  is  here  that  one  enters  upon  controversial 
issues. 

60.  In  the  years  before  the  second  world  war  the  City  of 
London  was  one  of  the  principal  financial  centres  where 
overseas  borrowers  could  raise  long-term  loans  by  means  of 
bond  issues.  Since  the  war,  the  floating  of  such  long-term 
foreign  loans  on  the  London  market  has  not  been  feasible. 
But  since  the  war  there  has  been  a tremendous  upsurge  in 
development  plans  abroad  calling  for  the  purchase  of  large 
quantities  of  capital  equipment  and,  as  the  majority  of  those 
countries  have  not  been  in  possession  of  adequate  supplies 
of  the  necessary  foreign  current'  and  cannot  raise  them  by 
long-term  loans  except  through  the  medium  of  the  World 
Bank,  there  has  emerged  a new  type  of  business,  namely, 
the  arranging  of  ad  hoc  medium-term  loans  to  finance 
individual  contracts.  Moreover,  even  when  the  country 
concerned  may  not  be  short  of  the  necessary  foreign  exchange 
resources,  the  buyer  himself  may  be  short  of  the  requisite 
finance  and  may  Iberefore  seek  deferred  payment  terms  from 
the  sdler. 

61.  Briefly  stated,  the  problem  lies  in  the  fact  that  an 
overseas  buyer  seeking  equipment  for,  e.g.,  a steel  works,  a 
power  plant,  or  the  electrification  of  a raOway  system,  or 
desiring  to  purchase  a single  piece  of  machinery,  demands 
extended  terms  of  payment.  The  British  manufacturer  is 
unable  to  ofier  these  from  his  own  resources  and  cannot  or 
is  unwilling  to  borrow  the  funds  on  his  own  account  from 
his  bankers,  because  his  balance  sheet  would  be  seriously 
distorted  and  his  statutory  borrowing  powers  might  be 
exhausted  or  even  exceeded  if  he  did  so.  The  solution  lies, 
therefore,  in  finding  a bank  or  other  institution  which  will 
either  undertake  to  giant  file  necessary  cash  advance  to  the 
overseas  buyer,  or  to  buy  from  the  British  manufacturer, 
imder  discount,  the  promissory  notes  which  the  overseas 
huyCT  may  offer  in  payment.  Whichever  method  is  chosen, 
the  result  will  be  that  the  British  manufacturer,  without 
himself  having  to  borrow,  will  receive  payment  on  normal 
commercial  terms,  while  Ae  overseas  buyer  will  obtain  the 
deferred  payment  terms  which  he  is  seeking. 

62.  As  a general  rule,  British  financial  institutions  will 
not  grant  medium-term  credits  to  foreign  bodies  if  they  can 
only  look  to  the  foreign  borrower  or  to  foreign  guarantees 
for  repayment  of  such  loans.  Moreover,  they  require  that 
these  loans  be  repaid  according  to  a pre-arrang^  programme, 
and  they  wish  to  be  assured  that  repayments  will  be  made  on 
file  dates  agreed,  come  what  may.  This  difficulty  is,  in  part, 
overcome  by  the  guarantees  offered  by  the  Export  Credits 
Guarantee  Department. 

63.  Broadly  speaking,  the  Export  Credits  Guarantee 
Department  issues  two  types  of  guarantees,  namely  : — 

(1)  A guarantee  indemnifying  the  exporter  against  war  • 
and  political  risks  (90  % or  95  % according  to  circum- 
stances) and  against  default  by  the  buyer  (85%). 
The  benefits  of  this  guarantee  can  be  assigned  by  the 
exporter  to  a bank  or  other  institution  providing  the 
finance. 

(2)  A guarantee  issued  by  the  Department  direct  to  the 
bankers,  whereby  the  Department  undertakes  to  pay 
to  the  bankers  granting  the  desired  facilities  a pro- 
portion (usually  85%)  of  the  sums  owing  on  the 
contract  by  the  overseas  purchaser  should  the  latter 
not  meet  his  liabilities  on  due  date. 

64.  The  business  of  the  Accepting  Houses  involves 
maintaining  a high  degree  of  liquidity.  Their  resources  are 
limited  compared  with  those  of  the  Joint  Stock  Banks  and 
the  amount  of  cash  which  they  will  tie  up  in  financing  a 
transaction  repayable  over  a period  of  years  must  therefore 
be  moderate.  Some  Houses  have  financed  a number  of 
contracts  of  comparatively  small  sbe  for  short  periods 
usually  not  exceeding  three  years,  and  in  some  cases  an 
Accepting  House  has  added  its  endorsement  to  bills  arising 
from  the  transaction  and  has  re-discounted  them.  But  for 
these  small  transactions  the  Accepting  House  cannot  obtain 
the  direct  guarantee  of  Export  Credits  Guarantee  Depart- 
ment, and  in  consequence,  must  satisfy  itself,  so  fax  as  it 


can,  that  the  exporter  has  complied  with  the  conditions  of 
the  E.C.G.D.  guarantee  issued  to  him  and  assigned  by  him 
to  the  Accepting  House.  In  fact,  it  is  not  within  the  power 
of  the  Accepting  House  to  ensure  that  some  of  these  conditions, 
which  are  very  general  in  form,  have  been  satisfied  by  the 
exporter,  and  it  cannot  be  said  that  the  assignment  of  the 
guarantee  issued  to  the  exporter  is  an  entirely  satisfactory 
form  of  security. 

65.  The  form  of  guarantee  issued  by  Export  Credits 
Guarantee  Department  directly  to  the  bankers  provides  a 
satisfactory  form  of  security,  but  it  is  only  available  where  an 
amount  of  £250,000  or  more  for  a sin^e  order  is  involved. 
Such  contracts  often  amount  to  several  irdllions  and  their 
financing,  as  explained  above,  in  the  great  majority  of  cases 
is  obtained  from  the  Joint  Stock  Banks.  But  the  Accepting 
Houses,  by  reason  of  their  historical  connection  with  overseas 
countries  and  with  international  trade,  are  frequently  consulted 
regarding  the  possibility  of  arranging  business  of  this  kind. 
Consequently  there  have  been  a number  of  cases  where  the 
Accepting  House  has  conducted  the  preliminmy  negotiations, 
at  the  conclusion  of  which  the  necessary  credit  facilities  have 
been  provided  by  one  or  more  Joint  Stock  Banks,  the  opera- 
tion of  the  credit  being  subsequently  supervised  and  managed 
by  the  Accepting  House  on  behalf  of  the  bank  or  group  of 
banks.  The  Accepting  Houses  can  therefore  speak  with  a 
measure  of  experience  of  this  type  of  financing.  It  can  apply 
either  to  an  order  placed  with  a single  manufacturer  handling 
a large  order  for  his  own  product,  in  which  case  the  finance 
might  be  arranged  by  the  purchase  of  promissory  notes 
given  to  the  manufacturer  by  his  overseas  customer  ; or  to 
large  contracts,  such  as  the  construction  of  steelworks, 
electrification  of  railways,  etc.,  involving  a number  of 
manufacturers  in  this  country,  in  which  case  a more  straight- 
forward method  of  finance  would  be  the  granting  of  a cash 
advance  facility  to  the  overseas  purchaser  of  the  equipment. 
It  must  be  noted,  however,  with  regret,  that  the  Export 
Credits  Guarantee  Department  dislike  the  method  of  granting 
cash  advances  to  the  overseas  purchaser  and  insist  that  this 
can  only  be  agreed  in  exceptional  cases. 

66.  There  is,  however,  a limit  to  the  period  of  credit  which 
the  Department  will  underwrite.  It  varies  according  to  the 
nature  of  the  goods  exported,  and  at  its  maximum,  in  the 
case  of  large  orders  for  heavy  capital  equipment,  will  require 
not  only  intermediate  instalments  but  final  repayment  by 
the  overseas  buyer  not  later  than  about  five  years  from  the 
date  of  delivery.  In  the  majority  of  such  cases  the  period 
between  the  signing  of  the  contract  and  the  date  of  delivery 
may  be  up  to  two  years,  so  that  this  results  in  a period  of  up 
to  seven  years  elapsing  between  the  undertaking  to  grant  the 
finance  being  given  and  the  final  repayment  being  received. 
As  those  of  the  Joint  Stock  Banks  who  finance  this  type  of 
business  have  fixed  a maximum  period  of  about  seven  years 
for  the  commitment  of  funds  thus  employed,  it  results  that 
the  limits  fixed  by  the  Department  and  by  the  banks  approxi- 
mately coincide,  except  in  certain  rather  special  cases  where 
there  is  an  unusually  long  period  of  manufacture. 

67.  At  the  present  time  the  volume  of  funds  available 
appears  to  be  adequate  for  the  medium-tenn  finance  of 
exports.  It  is  true  that  the  amounts  which  the  banks  are 
prepared  to  hold  available  for  this  type  of  financing  vary 
from  one  bank  to  another,  but,  from  the  ejqjerience  of  the 
Accepting  Houses  who  have  organised  and  managed  this 
^e  of  facility,  the  banks  have  not  reached  the  self-appointed 
limts  which  they  have  fixed.  It  is,  however,  a fact  t^t  they 
place  a limit,  which  does  nonetheless  frequently  run  into 
several  million  poimds,  upon  the  figure  to  which  they  will 
commit  themselves  during  the  early  stages  in  any  one  project. 
This  is  because  the  availability  of  finance  for  medium-term 
credit  has  to  be  assured  at  an  early  date  in  the  negotiations 
between  the  British  manufacturer  and  his  overseas  customer, 
and  certainly  not  later  than  when  the  manufacturer’s  tender 
is  submitted.  Only  in  a proportion  of  cases  is  the  tender 
successful,  and  in  the  cases  of  the  unsuccessful  tenders  the 
banker  finds  that,  over  the  intervening  period,  he  has 
committed  his  funds  without  reward,  although  in  the  mean- 
time he  has  had  to  take  this  commitment  into  account  in 
considering  other  proposals.  He  therefore  likes  bis  commit- 
ments for  this  type  of  finance  to  be  well  spread  over  a 
number  of  projects. 

68.  This  may  explain  the  apprehensions  voiced  in  some 
industrial  quarters  that  finance  available  for  these  medium- 
term  export  credits  is  approaching  exhaustion  ; though  it 
is  more  likely  that  apparent  difficulties  have  in  fact  been  due 
to  ignorance  of  what  can  be  done.  But  these  apprehensions 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


COMNaXTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued] 


Accepteng  Houses  Commetiee 


have  given  rise  to  the  suggestion  that  a new  institution  be 
set  up  for  the  specific  purpose  of  providing  medium-term 
export  finance.  The  advantages  of  this  are  not  apparent. 
The  problem,  if  there  is  one,  is  not  a lack  of  institutions  ; 
it  is  to  find  a more  simple  and  direct  way  of  tapping  the 
funds  which  could  be  available  if  a suitable  instrument  were 
offered.  What  is  needed  is  a negotiable  docunsent,  and  this 
could  be  provided  if  the  appropriate  portion  of  the  indebted- 
ness of  the  foreign  customer  was  evidenced  by  promissory 
notes  which  bore  an  endorsement  indicating  that  repayment 
was  guaranteed  by  Her  Majesty’s  Government.  By  this 
means  the  initial  arranging  of  the  necessary  finance  would  be 
simplified  because  the  transaction  would  be  the  acquisition 
of  a negotiable  document  instead  of  the  locking-up  of  funds 
in  a fixed  advance  ; and  the  very  fact  that  a negotiable 
document  was  available  would  make  the  business  attractive 
to  a wider  circle  than  the  Joint  Stock  Banks. 

69.  The  willingness  of  the  banks  to  grant  medium-term 
credits  for  the  larger  transactions  depends  largely  on  the 
availability  of  a direct  guarantee  given  to  the  bankers  by  the 
Export  Credits  Guarantee  Department.  It  is  doubtful 
whether  the  attitude  of  the  Department  comes  within  the 
terms  of  the  question  posed  by  the  Committee  to  the 
Accepting  Houses,  but  as  guarantees  are  mentioned  in  the 
question  it  may  be  relevant  to  enumerate  certain  points  which 
have  been  raised  by  manufacturers  with  whom  the  Accepting 
Houses  have  worked  : — 

(а)  There  are  certain  types  of  exports  which  be 

described  as  being  on  the  border  line  of  the  capital 
goods  category.  Heavy  goods  and  passenger  motor 
vehicles,  earth  moving  machinery  and  heavy  tractors 
may  be  quoted  as  examples.  A direct  bankers’ 
guarantee  can  be  obtained  from  E.C.G.D.  for  such 
exports  for  a limited  ^riod  of  credit — ^usually  3 
years — but  only  if  each  individual  order  amounts  to 
at  least  £250,000  and  represents  a capital  equipment 
project  on  the  part  of  die  purchaser.  As  orders  for 
such  items  as  these,  and  there  may  be  others,  while 
representing  an  important  element  in  British  exports, 
Me  usually  received  for  amounts  of  less  than  £250,000, 
it  is  suggested  that  Export  Credits  should  fix  a lower 
limit  than  £250,000  for  this  purpose. 

(б)  In  the  case  of  large  contracts  the  percentage  of  the 
contract  which  the  Department  will  underwrite  leaves 
too  large  a financial  burden  and  too  large  a financial 
risk  for  the  manufacturer  to  bear. 

(c)  There  are  difficulties  in  getting  the  Department,  at  a 
sufficiently  early  stage  in  the  negotiations,  to  commit 
itself  firmly  to  guarantee  the  contract  should  it  be 
WOE.  Without  such  a commitment,  the  manufacturer 
cannot  from  his  side  negotiate  confidently  with  his 
customer. 

(d)  The  Department  reserves  to  itself  the  right  to  withdraw 
its  guarantee  at  any  stage  during  the  execution  of  the 
contract  and  to  instruct  the  manufacturer  to  stop 
shipments  thereon,  if  it  appears  in  the  judgment  of 
the  Department  that  a loss  to  public  fhnds  would 
otherwise  be  incurred.  The  manufacturer  might 
thereby  be  forced  to  break  his  contract  without  any 
pounds  \is-drvis  his  customer  for  so  doing,  with 
incalculable  damage  to  his  own  good  name  and  that 
of  the  country  in  general.  This  same  reservation  would 
preclude  a bank  from  giving  a firm  undertaking  to 
provide  the  finance  to  the  overseas  buyer,  since  such 
undertaking,  once  given,  is  irrevocable.  As  the 
discounting  of  promissory  notes  calls  for  no  contract 
between  the  bank  and  the  overseas  buyer,  but  only 
an  arrangement  between  the  bank  and  the  British 
manufacturer,  which  the  bank  is  not  obliged  to 
implement  until  the  Promissory  Notes  are  deSvered, 
the  Department’s  right  to  withdraw  its  guarantee  in 
these  cases  does  not  embarrass  the  bank  which  coidd 
include  the  necessary  safeguards  in  its  arrangements 
with  the  manufacturer.  But  it  leaves  the  manufacturer 
in  a position  of  uncertainty. 

(e)  The  discounting  by  the  banks  of  promissory  notes 
given  by  the  overseas  buyer  to  the  manufacturer, 
which  is  the  method  preferred  by  the  Department,  is 
not  always  as  acceptable  to  the  overseas  buyer  as  the 
granting  to  him  by  the  banks  of  a cash  advance 
facility  which  latter  method  the  Department  are 
prepared  only  exceptionally  to  approve  ; nor  is  it 


technically  easy  to  arrange  where  the  interest  rate  is 
a flexible  one  based  on  Bank  Rate. 

(/)  The  period  of  credit  for  the  lighter  forms  of  capital 
equipment  is  in  some  cases  too  short. 

ig)  Contracts  are  often  imperOled  by  the  delays  experienced 
in  the  negotiations  with  the  Department. 

(A)  The  Department  refuses  to  limit  their  insurance  to 
the  political  and  transfer  risk  and  insist  on  including 
the  credit  risk.  Many  manufacturers  are  prepared  to 
assess  and  themselves  accept  this  latter  risk  and, 
were  they  to  do  so,  might  expect  the  Department  to 
reduce  its  premium. 

(0  The  Department  insists  on  insuring  all  the  export 
business  of  a particular  exporter.  Some  manufacturers 
(though  by  no  means  all)  would  prefer  to  have  the 
right  to  decide  themselves  what  business  to  insure, 
even  though,  by  retaining  such  right  of  selection,  they 
had  to  pay  a higher  premium  for  the  insurances  which 
they  took  out. 

70.  Evidence  on  all  these  points  can  more  properly  be 
given  by  the  manufacturing  interests,  but  there  is  a further 
point  which  the  Accepting  Houses  Committee  themselves 
desire  to  raise.  The  net  profits  of  the  Department  are  at 
present  used  to  swell  the  budgetary  revenue  of  the  country. 
In  other  words  a part  of  the  premiums  charged  constitutes  a 
form  of  taxation  upon  the  export  trade  which  the  Department 
was  formed  to  assist.  These  premiums  represent  an  item  of 
cost  which  the  exporter  must  include  in  his  price,  and,  as 
contracts  are  not  infrequently  lost  by  a narrow  price  margin, 
there  is  as  strong  a case  for  arguing  that  the  Department 
should  be  run  on  a commercial  basis  in  the  sense  that  its 
accumulated  “profits”  should  over  the  years  enable  it  to 
provide  better  services  to  its  customers  rather  than  to  make 
contributions  to  the  Exchequer. 

71.  Comments  in  this  memorandum  upon  the  guarantees 
provided  in  support  of  the  financmg  of  exports  have,  so  far, 
been  restricted  to  the  facilities  provided  by  Export  Credits 
Guarantee  Department.  In  the  experience  of  the  Accepting 
Houses  Committee  the  credit  terms  which  British  manufac- 
turers have  in  so  many  cases  found  it  necessary  to  ofi'er  have 
only  been  made  possible  by  reason  of  the  guarantees  offered 
by  the  Department.  In  other  words  the  overseas  customer 
has  obtained  credit  primarily  because  the  British  Government 
in  the  shape  of  the  Department  has  stood  behind  the  trans- 
action. This  Committee  is  unaware  of  the  reasoning  which 
limits  the  period  of  credit  which  the  Department  will 
guarantee  for  capital  goods  to  a maximum  of  5 years  from 
the  date  of  delivery,  but  if  there  is  one  thing  which  must  be 
true  it  is  that,  by  all  commercial  standards,  this  period  is 
totally  unreal  in  ffie  case  of  the  big  contracts.  The  big  export 
contracts  underwritten  by  Export  Credits  consist  largely  of 
the  heaviest  type  of  capital  equipment  including  the  provision 
of  complete  power  stations,  steelworks,  etc.,  none  of  which, 
even  in  the  most  prosperous  periods,  could  amortise  their 
original  cost  over  the  period  of  credit  which  is  permitted. 
Therefore,  while  the  Committee  would  maintain  that  for 
the  term  of  credit  to  which  Export  Credits  will  agree  the 
present  system  of  financing  appears  to  be  adequate,  they 
would  feel  that  the  whole  situation  would  be  changed  if 
the  period  of  credit  bore  some  relation  to  the  true  earning 
power,  or  perhaps  one  should  say  the  ability  to  generate 
cash,  of  the  overseas  buyer. 

72.  It  is  true  to  say  that  the  risks  uppermost  in  the  minds 
of  British  exporters  are  the  so-called  political  risks,  that  is 
to  say,  the  risks  of  war,  revolution,  restrictions  on  the 
transfer  of  capital,  etc.,  and  these  risks  may  be  more  likely 
to  materialise  over  a period  of,  say,  fifteen  years  than  over 
a period  of  seven  years.  But  when  the  credit  is  limited  to 
seven  years  another  risk  is  magnified  which  may  not  perhaps 
be  fully  appreciated,  and  that  is  the  difficulty  which  the 
foreign  purchaser  may  have  in  acquiring  funds  locally 
(whether  by  earnings  or  borrowings  or  more  likely  by  a 
combination  of  both)  with  which  to  purchase  the  foreign 
currency  during  the  period  within  which,  by  the  terms  of 
his  credit  agreement,  he  has  to  remit.  To  the  banker  locking 
up  his  funds  in  an  advance  which  cannot  be  called  for 
repayment  except  in  accordance  with  the  terms  of  the  credit, 
seven  years  may  well  seem  to  be  a long  term.  To  the 
borrower  who  must  repay  the  whole  loan  within  seven  years, 
even  though  a part  of  the  period  may  be  taken  up  in  the 
construction  of  the  plant  from  whose  earnings  the  loan  must 
be  repaid,  seven  years  may  seem  a very  short  term.  In  the 
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case  of  both  short  term  acceptance  credits  and  long  term 
debenture  issues  the  underlying  transaction  itself  provides 
the  means  of  repayment  of  the  debt  incurred,  in  the  former 
case  by  the  sale  of  the  goods  and  in  the  latter  by  the  earnings 
of  the  plant  acquired.  In  the  case  of  medium  term  finance 
it  does  not,  but  at  the  end  stm  leaves  the  debtor  with  the 
problem  of  finding  finance  for  the  further  period  for  which  it 
is  needed.  The  Committee  therefore  feel  that  it  is  not  outside 
their  terms  of  reference  to  suggest  that  consideration  be 
given  to  the  whole  basis  of  export  credits.  In  pre-war  years 
the  problem  now  being  considered  was  at  times  met  by  the 
facilities  ofiFered  by  the  former  Trade  Facilities  Act.  No 
doubt  there  may  well  be  technical  and  political  difficulties 
in  reviving  that  method.  Nevertheless,  if  a system  were 
devised  by  whidh  finance  for  a period  of,  say,  fifteen  years 
(which  is  the  ^ortest  term  which  any  experienced  corporation 
in  this  country  would  fix  in  relation  to  the  financing  of,  say, 
the  construction  of  a power  station  and  the  amortisation 
of  the  relevant  loan)  were  to  have  the  benefit  of  the  guarantee 
of  H.M.  Government,  there  would  be  some  realism  in 
connecting  the  period  of  the  loan  with  the  uses  to  which  it 
was  being  put,  and  it  would  be  possible  to  tap  funds  in  this 
country,  outside  the  banking  system,  more  appropriate  for 
what  is  labelled  medium  but  should  be  long  term  financing. 
But  for  such  long  term  guarantees  it  is  at  least  a debatable 
point  whether  Export  Credits  Guarantee  Department  would 
be  the  proper  medium  to  employ.  The  Department  was 
originally  formed  for  the  purpose  of  insuring  ordinary 
commercial  risks  taken  overseas  at  a time  when  the  hazards 
attaching  even  to  normal  commercial  credits  could  not  be 
assessed.  The  type  of  medium-term  credits  which  have  been 


discussed  was  a later  evolution,  but,  because  the  Export 
Credits  Guarantee  Department  already  existed,  there  was 
placed  upon  it  the  task  of  insuring  these  transactions  where 
some  form  of  Government  insurance  was  required,  and  so 
it  adopted  a role — which  in  post-war  years  has  become  of 
increasing  magnitude — ^which  in  its  origin  was  not  foreseen. 
If  the  system  of  Govranment  guarantees  were  extended  in 
the  manner  suggested  in  this  memorandum  a Treasury 
guarantee  expressed  in  a negotiable  form  would  be  desirable. 
To  this  the  Export  Credits  Guarantee  Department,  bound  up 
as  it  is  in  existing  practices  and  regulations,  might  not 
easily  be  able  to  adapt  itself. 

73.  If  the  economic  and  financial  condition  of  this  country 
is  such  that  exports  cannot  remain  unrequited  over  such  a 
long  period,  that  fact  should  not  blind  people  to  the  dangers 
inherent  in  the  present  limitations  on  the  duration  of  export 
credit  financing  which,  by  creating  an  artificial  situation  for 
the  debtor,  may  produce  losses  to  the  creditor  which  in  turn 
will  fall  upon  his  guarantor.  Nor  should  the  activities  of 
the  Export-Import  Bank  be  forgotten.  Up  to  the  present 
its  main  activities  have  been  directed  towards  business  with 
the  South  American  countries,  but  if,  as  a result  perhaps  of 
some  recession  in  the  United  States,  it  turned  its  activities 
to  dancing  business  in  other  parts  of  the  world,  the  reper- 
cussions upon  British  indushy,  which  has  no  means  of 
offering  commensurate  terms  of  credit,  might  be  serious  in 
the  extreme. 


24i/i  December,  1957. 


Annex  No.  1 

THE  LONDON  FOREIGN  EXCHANGE  AND  BULLION  MARKETS 


1.  The  Accepting  Houses  are  active  members  of  the 
London  Foreign  Exchange  Market,  and  enjoy  representation 
on  the  Foreign  Exchange  Committee  which  consists  of 
representatives  of  all  the  categories  of  Banks  in  London  who 
are  dealers  in  Foreign  Exchange.  The  day-to-day  functions 
of  this  Committee  are  delegated  to  a specif  Sub-Committee 
which  has  the  benefit  of  direct  liaison  with  the  Bank  of 
England  through  the  Bank’s  representative  who  is  present  at 
their  meetings. 

2.  The  Foreign  Exchange  Market,  comprising  approxi- 
mately 120  Banks  in  London  (British,  Commonweal^  and 
Foreign)  authorised  by  the  Treasury  as  Dealers  in  Forei^ 
Exchange,  is  freely  open  to  competition  between  all  its 
members.  In  effect  it  now  consists  of  practically  all  the  many 
hanking  houses  situated  in  London,  hut  it  was  historically, 
and  almost  until  the  first  World  War,  mainly  composed  of 
the  Accepting  Houses  who  then,  with  a few  Foreign  Bill 
Brokers,  met  regularly  and  dealt  in  Foreign  Exchange  on 
the  floor  of  the  Royal  Exchange.  Dealings  now  take  place 
by  telephone  between  dealers  and  brokers  and  by  “telex”, 
tdephone  or  cable  with  the  other  financial  centres  of  the 


world.  Owing  to  this  traditional  familiarity  with  Foreign 
Exchange  dealings  and  aided  by  dose  and  long-standing 
relationships  wiffi  houses  abroad,  London  is  able  to  offer 
services  with  a measure  of  elasticity  which  might  otherwise 
be  lacking.  To  the  country  as  a whole,  the  activities  of  the 
Foreign  Exchange  Market  produce  the  benefit  of  an  invisible 
export. 

3.  In  addition  to  dealing  in  Foreign  Exchange  as  such, 
some  of  the  Accepting  Houses  take  a large  part  in  dealing 
in  Foreign  Notes  for  the  convenience  and  benefit  of  their 
customers  and  for  bulk  supplies  to  Travel  Agencies. 

4.  It  should  also  be  mentioned  that  all  the  Accepting 
Houses  are  authorised  dealers  in  Gold.  Three  of  them  deal 
actively  in  bullion,  two  of  whom  are  members  of  the  London 
Gold  Market  and,  as  such,  attend  the  daUy  “gold-fixing”. 
In  addition,  one  of  the  old-established  firms  of  Bullion 
Brokers  attending  the  “gold-fixing”  has  recently  come  under 
control  of  another  of  the  Accepting  Houses. 

5.  Similarly,  one  of  these  Accepting  Houses  and  the  firm 
of  Bullion  Brokers  referred  to  above  attend  the  daily  “silver- 
fixing”. 
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RESTRICTIONS  IMPOSED  BY  EXCHANGE  CONTROL  ON  THE  GRANTING  OF 
COMMERCIAL  CREDITS  FOR  FOREIGN  ACCOUNT 


1.  Before  the  outbreak  of  war  in  1939  there  were  no 
ofBcial  restrictions  on  the  business  which  Accepting  Houses 
undertook  on  behalf  of  foreign  customers. 

2.  On  the  outbreak  of  war,  foreign  exchange  regulations 
were  introduced  and  considerable  restrictions  prevailed 
which  continued  during  the  war  and  for  some  time  after  it. 

3.  They  have  been  gradually  relaxed  and  up  to  a month 
or  so  ago  the  position  was  that  Banks  and  Accepting  Houses 
were  free  to  issue  commercial  credits  for  account  of  residents 
outside  the  sterling  area  provided  that  they  complied  with 
certain  basic  conditions. 

4.  These  basic  conditions  included  : — 

(1)  the  usance  of  term  drafts  must  not  exceed  120  days. 

(2)  the  validity  of  credits  must  not  exceed  9 months, 

(3)  the  documents  must  provide  evidence  of  current 
shipment, 

(4)  the  currency  medium  had  to  be  appropriate  for 
the  countries  concerned  and  accordingly  sterling 
credits  could  be  issued  for  account  of  any  country 
in  the  “Transferable”  category  in  favour  of  any 
country  in  the  “Transferable”  category  or  could  be 
issued  for  accoimt  of  hard  currency  countries  in 
favour  of  countries  in  tbe  “Transferable”  category 
but  could  not  be  issued  for  account  of  countries 
in  the  “Transferable”  category  in  favour  of  hard- 
currency  countries, 


(5)  credits  in  respect  of  shipments  of  gold  were  excluded. 
In  any  case  where  any  of  these  basic  conditions 
was  not  complied  with,  specific  approval  of  the 
Bank  of  England  had  to  be  obtained. 

5.  In  September,  1957,  the  following  restrictions  were 
reimposed  : — 

(a)  The  refinance  facilities  which  were  previously  per- 
mitted for  foreign  account  (that  is  to  say  where  a 
shipper  draws  a sight  draft  and  when  it  is  presented 
the  importer  draws  and  discounts  a term  draft  to 
provide  the  money  required)  were  prohibited.  It  is 
understood  that  the  reason  was  not  that  there  was 
any  objection  to  the  procedure  as  such  but  that  it 
was  believed  by  the  Authorities  that  this  facility 
mi^t  be  abused  by  interests  wanting  to  take  a bear 
position  in  sterling. 

(p)  Documentary  credits  to  cover  purchase  by  one  coim^ 
outside  the  sterling  area  from  another  country  outside 
the  sterling  area  could  only  be  made  available  by 
sight  drafts,  that  is  to  say  that  the  accepting  of  tenn 
drafts  for  foreign  account  is  now  only  permissible  to 
finance  trade  in  which  the  seller  of  the  goods  in  whose 
favour  the  credit  is  opened  is  in  the  sterling  area. 

6.  These  last  restrictions  are  presumably  an  emergency 
measure  in  view  of  the  pressure  which  sterling  has  been 
undergoing  recently.  As  they  deprive  London  of  business 
which  is  a valuable  foreign  exchange  earner  for  the  country 
it  is  hoped  that  they  will  only  be  of  a short  duration. 
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(1)  The  total  of  the  acceptances  of  the  seventeen  members  of 
the  Accepting  Houses  Committee  outstanding  at  the  end 
of  each  quarter. 

From  precise  returns  made  by  the  seventeen  members  of 
the  Accepting  Houses  Committee. 

(2)  The  total  value  of  all  bills  and  promissory  notes  drawn 
during  each  quarter. 

By  calculations  based  upon  the  quarterly  totals  of  bills 
and  promissory  notes  stamped  at  the  Stamp  Office. 

(3)  The  value  of  U.K.  trade  during  each  quarter. 

Source  : As  for  7 and  8 below. 

(4)  The  exports  of  the  overseas  sterling  area  to  countries 
other  than  the  U.K. 

Source  : 1952/56  Board  of  Trade  Journal — Supplement 
on  Sterling  Area,  3rd  May,  1957,  p.  IX,  Table  4.  1951, 
op.cit.  6th  August,  1955,  p.  HI,  Table  2.  1950,  op.cit.  5th 
February,  1955,  p.  TV,  Table  4 ; all  figures  converted  into 
U.S.A.  dollars  at  2.80. 

(5)  The  value  of  world  trade  (^excluding  United  States  special 
category  exports)  ; 

Source ; International  Trade  1956,  p.  6,  Table  I 
G.A.T.T.,  Geneva,  1957. 


Notes  to  Annex  No.  3 

(6)  U.K.  Merchanting  transactions. 

Source  : Bank  of  England  reports. 

(7)  The  level  of  Bank  Rate. 

As  published. 

(8)  The  value  of  U.K.  imports  : 

Source : Monthly  Digest  of  Statistics,  September,  1957, 
Table  110,  “Value  and  Volume  of  External  Trade  of  the 
U.K.,”  and  the  corresponding  Tables  in  previous  editions. 

(9)  The  value  of  V.K.  exports  : 

Source  : As  in  8 above. 

(10)  Wholesale  prices  {basic  materials)  index  : 

Source  : Monthly  Digest  of  Statistics,  September.,.  1957, 
Table  158,  “Index  Niunbers  of  wholesale  prices — basic 
materials  (excluding  fuel)  for  non-food  manufacturing 
industry,”  and  corresponding  Tables  in  previous  issues. 

(11)  Import  prices  (Jrasic  materials)  index  : 

Source : Derived  fi'om  O.E.E.C.  Statistical  Bulletin, 
Foreign  Trade,  Series  I,  No.  5,  October,  1957.  p.  26. 

(12)  Export  prices  {manufactured  goods)  index  : 

Source  : As  H above, 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


13 


1.  Acceptino  Houses  Committee 


[Continued 


BANK  RATE,  UNITED  KINGDOM  TRADE  AND  PRICES 


Annex  No.  4 


B 

RATF.rPE 

R CENT) 

1 

J 

1950  I85i  1952  1953  1954  1955  1956  1957 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


14 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


2.  Bank  Insurance  Trust  Cormration  Lro. 


2.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  BANK  INSURANCE  TRUST  CORPORATION  LTD,* 


Introductory  Remarks 

1.  The  Unit  Trust  is  a method  of  enabling  the  investor, 
large  or  small,  to  stake  a claim  over  a selection  of  securities 
quoted  on  the  Stock  Exchange.  The  Trust  is  managed  in 
accordance  with  a Trust  Deed,  with  a bank  usually  acting  as 
the  trustee  and  holding  the  underlying  securities  on  behalf 
of  the  unitholders.  The  income  of  the  Trust,  excluding  capital 
bonuses  and  all  accruals  of  a capital  nature,  is  distributed  to 
unitholders  half-yearly.  The  supervision  of  the  investments 
and  the  promotion  of  business  is  in  the  hands  of  a manage- 
ment company.  The  trust  fund  expands  or  contracts 
according  to  the  number  of  units  bought  or  sold  by  investors 
and  this  particular  feature  has  given  rise  to  the  term  “open- 
end”  trust  which  is  used  in  America. 

2.  (fl)  In  Great  Britain  there  is  no  published  figure  of 
the  total  amount  of  money  invested  in  unit  trusts,  but  it  is 
believed  to  be  about  £75  million  ; of  this  the  Bank  Insurance 
Trust  Corporation  is  responsible  for  over  £25  million.  This 
compares  with  assets  of  investment  trust  companies  estimated 
at  over  £1,142  million. 

(6)  In  the  U.S.A.  the  figures  for  “open-end”  investment 
companies  and  “closed-end”  companies  (comparable  to 
British  investment  trusts)  at  30th  September,  1957,  were 
59,000  million  and  $1,280  million  respectively.  The  total 
number  of  shareholder  accounts  in  the  “open-end”  companies 
was  2,913,000  and  of  these  593,000  were  members  of  schemes 
to  accumulate  holdings  by  instalments. 

(c)  These  figures  are  cited  to  demonstrate  the  remark- 
able difference  between  Great  Britain  and  the  U.S.A.  In 
Great  Britain  only  about  7 % of  the  money  invested  in  both 
types  of  trust  is  in  Unit  Trusts,  whereas  in  America  it  is  87%. 

3.  The  Unit  Trust  is  a medium  of  saving  especially 
suitable  for  people  of  small  or  moderate  means  and  although 
the  movement,  after  a period  of  enforced  standstill,  is  ggain 
expanding  much  can  still  be  done  to  encourage  its  growth 
and  simplify  procedure.  Experience  in  America  indicates 
that  only  the  surface  of  the  potentialities  has  been  scratched 
in  this  country. 

4.  The  Bank  Insurance  Trust  Corporation  (hereinafter 
c^ed  the  managers)  directly  or  throu^  a subsidiary,  manages 
six  unit  trusts.  TTie  portfolios  of  these  trusts  comprise, 
separately  or  collectively,  the  equity  shares  of  three  groups, 
namely,  banks,  insurance  companies,  and  investment  trust 
companies.  The  normal  scale  of  management  charges  is  a 
half-yearly  charge  of  one-tenth  of  1 %,  calculated  on  the 
mean  market  v^ue  of  the  fund.  On  the  ^e  of  new  units 
the  managers  may  include  in  the  offered  price  a sum  not 
exceeding  2%,  to  cover  advertising  and  other  promotion 
expenses. 

5.  The  managers  require  sales  and  repurchases  of  units 
to  be  made  through  professional  agents  such  as  banks, 
stockbrokers,  solicitors  and  accountants,  who  are  remunerated 
by  commission  paid  by  the  managers.  Otherwise  promotion 
of  business  is  by  personal  representation  and  by  advertisement. 

6.  The  total  number  of  unitholders  among  the  six  trusts 
is  approximately  45,000  and  the  average  value  of  the  holding 
is  approximately  £600.  Over  10,000  unitholders  own  less 
than  100  units.  Experience  over  the  past  25  years  has 
demonstrated  that  the  unitholder  is  es.gentia1ly  a long  term 
investor.  He  is  not  prone  to  sell  in  times  of  unsettled  market 
conditions  and  low  prices  ; on  the  contrary,  he  is  on  balance 
a buyer  in  such  times. 

7.  The  managers  undertake  to  maintain  a free  market  in 
their  units.  The  prices  quoted  are  inclusive  of  all  expenses 
and  the  effective  “jobbing”  turn  is  about  1J%. 

Specific  Points  Raised  in  the  Committee's  Notes  of  Guidance 

8.  The  chief  role  and  function  of  unit  trusts  in  the  monetary 
system  is  to  provide  a convenient  medium  of  saving  for  the 
small  investor.  Owing  to  the  relatively  small  amount  of 
money  invested,  unit  trusts  do  not  yet  fulfil  an  important 
role  in  the  provision  of  capital  for  industry.  If,  however, 
they  expand  to  a size  comparable  to  what  is  taking  place  in 
the  U.S.A.  they  would,  at  one  or  more  remove,  play  a useful 
part  in  the  generation  of  capital. 

9.  Owiag  to  the  size  and  the  specialised  nature  of  the 
Trust’s  portfolios  any  changes  in  general  rates  of  interest 
and  yields  on  Government  and  other  securities  have  little 
effect  on  their  operations.  At  one  time,  prior  to  1953,  the 


• See  Miaulea  ofEvidence  Qns.  7594  Jo  7701. 


directives  to  the  Capital  Issues  Committee  virtually  prevented 
any  expansion  in  the  unit  trust  movement.  Since  then,  when  the 
ban  was  removed  on  new  issues  above  the  prescribed  permitted 
maximum,  the  managers  have  always  received  consent  for 
any  further  issues  of  units  whenever  a request  has  been  made. 

10.  On  occasions  part  of  the  resources  of  the  managers 
has  been  invested  in  Treasury  Bills  ; the  reason  being  the 
temporary  availability  of  liquid  resources.  The  yield 
structure  has  litfle  or  no  influence  on  the  amount  of  liquid 
resources.  The  choice  of  short-term  investment  is  determined 
by  relative  yields  ; e.g.  when  rates  on  seven  day  loans  to 
corporations  exceed  the  Treasury  Bill  rate  the  former  is 
chosen.  As  the  portfolios  of  the  trusts  are  concentrated  in 
their  special  type  of  investment  it  is  only  on  very  exceptional 
occasions  that  any  of  their  funds  are  invested  in  Treasury 
Bills  and  then  only  as  a means  of  employing  liquid  funds 
and  not  by  reason  of  changes  in  relative  yields. 

11.  The  unit  trust  business  has  not  been  greatly  affected 
by  the  authorities’  use  of  monetary  measures  since  1951. 
The  unitholder  is  normally  a long-term  investor.  Any  use 
of  monetary  measures  which  has  caused  sharp  fiuctuations 
in  market  prices  has,  however,  added  to  the  difficulties  of 
portfolio  management.  In  so  far  as  measures  have  not  fully 
succeeded  in  containing  inflation  they  have  stimulated  the 
demand  for  units  owing  to  their  “equity”  content. 

12.  The  Corporation  recognizes  the  delicate  balance  on 
which  the  British  economy  has  been  poised  for  several  years 
and  the  need  for  effective  monetary  and  other  measures. 
In  general  it  prefers  monetary  measures  to  physical  controls 
or  directives,  and  believes  that  smaller  measures  made  early 
can  usually  be  more  effective  than  bigger  ones  made  late. 

13.  The  suggestions  for  improving  present  arrangements 
relate  to  the  special  problems  of  the  Corporation  and  are 
embodied  in  the  following  paragraphs. 

Matters  Relating  Specifically  to  Bank  Insurance  Trust 
Corporation  Ltd. 

14.  The  managers  have  recently  introduced  in  Scotland 
a simplified  form  of  purchase  for  the  small  saver  in  regard  to 
one  Unit  Trust.  It  is  designed  to  attract  those  who  have  no 
bank  accounts  and  who  are  unfamiliar  with  banking  services. 
Under  this  scheme  anyone  may  buy  up  to  100  units  in  any 
bank  in  Scotland  and  receive  at  the  same  time  in  exchange 
for  the  purchase  money  a certificate  countersigned  by  the 
bank  official.  The  procedure  is  similar  to  the  purchase  of 
National  Savings  Certificates.  It  is  the  desire  of  the  managers 
to  extend  this  scheme  to  all  of  the  English  Joint  Stock  Bmiks 
in  respect  of  some  if  not  all  of  the  Corporation’s  other 
units  ; provided  that  the  banks  would  be  prepared  to  provide 
the  same  facilities  as  are  now  provided  in  Scotland. 

15.  The  banks  in  Scotland  are  not  prepared  to  take  any 
initiative  in  recommending  the  purchase  of  the  units  or  to 
take  any  overt  act  to  stimulate  interest  outsides  the  confines 
of  the  baiik.  The  managers  are  therefore  dependent  almost 
entirely  on  advertising  to  lead  the  would-be  investor  to 
the  bank  counter.  The  initial  success  of  the  Scottish  scheme 
encourages  them  to  believe  that  within  two  years  or  so 
several  tens  of  thousands  of  new  unitholders  can  be  attracted 
by  this  simplified  method  and  they  are  prepared  to  make  the 
considerable  outlay  on  advertising  expenditure  wMch  would 
be  necessary. 

16.  Although  a small  number  of  units  are  sold  through 
the  agency  of  the  Trustee  Savings  Banks,  it  is  believed  that 
facilities  similar  to  those  already  granted  by  the  Scottish 
clearing  banks  would  increase  the  volmne  of  sales  sub- 
stantially. 

17.  Unit  trusts  fall  within  the  scope  of  the  Prevention 
of  Fraud  (Investment)  Act,  1939,  which  was  designed  to 
protect  the  unitholder.  The  managers  are  required  to  conform 
to  the  regulations  of  the  Board  of  Trade  but  although  th^ 
are  numerous  and  circumscribed  they  have  not  felt  Aem  to 
be  serious  deterrents  to  the  expansion  of  the  movemait. 

18.  The  managers  feel,  however,  that,  especially  so  far  as 
the  small  investor  is  concerned,  the  liability  to  2%  Stamp 
Duty  is  a real  handicap  and  thqy  submit  that  a reduction 
to  10s.  % in  respect  of  units  aggregating  no  more  than  £3,500 
for  each  personal  investor  (comparable  to  house  purchase) 
would  be  a powerful  stimulant. 

19.  The  managers  are  required  to  pay  all  half-yearly 
distributions,  however  small,  less  income  tax  at  the  appro- 
priate rale.  Many  small  investors  have  difficulty,  through  lack 
of  knowledge,  in  reclaiming  the  amount  of  tax  to  which 
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they  are  entitled  and  they  are  deterred  from  investing  for 
this  reason.  If  administrative  facilities  could  be  arranged 
whereby  distributions  amounting  to  not  more  than,  say,  £15 
gross  (comparable  to  the  concession  in  respect  of  P.O. 
Savings  Bank  interest)  could  be  paid  before  deduction  of 
tax,  the  small  investor  would  be  encouraged. 

20.  The  Bank  Insurance  Trust  Corporation  has  a capital 
of  £200,000  and  over  90%  of  the  share  capital  is  held  by 
the  Equity  and  Law  Life  Assurance  Society.  A dividend  of 
7i%  has  been  paid  on  the  capital  for  the  past  eleven  years. 
The  directors  are  anxious  to  foster  what  they  believe  to  be 
a worthy  and  useful  movement,  and  while  it  is  their  aim  that 
the  capital  employed  should  earn  a reasonable  return,  the 
quest  for  high  profits  is  secondary  to  the  desire  to  expand. 

21.  The  Unit  Trust  movement  in  the  managers’  opinion 
is  capable  of  playing  a very  much  larger  part  than  at  present 
in  swelling  the  tot^  of  personal  savings  and  so  helping 
indirectly  to  provide  risk  capital.  They  believe  that  the 
unit  trust  is  ideally  suited  to  the  investor  (whether  he  is  an 


individual,  family  trust,  small  pension  fund,  or  otherwise) 
who  is  not  skilled  in  the  management  of  investments.  While 
the  movement  is  beginning  to  benefit  from  the  demand  for 
investments  which  axe  likely  to  keep  their  value  in  an 
inflationary  era,  the  movement  is  by  no  means  dependent  for 
its  expansion  upon  the  continuation  of  inflation.  A stable 
currency  with  an  expanding  economy  would  surely  be  the 
desire  of  most  unitholders. 

22.  It  is  submitted  that  the  following  measures  would 
help  materially  to  enable  the  Unit  Trust  movement  to  fulfil 
its  proper  role  in  the  financial  system.  (0  Fiscal  and 
administrative  help  as  indicated  in  paragraphs  18  and  19; 
(ii)  the  extension  of  the  simplified  procedure  of  purchase  and 
sale  mentioned  in  paragraph  14;  (iii)  action  whereby  the 
Trustee  Savings  Banks  could  either  establish  their  own  unit 
trusts  or  encourage  the  purchase,  through  their  agenQ*.  of 
the  unit  trusts  already  in  issue. 

30fA  December,  1957. 


3.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  BARCLAYS  BANK  D.C.O. 


The  Price  of  Gold 

1.  Since  the  first  world  war,  the  importance  of  gold  for 
use  either  as  coin  or  as  a backing  for  paper  money  has 
steadily  diminished.  There  are  now  few  countries  whose 
internal  money  supply  is  related  to  the  quantity  of  gold 
held  in  their  reserves.  The  same  cannot  be  said  of  gold  as 
a means  of  settling  international  debts.  A recent  writer  puts 
it  thus  : “Although  a gold  backing  may  still  be  necessary 
in  some  countries  to  give  confidence  internally  in  the  note 
issue,  gold  is  nowadays  most  important  as  an  international 
reserve  ; and  it  is  far  more  relevant  to  relate  the  gold  stock 
to  the  value  of  international  trade  than  it  is  to  relate  it  to 
the  supply  of  money  or  to  the  value  of  output.”  (Sir  D. 
MacDougall — ^The  World  Dollar  Problem). 

2.  Although  gold  still  retains  its  importance  as  the  ultimate 
reserve  for  international  transactions,  the  amount  available  for 
use  in  this  way  has  in  the  last  20  years  very  ^eatly  diminished 
in  relation  to  the  volume  of  economic  activity  based  on  it 
This  particularly  applies  to  the  sterling  area.  In  1938,  the 
gold  and  dollar  reserves  of  the  United  Kingdom  amounted 
to  £550  million.  (Dollars,  being  convertible  into  gold  by 
the  United  States  for  Central  Banks,  may  be  regarded  as  the 
equivalent  of  gold  for  international  purposes.)  The  total  value 
of  sterling  area  trade  in  that  year  was  £2,722  million.  The 
ratio  of  gold  reserves  to  annual  trade  was  therefore  approxi- 
mately 20%.  At  31st  December,  1956,  the  United  Kingdom 
gold  and  dollar  reserves  totalled  £762  million  and  the  annual 
trade  of  the  sterling  area  was  £15,566  million,  so  that  the 
ratio  was  less  than  5 %.  It  is  clear  from  these  figures  that 
the  current  positiou  has  no  great  stabili^.  Comparatively 
small  fluctuations  in  trading  figures  would  be  enough  to 
weaken  the  reserves  very  considerably.  No  great  confidence 
is  likely  to  be  felt  in  so  vulnerable  a currency,  and  it  is 
generally  agreed  that  lack  of  confidence  was  one  important 
factor  in  the  crisis  of  September.  1957. 

3.  Another  reason  for  recent  lack  of  confidence  in  sterling 
is  generally  believed  to  have  been  dissatisfaction  with  the 
internal  policy  of  the  United  Kingdom  and  the  fear  that 
fiuther  price  rises  were  imminent.  The  British  Government  is 
therefore  attempting  to  combat  the  situation  by  stabilising 
expenditure,  tightening  interest  rates  and  restricting  credit. 
So  far  this  policy  has  had  some  success  and  some  of  the  gold 
losses  in  the  autumn  have  been  recovered.  But  at  tiie  current 
rate  of  progress,  it  will  be  a long  while  before  the  reserves 
readi  a really  satisfactory  figure.  Also,  the  gain  in  gold 
may  well  be  at  the  expense  of  other  countries  which  can  ill 
spare  it.  Furthermore,  the  deflationary  policy  will  cause 
farther  unemployment  and  may  reduce  output  and  arouse 
popular  discontent.  It  seems  quite  likely  that  the  present 
government  will  be  unable  to  continue  this  policy,  which  will 
almost  certainly  be  abandoned  forthwith  if  a government  of 
the  left  comes  into  power  next  year,  In  all  the  circumstances, 
the  prospects  of  re-building  the  reserves  by  “orthodox” 
measures  do  not  seem  very  rosy. 

4.  It  appears  that  it  is  necessary  to  look  elsewhere  for  a 
solution  to  this  world-wide  problem  of  insufficient  liquid 
reserves.  An  increase  in  the  world  price  of  gold  would  be 


one  answer.  The  advantages  may  be  summarised  as 
follows  : — 

(1)  An  immediate  increase  in  the  value  of  aU  gold 
reserves,  thereby  making  the  world  position  more  liquid 
and  reducing  the  frequency  of  financial  crises. 

(2)  An  immediate  increase  in  the  value  of  output  of 
gold,  thereby  tending  to  maintain  the  benefits  listed 
under  (1). 

(3)  A tendency  to  stimulate  the  physical  output  of  gold, 
which  will  also  help  to  maintain  world  reserves. 

(4)  Most  of  the  gold  production  in  the  “free”  world  is 
from  the  sterling  area,  and  the  gold  would  ultimately 
find  its  way  to  London,  which  is  where  it  will  do  most  good. 

5.  A numbs:  of  objections  have  been  put  forward  to  an 
increased  price  of  gold,  but  there  seems  no  doubt  that  at 
least  as  far  as  countries  of  the  free  world  outside  the  United 
States  are  concerned,  an  increase  would  have  great  advantages 
and  it  might  also  have  advantages  to  the  United  States. 
It  appears  essential  that  agreement  of  the  United  States  be 
obtained  to  any  higher  gold  price,  but  in  recent  years  the 
United  States  has  been  resolutely  opposed  to  such  action. 
Among  the  American  objections  whidi  could  be  raised  are 
the  following  : — 

(1)  An  increase  in  the  price  of  gold  would  be  inflationary, 
throu^  the  consequent  increase  in  the  supply  of  money. 
This  in  its  turn  would  raise  prices,  and  the  real  value  of 
gold  would  sooner  or  later  fall  to  the  original  level.  This 
is  an  old-fashioned  criticism.  With  modem  methods  of 
monetary  control,  it  should  be  quite  possible  to  raise  the 
value  of  gold  without  increasing  the  supply  of  money. 

(2)  To  increase  the  price  of  gold  is  to  devalue  the  dollar. 
In  rdation  to  gold  this  is  true,  but  it  was  done  in  1934  by 
the  United  States.  As  all  other  currencies  would  be  affected, 
the  net  effect  would  be  a re-valuation  of  them  all  in  tmms 
of  gold. 

(3)  The  principal  immediate  beneficiaries  among  pro- 
ducing countries  would  be  Canada,  South  Africa  and 
Russia,  which  are  not  the  countries  most  in  need  of  help. 
In  answer,  it  is  suggested  that : 

(a)  Americans  should  not  mind  giving  a helping 
hand  to  Canada. 

(fi)  Gold  from  South  Africa  mostly  finds  its  way  into 
the  central  reserves  of  the  sterling  area. 

(c)  Much  Russian  gold  comes  to  Western  Europe  and 
ultimately  to  London. 

6.  There  are  also  certain  positive  advantages  for  the 
United  States  in  an  increased  gold  price  : — 

(1)  An  increase  in  the  price  of  gold  could  be  used  to 
expand  credit  to  counter  recession  in  place  of  deficit 
financing. 

(2)  The  United  States  stiU  .provides  a considerable 
amoimt  of  financial  aid  to  the  remainder  of  the  free  world. 
An  increase  in  the  gold  price,  if  it  put  the  free  world  on  its 
financial  feet,  would  reduce  the  dollar  aid  required. 

(3)  The  ratio  of  American  gold  assets  to  short-term 
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liabilities  and  to  the  volume  of  external  trade  has  fallen  in 
recent  years.  It  mi^t  be  an  advantage  to  restore  it. 

(4)  Given  that  the  gold  reserves  of  the  sterling  area  and 
the  non-doUar  world  generally  are  inadequate,  another 
devaluation  of  sterling  and  related  currencies  as  in  1949 
must  be  regarded  as  quite  possible.  In  this  event  the 
discrepancy  between  price  levels  inside  and  outside  America 
may  force  the  United  States  to  devalue  the  dollar  ; it  might 
be  preferable  to  anticipate  this  possibility  by  a planned 
adjustment. 


7.  Readers  of  the  world’s  financial  press  have  noticed 
recently  that  the  possibility  of  increasing  the  price  of  gold 
is  coming  back  into  discussion,  after  having  been  in  cold 
storage  for  some  years.  Ibere  seems  to  be  a chance  that  the 
United  States  mi^t  be  prepared  to  consider  the  subject 
again,  particularly  if  her  prosperity  recedes  still  further. 

Sth  March,  1958. 


4.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  BUILDING  SOCIETIES  ASSOaATION* 


1.  This  memorandum  is  submitted  in  response  to  the 
invitation  contained  in  the  letter  dated  24th  June,  1957,  from 
the  Chairman  of  the  Committee  to  the  Secretary  of  the 
Association  and  deals  with  the  five  points  set  out  in  &e  Notes 
which  accompanied  Lord  Radcliffe’s  letter.  These  Notes 
embrace  all  the  points  on  which  the  Association  considers 
that  it  can  usefully  offer  evidence,  but  it  will  most  wiUin^y 
supplement  this  memorandum  to  any  extent  and  in  any 
direction  that  the  Committee  may  wish.  Representatives  of 
the  Association  wQl  be  ^ad  to  attend  before  the  Committee 
and  give  oral  evidence  if  so  desired. 


Section  I 

The  Role  and  Function  of  Building  Socteties  in  the 
Monetary  System 


History 

2.  The  role  and  function  of  building  societies  in  the 
monetary  system  has  evolved  with  the  passa^  of  time  and 
can  best  be  assessed  in  the  light  of  their  history.  This  is 
very  briefly  outlined  below. 


3.  The  earliest  known  buflding  society  was  established  in 
1775  at  Binnin^am,  but  there  were  almost  certainly  small 
building  clubs  before  that  date.  These  primitive  societies 
consisted  of  small  groups  of  private  individuals  who  bought 
a piece  of  land  and  divided  it  into  plots,  one  for  each  member 
of  the  group.  From  the  beginning  of  the  society  until  its 
end  eaii  member  subscribed  a fixed  sum  every  month.  As 
soon  as  sufficient  funds  bad  been  accumulated,  the  first 
house  was  built,  then  the  second  and  so  on  until  every 
member  had  been  provided  with  a house.  The  order  of 
priority  was  usually  settled  by  ballot.  When  the  land  and 
every  house  had  been  paid  for,  contributions  ceased  and  the 
society  terminated. 


4.  By  1836  the  societies  had  become  sufficiently  numerous 
to  jus^  a special  Act  of  Parliament  to  give  statutory 
authority  for  ffiem  and  to  regulate  their  activities.  There 
still  rraiain  8 unincorporated  societies  (all  established 
before  1857)  which  are  governed  by  that  Act,  but  their 
combined  assets  amount  to  less  than  £5  million  out  of  the 
total  of  £2,408  million  for  the  755  societies  on  the  register 
at  the  end  of  1957. 


5.  Soon  afterwards  two  important  changes  gradually  came 
about.  It  was  realised  that  there  was  no  need  to  have  a 
series  of  terminating  societies  and  that  a more  efficient 
organisation  was  a permanent  society.  Secondly,  the  societies 
had  acquired  sufficient  public  confidence  to  encourage 
investments  by  persons  who  did  not  wish  to  buy  a house. 
These  two  changes  led  to  the  expansion  of  the  movement 
and  the  evolution  of  the  modem  building  society,  with  its 
two  classes  of  member,  viz.,  investor  and  borrower. 

6.  Following  a Royal  Commission  on  Friendly  Societies 
and  Building  Societies,  Parliament  passed  the  Building 
Societies  Act,  1874,  under  which  societies  became  for  the 
first  time  corporate  bodies  and  no  longer  needed  to  act 
through  trustees.  Though  the  Act  has  been  amended  on 
six  occasions,  its  main  structure  rem^s  unaltered. 

7.  In  their  early  years  the  societies  were  small  and 
numerous,  but  their  number  has  gradually  declined  as  their 
total  size  has  grown.  In  1890  there  were  2,800  but  by  1913 
this  figure  had  dropped  to  1,550.  Until  then  the  societies 
remained  small  local  bodies  of  negligible  importance  in 
relation  to  national  finance.  The  first  severe  test  of  their 
financial  stability  was  provided  by  World  War  I,  from  which 
they  emerged  without  difficulty  or  untoward  incident. 

8.  The  twenty  years  between  the  two  wars  proved  to  be 
a time  of  exceptionally  rapid  expansion.  During  that  period 
their  combined  assets  increased  elevenfold,  from  £68  million 
in  1918  to  £774  million  in  1939,  by  which  date  the  number  of 

* See  Mluiites  af  Evideoce  Qns.  72S9  to  7425. 


societies  had  fallen  to  960.  This  was  a period  of  great 
housing  development,  during  which  nearly  4 million  houses 
were  built.  Of  these  nearly  3 million  were  provided  by 
private  entepirise  and  1 million  by  local  authorities.  Of  the 
privately-built  houses  more  than  2 million  are  believed  to 
have  h^  bou^t  by  their  occupants  with  the  help  of  a 
building  society.  Not  only  did  the  societies  surmount 
without  difficulty  the  economic  problems  of  1931  but  they 
are  believed  to  have  contributed  towards  the  subsequent 
revival  by  making  funds  available  for  the  building  of  houses, 
which  in  turn  stimulated  other  industries. 

9.  At  the  outbreak  of  World  War  II  building  societies 
were  in  a stronger  financial  position  than  they  had  been  in 
1914,  but  their  responsibilities  and  obligations  had  corres- 
pondingly increased.  Their  investors  and  their  borrowers 
were  seriously  affected  by  the  war,  by  the  destruction  or 
damage  of  their  homes,  by  the  disruption  of  family  Life  and 
by  the  various  forms  of  evacuation.  These  combined  to 
provide  a severe  test  of  their  financial  soundness  as  well  as 
the  efficiency  and  the  humanity  of  their  administration. 
The  only  step  whidi  the  Government  found  it  necessary  to 
take  was  to  empower  any  building  society  which  so  desired 
to  insist  on  six  months  notice  for  the  withdrawal  of  invest- 
ments. even  though  the  rules  of  the  society  provided  for  a 
shorter  period.  Except  in  the  areas  mainly  affected  by 
evacuation,  few  societies  for  long  exercised  these  powers, 
which  lapsed  after  the  war. 

10.  The  societies  survived  the  war  with  their  strength 
unimpaired  and  their  prestige  enhanced.  During  that  time 
they  invested  what  were  for  them  large  sums  in  Government 
securities  and  they  took  an  active  part  in  encouraging  the 
public  to  invest  in  National  Savings.  Because  the  opportunity 
for  lending  virtually  disappeared  during  the  war,  many 
societies  restricted  the  inflow  of  funds  from  investors. 

11.  With  the  end  of  the  war  the  opportunity  to  resume 
their  nonnal  functions  gradually  returned.  As,  however, 
for  several  years  few  houses  were  built  for  sale,  the  majority 
of  their  loans  were  made  on  the  security  of  houses  already 
built,  thus  assisting  moves  of  families  from  one  town  to 
another  and  the  gradual  resettlement  after  the  disturbance 
of  war.  Since  1951,  with  a change  in  Government  policy, 
more  new  houses  have  been  built  for  sale,  with  the  result 
that  a growing  proportion  of  advances  during  the  last  five 
years  have  been  on  the  security  of  new  houses. 

12.  At  the  end  of  1945  their  combined  assets  were  £824 
million  but  by  the  end  of  1957  the  figure  had  risen  to 
£2,408  million,  though  some  of  this  increase  is  due  to  Ganges 
in  the  value  of  money.  During  the  same  period  the  total 
number  of  accounts  held  (shareholders,  depositors  and 
borrowers)  rose  from  4T  million  to  61  million.  The  total 
number  of  societies  is  now  755.  The  following  table  indicates 
their  growth  since  1919. 


Table  I 


Year 

Number 

of 

Societies 

No.  of 
Investors 
and 

Borrowers 

000 

Total 

Assets 

Liquid 
funds  as  a 
percentage 
of  total 
assets 

Reserves 
as  a per- 
centage of 
total  assets 

1919 

1,311 

n.a, 

77 

24-2 

5-9 

1924 

1,112 

n.a. 

145 

164 

54 

1929 

1,026 

2,288 

313 

13'3 

5-0 

1934 

1,007 

3,620 

556 

13'3 

4-9 

1939 

960 

4,473 

774 

7-7 

5-7 

1946 

874 

4,123 

877 

26-0 

64 

1951 

807 

4,563 

1,357 

13-7 

5-5 

1956 

773 

5,846 

2,230 

15-0 

4-6 

1957 

755 

6.070 

2,408 

15-1 

4-5 
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13.  Building  societies  vary  ^eatly  in  size.  Five  of  them 
have  assets  exceeding  £100  million,  while  at  the  other  end 
of  the  scale  there  are  a number  of  societies  (most  of  them 
inactive)  with  assets  of  only  a few  thousands  of  pounds. 
The  table  which  follows  gives  a broad  indication  of  the 
distribution  of  societies  according  to  total  assets. 


Table  n 


Size  of  societies 
in  terms  of  assets 

Number  of 
societies 

Total  Assets 

Number 

percen- 
tage of 
total 

£000 

percen- 
tage of 
total 

Over£100M. 

5 

0-66 

1,029,108 

42-74 

£10M.  to  £100M. 

33 

4-37 

809,122 

33-60 

£1M.  to£10M.  ... 

133 

17-62 

448,505 

18-63 

Under  £1M 

584 

77-35 

121,221 

5-03 

Total  

755 

100-00 

2,407,956 

100-00 

14.  It  may  be  helpful  to  conclude  this  introduction  with 
the  following  aggregate  balance  sheet  for  the  755  societies 
which  were  on  the  official  register  at  the  end  of  1957.  The 
figures  are  published  by  the  Chief  Registrar  of  Friendly 
Societies  who  is,  oi-officio,  Registrar  of  Building  Societies. 


Aggregate  Balance  Sheet 


Llabilitiei  Assets 


Table  ni 


Year 

Amount 

Invested 

Interest 

earned 

Amount 

Withdrawn 

Net 

Balance 

£000 

£000 

£000 

£000 

1951 

241,362 

25,818 

169,754 

97,426 

1952  

283,946 

30,357 

195,493 

118,810 

1953  

319,684 

34,671 

197,077 

157,278 

1954  

396,842 

39.249 

219,986 

216,105 

1955  

430.535 

47,119 

286,331 

191,323 

1956  

419,505 

61,064 

325,936 

154,633 

1957  

432,975 

74.329 

336,890 

170,414 

17.  Their  other  function  is  to  lend  money  to  finance  the 
purchase  or  construction  of  a house,  or  occasionally  of  other 
property.  Just  as  building  societies  believe  in  the  virtue  of 
thrift,  th^_  believe  also  in  the  virtue  of  home-ownership  and 
their  aim  is  to  make  home-ownership  possible  for  all  those 
who  both  desire  it  and  can  afford  it  and  they  regard  both 
qualifications  as  important.  Iheir  original  contribution  to 
social  progress  was  that  th^  were  the  first  bodies  to  rnaVft  it 
possible  for  a person  of  modest  means  to  pay  for  the  cost 
of  buying  a house  by  means  of  monthly  instalments  (inclusive 
of  principal  and  interest)  over  a period  of  years,  in  the 
knowledge  that  the  mortgage  would  not  be  called  in  so  long 
as  the  payments  were  re^arly  maintained.  This  is  stUl  the 
mainspring  of  their  lending  activities  and  largely  accounts 
for  the  lengths  to  which  they  will  go  to  help  a borrower  who 
is  in  temporary  difficulty  and  for  their  marked  reluctance  to 
take  the  extreme  step  of  selling  a borrower’s  property.  The 
figures  given  below  indicate  the  extent  of  their  activities  as 
lending  institutions.  The  third  column  shows  the  annual 
savings  made  by  borrowers  through  their  monthly  repayments. 


Loau  , . ; . 
Proviiiooa 


Cash  at  Bank  ar 


Reervea  and 


31.336 

107,564 


Total £2.407.956 


Role  in  the  Monetary  System 

15.  Dealing  now  with  the  first  specific  point  on  which  the 
Committee  has  asked  for  evidence,  the  role  of  building 
societies  is  largely  self-evident.  It  is  the  dual  one  of 
encouraging  thrift  and  home-ownership  and  it  involves  giving 
assistance  to  the  building  industry  while  off-setting  inflationary 
tendencies  by  withholding  spending  power.  Building  societies 
introduce  large  numbers  of  small  sums  into  the  monetary 
system.  Their  activities  are  regulated  by  law,  by  public 
demand  and  by  their  own  customs,  which  are  based  on  long 
exjjerience  and  might  now  almost  be  described  as  traditions. 
Building  societies  started  as  a social  movement  (being 
historically  part  of  the  Friendly  Society  movement)  and  they 
still  retain  a good  deal  of  that  original  outlook.  They  do 
not  trade  for  profit,  but  they  endeavour  each  year  to  mice  a 
modest  surplus,  which  automatically  forms  part  of  their 
reserves.  Although  their  members  are  termed  shareholders 
and  their  investments  shares,  they  are  quite  unlike  shares  in 
a limited  company  and  they  do  not  earn  a dividend  depending 
upon  the  results  of  the  year.  Instead,  the  societies  offer 
their  investors  a rate  of  interest  which  is  determined  by  the 
circumstances  described  in  Section  HI  of  this  memorandum. 


Functions 

16.  Building  societies  have  two  complementary  and 
clearly-defined  functions,  both  having  the  object  of  promoting 
thrift.  Of  these  the  first  is  the  encouragement  of  personal 
saving,  including  regular  saving,  and  they  also  offer  facilities 
for  investment  at  any  time  by  private  individuals,  trustees  and 
various  other  bodies,  including  limited  companies.  More 
than  97  % of  the  total  amount  invested  in  building  societies 
belongs  to  private  individuals.  Although  any  person  can 
invest  in  a building  society,  whether  or  not  he  contemplates 
buying  a house,  many  investors  are  in  fact  saving  for  that 
purpose  and  building  societies  therefore  imdertake  a form 
of  directional  saving  which  has  a strong  and  widespread 
appeal.  The  extent  of  their  function  in  this  field  is  shown  by 
the  following  table.  \ 
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Year 

Amount 

Amount  of 
Principal 

Advanced 

Repaid 

£000 

£000 

1951  

267,638 

169,103 

1952  

266,090 

160,187 

1953  

299,480 

166,634 

1954  

373,201 

195,525 

1955  

394,368 

216,158 

1956  

334,947 

207,763 

1957  

370,888 

218,581 

18.  The  following  Table  brings  together  the  figures  shown 
in  the  final  column  of  Tables  HI  and  IV  and  thus  indicates 
the  total  annual  savings  of  both  investors  and  borrowers. 


Year 

Net  Balance 
as  shown  in 
Table  lU 

Principal  repaid 
as  shown  in 
Table  TV 

Total 

Saving 

£000 

£000 

£000 

97,426 

169,103 

266,529 

1952  

118,810 

160,187 

1953  

157,278 

166,634 

323,912 

1954  

216,105 

195,525 

1955  

191,323 

216,158 

407,481 

1956  

154,633 

207,763 

362,396 

1957  

170,414 

218,581 

388,995 

19.  Building  societies  have  one  third  duty,  whidi  is 
perhaps  not  a function  but  which  may  be  of  importance  to 
the  Committee,  namely,  the  investment  of  funds  not 
immediately  required  for  leading.  Building  societies  can 
invest  only  in  trustee  securities  and  the  Association  has  long 
urged  that  every  society  should  hold  adequate  funds  with 
its  bankers  and  in  suitable  investments.  In  pursuance  of  this 
policy  it  has  been  for  some  years  a condition  of  membership 
of  the  Association  that  a society  must  show  in  eadi  Balance 
Sheet  funds  in  hand  (cash  and  trustee  securities)  amounting 
to  not  less  than  7J-  % of  its  total  assets.  Most  societies  in 
fact  carry  much  more  than  this  penal  provision  requires,  the 
average  for  all  societies  at  the  end  of  1957  being  15-1  %.  At 
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the  same  date  the  trustee  securities  held  by  societi«  amounted 
to  £304  million.  The  task  of  making  sound  investments  is 
therefore  an  important  duty  of  the  directors  of  every  building 
society. 

SEcnoN  II 

Rates  of  Interest  and  Terms  for  Loans 
Rate  of  Interest 

20.  The  broad  rule  upon  which  policy  in  regard  to  interest 
rates  is  based  is  that  it  is  the  duty  of  a society  to  hold  the 
balance  evenly  between  its  investing  members  and  its 
borrowing  members  and  to  conduct  its  operations  on  as 
narrow  a margin  as  prudence  will  permit.  But,  as  will  be 
gathered  from  what  foUows  in  this  memorandum,  societies 
are  far  from  being  free  agents  in  determining  either  the  rate 
they  will  offer  to  investors  or  the  rate  they  will  charge  their 
borrowers.  In  practice,  this  latter  rate  is  largely  detennined 
by  the  following  factors  : — 

(а)  the  rate  paid  to  investors, 

(б)  the  society’s  liability  to  income  tax  and  profits  tax, 

(c)  management  expenses, 

(d)  the  need  to  add  to  reserves,  and 

(e)  a traditional  desire  to  keep  the  cost  of  home- 
ownership  as  low  as  reasonably  possible. 

21.  To  express  these  factors  in  figures  is  difficult,  because 
the  circumstances  of  societies  vary  widely  and  there  are 
many  considerations  (such  as  the  cost  of  maintaining  liquid 
funds)  which  would  render  a completely  accurate  presentation 
most  complicated.  By  way  of  illustration  however,  and 
reduced  to  its  simplest  terms,  the  rate  of  6%  which  most 
societies  now  charge  borrowers  is  absorbed  in  the  following 
ways  : — 


£•  $.  u. 

Interest  to  shareholders 3 10  0 

Income  tax  and  profits  tax  ...  1 14  0 

Administration  11  0 

Put  to  reserve 5 0 


Total  £6  0 0 


Some  explanation  should  be  offered  in  regard  to  these  factors, 
but  in  the  case  of  the  rate  paid  to  shareholders  this  will  be 
found  in  Section  III  of  thh  memorandum. 

Taxation 

22.  The  income  tax  position  of  building  societies  is  the 
subject  of  special  statutory  provisions,  "nie  societies  are 
themselves  assessed  to  income  tax  under  Schedule  D on 
their  own  annual  si^lus  under  the  ordinary  rules  applying 
to  the  profits  of  a liiiuted  company.  But  for  more  ffian  50 
years  the  societies  have  entered  annually  into  special  arrange- 
ments with  the  Inland  Revenue  under  which  a society 
undertakes  to  pay  the  income  tax  due  by  its  investors  in 
respect  of  interest  received  from  the  society.  These  arrange- 
ments were  introduced  with  the  double  object  of  saving 
investors  (many  of  whom  are  not  skilled  in  income  tax 
matters)  the  trouble  of  accounting  for  interest  or  claiming 
repayment  and  the  corresponding  work  which  would  devolve 
upon  the  Inland  Revenue  if  the  Department  had  to  deal 
under  the  normal  law  with  large  numbers  of  cases  generally 
involving  very  small  amounts. 

23.  The  income  tax  which  a society  pays  on  behalf  of  its 
investors  is  charged  at  a special  rate  (known  as  the  “composite 
rate”)  which  represents  the  average  rate  of  income  tax 
payable  by  all  investors  in  all  building  societies.  This  rate 
(at  present  5s.  6d.)  is  settled  annually  in  discussions  between 
the  Inland  Revenue  and  the  Association  under  provisions 
contained  in  Section  445  of  the  Income  Tax  Act,  1952,  and 
involves  calculations  of  some  complexity.  One  minor  detail 
of  the  arrangements  is  that  a society  is  liable  to  pay  tax 
at  the  standard  rate  in  respect  of  the  whole  of  ffie  interest 
paid  to  an  investor  with  more  than  £5,000  in  that  society. 
For  this  reason,  practically  all  societies  limit  the  combing 
holding  of  a husband  and  wife  to  £5,000. 

24.  These  arrangements,  while  convenient  to  investors 
and  to  the  Inland  Revenue  do  not  represent  any  form  of 
concession  to  the  societies,  for  the  law  expressly  provides 
that  the  total  sum  paid  by  all  societies  must  be,  as  nearly  as 
may  be,  the  amount  which  would  be  paid  if  the  arrangements 
did  not  operate.  Thus,  the  income  tax  which  societies  pay 
on  beh^  of  their  investors  is  itself  regarded  as  equivalent 
to  additional  interest  on  which  again  income  tax  has  to  be 
paid  at  the  composite  rate.  Thefigureof£l  14s.  Od.  mentioned- 


in  para^ph  20  above  therefore  includes  both  the  liability 
of  a society  itself  and  the  liability  which  it  has  undertaken  on 
behalf  of  its  investors  in  respect  of  interest  paid  to  them.  It 
also  includes  profits  tax,  which  in  total  now  amounts  to 
over  £2  million  per  annum  and  therefore  constitutes  an 
appreciable  additional  charge.  The  societies  have  always 
regarded  it  as  inequitable  that  they  should  be  charged  to 
profits  tax  at  all.  The  present  method  of  assessing  them  is, 
in  their  view,  indefensible  and  in  this  view  the  societies  are 
supported  by  the  Royal  Commission  on  the  Taxation  of 
Profits  and  Income  over  which  Lord  Radcliffe  recently 
presided.  During  the  debates  on  the  Finance  Bill  in  July, 
1957,  spokesmen  for  the  societies  extracted  a promise  from 
the  ChanceDor  of  the  Exchequer  that  he  would,  before 
introducing  his  next  Budget,  consider  the  special  position  of 
building  societies  in  relation  to  profits  tax. 

Management 

25.  The  item  for  management  expenses  represents  the 
whole  of  the  cost  of  administering  a society.  Societies  are 
generally  admitted  to  be  economically  managed.  The  cost 
of  management  was  in  1957  equivalent  to  11s.  8d.  for  each 
£100  of  total  assets.  The  corresponding  figure  for  1938  was 
10s.  9d. 

It£serves 

26.  Finally,  there  remains  the  amount  to  be  put  to  reserve. 
When  a society  has  disposed  of  all  its  obligations,  the  surplus 
remaining  is  either  specifically  placed  to  reserve  or  added  to 
the  bailee  carried  forward.  Building  societies  need  reserves 
to  provide  against  two  main  contingencies,  a loss  on  the  sale 
of  a mortgaged  property  following  the  default  of  a borrower 
or  a loss  on  the  realisation  of  an  investment  in  trustee 
securities.  Apart  from  these  specific  contingencies,  every 
society  needs  reserves  to  guard  against  the  unknown  and  to 
give  confidence  to  its  investors.  It  is  rare  for  a well-managed 
society  to  have  to  call  upon  its  reserves  at  any  time  and  it  is 
impossible  to  maintain  ffiat  any  particular  figure  is  essentii 
or  even  justified  by  statistics  of  the  past.  The  Association 
has,  however,  long  recommended  that  every  society  should 
aim  at  possessing  reserves  representing  at  least  5 % of  the 
current  total  assets  of  the  society.  In  1938  the  average 
figure  for  all  societies  was  5-48%  but,  in  their  endeavour  to 
work  upon  as  narrow  a margin  as  possible,  societies  have 
been  unable  in  recent  years  to  add  to  their  reserves  an  amount 
consistent  with  their  considerable  growth.  In  consequence 
the  average  reserves  for  all  societies  had  fallen  by  the  end 
of  1957  to  4-47%.  While  this  decline  in  ratio  is  not  in  itself 
regarded  as  serious,  there  is  a growing  feeling  that  societies 
can  no  longer  afford  to  pare  their  operating  margins  to  the 
detriment  of  their  annud  appropriations  to  reserve. 

Amount  of  Advance 

27.  The  amount  which  a building  society  lends  in  any 
particular  case  is  calculated  as  a percentage  of  the  value  of 
the  house  offered  as  security.  Before  considering  how  much 
can  be  advanced,  the  society’s  directors  require  the  house  to 
be  valued  for  their  guidance. 

28.  Societies  consider  that  a borrower  should  normally 
have  some  financial  interest  of  his  own  and  in  an  ordinary 
case  a society  will  advance  between  75  and  80%  of  the 
valuation.  An  advance  representing  90  or  in  some  cases 
95  % of  the  valuation  can  be  obtained  if  the  borrower  can 
provide  one  of  the  forms  of  additional  security  authorised 
by  the  Building  Societies  Act,  1939. 

29.  The  commonest  form  of  such  additional  security  is  a 
guarantee  given  by  an  insurance  company  to  ,a  building 
society  that  it  will  repay  to  the  society  any  additional  loss 
which  may  be  incurred  as  a result  of  making  a larger  advance 
than  is  normal.  Careful  enquiries  are  made  about  the 
borrower’s  position  before  giving  such  a guarantee,  but  the 
practice  is  a common  one  and  undoubtedly  helps  young 
couples  who  have  little  capital  to  become  home-owners. 
The  single  premium  diarged  by  the  insurance  company  is 
based  on  the  amount  of  the  excess  advance  and  is  usually 
added  to  the  advance. 

30.  Under  the  Housing  Act,  1949,  another  form  of 
guarantee,  but  one  which  does  not  involve  the  payment  of 
a pr^um,  may  be  obtained  from  most  local  authorities 
and  in  this  case  any  loss  which  may  arise  through  the  excess 
advance  is  shared  equally  by  the  Treasury,  the  local  authority 
and  the  building  society. 

31.  Building  societies  would  not  claim  that  the  determina- 
tion of  the  amount  of  the  advance  is  based  on  any  scientific 
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or  statistical  rule.  It  is  essentially  governed  by  the  policy 
of  the  society  and  by  the  circumstances  of  each  case,  which 
include  the  character  and  financial  position  of  the  borrower 
as  weU  as  the  value  of  the  house  itself.  I^actice  is  however 
based  on  very  long  experience,  during  which  societies  have 
been  able  to  assess  the  social  need  for  their  services  and  the 
remarkable  reliability  of  the  vast  majority  of  borrowers. 

Period  of  Repayment 

32.  Nearly  every  building  society  loan  is  repaid  by 
monthly  instalments,  which  also  include  interest,  over  a 
long  period.  Most  loans  are  repaid  on  the  annuity  system, 
calculated  by  annual  rests,  so  that  the  total  amount  payable 
each  month  by  the  borrower  remains  the  same  throughout 
the  period,  thou^  the  ingredients  of  capital  and  interest  vary. 

33.  Before  World  War  I the  period  of  repayment  did  not 
normally  exceed  15  years,  but  between  the  two  wars  it  was 
extended  to  20  or  23  years  and  since  World  War  n 25  years 
has  become  common.  Longer  periods  are  occasionally 
granted  by  a few  societies,  but  the  Council  of  the  Association 
recommends  25  years  as  the  maximum  which  should  be 
allowed.  It  should  not  be  assumed  from  this  that  the  average 
life  of  a building  society  loan  is  25  years,  because  this  is 
reduced  in  practice  by  sales  of  houses  and  by  additional 
capital  repayments  which  together  have  the  effect  of  bringing 
the  average  life  down  to  about  9 years  at  present. 

34.  Almost  every  building  society  mortgage  gives  power 
to  the  society,  on  giving  the  prescribed  notice,  to  increase 
the  rate  of  interest  to  the  rate  then  current  for  new  loans. 
Most  societies  have  had  to  exercise  this  power  on  two  occa- 
sions in  recent  years  and  to  mitigate  hardship  they  have 
agreed  in  many  cases  that  the  existing  monthly  payments 
shall  continue  but  that  the  period  shall  be  extended  in  order 
to  meet  the  additional  interest.  Apart  from  this,  the  period 
is  sometimes  extended  to  assist  a borrower  in  temporary 
difficulty,  for  the  societies  pride  themselves  on  the  extremely 
small  proportion  of  cases  in  which  it  is  necessary  for  them  to 
take  possession  of  a mortgaged  property.  At  31st  December, 
1957,  there  were  2,084,221  mortgage  balances  due  to  budding 
societies  and  of  these,  in  respect  of  only  550  had  the  societies 
been  in  possession  of  the  property  for  more  than  twelve 
months. 

35.  The  main  considerations  governing  the  period  of 
repayment  centre  round  the  house  and  the  borrower.  As 
regards  the  house,  much  depends  upon  situation,  type,  age 
and  tenure.  Obviously  the  principal  must  be  repaid  more 
rapidly  than  the  assumed  rate  of  depreciation,  but  societies 
also  consider  that  the  house  should  be  expected  to  have  a 
useful  life  when  the  mortgage  has  been  paid  off.  As  regards 
the  borrower,  the  main  considerations  are  age,  income  and 
fai^y  circumstances  and,  above  all,  his  own  wishes.  Optional 
facilities  are  available  for  borrowers  who  wish  to  assure  their 
life  for  the  amount  due  at  any  time  under  the  mortgage. 
Other  factors  which  affect  a society’s  decision  on  the  period 
are  its  need  for  capital  on  the  one  hand  and,  on  the  other 
hand,  the  society’s  desire  not  to  impose  too  heavy  a monthly 
charge  on  its  borrowers.  Bi  the  light  of  the  conflicting 
circumstances  which  arise  in  every  case,  long  experience 
suggests  that  25  years  should  he  the  maximum  period  of 
repayment,  but  many  societies  much  prefer  a figure  of  20 
years. 

Advances  on  other  Property 

36.  All  the  foregoing  paragraphs  of  this  Section  relate 
primarily  to  the  piurchase  of  a house  by  the  intending  occupier. 
These  cases  provide  the  overwhelming  majority  of  aU  building 
society  loans.  Some  societies  make  advances  only  to 
intending  owner-occupiers  and  those  which  laid  to  other 
persons  or  on  other  properties  do  so  in  only  a small  minority 
of  cases  and  generally  only  when  the  demand  from  intending 
owner-occupiers  does  not  absorb  the  funds  available.  Some 
societies  invariably  charge  the  same  rate  to  every  borrower  ; 
others  charge  a higher  rate  to  persons  who  are  not  owner- 
occupiers.  In  such  cases  the  loan  usually  represents  a lower 
percentage  of  the  valuation  and  the  period  of  repayment  is 
generally  shorter.  The  securities  other  than  houses  occupied 
by  the  owner  which  may  be  accepted  are  shops  preferably 
with  living  accommodation),  maisonettes,  small  blocks  of 
flats  and  houses  let  to  tenants. 

Section  III 

Rates  of  Interest  and  Terms  for  Investments 
Rate  of  Interest 

yi.  If  the  rates  charged  to  borrowers  are  governed  largely 


by  the  rates  which  must  be  paid  to  investors,  these  latter 
rates  are  in  their  turn  largely  influenced  : — 

(c)  by  the  Government’s  monetary  policy  and  the  yields 
on  Government  securities,  and 

(6)  by  the  competition  of  other  forms  of  saving  and 
investment. 

38.  In  their  desire  to  attract  the  savings  and  investments 
of  the  public,  building  societies  have  to  meet  keen  competition 
from  various  quarters  and  they  must  therefore  pay  a rate 
which  investors  will  regard  as  fair  in  comparison  with  the 
rates  they  can  obtain  elsewhere,  Their  chief  competitors  in 
this  field  are  the  Government,  trustee  savings  hanks,  local 
authorities,  insurance  companies  and  hire-piurchase  and 
similar  finance  companies.  The  Government  offers  Defence 
Bonds,  National  Savings  Certificates,  Premium  Bonds  and 
accepts  deposits  in  the  Post  Office  Savings  Bank.  Similar 
deposits  are  accepted  by  the  trustee  savings  banks,  some  of 
whom  offer  higher  rates  in  their  special  investment  depart- 
ments. Local  authorities  accept  loans  on  mortgage  at 
attractive  rates,  insurance  companies  encourage  saving 
throu^  life  assurance  and  deposits  at'high  rates  are  invited 
by  a number  of  finance  companies  of  various  kinds.  In 
addition  to  all  these,  there  is  the  alternative  of  investment 
through  the  Stock  Exchange,  the  attractions  of  which  no 
doubt  vary  from  time  to  time  and  are  impossible  to  evaluate. 

39.  The  rates  offered  by  building  societies  axe  therefore 
largely  determined  by  their  competitors,  but  against  the 
background  of  the  general  level  of  interest  rates  which,  in 
the  long  run,  is  deteraiined  by  the  monetary  polity  of  the 
Government  of  the  day.  Further  reference  to  this  subject 
will  be  found  in  Section  TV. 

Terms 

40.  Budding  society  investments  can  be  withdrawn  on 
giving  notice,  without  fee  and  without  loss  of  capital.  The 
commonest  form  of  investment  in  a building  society  is  a 
share,  which  is  variously  termed  “ordinary”,  “fully-paid” 
or  “paid-up”.  There  is  judicial  authority  for  the  statement 
that  shares  in  a budding  society  have  virtually  nothing  in 
common  with  shares  in  a limited  company  except  their 
name.  Most  societies  will  accept  an  investment  in  shares  of 
any  sum  between  £1  and  £5,000,  though  the  maximum  may 
be  restricted  at  a time  when  the  supply  is  greater  ffian  the 
demand.  A shareholdo"  is  a member  of  the  society  and  his 
rights  of  withdrawal  are  governed  by  its  rules.  He  is  generally 
required  to  give  one  or  more  months  notice  and,  in  the 
event  of  a shortage  of  funds,  shardiolders  may  have  to 
wait  their  turn.  In  practice,  any  reputable  society  will 
allow  withdrawals  to  be  made  at  very  short  notice,  particularly 
where  the  amount  is  small  or  the  money  is  urgently  required. 
This  practice  has  been  established  by  long-standing  custom 
and  is  regarded  as  valuable  by  the  public.  On  tiie  other 
hand,  much  of  the  money  invested  with  building  societies 
remains  there  for  many  years,  althou^  recently  the  proportion 
withdrawn  had  tended  to  rise,  as  is  shown  by  Table  III  in 
paragraph  16. 

41.  Many  societies  make  special  efforts  to  encourage 
regular  saving  and  for  this  purpose  offer  shares  which  are 
variously  termed  “subscription  shares”,  “premium  shares” 
or  “savings  shares”.  These  require  the  member  to  invest 
every  month  a sum  varying  from  10s.  Od.  to  £10  over  a period 
which  may  be  as  short  as  3 or  as  long  as  15  years.  To 
encourage  regular  saving,  a higher  rate  of  interest  or  a bonus 
is  offered,  often  with  a penalty  in  the  rate  if  subscriptions 
remain  unpaid  or  if  capital  is  withdrawn  before  the  share  has 
matured. 

42.  Many  societies  also  accept  deposits.  A depositor  is  a 
creditor  and  not  a member  of  a society  and  by  law  the 
minimtun  period  of  notice  of  withdrawal  is  one  month.  A 
longer  period  is  often  required  if  the  deposit  is  of  a substantial 
amount.  Because  of  their  prior  rights  over  shareholders,  a 
depositor  normally  receives  interest  at  a rate  which  is 
lower  than  that  currently  paid  to  shardiolders. 

43.  The  total  amount  hdd  in  the  form  of  deposits  is  now 
£189  million,  against  £2,079  million  in  shares.  Some 
societies  do  not  accept  deposits  and  the  total  amount  has 
been  falling  for  some  years,  as  investors  seem  to  regard  the 
priority  of  repayment  as  of  less  importance  than  the  additional 
interest  payable  on  a share.  A society’s  total  deposits  may 
not  exce^  two-thirds  of  the  total  amount  due  on  mortgages, 
but  it  is  very  rare  for  deposits  even  to  approach  this 
proportion. 
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44.  Speaking  broadly,  the  terms  on  which  shares  and 
deposits  are  accepted  are  governed  by  a society’s  need  or 
otherwise  of  funds  and  its  general  financial  policy.  The 
legal  restrictions  are  limited  to  those  mentioned  in  paragraphs 
42  and  43  above. 

45.  The  Council  of  the  Association  makes  recommen- 
dations to  members  from  time  to  time  on  the  rates  whidi  it 
considers  should  be  paid  to  investors  and  charged  to 
borrowers.  These  recommendations  are  in  no  way  binding 
upon  members  but  they  are,  in  practice,  generally  followed. 
The  present  recommended  rates  are  : — 

Ordinary  Shares  — 3i%  (maximum)  1 Income  tax  paid 

Ordinary  Deposits — 3 % (maximum)  J by  the  society. 

Borrowers  — 6%  (minimum) 

Societies  may  under  their  rules  vary  the  rates  paid  to  their 
investors  and,  as  mentioned  in  paragraph  34  almost  every 
mortgage  deed  empowers  the  socie^  to  increase  the  rate  to 
borrowers  within  due  limits  and  subject  to  due  notice. 

Section  IV 

The  Effect  of  Changes  in  Monetasy  Poucy 

46.  The  underlying  desire  of  bunding  societies  is  to 
maintain  stable  rates  of  interest  and  to  avoid  frequent 
changes,  whether  for  investors  or  borrowers.  Further, 
societies  are  always  extremely  reluctant  to  raise  the  rate 
payable  by  an  existing  borrower. 

47.  At  the  same  time,  building  societies  cannot  insulate 
themselves  from  the  effect  of  the  monetary  policy  of  the 
Government  of  the  day  and  this  inevitably  has  a bearing 
on  their  rates.  As  already  explained  in  Sections  II  and  HI 
of  this  memorandum,  rates  are  affected  also  by  the  desire  to 
encourage  savings  and  by  the  activities  of  competitors  and, 
when  funds  are  plentiful,  by  the  competition  of  other  bodies 
which  grant  loans  on  mortgage. 

Bank  Bate 

48.  A change  in  the  Bank  rate  has  no  direct  or  immediate 
effect  upon  the  rates  paid  or  charged  by  a budding  society. 
At  one  time,  the  power  of  some  societies  to  increase  the 
rate  payable  under  an  existing  mortgage  was  regulated  by 
changes  in  the  Bank  rate,  but  this  method  is  now  obsolete. 

49.  Building  society  rates  do  not  follow  every  movement 
of  the  Bank  rate  and,  per  contra,  they  vary  at  times  when  there 
has  been  no  recent  change  in  the  B^ik  rate.  Where,  however, 
a change  in  the  Bank  rate  is  a symptom  or  a forerunner  of 
changes  in  the  general  level  of  rates,  societies  are  bound  to 
be  affected,  thou^  the  effect  is  often  slow  to  come  about 
and  not  always  the  same  as  the  diange  in  Bank  rate. 

Bank  Advances 

50.  No  well-managed  building  society  depends  on  a bank 
loan  or  overdraft  for  financing  its  operations.  Recourse 
would  be  had  to  a bank  only  in  times  of  difficult  or  crisis, 
when  the  margin  of  borrowing  power  available  from  this 
quarter  might  form  a valuable  cushion  or  might  avoid  the 
necessity  of  selling  trustee  securities  at  a serious  loss.  Because 
of  these  possibilities  societies  have  standing  arrangements 
with  their  bankers  under  which  they  may  obtain  overdrafts 
in  case  of  need,  but  this  is  a safeguard  to  which  recourse  is 
had  only  very  rarely  and  is  not  a method  of  financing  the 
normal  operations  of  a building  society. 

51.  While  therefore  a restriction  on  bank  advances  has 
no  direct  effect  upon  a building  society,  it  has  a noticeable 
indirect  effect,  because  those  borrowers  who  might  otherwise 
have  been  financed  by  a bank  turn  to  a building  society  for 
their  needs.  Such  borrowers  consist  of  estate  developers, 
builders,  private  purchasers  of  houses  or  those  for  whom  a 
house  is  being  built.  These  additional  demands  increase  the 
pressure  upon  building  societies  at  a time  when  the  demand 
is  already  hi^.  They  can  be  met  to  only  a limited  extent, 
for  most  building  societies  regard  the  financing  of  estate 
developers  and  builders  as  more  properly  a function  of  a 
banif^  though  exccptions  are  made  by  some  societies  where 
the  loan  is  for  a short  period  and  will  probably  soon  he 
replaced  by  the  individual  mortgages  of  the  purchasers  of 
new  houses. 

52.  Another  indirect  effect  upon  societies  of  a restriction 
of  bank  advances  is  to  be  found  in  the  withdrawal  of  their 
funds  by  investors  who  find  themselves  imder  pressure  to 
reduce  &eir  Dank  overdrafts. 

Capital  Issues  Committee 

53.  The  directives  of  the  Chancellor  of  the  Exchequer  to 
the  Capital  Issues  Committee  are  not  communicated  either 


to  the  Association  or  to  individual  societies,  so  that  their 
only  knowledge  of  these  directives  is  derived  from  Parlia- 
mentary and  Press  reports.  Building  societies  have  no  direct 
contact  with  the  work  of  the  Committee  and,  so  far  as  is 
known,  the  only  point  at  which  its  activities  touch  those  of 
building  societies  is  in  connection  with  the  maximum  of 
£10,000  which  may  be  borrowered  in  any  year  without  1he 
sanction  of  the  Treasury.  It  is  only  occasionally  that  societies 
contemplate  the  making  of  an  advance  exceeding  £10,000 
but  it  is  sometimes  done  in  order  to  assist  the  development 
of  an  estate  or,  more  rarely,  the  purchase  of  a block  of  flats. 
In  these  cases,  societies  regard  it  as  proper  (thou^  they 
are  advised  that  tho'  have  no  legal  obligation  to  do  so) 
to  make  sure  that  the  loan  has  been  sanctioned  by  the 
Treasury.  Borrowing  by  a building  society  is  exempt  from 
this  limitation  of  £10,000  by  virtue  of  Article  9 of  the  Control 
of  Borrowing  Order,  1947. 

Section  V 

Effects  of  Changes  in  Interest  Rates 
The  Demand  for  Houses 

54.  Shortly  after  the  end  of  the  war  in  1945  most  building 
societies  reduced  their  lending  rate  to  4%,  whidi  is  beUeved 
to  have  been  the  lowest  figure  in  their  history.  Since  then  the 
rate  has  had  to  be  raised  successively  to  its  present  figure 
of  6%,  but  this  has  not  been  accompanied  by  any  falling  off 
in  demand.  On  the  contrary,  the  demand  is  probably  as 
high,  if  not  higher,  than  it  has  ever  been.  This  suggests 
that  the  demand  for  advances  for  the  purchase  of  houses 
is  influenced  not  so  much  by  the  actual  rate  of  int^est  as 
(houses  being  a necessity)  by  improved  social  conditions  and 
increased  capacity  to  pay.  Building  sodeties  have  no 
evidence  to  support  what  might  be  expected  to  be  the  natural 
result,  viz.,  a fall  in  demand  as  rates  of  interest  rise,  but 
account  must  be  taken  of  the  fact  that  the  past  12  years 
have  been  by  any  standards  exceptional. 

55.  These  observations  relate  to  houses  for  occupation 
by  the  owner,  which  form  the  overwhelming  majority  of 
cases  in  which  building  societies  make  advances.  Few  houses 
are  built  nowadays  for  letting  to  tenants  and  advances  on 
other  kinds  of  property  form  an  infinitesimal  proportion  of 
the  whole. 

TTie  Disposition  to  Save 

56.  Many  people  save  with  a building  society  because  it 
is  a family  tradition  or  because  it  is  convenient  and  to  them 
the  rate  of  interest  is  not  the  sole  consideration,  others  being 
safety  and  ease  of  withdrawal.  So  far  as  the  experience  of 
bulling  sodeties  goes,  the  degree  of  saving  depends  mainly 
on  ability  and  willingness.  If  people  have  a margin  of 
income  over  expenditure  and  a desire  to  save  they  will  do 
so  and  will  invest  their  savings  with  those  institutions  which 
suit  their  circumstances  best.  Saving  can  however  be 
stimulated  by  propaganda  and  by  improvements  in  facilities. 

57.  There  is  some  doubt  whether  the  relatively  small 
increases  in  rates  of  interest  offered  by  building  societies  in 
recent  years  have  really  had  any  substantial  effect  in  stimula- 
ting new  saving.  The  increases  may  have  prevented  heavier 
witodrawals  and  have  possibly  attracted  to  building  societies 
sums  which  mi^t  have  been  invested  elsewhere. 

58.  These  views  seem  to  find  support  in  the  experience 
of  societies  during  the  years  immediately  following  the  end 
of  the  war.  Rates  of  interest  were  then  low,  being  generally 
2i%  on  shares  and  Ii%  on  deposits,  income  tax  being  in 
each  case  paid  by  the  society.  At  that  time  opportunities  for 
private  spending  were  limited  and  funds  flowed  into  building 
societies  to  such  an  extent  that  the  great  majority  of  them 
were  reluctantly  compdied  to  impose  severe  r«trictions  on 
the  amount  which  could  be  invested  by  any  individual, 
either  as  a whole  or  during  a year.  This  policy  of  restriction 
was  of  course  partly  dictated  by  the  fact  that  there  was  then 
a smaller  demand  for  advances,  but  it  nevertheless  seems  to 
support  the  view  that  in  times  of  low  interest  rates  savers 
are  not  deterred  from  investing  in  building  societies. 

\%th  November,  1957. 

(figures  brought  up  to  the  end  of  1957.) 
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5.  The  Credit  Insurance  AssoaAnoN  Ltd. 


5.  MEMORANDUM  OF  EVIDENCE  SUBMIITED  BY  THE  CREDIT  INSURANCE  ASSOCIATION  LTD. 


1.  This  memorandum  is  tendered  in  respoinse  to  the 
general  invitation  to  those  organisations  wishmg  to  submit 
evidence  to  the  Committee.  It  is  directed  to  the  present 
working  of  the  system  for  financing  export  sales  and  in 
particular  to  the  financing  of  extended  credit  terms  for 
capital  goods.  Our  purpose  is  to  demonstrate  why  the  present 
techniques  are  inadequate  and  to  put  forward  some  sugges- 
tions as  to  how  they  might  be  improved. 

2.  The  reason  for  our  interest  in  this  subject  is  that  we  are 
insurance  brokers  specialising  in  credit  insurance,  and  on 
the  e^ort  side  of  our  business  we  handle  current  insurance 
covering  exports  of  about  £170  million  a year.  T^s  busings 
is  placed  with  the  Export  Credits  Guarantee  Department  and 
the  greater  part  of  it  is  handled  for  various  branches  of  the 
engineering  industries  which  sell  regularly  on  credit  terms. 

3.  Many  of  our  clients  also  consult  us  on  the  financing 
of  such  export  business  where  extended  credit  is  given,  and 
one  of  our  activities  is  the  negotiation  of  financing  arrange- 
ments with  the  various  banking  houses. 

4.  Export  financing  can  be  divided  into  three  categories  : 

(а)  Short-term,  where  payment  is  made  within  180 
days ; this  presents  no  problem,  since  the  existing  facilities 
are  sufficient  for  industry’s  requirements,  and  calls  for 
no  comment. 

(б)  Medium-term,  where  payment  is  made  for  capital 
or  semi-capital  goods  over  a period  of  from  one  to  five 
years  : this  is  the  main  subject  of  this  memorandum. 

(c)  Long-term  credits  and  investment,  which  are  at 
present  outside  the  scope  of  export  credit  insurance  but 
frequently  present  problems  for  the  exporter.  ITiis  is 
becoming  of  increasing  importance  to  some  industries. 

5.  The  demand  for  credit  in  international  trade  has  grown 
rapidly  during  the  past  five  years  because  of  the  general 
shortage  of  capital  and  the  need  for  so  many  countries  to 
ration  their  expenditure  of  foreign  exchange. 

6.  In  1953  we  made  a study  of  the  demand  for  medium- 
term  credit  in  export  trade  and  the  availabili^  of  banking 
facilities  to  satisfy  the  financing  of  such  credits.  Our 
conclusions  were  published  in  a pamphlet  entitled  Finance  for 
Exports,  of  which  a copy  is  appended  to  this  memorandum.* 

7.  In  this  survey  we  reached  the  conclusion  that  the 
avaUable  facilities  were  adequate  to  meet  the  genuine  demand 
for  such  credits.  Since  then  however,  the  proportion  of 
British  exports  requiring  such  credits  has  expanded  enor- 
mously, and  it  would  no  longer  be  true  to  say  that  such 
contracts  can  be  financed  without  difficulty. 

8.  It  would  be  going  too  far  to  say  that  actual  business 
has  been  lost  because  it  could  not  be  financed,  and  in  fact 
we  would  agree  with  the  banker  who  told  us  that  a firm 
order  would  always  be  financed  even  although  the  banks 
had  refused  to  commit  themselves  in  advance. 

9.  In  our  opinion,  this  is  no  real  answer  to  the  problem 
because  it  ignores  the  needs  of  the  manufacturer.  If  he  is 
negotiating  a particular  contract  with  an  overseas  buyer  who 
requires  credit,  he  needs  to  be  assured  that  if  he  gets  the 
order  he  will  be  able  to  finance  it  by  raising  money  on  the 
biUs  of  exchange  accepted  by  the  buyer.  Moreover  he  needs 
to  know  the  terms  on  which  the  money  can  be  borrowed  so 
that  interest  rates,  etc.,  can  be  negotiated  with  the  buyer. 
It  is  no  use  to  him  to  be  assured  by  a banking  house  that, 
if  he  gets  the  business,  they  will  be  willing  to  consider 
providing  the  necessary  finance  on  Uie  terms  prevailing  at 
the  time.  He  wants  a definite  assurance  that  the  finance 
will  be  forthcoming  and  on  a basis  which  can  be  negotiated 
with  his  customers. 

10.  The  cost  and  terms  of  our  credits  in  general  compare 
well  with  those  of  our  continental  competitors  and  oiur 
credit  is  neither  unduly  cheap  nor  impossibly  expensive  when 
compared  with  the  cost  of  credit  locally  in  the  buyers’ 
coimtries.  (This  ignores  such  temporary  factors  as  a high 
Bank  Rate  in  this  country).  There  are,  however,  problems 


• Not  iepruil«d  in  tWs  record  of  ewdenee. 


of  competition  from  directly  or  indirectly  subsidised  exports 
either  in  the  form  of  Export-Import  Bank  credits,  fiscal 
concessions,  etc. 


1 1 .  We  do  not  wish  to  imply  any  criticism  of  the  banking 
houses  for  this  situation.  Most  of  them  have  done  their 
best  to  help  exporters,  and  when  they  have  imposed  limitations 
usuaUy  it  has  been  because  of  technical  banking  factors. 
The  extent  to  which  a bank  can  undertake  to  finance  medium- 
term  exports  depends  upon  its  current  and  future  obligations. 
Thus,  if  it  has  been  under  heavy  pressure  to  undertSce  this 
type  of  finance  and  there  are  a large  number  of  such  offers 
outstanding,  the  bank  may  be  compelled  to  decline  any 
further  requests  until  it  knows  how  many  of  its  current 
offers  are  likely  to  be  accepted.  Since  the  ratio  of  acceptances 
is  very  low  in  this  type  of  busings  and  the  manufacturer’s 
negotiations  with  the  overseas  buyer  tend  to  be  protracted, 
this  means  that  one  of  the  limiting  factors  in  dancing  is 
the  volume  of  banking  commitments  which  in  fact  may  never 
be  utilised. 


12.  The  solution  of  this  problem  is  a technical  question 
on  which  the  banking  community  is  better  able  to  express 
an  opinion,  but  we  suggest  that  the  Committee  should 
consider  whether  it  might  not  be  solved  by  providing  special 
rediscount  facilities  for  these  export  credits. 

13.  At  present  a bank  which  undertakes  to  finance  a 
medium-tenn  contract  may  do  so  by  discounting  the  bills 
of  exchange  at  the  time  when  the  goods  have  been  accepted 
by  the  buyer,  but  it  runs  the  risk  that  it  will  have  to  hold  the 
bills  until  maturity.  This  is  contrary  to  traditional  British 
banking  practice,  since  the  bank  will  wish  to  hold  assets 
which  can  be  converted  into  cash  at  short  notice, 

14.  We  think  that  the  banks  would  be  prepared  to 
undertake  a far  greater  volume  of  medium-term  export 
credit  if  they  could  be  assured  that,  in  times  of  need,  they 
could  re-discount  these  bills,  even  ^though  they  may  have 
three  or  four  years  to  run  to  maturity. 


15.  We  can  best  illustrate  our  point  by  explaining  the 
methods  employed  in  Western  Germany  for  the  tingniHrig 
of  exports. 


16.  The  West  German  system  demonstrates  a practical 
blending  of  the  co-operative  enterprise  of  private  banks 
with  a limited  measure  of  official  support  from  the  Bundes- 
bank. In  1952  a consortium  of  28  leading  German  banks 
who  were  concerned  with  the  financing  of  export  credits 
set  up  a central  organisation  styled  Ausfuhrkredit  Akt, 
(A.K.A.)  through  which  all  these  transactions  have  since 
been  administered.  This  organisation,  A.K.A.,  is  owned, 
managed  and  funded  by  the  private  banking  system.  The 
subscribing  banks  established  with  it  a credit  line  of 
DM.  170  million,  representing  4%  of  their  deposits  held 
at  September,  1951,  excluding  savings  deposits.  The 
Bundesbank  provided  a credit  line  of  DM.  600  million 
smce  reduced  to  DM.  500  million,  which  could  he  utilised 
by  the  A.K.A.  rediscounting  xmder  their  own  endorsement, 
A.K.A.  is  also  able  to  rediscount  bills  with  the  exporters’ 
own  banks. 


17.  In  practice  these  two  credit  lines  have  never  been 
called  upon  to  anything  like  their  full  extent.  The  all-time 
peaks  of  active  utilisation  are  6%  and  25%  respectively. 
Both  lines  are  used  as  reservoirs  of  liquidity  which  the 
banking  system  can  tap  in  case  of  need,  by  re-financing 
export  credits  in  their  portfolios.  A.K.A.  agreements  to 
re-finance  on  demand  enable  the  banking  system  to  carry  a 
very  great  part  of  the  volume  of  export  credits  because  they 
can  be  regarded  as  of  comparable  liquidity  with  the  rest 
of  the  banks’  portfolios.  Before  this  system  was  set  up 
the  Bundesbank  had  been  actively  rediscounting  export  bills 
on  a large  scale  in  order  to  assist  exporters’  banks.  The 
following  diagram  shows  the  position  immediately  before 
A.K.A.  was  set  up,  and  the  change  which  has  been  effected 
by  this  technique  in  the  years  since  1952.  It  is  also  interesting 
to  note  the  steady  growth  in  the  volume  of  this  class  of 
business  in  Western  Germany. 
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West  German  Export  Credits  financed  by  A.K.A.,  by  the  Bundesbank,  and  by  the  exporters’ 
own  banks  under  A.K.A.  re-discount  agreements. 


18.  From  time  to  time  it  has  been  suggested  that  this 
country  should  follow  the  German  system  and  establish  a 
central  e^ort  finance  organisation.  In  our  view  such  an 
organisation  is  neither  necessary  nor  desirable  for  goods 
that  can  be  sold  on  medium  credit  terms.  Basically  the 
British  system  has  the  great  asset  of  flexibility  ; there  is  a 
real  advantage  here  in  the  fact  that  two  or  three  banking 
houses  may  have  different  views  and  techniques  on  a parti- 
cular transaction.  The  German  system  is  rigid  with  regard 
to  the  form  of  business  refinanced,  even  determining  the 
rate  of  interest  or  discount  for  the  exporter’s  bank  and  the 
extent  of  its  own  retained  participation. 

19.  We  are  not  competent  to  put  forward  detailed 
proposals  for  the  machinery  that  should  be  established,  but 
we  believe  that  adequate  refinancing  facilities  would  stabilise 
the  export  financing  market  and  would  lead  to  a substantial 
increase  in  exports  of  capital  goods.  Moreover  we  think 
that,  on  the  basis  of  German  experience,  this  coifid  he 
achieved  without  any  large-scale  use  of  the  facilities  ; so 
long  as  re-financing  is  possible  in  time  of  need,  the  banks 
are  content  to  carry  export  hills  in  their  portfolios.  The 
Germans  use  approximately  the  equivalent  of  £70  million, 
and  at  the  end  of  1956  were  committed  to  rediscount  to  the 
extent  of  some  £35  million  but  had  actually  rediscounted 
only  about  £14  million. 

Investment  and  Long-Term  Credits 

20.  One  of  the  problems  of  increasing  exports  of  capital 
goods  is  the  extent  to  which  their  foreign  competitors  are 
able  to  provide  long-tenn  credits  (i.e.  periods  of  10  years 
and  over). 

21.  The  most  notable  example  is  the  U.S.  Export-Import 
Bank,  which  is  able  to  famish  “tied”  credits  of  up  to  20 
years  or  even  longer  for  the  purchase  of  U.S.  goods.  The 
Export-Import  Ba^  draws  its  funds  from  the  United  States 
Treasury  and  the  credits  thus  provided  at  a low  rate  of 
interest  give  American  exporters  a substantial  advantage  in 
seUing  to  those  countries  which  are  short  of  foreign  exchange. 
It  would  seem  that  any  U.S.  industry  which  is  having  difficulty 
in  selling  its  goods  overseas  can  rely  upon  support  from  the 
Export-Import  Bank  in  the  granting  of  generous  credits. 

22.  Recently  the  Iron  Curtain  countries  have  also  ofi'ered 
long-term  crests  to  a number  of  countries.  An  example  is 
the  Russian  offer  of  £46  million  credit  to  India  for  12  years 
at  an  interest  rate  of  21%  per  annum. 


23.  There  has  been  a periodic  demand  for  a British 
Export-Import  Bank  to  combat  such  competition.  We  are 
not  in  a position  to  say  whether  a proportion  of  United 
Kingdom  resources  can  be  set  aside  for  such  a project,  but 
it  would  seem  to  us  that  the  provision  of  credits  on  such  a 
long-tenn  basis  or  for  such  special  purposes  as,  for  example, 
large-scale  capital  construction  projects  require  exceptional 
treatment.  The  alternative  is  inevitably  that  the  United 
Kingdom  will  suflTer  a decline  in  its  exports  of  certain  types 
of  capital  equipment ; we  are  advised  that  this  could  have 
a most  serious  effect  upon  certain  industries. 

24.  So  far  as  the  Commonwealth  is  concerned,  the 
Commonwealth  Development  Finance  Co.  Ltd.  has  performed 
valuable  work  in  directing  capital  loans  into  projects  which 
have  aided  the  export  of  British  capital  goods.  Its  success 
has  been  partly  due,  in  our  opinion,  to  the  fact  that  it 
provides  machiriery  which  can  facilitate  the  negotiation  of 
sudi  financing.  As  an  racample,  it  has  been  iostrumental  in 
diverting  British  insurance  company  and  British  banking 
funds  into  industrial  development  corporations  in  India, 
Pakistan  and  Ceylon  which  are  intended  to  aid  local  industry 
by  development  loans  ; a similar  project  is  also  under 
negotiation  for  Malaya.  Without  the  existence  of  the 
C.D.F.C.  it  is  likely  that  many  Commonwealth  projects 
would  have  been  held  up  indefinitely. 

25.  We  suggest  that  the  Committee  should  consider 
whether  the  establishment  of  a similar  company  for  non- 
Commonwealtb  development  mi^t  serve  a similar  useful 
purpose.  Even  althou^  the  objectives  mi^t  be  limited  for 
the  time  being,  we  believe  that  such  a finance  company 
could  act  as  a focal  point  in  cases  where  important  British 
export  interests  are  at  stake.  If  it  could  organise  a consortium 
willing  to  provide  capital  for  such  projects,  this  would  give 
a psychological  stimulus  to  those  British  industries  which 
feel  they  are  seriously  handicapped  by  foreign  competition. 

26.  One  objection  to  such  a scheme  may  be  that  the 
company  would  run  serious  risk  of  loss  since  it  would  not 
be  able  to  obtain  insurance  cover  because  the  Export  Credits 
Guarantee  Department  at  present  does  not  insure  investments. 
The  Committee  may  like  to  bear  in  mind  that  the  Export- 
Import  Bank  has  operated  on  this  basis  for  over  20  years 
and  that,  according  to  our  information  it  has  suffered  no 
losses  through  default.  Moreover,  both  the  United  States 
and  Japan  provide  their  industries  with  an  insurance  against 
loss  of  investments  as  a result  of  confiscation  or  requisitioning 
by  foreign  governments. 

December,  1957. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


23 


6.  The  London  Discount  Market  Association 


6.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  LONDON  DISCOUNT  MARKET  ASSOCIATION’* 


The  Discount  Market 

History  and  Present  Day  Structure  of  the  Market 

1.  Although  the  Bill  of  Exchange  is  known  to  have  existed 
as  a means  of  settling  debts  between  Merchants  as  early  as 
the  12th  century,  the  Discount  Market  in  its  modem  form 
has  its  origins  at  the  beginning  of  the  last  century.  The 
country  Bankers  at  this  time  had  a growing  amount  of 
funds  available  for  investment,  while  from  the  newly  indus- 
trialised areas  of  the  Midlands  and  North  there  was  a 
corresponding  demand  for  credit.  The  few  existing  firms 
of  Bill  Brokers  in  London  did  a flourishing  business  as 
intermediaries,  buying  Bills  from  those  who  sought  credit, 
on  behalf  of  those  with  funds  to  lend,  and  their  number 
rapidly  multiplied.  To  begin  with  the  Bill  Brokers  acted 
entirely  as  agoits  and,  although  they  carried  no  financial 
liability,  their  reputation  depended  on  the  quality  of  the 
paper  they  provided  for  their  customers.  BUls  had  to  pass 
their  scrutiny  and, the  assessment  of  credit-worthiness  soon 
became  a highly  specialised  skill.  It  was  not  long  before  they 
began  to  use  the  capital  they  had  acquired  to  hold  a small 
number  of  Bills  on  their  own  account.  The  financial  crisis 
of  1825  when  the  Bank  of  England  refused  to  discount  Bills 
for  the  Banks,  a facility  they  had  hitherto  enjoyed  in  times 
of  need,  marks  the  beginning  of  the  Discount  Market  as 
we  know  it  today.  From  this  time  on,  rather  than  ^ding 
themselves  holding  Bills  which  they  could  not  realise,  the 
Banks  gradually  evolved  the  system  of  lending  a portion  of 
their  funds  to  the  Bill  Brokers  on  a day-to-day  basis.  The 
latter  used  these  funds  to  buy  Bills  on  their  own  account, 
and  the  Bills  so  acquired  were  used  as  collateral  and  deposited 
with  the  lending  Banker.  In  broad  outline  this  pattern  s^ 
exists  today  except  that  Commercial  Bills  now  represent  a 
minor  part  of  the  Discount  Houses  investment  portfolios, 
the  bulk  consisting  of  Treasury  Bills  and  Government  Bonds. 

2.  The  Market  has  developed  a highly  skilled  and  extremely 
flexible  mechanism  for  equating  the  c^  surpluses  and  cash 
requirements  of  die  entire  Banking  system,  thus  ensuring 
maximum  economy  in  the  Banking  system’s  holding  of 
cash. 

3.  The  Market  today  consists  of  twelve  major  Discount 
Houses  and  some  dozen  or  so  others — minor  Discount 
Houses,  Running  BiU  Brokers,  Exchange  Brokers,  Bullion 
Brokers  and  some  Stockbrokers  who  deal  in  money.  The 
twelve  major  Houses  form  the  Loudon  Discount  Market 
Association  and  their  aggregate  issued  capital,  publicly 
subscribed,  and  published  resources  are  approximately 
£30  million.  The  two  major  facts  which  nowadays  condition 
the  work  and  efficiency  of  these  twelve  Houses  are  ; one, 
that  week  by  week  they  underwrite  the  Treasury  Bill  issue 
for  the  Government ; and,  two,  that  they  have  Loan 
Accounts  with  the  Discount  Office  at  the  Bank  of  England 
which  gives  them,  in  case  of  need,  the  right  to  borrow 
money  directly  from  the  lender  of  last  resort. 

Function  of  the  Market 

4.  As  previously  stated,  the  practice  now  is  for  the  Banks 
to  lend  a proportion  of  ffieir  liquid  assets  to  the  Discount 
Market  on  a day-to-day  basis.  The  lending  of  these  monies 
provides  both  an  outlet  for,  and  an  income  from,  surplus 
funds  which  become  available  as  a result  of  the  changes  and 
movements  of  the  cash  holdings  of  the  Banks.  These  funds 
are  utilised  by  the  Market  mainly  to  buy  Treasury  Bills, 
Commercial  BUls  and  Short-Dated  Government  and  Colonial 
Stocks  (Short-Dated  Stocks  are  those  which  have  5 years 
or  less  to  run  to  maturity). 

5.  The  Bills  and  Stocks  are  deposited  with  the  lender  as 
security.  When  the  security  is  given  in  the  form  of  BUls, 
the  Market  provide  margin  to  cover  the  cost  of  di^unt ; 
when  Stocks  are  deposited,  the  margin  is  approximately 
5 % e.g.  a Loan  of  £1  million  will  be  secured  against  BUls 
to  the  value  of,  say,  £1,015,000,  or  Stocks  worth  £1,050,000 

6.  From  the  latest  Balance  Sheets  of  the  twelve  Houses  it 
can  be  seen  that  the  total  amount  of  call  money  borrowed 
by  the  Market  is  about  £950  miUion.  A simUar  inspection 
of  Clearing  Bank  Balance  Sheets  shows  that  they  lend 
approximately  one-half  of  this  amount,  the  majority  to  the 
Discount  Market.  The  remainder  is  lent  by  the  Merchant 
Bankers,  British  Overseas  Banks,  Foreign  Banks  with 
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branches  in  London,  and  a small  amount  by  other  financial 
institutions  such  as  the  insurauce  companies,  and  com- 
mercial concerns  who  may  have  funds  temporarily  available. 
This  ratio  is  probably  fairly  constant  and  fluctuations  in 
the  volume  of  Clearing  Bank  Money  are  more  or  less 
concurrent  with  those  in  the  volume  of  “outside”  money 
and  on  a similar  scale.  Variations  in  interest  rates  between 
London  and  other  centres  should,  according  to  orthodox 
pre-war  doctrine,  affect  the  volume  of  specifically  foreign 
money  in  the  Market.  In  present  times  this  is  regrettably 
no  longer  so.  Recent  years  have  demonstrated  that  hi^ 
rates  in  London  will  no  longer  attract  funds— except  on  a 
very  temporary  basis — ^unless  there  is  confidence  in  the 
stability  of  Sterling. 

7.  At  the  present  time,  the  Market  holds  probably  about 
£650  million  Bills  and  £300  million  Stocks  against  call 
loans.  But  the  proportion  of  BUls  to  Bonds  at  a given  moment 
is  unlikely  to  reflect  a conscious  movement  by  the  Market 
out  of  one  form  of  security  into  the  other.  In  ideal  conditions 
it  would  be  sound  business  sense,  when  faced  by  the  likelihood 
of  higher  interest  rates,  to  move  “shorter”  ; i.e.,  to  seU 
Bonds  and  increase  the  BUI  portfolio.  In  fact,  this  is  not 
practicable  on  a large  scale  and  the  ratio  between  the  two  is 
largely  a matter  of  supply  and  demand.  The  volume  of 
Treasury  Bills  available  varies  seasonally  and  is  low  early 
in  the  year  ; also,  as  has  been  particularly  noticeable  during 
the  last  two  or  three  years,  outside  demand  for  Bills  may 
result  in  smaller  allotments  for  the  Market.  When  BilU 
are  thus  in  short  supply  it  may  be  necessary  to  increase  the 
Holding  of  Bonds  if  available  funds  carmot  be  otherwise 
employed.  Because  of  the  margin  which  must  be  provided 
on  coUateral  there  is,  however,  a practical  upper  limit  to  a 
Discoimt  House’s  Bond  portfolio  beyond  which  it  is  not 
considered  wise  to  venture.  The  slumps  in  the  gUt-edged 
Market  in  recent  years  have  shown  that  even  within  this 
limit  it  is  possible  to  run  into  difficulties. 

8.  WhUe  the  individual  needs  of  the  Banks  may  vary 
greatly  and  xmejqiectedly  from  day  to  day,  the  sum  total  of 
funds  avaUable  remains  fairly  steady.  Consequently,  a 
Banker  who  has  heavy  commitments  to  meet  can  call  in 
part  of  his  funds  from  the  Market,  knowing  liat  they  will 
be  able  to  replace  all  or  most  of  this  with  loans  from  another 
source  later  in  the  day.  Broadly  speaking,  payments  made 
by  one  Banker  return  rapidly  to  the  Market  through  the 
receiving  Bank.  There  may,  of  course,  be  a net  gain  or  loss 
to  the  Market  when  payments  or  receipts  are  in  respect  of, 
say,  foreign  exchange  transactions.  If  insufficient  ftmds  are 
available  for  the  Discount  Houses  to  balance  their  books, 
they  can  at  all  times  borrow  the  requisite  balance  from  the 
Ba.nk  of  England  at  a minimum  of  Bank  Rate  for  a minimum 
period  of  7 days  ; they  can  also  rediscount  at  Bank  Rate 
approved  bills  of  an  average  tenor  of  21  days.  Borrowing 
short  and  lending  long  as  it  does,  it  is  vital  that  the  Market 
should  have  the  right  of  access  to  a lender  of  the  last  resort. 
Conversely,  if  there  is  a large  surplus  of  funds  the  authorities 
may  absorb  these  by  seUiug  Treasury  Bills  to  the  Market 
through  their  broker,  who  is  a member  of  one  of  the  smaller 
Discount  Houses. 

Treasury  Bills 

9.  These  are  issued  each  week,  are  available  any  weekday 
and  have  a normal  tenor  of  91  days,  but  during  the  late 
autumn  of  1955  and  1956,  63  days  Bills  were  aho  issued. 
The  Market  during  the  year  1956,  tendered  for  a total  of 
£13,500  million  three  months  Treasury  Bills  and  £570  million 
two  months  Treasury  Bills,  which  were  issued  week  by  week 
in  amoimts  ranging  from  £220  million  to  £290  milKon.  The 
Market’s  allotment  of  three  months  BUls  ranged  from  24  % 
to  73%  of  the  issue  and  it  took  up  more  than  90%  of  the 
two  months  Bills. 

10.  Each  Friday  tenders  are  invited  fox  Bills  to  be  issued 
the  following  week,  the  tenderers  having  the  option  to  decide 
which  day  they  would  like  to  take  up  Bills.  The  Bills  are 
allotted  to  the  highest  bidders.  The  Clearing  Banks  do  not 
tender  for  Treasury  Bills  on  their  own  account,  but  prefer 
to  satisfy  their  requirements  entirely  from  the  Discount 
Market.  The  members  of  the  Market,  however,  agree  the 
basis  of  their  tender  for  the  whole  of  the  Bills  on  offer.  The 
main  reason  why  the  Clearing  Banks  do  not  tender  is  because 
it  is  difficult  for  them  to  forecast  their  cash  position  on  a 
given  day  in  the  following  week,  and  it  is,  therefore,  more 
convenient  for  them  to  obtain  Bills  from  the  Market  as  and 
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when  they  r^uire.  The  Discount  Houses,  on  the  other  hand, 
are  in  a position  to  tender  for  the  entire  Bill  issue,  because, 
however  difficult  monetary  conditions  may  be  on  the  days 
when  they  have  to  pay  for  the  Bills,  they  have  the  right  to 
borrow  from  the  Bank  of  England  to  cover  a deficit  of  funds. 

11.  Each  Discount  House  tenders  individuaUy  for  a 
portion  of  the  Treasury  Bills  on  offer.  The  aggregate  of 
their  tenders  covers  the  issue  and  the  proportion  of  the 
issue  for  which  each  House  tenders  is  determined  by  its 
size  and  by  the  proportion  of  its  working  capital  to  the  total 
working  capital  of  the  Market.  Consultation  on  such  points 
as  the  cost  of  money,  the  requirements  of  the  Banks,  the 
demand  of  outside  interests,  the  general  outlook  and  the 
level  of  Market  portfolios  leads  to  agreement  on  a fair  price 
which  can  be  bid  to  the  Treasury  for  the  entire  issue  of 
Bills,  though  Houses  which  have  special  commitments  may 
bid  a sli^tly  higher  price  for  a percentage  of  their  proportion 
of  the  tender.  For  many  years  the  Market  has  underwritten 
the  Bill  Issue  for  the  Government  whatever  the  outlook  and 
whatever  the  current  conditions  and  its  price  has  always 
been  based  on  the  cost  of  money  and  the  selling  price  of 
Bills,  coupled  with  the  fact  that  the  Market  is  aware  of  its 
responsibUities  in  setting  a rate  which  has  widespread 
repercussions  outside  the  Money  Market. 

Commercial  Bills 

12.  Traditionally  the  discounting  of  Commercial  Bills  was 
the  major  function  of  the  Discount  Houses.  While  the  busi- 
ness has  declined  in  relative  importance,  there  is  currently  a 
renewal  of  interest  in  the  Commercial  Bill  as  a means  of 
settling  internal  commercial  transactions  brought  about 
partly  by  the  credit  squeeze.  Commercial  Bills  are  now 
being  dikounted  in  the  Market  to  the  extent  of  about 
£800  million  annually.  While  London  remains  the  inter- 
national centre  it  is,  the  importance  of  this  business  cannot 
be  too  strongly  stressed. 

13.  A Bill  of  Exchange  gives  currency  to  the  debt  arising 
from  commercial  transactions  between  two  parties.  To  give 
one  brief  example,  a producer  of  raw  materials  will  draw 
a Bill  for  3 months  on  a manufacturer  using  those  materials. 
The  producer  requires  immediate  payment  and  the  manu- 
facturer wishes  to  defer  payment  tintil  he  can  market  the 
finished  article.  By  the  discounting  of  a Bill  in  the  Market 
both  parties  are  thus  accommodated. 

14.  Many  types  of  transactions  are  involved.  The 
movement  of  goods  {manufactured  and  raw  materials)  all 
over  the  world  ; the  processing  of  raw  materials,  e.g. 
shipbuilding,  spinning  and  weaving,  furniture  manufacture  ; 
temporary  finance  of  goods  in  warehouses  awaiting  shipment 
or  distribution.  While  they  may  appear  superficially  different. 
Bank  Acceptances  and  Trade  BUls,  in  fact,  mostly  cover  the 
same  types  of  transaction.  The  only  difference  being  that 
the  Accepting  Bank,  for  a fee,  in  effect  lends  its  name  to 
one  of  the  parties  to  a transaction  thus  creating  a Bill  which 
can  be  discaimted  without  question.  This  explanation  of 
the  Bank  Acceptance  is  necessarily  very  brief  and  simplified  ; 
the  Discount  Market  would  not  presume  to  explain  the 
intricacies  of  the  system  to  the  Committee  as  tha  will  be 
better  done  by  the  Acceptance  Houses  themselves. 

15.  As  will  have  been  apparent  from  this  brief  explanation 
of  the  Commercial  Bill,  such  transactions  are  confined  to 
short-term  credit  on  a self-liquidating  basis.  They  caimot 
provide  a substitute  for  medium  or  long-term  finance,  and 
it  is  difficult  to  see  how  the  Discount  Houses  can  assist  in 
providing  such  forms  of  credit.  It  is  essential  that  they  invest 
the  money  they  borrow  in  negotiable  instruments  (i.e.  freely 
acceptable  by  the  Banks  as  collateral)  and  in  buying  Com- 
mercial BUls  a Discount  House  acquires  a hi^y  liquid 
asset  which  it  can  use  as  collateral  against  borrowed  money 
and  such  bills  are  also  rediscounted  with  the  Banks.  However, 
the  Discount  Market  would  probably  provide  short  or 
medium-term  finance  for  transactions  involving  exports  or 
agriculture  as  long  as  a negotiable  instrument  was  thereby 
created. 

16.  It  should  be  stressed  that  dealing  in  Commercial 
Bills  is  a highly  specialised  business  and  requires  a detailed 
knowledge  of  the  credit-worthiness  of  customers  in  many 
varied  trades,  together  with  up  to  date  information  concerning 
current  conditions  within  those  trades.  There  is,  of  course, 
considerable  competition  for  good  class  trade  Bills,  and 
concerns  with  Bills  for  discount  may  offer  them  to  several 
Houses  for  quotations.  At  the  same  time,  all  Houses  have 
regular  customers  with  whom  intimate  connections  have 


been  built  up  over  the  years,  on  a basis  of  mutual  trust. 
Good  class  Trade  Bills  are  always  in  demand  and  a rate  will 
always  be  quoted  for  such  paper. 

17.  At  the  present  time  it  is  difficult  to  envisage  circum- 
stances in  whidh  a Discount  House  would  voluntarily  reduce 
its  commitments  in  Commercial  Bills  ; and  it  is  inconceivable 
that  this  side  of  the  business  will  in  any  way  affect  the  Market’s 
willingness  to  maintain  its  level  of  dealings  in  Treasury 
Bills  and  Bonds. 

Bond  Dealings 

18.  Although  jobbing  in  Short-dated  Bonds  by  the 
Discount  Market  is  of  comparatively  recent  origin,  today  it 
forms  an  important  side  of  its  activities.  Furthermore,  it 
shows  the  ability  of  the  Market  to  adapt  itself  to  changing 
conditions  and  assume  new  responsibilities. 

19.  The  years  following  the  first  World  War  saw  a vast 
increase  in  the  total  of  the  Government’s  Funded  Debt, 
together  with  a relative  weakening  in  the  abUity  of  the  Stock 
Exchange  jobbing  partnerships  to  support  an  adequate  share 
of  the  Market.  This  responsibility  is  now  shared  by  the 
Discount  Houses  in  respect  of  Short-dated  issues. 

20.  Because  the  Market  must  have  assets  sufficiently 
liquid  to  use  as  collateral  against  loans,  it  confines  its 
operations  as  authorised  dealers  to  those  stocks  with  5 years 
or  less  to  run,  in  which  the  Bank  of  England  extends  special 
transfer  facilities. 

21.  Stocks  of  longer  maturity  can  suffer  heavira:  deprecia- 
tion and  are,  therefore,  no  use  for  such  a purpose.  Indeed, 
the  1955  depression  in  the  Gilt-edged  Market  saw  even 
short-dated  Bonds  depreciate  by  as  much  as  10%.  While 
this  caused  considerable  stress  on  most  Houses,  generally 
speaking  the  Market  had  sufficient  resources  to  prevent  a 
further  decline. 

22.  The  Market  can,  therefore,  assert  that  they  do  operate 
effectively  as  jobbers  in  the  Short  Bond  Market.  The  larger 
Houses  certainly  do,  though  possibly  one  or  two  of  the  smaller 
Houses  may  tend  to  look  upon  their  bond  holdings  more  or 
less  as  investment  portfolios.  In  any  case,  it  is  always 
possible  to  deal  in  Short  Bonds,  at  a price,  which  is  certairJy 
not  the  case  in  the  longer  dated  stoi^. 

23.  The  Major  part  of  the  Market’s  dealings  is  in  British 
Government  securities  and  they  enjoy  similar  facilities  at 
the  Bank  of  England  as  Stock  Exchange  jobbers  so  that 
Stock  Transfers  can  be  certified  and  made  immediately 
negotiable.  A smaller  and  considerably  less  active  business 
is  also  done  in  Short-dated  Dominion,  Colonial  and  British 
Corporation  Issues,  which  is  important  in  its  limited  way. 

24.  Stockbrokers  from  the  leading  firms  in  the  Gilt-edged 
Market  call  frequently  during  the  day  on  the  Discount  Houses, 
and  at  times  dealings  in  bonds  is  very  active. 

Money  Dealing  and  Money  Rates 

25.  The  day  to  day  dealing  in  money,  in  which  transactions 
involving  many  tens  of  millions  of  pounds  are  carried  out, 
is  done  entirely  fay  word  of  mouth.  Representatives  of  the 
various  Houses  c^  daily  on  the  hundred  or  so  Banks  in 
the  City  to  ascertain  their  requirements.  During  the  morning 
the  Banks  are  normally  calling  in  part  of  their  loans  to  meet 
their  commitments  though  money  may  also  be  lent.  At  the 
moment  of  maximum  demand  the  Market  collectively  may 
require  to  find  as  much  as  £50  million  and  throughout  the 
afternoon  the  various  Houses  seek  to  balance  their  books 
by  bidding  for  available  funds  ; this  is  done  mainly  by 
telephone. 

26.  At  present  the  Clearing  Banks  and  Scottish  Banks 
lend  a proportion  of  their  money  to  the  Market  at  an 
approximate  average  of  5i-%.  This  is  known  as  “basic”  or 
“good  money”  and  this  balance  is  rarely  disturbed  except 
in  time  of  dire  need.  In  addition,  the  above  Banks  lend  a 
considerable  amount,  on  a day-to-day  basis.  These  balances 
vary,  but  generally  speaking  they  command  higher  rates, 
5i% — 6%  according  to  current  monetary  conditions. 

27.  Funds  borrowed  from  Overseas,  Foreign  and  Merchant 
Banks  are  much  more  volatile  and  attract  keen  and  competitive 
bidding.  While  the  average  rate  paid  for  these  funds  is 
perhaps  a little  higher  than  that  paid  for  Qearing  Bank  money, 
it  must  be  remembered  that  in  times  of  very  easy  money  such 
Houses  may  have  to  accept  rates  as  low  as  4i%,  whereas  the 
rate  for  Clearing  Bank  money  will  never  fall  below  the 
basic,  i.e.  5i%. 
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6.  The  London  Dbcoxott  Market  Assocution 


[Continued 


28.  Behind  all  these  operations  the  Bank  of  England 
remains  in  virtual  control.  It  fixes  Bank  Rate,  and  this  in 
turn  determines  Bankers  Deposit  rate  which  is  the  keystone 
of  money  rates  generally  ; and  it  can  intervene  in  the 
Market  by  selling  or  buying  BUls  if  it  sees  fit.  Any  influence 
of  the  Discount  Houses  on  money  rates  acts  within  very 
confiried  toits,  and  any  movement  they  make  in  a given 
direction  is  likely  to  be  in  fiiifllment  of  official  policy. 

29.  The  evidence  of  the  Bank  of  England  has  doubtless 
informed  the  Committee  of  the  mechanism  of  their  own 
open  Market  operations  throu^  the  medium  of  their  own 
Discount  Broker.  Consequently,  it  is  unnecessary  for  the 
M^ket  to  say  more  than  to  record  that  the  Bank  of  England, 
if  it  thinks  fit,  has  always  been  ready  to  put  funds  back  into 
the  Market,  by  one  means  or  another,  when  stringent 
conditions  arise  as  a result  of  large  transfers  of  cash  into  the 
Bank  from  the  Market.  Such  conditions,  for  example,  may 
arise  when  large  sums  on  Revenue  Account  pass  from  the 
Clearing  Banks  to  the  Bank  of  England. 

30.  Relations  between  the  Bank  and  the  Discount  Houses 
are  close  and  harmonious  and  have  developed  over  a very 
long  time  to  their  mutual  benefit.  The  Market  attaches 
the  utmost  importance  to  the  fact  that,  week  by  week,  their 
representatives  meet  the  Governor  or  Deputy  Governor  of 
the  Bank  of  England  to  inform  them  of  their  activities  and 
of  the  views  prevalent  in  financial  circles  also  to  discuss 
current  events  and  future  trends.  In  bis  turn,  toe  Governor 
can  use  this  contact  to  express  views  or  indicate  wishes, 
which  means  that  Bank  of  England  policy  can  be  imple- 
mented in  a discreet  and  unobstrusive  manner,  without  the 
use  of  directives  or  formal  actions  which  might  be  mis- 
understood. 

31.  In  addition  to  this  contact  at  top  level,  individual 
Houses  maintain  close  relations  with  the  Principal  of  the 
Bank’s  Discount  Office,  who  is  always  ready  to  hdp  with 
his  advice  and  to  hear  their  views. 

Conclusion 

32.  It  is  undoubted  convenient  to  have  such  an  adaptable 
and  financially  elastic  institution  as  the  London  Discotmt 
Market  which  is  unique  and  enjoys  the  highest  prestige  in 
money  centres  throughout  toe  world.  If  imitation  is  the 
sincerest  form  of  flattery  then  its  reputation  is  undoubted. 
In  Canada  a market  already  exists,  and  even  now  Australia 
and  South  Africa  axe  seeking  to  establish  similar  markets 
to  meet  their  own  special  problems. 

33.  The  London  Discount  Market  is  an  integral  part  of 
the  banking  machinery  of  the  Country.  Occupying  an 
intermedia  position  between  the  Bank  of  England  and  the 
Commercial  Banks,  it  is  the  channel  through  which  the  central 
Bank  directs  its  operations  to  implement  its  credit  control 


policy.  In  making  the  markets  for  call  money  and  Treasury 
and  Commercial  Bills,  and  helping  to  make  toe  market  in 
Short-dated  Government  Bonds,  the  Discount  Market 
renders  valuable  service  to  the  Banks  by  borrowing  on  a 
day-to-day  basis  funds  surplus  to  immediate  cash  require- 
ments ; to  the  mercantile  community  by  the  discounting  of 
Bills  to  provide  finance  for  trade  and  the  movement  of 
goods  ; and  to  the  Government  by  taking  up  the  regular 
issues  of  Treasu^  Bills  and  by  its  dealings  in  Short-dated 
Gilt-edged  securities. 

34.  The  call  money,  Treasury  Bill,  Commercial  BiU  and 
Short-dated  Bond  Markets  are  to  a large  extent  interdepen- 
dent. At  times  maintainiog  one  or  other  of  these  markets 
has  shown  a loss  to  the  Discount  Houses  and  they  have 
been  able  to  continue  making  these  markets  only  because 
of  the  profits  earned  from  their  other  activities.  An  adequate 
supply  of  Bills  is  essential  for  the  making  of  a call  money 
market.  Before  1914,  the  Discount  Market’s  supply  of  Bills 
was  almost  entirely  Commercial  Bills,  but  since  then  the 
call  money  market  has  been  made  mostly  against  Treasury 
Bills,  and  it  is  now  essential  for  the  Discount  Houses  to 
receive  an  adequate  supply  of  Treasury  Bills  if  they  are  to 
maintain  the  call  money  market. 

35.  For  over  a himdred  years  the  Discount  Market  has 
made  London  toe  principal  call  money  and  Commercial 
Bill  market  in  the  world.  The  opportunity  this  gives  to 
Overseas  Banks  to  earn  interest  from  day  to  day  on  mon^ 
deposited  with  the  Discount  Houses  and  to  have  their 
acceptances  freely  discounted  is  among  toe  major  factors 
that  encourage  them  to  establish  offices  in  London.  In 
making  these  markets  the  Discount  Houses  are  largely 
responsible  for  London  being  a competitive  Banking  centre, 
which  is  one  of  the  reasons  for  it  still  being  the  Financial 
centre  of  the  world. 

36.  The  strength  of  the  Market  has  been  proved  by  its 
ability  to  meet  the  financial  stresses  of  two  World  Wars, 
the  1929  depression  and  our  departure  from  the  Gold  Stan- 
dard. Since  1951,  when  the  rate  of  interest  was  again  used 
as  a means  of  monetary  control  the  Discount  Houses  have 
once  more  experienced  stresses  and  strains.  The  effect  on 
bond  holdings  has  already  been  mentioned,  but,  in  spite  of 
losses  suffered  the  Market  has  continued  to  function  and 
to  demonstrate  its  usefrtlness. 


In  the  schedules  on  this  page  we  show  the 
annual  turnover  of  Bonds,  Treasury  Bills  and 
Commercial  Bills  and  the  Balance  Sheet  figures 
of  toe  Discount  Market  for  the  years  1950- 
1956. 


Note: — All  figuro  reUte  to  Ux  31st  December  eiccepe  those  in  U»  “Capital 
Employed”  column  which  are  taken  from  the  latest  Balance  Sheets. 
"Other  bilb"  include  commercial  and  local  authority  bills, 

“Bonds”  include  Commonwealth  and  corporation  securities. 


Bn^oyed  liability  on  Bills  hili« 


7.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  FINANCE  HOUSES  ASSOCIATION  LTD.* 


1.  The  Finance  _Houses  Association  comprises  12  Mem- 
berst : 

The  Astley  Industrial  Trust  Limited 

Bowmaker  Limited 

British  Wagon  Company  Limited 

Forward  Trust  Limited 

Lombank  Limited 

Mercantile  Credit  Company  Limited 


• See  Minutes  of  Evidence  Qns.  S116  to  J288. 
t In  November  I9S7;  in  June  1$S9  there  were  17  members, 


Mutual  Finance  Limited 

North  Central  Wagon  & Finance  Company  Limited 
Olds  Discount  Company  Limited 
Scottish  Midland  Guarantee  Trust  Limited 
United  Dominions  Trust  Limited 
The  Wagon  Finance  Corporation  Limited. 
Membership  of  the  Association  is  restricted  to  companies 
having  paid-up  capitals  and  free  reserves  of  not  less  than 
£500,000  which  engage  in  hire  purchase  finance  on  a national 
basis  in  respect  of  a diversified  range  of  goods. 
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7.  The  Finance  Houses  Association  Ltd. 


2.  The  12  Members  of  Finance  Houses  Association  are 
responsible  for  approximately  83  % of  the  total  hire  purchase 
debt  due  to  finance  houses  (Board  of  Trade  monthly 
statistics). 

According  to  the  Board  of  Trade’s  monthly  statistics  the 
total  hire  purchase  debt  at  the  end  of  September,  1957,  was 
estimated  to  be  at  least  £398  miUioa.  Tlus  was  apportioned 
as  follows  : — 

£ million  per  cent 


Due  directly  to  finance  houses 
(a)  Members  of  Finance  Houses 

Association  165  42 

(h)  Other  finance  companies  ...  33  8 

Due  directly  to  retailers  and  others  200  50 

398  100 


Some  part  of  the  debt  shown  above  as  being  due  directly  to 
retaflers  and  others  is  block  discounted  by  finance  houses  but 
figures  relating  to  this  are  not  available. 

3.  No  member  of  Finance  Houses  Association  is  controlled 
by  a manufacturing  or  retailing  organisation. 

4.  From  the  foregoing  it  will  be  apparent  that  the  evidence 
submitted  herein  is  that  of  the  large  independent  hire 
purchase  finance  companies  and  does  not  attempt  to  deal 
with  the  views  of  the  numerous  small  hire  purchase  companies 
and  those  retailers  and  manufacturers  who  run  their  own 
hire  purchase  organisations. 

5.  In  this  evidence  the  following  terms  are  used  to  denote 
varying  periods  of  credit : — 

From  3 to  6 months  Short 

From  6 months  to  3 years  ...  Medium 

Role  and  Function  of  Finance  Houses 

6.  The  Report  of  the  Committee  appointed  by  the 
Government  to  consider  employment  after  the  war  (Command 
Paper  6527,  May,  1944)  said,  inter  alia,  “Further  examination 
is  also  being  made  of  other  methods  for  influencing  die 
volume  of  employment  in  the  consumer  goods  industries, 
including  the  possibility  of  regulating  hire  purchase  trans- 
actions according  to  the  state  of  trade”. 

7.  The  primary  function  of  the  Finance  House  is  to 
provide  m^um-term  finance  for  the  acquisition  of  durable 
goods  such  as  industrial  and  agricultural  machinery,  plant, 
motor  vehicles,  furniture  and  other  types  of  domestic  goods, 
thereby  expanding  the  markets  for  sudi  goods.  In  addition 
to  this  primary  function  some  Finance  Houses  carry  on 
activities  as  Bankers  in  varying  degree  (including  financing 
exports).  Several  Finance  Houses  provide  finance  for  the 
erection  of  or  extension  to  business  premises  and  certain 
Finance  Houses  undertake  abroad  (throu^  subsidiary  or 
associated  -undertakings)  business  similar  to  that  which  th^ 
undert^e  in  the  United  Kingdom. 

8.  In  fulfilling  its  primary  role  the  Finance  House  purchases 

at  the  request  of  its  customers  specific  goods  for  which  it 
pays  the  full  retail  price  and  which  it  then  hires  to  its  custotner 
under  a hire  purchase  agreement.  The  terms  of  such  hire 
purchase  agreements  naturally  vary  from  case  to  case  and 
from  company  to  company  but  the  overwhelming  majority 
of  fhpTTi  provide  for  equal  monthly  instalments  over  periods 
varying  between  12  and  24  months.  The  latter  period  is 
the  at  present  permitted  for  plant,  machinCTy, 

motor  vehicles  and  a wide  range  of  goods  but  it  is  safe  to 
say  that  in  the  absence  of  all  controls  the  average  period  for 
payment  woidd  be  somewhere  in  the  region  of  18  to  24 
months  from  the  commencement  of  the  agreement.  For 
plant,  machinery  and  heavy  load  and  passenger  carrying 
vehicles  periods  for  payment  would,  in  the  absence  of  controls, 
vary  between  3 and  5 years. 

9.  Special  mention  may  be  made  of  the  inoreasing  use 
of  credit  sale  agreements  for  periods  of  less  than  9 months. 
Such  short-term  credit  sale  agreements  are  exempt  from 
controls  as  to  minimum  down-payments  and  their  use  has 
in  consequence  expanded  greatly,  particularly  in  the  sale  of 
furniture,  radio  and  television,  domestic  appliances  and 
cycles.  If  the  Finance  House  participates  directly  in  sudi 
credit  sale  agreements  it  does  so  by  purchasing  the  goods 
from  the  retailer  and. selling  them  to  the  customer,  the 
transaction  being  generally  guaranteed  by  the  retailer. 

10.  The  amounts  of  finance  provided  for  individual 
customers  vary  enormously  from  transactions  running  into 
hundreds  of  thousands  of  poimds  down  to  those  involving 


£20  or  less.  The  average  undischarged  indebtedness  of 
customers  of  members  of  Finance  Houses  Association  at 
the  present  time  probably  lies  between  £100  and  £200. 

11.  In  the  transactions  referred  to  in  the  foregoing  the 
Finance  House  is  a party  to  the  agreement  signed  by  the 
customer  and  collects  his  monthly  instalments  from  him. 
The  number  of  such  instalments  h^  grown  appreciably  and 
the  Members  of  Finance  Houses  Association  alone  receive 
more  than  one  million  individual  payments  each  month. 

12.  In  addition  to  direct  transactions  with  their  customers 
Finance  Houses  also  purchase,  under  discoimt,  hire  purchase 
and  credit  sie  agreements  made  between  retailers  and 
customers  of  such  retailers.  This  is  known  as  “block  dis- 
counting” and  generally  the  retailer  continues  to  collect  the 
instalments  from  the  customer,  paying  them  over  to  the 
Finance  House  in  due  course.  Sometimes  the  Finance  House 
collects  the  instalments  direct  from  the  customer  who  is 
given  the  necessary  instructions  as  to  payment  by  the 
retailer. 

13.  From  the  foregoing  it  will  be  apparent  that  ^e 
essential  function  of  the  Finance  Houses  is  to  provide 
medium-term  finance.  Because  the  finance  provided  by 
Finance  Houses  is  subject  to  repayment  by  monthly  inst^- 
ments  ab  initio  it  follows  that  Finance  Houses  are  always 
in  a high  state  of  liquidity  by  reason  of  the  rapid  and  constant 
turnover  of  their  money. 

14.  In  recent  years  the  Government  has  come  to  regard 
Finance  Houses  as  having  a further  function  in  the  national 
economy  in  assisting  to  control  excessive  trends  of  inflation 
or  deflation  and  cycles  of  under-employinent  or  over-full 
employment.  Since  1952  hire  purchase  has  increasingly  been 
used  as  an  instrument  to  control  the  vol-ume  of  sales  on  the 
home  market.  The  methods  used  are  dealt  with  m the 
succeeding  section  headed  “Controls  affecting  Finance 
Houses”. 

Relations  with  Ranks  and  other  Financial  Institutions 

15.  The  Joint  Stock  Banks  had  no  direct  interest  in  hire 
purchase  until  1954  when  the  Commercial  Bank  of  Scotland 
acquired  the  whole  of  the  share  capital  of  Scottish  Midland 
Guarantee  Trust  Limited  (now  a Member  of  Finance  Houses 
Association).  This  development  has  not  been  followed  by 
(jimilar  actioD  on  the  part  of  any  of  the  other  Joint  Stock 
Banks. 

16.  The  dose  link  with  Joint  Stock  Banks  and  Merchant 
Bankers  which  existed  before  the  introduction  of  monetary 
control  in  1947  has  been  weakened  by  successive  monetary 
controls.  Relations  remain  cordial  but  the  Finance  Houses 
know  that  their  Bankers  are  governed  in  thek  granting  of 
credit  by  requests  made  to  them  by  the  Government.  Before 
monetary  control  the  Finance  Houses  had  confidence  that, 
provided  their  business  was  properly  conducted,  they  could 
rely  on  the  facilities  which  tiaeir  financial  position  justified 
being  available  from  their  Bankers.  Through  no  fault  of 
the  Bankers  this  confidence  no  longer  exists  and  so  Finance 
Companies  are  forced  to  seek  funds  elsewhere.  This  is  a 
matter  of  regret  to  the  Finance  Houses,  and,  it  is  believed, 
to  their  Bankers. 

17.  Joint  Stock  Banks  provide  valuable  services  to 
Finance  Houses  particularly  in  expressing  opinions  on  the 
credit-worthiness  of  prospective  customers  of  Finance 
Houses  and  receiving  payment  of  monthly  instalments  for 
the  credit  of  Finance  Houses. 

18.  In  recent  years  there  has  been  a regrettable  tendency 
for  Joint  Stock  Banks  to  act  in  concert  in  fixing  terms  for 
those  of  their  customers  which  are  Hire  Purchase  Finance 
Companies,  Instances  of  this  are  the  agreement  to  charge  all 
Fioance  Companies  a minimum  interest  on  overdraft  of 
1 % above  Bade  Rate  with  a minimum  of  5 % and  to  charge 
Is.  for  each  payment  received  over  a bank  counter  for  the 
credit  of  a Hire  Purchase  Finance  Company.  The  members 
of  this  j^sociation  feel  very  strongly  that  such  matters 
should  be  flie  subject  of  negotiation  between  the  indmdual 
Bank  and  its  customers. 

Controls  affecting  Finance  Houses 

19.  Prior  to  1947  there  were  no  controls  on  hire  purchase 
having  any  bearing  on  the  monetary  system.  Since  1947 
successive  Chancellors  of  the  Exchequer  have  been  erroneously 
persuaded  that  hire  purchase  has  been  a major  factor  in 
promoting  the  post-war  inflationary  boom  and  have  sought 
to  limit  tt^  level  of  hire  purchase  activity  by  various  controls 
which  are  itemised  on  the  annexed  table. 
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20.  It  will  be  seen,  from  the  annexed  table  that  the  controls 
have  taken  two  forms  : — 

(a)  Direct  Monetary  Control  operated  directly  or  indirectly 
through  the  Treasury  and  aimed  at  restricting  the 
monetary  resources  available  to  Hire  Purchase  Finance 
Houses,  either  by  physical  limitations  or  by  increasing 
the  cost  of  money  through  the  use  of  Bank  Rate  and 
high  minimum  rates  of  interest  by  Bankers  to  Finance 
Houses. 

(b)  Terms  of  Trade  Control  operated  by  the  Board  of 
Trade  and  aimed  at  restricting  the  terms  upon  which 
specified  goods  can  be  acquired  by  deferred  payments. 

21.  It  will  also  be  seen  from  the  table  that  the  controls 
have  been  numerous  and  that  Government  policy  has  been 
subject  to  some  swift  and  startling  changes.  In  lOi  years  the 
industry  has  suffered  changes  in  Direct  Monetary  Control 
on  9 separate  occasions  (ignoring  changes  in  interest  rates) 
and  changes  in  Terms  of  Trade  Control  by  no  less  than  18 
separate  Statutory  Instruments,  14  of  which  were  brought 
into  force  in  15  months  between  February,  1956  and  May, 
1957. 

22.  In  general  the  easing  or  tightening  of  controls  has 
followed  the  Government’s  current  economic  policy.  Fre- 
quent changes  in  this  policy  have  been  accompanied  by 
drastic  measures  directed  at  hire  purchase  which  in  their 
frequency  and  lack  of  warning  have  been  highly  detrimental 
to  the  orderly  growth  and  conduct  of  what  must  now  be 
regarded  as  an  essential  financial  aid  to  industry. 

Direct  Monetary  Control 

23.  Almost  without  exception  Finance  Houses  are 
borrowers  of  money.  The  use  of  hire  purchase  finance  is 
essentially  short-term  and  the  amount  of  business  on  a 
Fumce  House’s  books  can  fluctuate  within  wide  limits 
during  the  coiuse  of  a year.  As  a consequence  Finance 
Houses  use  their  fixed  capital  and  reserves  as  a base  for 
borrowing  sufficient  money  for  their  trading  requirements. 
A substantial  proportion  of  this  borrowed  money  must  be 
repayable  at  short  notice  so  that  a Finance  House  can  rid 
itself  of  surplus  funds  without  difficulty  in  the  event  of  a 
decline  in  new  business  due  to  seasonal  fluctuations  or  other 
causes. 

24.  It  is  not  always  realised  how  rapidly  investments  in 
hire  purchase  agreements  liquidate  themselves.  It  is  the  usual 
experience  of  Members  of  this  Association  to  receive  every 
month  instalments  from  their  customers  amounting  to  10% 
or  more  of  their  total  investment  in  hire  purchase. 

25.  Prior  to  1947  Finance  Houses  relied  for  their  borrowed 
money  on  bank  facilities.  In  one  or  two  cases  money  was 
borrowed  from  the  public  on  terminable  debentures  but  the 
Joint  Stock  and  Merchant  Banks  provided  the  major  source 
of  borrowed  money.  Bank  overdrafts  and  acceptance  credits 
were  regarded  as  the  most  desirable  form  of  borrowing  in 
that  they  were  flexible  for  coping  with  fluctuations  in  the 
flow  of  business  and  reasonably  cheap.  Overdraft  limits  and 
interest  charges  were  a matter  of  negotiation  between 
individual  companies  and  their  Bankers,  the  latter  relying 
upon  their  intimate  knowledge  of  the  financial  position, 
management,  history  and  nature  of  their  customers’  business, 

26.  The  restrictions  imposed  since  1947  upon  the  lendings 
of  the  Banks  for  hire  purchase  purposes  and  the  inflexible 
attitude  of  the  Capital  Issues  Committee  in  refusing  all 
applications  from  Finance  Houses  to  raise  fresh  capital  (with 
a brief  interlude  from  August,  1954,  to  February,  1955) 
have  compelled  Finance  Houses  to  finance  their  expansion 
largely  by  means  of  unsecured  deposits  from  the  public, 
such  deposits  being  accepted  at  varying  periods  of  notice, 
chiefly  3 or  6 months,  but  in  any  event  not  exceeding  6 
months  to  comply  with  the  Control  of  Borrowing  Order. 

27.  Another  consequence  of  direct  monetary  control  has 
been  a striking  increase  in  the  number  of  small  finance 
companies  operating  in  this  country.  The  exact  number 
is  not  known  but  it  is  certain  that  several  hundreds  of  such 
companies  have  come  into  being  since  1947.  Until  March, 
1956,  it  was  permissible  for  any  company  to  raise  up  to 
£50,000  fresh  capital  in  any  period  of  12  months  without 
Treasury  consent,  The  demand  for  hire  purchase  facilities, 
which  due  to  monetary  control  could  not  be  met  by  the 
established  finance  companies,  made  it  profitable  to  form  a 
company,  raising  fixed  capitii  not  exceeding  £50,000  and 
borrowing  further  funds  from  Banks  or  from  the  public. 
Since  the  tightening  of  direct  monetary  control  in  1955  and 
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1956  the  Banks  have  been  requested  to  refrain  from  making 
fresh  advances  for  hire  purchase  and  these  companies  have 
increasingly  relied  upon  deposits  from  the  public  for  their 
funds.  Ample  evidence  of  this  is  to  be  found  in  the  number 
of  newspaper  advertisements  inviting  deposits  for  little  known 
companies  having  small  paid-up  capitals  and  reserves. 

28.  It  has  been  suggested  that  the  activities  of  these  small 
companies  may  result  in  some  of  their  depositors  losing  their 
money  but  it  is  thought  that  the  extent  of  this  danger  is 
exaggerated.  The  total  amount  of  public  deposits  held  by 
small  companies  (those  with  capital  and  reserves  of  less  than 
£50,000)  probably  does  not  exceed  £2  million  and  this  is 
spread  over  a considerable  number  of  companies.  Any 
legislation  to  protect  depositors  would  almost  certainly  be 
inequitable  and  ineffective  and,  in  the  long  run,  contrary 
to  public  interest,  but  it  is  pertinent  to  wonder  how  the 
Government  which  has  been  active  in  seeking  to  protect 
depositors  reconciles  this  attitude  with  its  rigid  refusal  to 
permit  established  Hire  Purchase  Companies  to  do  the  one 
thing  which  would  most  surely  protect  their  depositors, 
namely,  raise  additional  pennanent  share  capital. 

29.  The  effect  of  direct  monetary  control,  other  than 
variations  in  Bank  Rate,  has  been  precisely  what  one  would 
expect  when  inflexible  controls  are  applied  to  a highly 
flexible  instrument  of  credit.  As  e.xplained  in  the  foiejoirg, 
the  amount  of  short-term  credit  required  by  Finance  Houses 
varies  over  short  periods.  Monetary  controls  have  generally 
been  imposed  with  no  warning,  making  it  difficult  for 
Finance  Houses  to  plan  their  arrangements  to  accord  with 
their  own  commitments  and  requirements  and  with  the 
national  policy.  Direct  monetary  control  has  not  been  in 
any  way  flexible  or  selective.  It  has  penalised  alike  the 
Finance  House  which  has  been  engaged  in  financing  essential 
capital  goods  and  the  hire  purchase  company  which  has 
confined  its  activities  to  consumer  goods.  It  has  caused  a 
scramble  for  bank  credit  when  the  monetary  controls  have 
been  eased  and  a demand  at  all  times  for  credit  of  a nature 
not  necessarily  best  suited  to  the  business  of  the  Finance 
Houses.  Periods  of  relaxed  monetary  control,  notably  the 
latter  part  of  1954,  have  resulted  in  Finance  Houses  nego- 
tiating for  the  supply  of  more  credit  than  has  been  immediately 
required  for  fear  that  credit  may  not  be  permitted  when  it 
is  required  and,  during  periods  when  the  Finance  Houses 
have  been  in  possession  of  more  credit  than  they  immediately 
required,  they  have  actively  sought  to  find  customers  who 
will  use  their  surplus  funds  rather  than  repay  the  surplus  to 
the  primary  supplier  of  credit  for  fear  that  a credit  line  once 
reduced  may  not  be  available  for  increase  when  seasonal 
fluctuations  make  an  increase  necessary. 

30.  Thus  direct  monetary  control  has  tended  to  accentuate 
surges  of  pressure  on  the  economic  system  in  the  supply 
and  demand  for  short  and  medium-term  finance  rather  than 
smoothing  out  such  surges.  This  has  been  aggravated  by 
the  refusal  of  the  authorities  to  allow  additional  funds  to 
be  rnade  available  to  the  Finance  Houses  to  finance  the 
acquisition  of  those  goods  whose  increased  production  has 
been  urged  by  the  Government.  Specific  mention  should  be 
made  of  heavy  haulage  vehicles,  earth-moving  machinery 
and  general  plant  and  machinery.  The  crowning  absurdity 
came  after  December,  1956  when,  as  a result  of  the  decline 
in  the  motor  industry  at  the  time  of  the  Suez  crisis,  the 
Board  of  Trade  made  drastic  reductions  in  the  Terms  of 
Trade  controls  on  private  and  light  commercial  irotor 
vehicles  in  ordei-  to  stimulate  the  sale  of  such  vehicles  on 
hire  purchase  terms  and  the  Banks  refused  to  gi'ant  any 
increases  in  credits  to  provide  the  funds  necessary  to  support 
the  action  of  the  Board  of  Trade. 

31.  The  Capital  Issues  Committee  has,  apparently,  treated 
all  applications  from  Finance  Houses  to  raise  fresh  capital 
for  operations  overseas  on  the  same  footing  as  similar 
applications  for  home  use,  i.e.  since  the  beginning  of  1955 
all  such  applications  have  been  rejected.  The  justification 
for  this  is  not  easy  to  see. 

32.  Mention  may  be  made  of  the  Nationalised  Gas  and 
Electricity  undertakings  which,  until  1955,  were  apparently 
permitted  unlimited  credit  for  financing  the  sales  of  their 
own  products  on  deferred  terms.  This  unfairness  has 
apparently  now  been  remedied  and  any  future  controls 
should  place  such  nationalised  undertakings  in  the  same 
position  as  their  private  enterprise  competitors. 

33.  In  the  opinion  of  Finance  Houses  Association  adequate 
control  of  hire  purchase  can  be  achieved  by  Terms  of  Trade 
Control  alone.  Monetary  control  has  been  ineffective  and 
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unfair  and  has  been  thorougiily  disliked  not  only  by  those 
who  have  been  controlled  but  also  by  those  institutions  on 
whom  the  responsibility  of  administering  this  form  of  control 
has  fallen. 

34.  The  effect  of  changes  in  Bank  Rate  on  the  volume  of 
hire  purchase  has  been  negligible.  When  a Finance  House 
enters  into  a hire  purchase  transaction  with  a customer  it 
commits  itself  for  a specified  period  of  time  and  cannot 
call  its  funds  back  any  quicker  than  is  provided  for  in  the 
agreement.  Thus,  at  any  given  time,  a Finance  House  must 
con^ue  to  provide  itself  with  sufficient  funds  to  finance  the 
business  on  its  books  until  that  business  runs  off  and  a 
change  in  Bank  Rate  merely  increases  or  decreases  the  cost 
of  providing  such  funds. 

35.  The  Finance  Houses  provide  their  customers  with 
credit  at  a charge  which  is  fixed  at  the  outset  and  cannot  be 
varied  during  the  course  of  the  transaction  which  may  cover 
a period  of  years.  Thus,  a Finance  House,  when  ^ng  its 
charges  to  its  customers,  must  have  regard  to  the  possibility 
of  an  increase  in  the  cost  of  money  during  the  transaction. 
Consequently  there  has  been  a slight  tendency  for  hire 
purchase  charges  to  rise  since  1952  but  it  is  worthy  of 
comment  that  prior  to  the  raising  of  Bank  Rate  in  September, 
1957,  to  the  exceptional  rate  of  7%  the  scales  of  charges 
operated  by  Members  of  this  Association  were,  broadly 
speaking,  no  higher  than  they  were  in  1938. 

36.  The  Finance  Houses  provide  the  only  major  source 
of  medium-term  credit  which  is  supplied  at  fixed  rates  for 
fixed  periods.  The  essential  difference  between  the  leadings 
of  the  Joint  Stock  Banks  and  the  provision  of  credit  by 
Finance  Houses  in  this  respect  is  not  always  appreciated. 

Terms  of  Trade  Control 

37.  Control  of  the  terms  upon  which  hire  purchase 
transa.ctions  may  be  undertaken  by  reference  to  minimuTn 
deposits  and  maximum  periods  for  payment  commenced  in 
1952.  In  the  early  stages  there  were  difficulties  caused  chiefly 
by  lack  of  knowledge  of  the  workings  of  hire  purchase  on 
the  part  of  the  Board  of  Trade  which  administers  such 
controls.  Since  1952  the  officials  of  the  Board  of  Trade  have 
become  more  knowledgeable  and  expert  and,  subject  to 
qualifications  referred  to  later,  this  form  of  control  has  proved 
fully  effective  on  its  own  without  any  need  for  Direct  Mone- 
tary Control. 

38.  Terms  of  Trade  Control  is  fair  and  universal  in  its 
application  as  between  one  Finance  House  and  another  and 
between  the  Finance  House  and  the  nationalised  industries. 
It  is  easily  understood  (in  principle  if  not  in  detaO)  by 
Finance  Houses,  traders  and  individuals  and  seems  ideally 
suited  to  a fluctuating  economy  in  that  it  is  capable  of  being 
tightened  or  relaxed  at  any  given  time  with  immediate 
effect.  It  is  flexible  in  that  specific  categories  of  goods  can 
be  selected  for  titter  or  looser  control  according  to  the 
needs  of  the  national  economy. 

39.  There  is  abounding  evidence  of  the  immediate 
effectiveness  of  Terms  of  Trade  Control  in  reducing  or 
stimulating  the  level  of  hire  purchase  activity,  both  generally 
and  as  applied  to  selected  goods.  In  the  opinion  of  Finance 
Houses  Association  the  national  interest  would  be  best 
served  by  using  this  form  of  control  wherever  necessary  in 
the  future  and  abandoning  the  use  of  Direct  Monetary 
Control. 

40.  C«tain  qualifications  require  to  be  made  in  connection 
with  the  use  of  Terms  of  Trade  Control : — 

(i)  The  effectiveness  of  such  controls  would  be  enhanced 
if  the  Board  of  Trade  would  considt  Finance  Houses 
Association  and  other  responsible  bodies  before 
making  ch^ges.  The  difficulties  involved  are  appre- 
ciated but  it  is  thou^t  that  thQf  are  not  insuperable. 
By  such  consultation,  weaknesses  in  the  controls 
would  be  eliminated  which  in  the  past  have  resulted 

; in  the  issue  of  Mending  Statutory  Instruments  to 
' put  ri^t  defects  in  the  original.  Furthermore,  on  at 
I.  least  two  occasions  in  the  past  the  Finance  Houses 
' would  have  advised  the  Board  of  Trade  to  apply 
' more  stringent  measures  than  were  in  fact  applied 
; (in  both  instances  the  original  controls  had  to  be 
, tightened  within  a few  months). 

(ii)  Any  major  alteration  in  controls  causes  serious 
interference  with  the  businesses  of  Finance  Houses 
and  those  manufacturers  who  rely  on  credit  finance 


for  the  sale  of  their  goods.  In  the  past  confusion  has 
been  caused  by  too  frequent  alteration  of  controls 
and  efforts  should  be  made  to  avoid  this  in  the  future. 

(iiO  Excessively  harsh  control  defeats  its  own  objects. 
Tto  is  analogous  to  the  experience  of  taxation 
legislation  and  an  example  occurred  in  1956  when 
unnecessarily  stringent  controls  on  hire  purchase 
transactions  gave  rise  to  a crop  of  avoidance  devices 
in  the  shape  of  rental  agreements  followed  by  amended 
controls  and  further  devices  followed  by  further 
controls.  Here  again  prior  consultation  with  respon- 
sible trade  associations  would  be  helpful. 

The  Adequacy  of  the  Monetary  System  in  Present  Conditions 

41.  The  Finance  Houses  at  present  constitute  the  only 
major  channel  for  converting  short  term  funds  into  medium 
term  finance.  In  addition  the  Finance  Houses  perform  the 
function  of  acting  as  intermediaries  between  a relatively 
small  number  of  lenders  and  a very  large  number  of  users 
of  credit  thereby  giving  the  former  a wide  spread  of  their  risk. 
The  flow  of  mon^  through  this  channel  is  controlled  at 
the  outflow  by  Terms  of  Trade  Control  and  at  the  inflow 
by  Direct  Monetary  Control.  It  has  already  been  suggested 
that  two  controls  are  unnecessary  and  sometimes  conflicting. 

42.  If  Direct  Moneta^  Control,  including  that  on  Capital 
Issues,  were  abandoned  it  is  thought  that  the  present  monetary 
system  would  be  adequate.  Because  of  the  fluctuations  in 
their  businesses  already  referred  to  Finance  Houses  neither 
require  nor  desire  to  raise  large  sums  of  permanent  capital 
and  are  unlikely  to  cause  appreciable  loads  on  the  Stock 
Exchange  machinery.  Given  freedom  from  monetary 
control  the  present  monetary  system  is  adequate  to  provide 
the  requisite  flow  of  fimds  to  and  from  Finance  Houses 
since  the  essential  liquidity  of  their  businesses  results  in  their 
being  ideal  borrowers  from  the  view  point  of  Banks  and 
other  short-term  lenders. 

Conclusions  and  Suggestions 

43.  Although  some  of  the  Finance  Houses  have  been 
conducting  hire  purchase  business  since  the  1860’s  the  rapid 
growth  and  present  nature  of  their  activities  is  of  modem 
origin.  Thus  the  structure  of  their  business  has  been  built 
up  in  modem  economic  conditions  and  is  wdl  suited  thereto. 
Given  enlightened  Government  control  the  Finance  Houses 
see  no  difficulty  in  performing  their  proper  function  in  the 
national  economy. 

44.  If  hire  purchase  is  to  fulfil  its  role  in  the  national 
economy  it  is  essential  that  Finance  Companies  should  be 
assured  of  funds  necessary  to  meet  the  demands  made  upon 
them.  It  is  recognised  that  borrowings  should  not  be 
excessive  in  relation  to  capital  and  reserves.  Clearly  if  the 
Treasury  is  to  continue  to  ban  the  issue  of  capital  either  the 
Finance  Companies  must  fail  to  meet  the  increased 

of  expanding  industry  or  borrow  in  excess  of  a safe  ratio 
to  their  capita]  and  free  reserves.  Applications  for  permission 
to  issue  capital  should  receive  reasonable  consideration  and 
moderate  requests  should  be  granted. 

45.  It  is  strongly  urged  that  the  Treasury  should  indicate 
to  the  Banks  that  the  Government  will  rely  on  control  of 
terms  of  trade  to  regulate  the  volume  of  hire  purchase  and 
leave  the  Banks  free  to  use  their  discretion  in  granting  credits 
to  hire  purchase  companies,  If  these  suggestions  are  adopted 
Finance  Companies  wiU  be  able  to  play  their  part  in  the 
national  economy  and  the  Banks’  experience  and  judgment 
will  be  a safeguard  against  imprudent  borrowing. 

46.  If  the  Control  of  Borrowing  Order  remains  in  force 
Finance  Houses  should  be  given  the  same  freedom  as  Banks 
and  Discount  Houses  to  accept  unsecured  deposits  for 
periods  exceeding  six  months.  This  would  especially  facilitate 
the  provision  of  hire  purchase  and  other  finance  for  industry 
and  ej^iorts.  At  present  such  finance  is  difficult  to  grant 
because  the  amounts  involved  and  the  periods  of  credit 
required  (3  to  5 years)  are  not  suitable  to  be  financed  by 
deposits  which  are  not  permitted  to  be  taken  for  periods 
of  notice  exceeding  six  months.  Modification  of  this  point 
would  result  in  considerable  extension  of  the  amount  of 
credit  provided  by  Finance  Houses  for  industry  and  export. 


November,  1957. 
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Date 

Direct  Monetary  Conuol 

Terms  of  Trade  Control 

R^narks 

March  19« 

Bank  Credits  restriced  to  existing  nets 

No  period  of  nohoe  given. 

May  1947 

Nove-bcr  1951 

BanhRatc  increased  from2%  to  2i% 

SSST'  „S2 

Scp.cn.bcr  .952 

Bank  Credit  limiB  reduced  by  10% 

Six  months  prior  nodee  given. 

MM  - ,»3 

Scp.cn.bcr  .953 

BankRaM  reduced  from  4%  lo  3i% 

May  1954 

Bank  Rate  reduced  from  3^  % to  3 % 

a., 

Capital  Issues  Committee  asked  by  Chancellor 

All  conttol  cancelled 

SS£E^S3S.SS-S; 

d^'lifa^ances  1S%  24  months 

>3-^  34M.MM 

sss-.'.sr  gjrsss' 

K'-  M5S 

Furniture  15%  24  monUis 

S>puJ^MS  33J%  24  months 

SilS-  3.3K  34„_M 

S.I,  180  Min  deposit  Max  uertod 

Furniture  20%  24  months 

SiSf  „y. 

machtaSry  50%  24  months 

Bank  Rate  increased  to 

§iil9 

^is;ie”ss?  s^’ggnfd-^gisg'; 

March  1956 

SJJ73 

ES”"“  “ ““ 1" 

Ap.„ 

S^6 

August  1956 

SBJ269 

October  1956 

i^r““S.I.1269 

glfsiSi 
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Stnoc^RY  OF  COOTSOLS  AFFiCfiNO  RnanCe  Hooss  swcs  1947  [Conllnued 


Dsle 

Direct  Mtttetary  Control 

Terms  of  Trade  Cmtrol 

Remarks 

Novtmber  19SS 

S.1. 1716 

Prohibition  of  certain  types  of  Simple  Hire 
Agreemeots 

This  order  closed  a loophole  in  the  operation 
of  the  Hire  Purchase  controla. 

December  1956 

S.I.  2055  Min-  deposit  Max.  pexiod 

Private  mot« 

vtiiicles  20^  24mombs 

Commercial  vehicles 
plant  & machinery 

(unchaneed)  50  ^ 24  months 

S.I.  2056 

Revoked  S.I.  1499 

The  porpose  of  these  orden  was  to  stimulate 
the  Private  Motor  Vehicle  trade  which  was 

The  effect  was  an  inunediate  and  large  scale 
increase  in  sales  of  cars  and  motor  ^lea. 
No  compensating  relaxation  of  monetary 
conmols  occurred. 

Februai;  1957 

Bank  Rate  reduced  from  5^*«  to  5% 

Apra  1957 

SJ.430 
S.I.  431 

Amendment  and  codification  of  Hire  Purchase 
and  Slmpla  Hire  eontmls. 

May  1957 

S.L  900  Mio.  deoosit  Max.  period 

All  motor  vehicles  33i%  24  months 

Plant  and 

machineiy  33i%  24  months 

Alterations  in  migiroum  deposits; 
Private  vehicles  Horn  20%  to  33(  % 
Commercial  vehicles  ixom  50  % to  33^  % 
Plant  and  machineiy  from  50%  to  33^  % 

September  1957 

Bank  Rate  luuea&ed  £rom  5%  to  7%. 

Banks  asked  to  restrict  total  lendmgt  to  Ibe 
average  for  ibe  preceedins  12  irvi«fhc- 
Capclal  Issues  CouuniilBe  asked  to  adopt  a more 
restrictive  and  critical  actitade  towards  apptio- 

In  this  ri^tgung  of  the  credit  squeeze  hire 
purdiase  was  not.  for  the  first  time  in  such 

8.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  GERRARD  AND  REID  LTD. 


1.  We  understand  that  you  have  already  received  written 
and  oral  evidence  from  the  London  Discount  Market 
Association,  and  we  venture  to  think  that  you  may  be 
interested  in  the  busineK  conditions  of  the  discount  market 
as  th^  affect  this  company,  which  is  independent  of  the 
Association. 

2.  We  are  the  lai^t  outside  firm  engaged  exclusively  in 
bill-broking.  We  have  paid-up  capital  and  reserves  of 
£360,000,  and  we  nm  a book  of  £13  million  to  £15  million. 
We  borrow  money  from  more  than  eighty  financial  institutions 
in  London,  and  we  have  a substantial  turnover  in  Treasury 
and  bank  bills,  the  total  for  toe  year  1957/58  being  over 
£500  million.  The  business  has  shown  a vigorous  growth, 
for  the  balance  sheet  total  only  years  ago  was  about 
£3,300,000. 

3.  We  are  not  bound  by  those  rules  and  restrictions  which 
apply  to  members  of  toe  Association.  This  gives  us  the 
following  advantages  : — 

(a)  We  can  tender  for  any  amount  of  Treasury  Bills  we 
wish.  In  practice,  we  limit  ourselves  to  an  amount 
we  can  reasonably  expect  to  be  able  to  handle.  Our 
tenders  are  not  concerted  with  those  of  the  Association, 
and  we  have  to  use  our  independent  skill  and  judgment 
in  order  to  make  an  assessment  of  what  toe  tender 
figure  may  possibly  be. 

We  c^  on  toe  other  hand,  tender  for  as  few  bills 
as  we  like  or  for  none  at  all.  This  could  be  a big 
advantage  in  periods  of  rising  rates.  As  we  deem  it  a 
vital  part  of  our  business  to  be  able  to  provide  toe 
banks  with  bills  at  all  times,  we  never  in  fact  refrain 
from  tendering. 

(b)  We  can  take  deposits  at  rates  other  than  toe  bankers’ 
deposit  rate.  In  view  of  our  close  relationship  with 
the  clearing  banks,  we  do  not  seek  such  deposits, 
but  do  not  refuse  them  in  moderate  amounts  when 
offered. 

(c)  We  can  purchase  bank  bills  at  rates  below  the  agreed 
miniTnum  rate  fixed  each  week  by  the  Association, 
but  we  would  not,  however,  feel  justified  in  approaching 
drawers  of  bills  by  offering  to  discount  at  lower 
rates,  as  we  consider  it  correct  policy  to  keep  in  line 
with  the  market. 

4.  To  offset  these  advantages  we  have  to  overcome  some 
considerable  handicaps  : — 

(a)  Some  banks  will  not  lend  money  to  firms  outside  toe 
Discount  Market  Association,  whilst  others  place  a 
limit  on  their  loans  to  us. 


(b)  We  are  not  given  information  about  credit  conditions 
which  we  understand  market  houses  receive.  For 
instance,  before  toe  tender  we  obtain  no  information 
from  toe  Bank  of  England  about  the  monetary 
conditions  expected  in  the  following  week,  nor  are  we 
told  on  days  of  stringency  whether  official  operations 
are  likely  to  be  undertaken  or  not. 

(c)  Although  we  are  fairly  active  dealers  in  Government 
Securities  on  borrowed  money,  we  do  not  have  the 
important  “Z  Account”  facilities  at  the  Bank  of 
England  by  which  British  Government  sto^s  are 
roistered  toe  day  after  purchase.  In  our  case  we 
have  to  wait  two  to  three  weeks  and  are  placed  on 
a level  with  toe  ordinary  small  investor.  Consequently 
the  lending  banker  engaged  in  collecting  toe  relative 
certificates  may  be  prevented  from  calling  some  of 
his  money  from  us  during  this  period. 

(d)  We  lack  a borrowing  account  at  toe  Bank  of  England. 
Thus  we  have  no  “lender  of  last  resort”  and  take  the 
risk  of  depending  on  toe  banks  to  see  us  throu^. 
With  toe  large  displacement  of  funds  now  due  to 
official  operations,  it  could  happen  that  toe  only 
source  of  marginal  funds  was  toe  Central  Bank. 

(e)  We  do  not  participate  in  “direct  help”  by  toe 
authorities  and  have  no  claim  to  “indirect  help” 
although  we  are  sometimes  helped  by  toe  clearing 
banks  after  they  have  been  put  in  funds  by  officii 
action. 

5.  To  summarise  toe  position  in  which  we  find  ourselves  : 
we  have  a history  of  eighfy-ei^t  years  in  toe  discount 
market ; we  run  a business  which  even  in  market  terms  is 
not  insignificant ; and  our  managing  directors  all  have 
considerable  experience  in  bill-broking  : yet  under  the 
present  system  our  contacts  with  the  Bank  of  England, 
though  friendly,  remain  purely  personal  and  unoffici^. 

6.  Whilst  we  should  not  be  so  presumptuous  as  to  claim 
that  a small  company  can  have  an  equal  voice  with  the 
larger  concerns,  we  consider  that  a smaller  firm  such  as  we 
are,  trading  in  toe  discount  market,  should  enjoy,  when  need 
arises,  some  reasonable  facilities  at  toe  Batik  of  Fng]j:^nd^ 
perhaps  related  to  toe  she  of  its  capital  and  reserves. 

7.  As  an  old-established  and  independent  firm,  we  tbinV 
it  legitimate  to  point  out  the  difficulties  with  which  we  may 
have  to  cope  in  contemporary  conditions,  and  which  could 
have  a decisive  effect  on  our  continued  expansion. 

li/A  Aj>n7,  1958. 
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9.  The  Industrial  Bankers  Association 


9.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  INDUSTRIAL  BANKERS  ASSOGATION* 


I.  The  Association 

1.  Members 

The  Industrial  Bankers  Association  was  formed  in  AprU, 
1956,  by  the  following  six  companies  : — 

Belmont  Finance  Corporation  Ltd.  OReading) 
Campbell  Discount  Co.  Ltd.  (London) 

Equity  Credit  Co.  Ltd.  (London) 

G.  & C.  Finance  Corporation  Ltd.  (Brighton) 
Marlborough  Finance  Ltd.  (London) 

Milford  Mutual  Facilities  Ltd.  (Manchester) 

In  1957t  the  following  companies  were  also  admitted  to 
membership  : — 

Capital  Finance  Co.  Ltd.  (Edinburgh) 

Theo  Garvin  Ltd.  (Southend) 

2.  Membership  Qualifications 

Companies  seeking  membership  of  this  Association  must, 
inter  alia,  conform  to  the  following  qualifications  and  rules  : — 

(fl)  Capital  Requirements 

(1)  On  admission  every  company  must  have  fully  paid 
and  intact  share  capital  of  £10,000  and  not  less  than  five 
years  continuous  experience  of  credit  finance,  or 

(2)  Paid  up  and  intact  share  capital  of  £50,000  and  not 
less  than  three  years  experience  of  credit  finance,  or 

(3)  Paid  up  and  intact  share  capital  of  £100,000  and  not 
less  than  one  year’s  experience  of  credit  finance. 

(h)  Portfolio  and  Borrowing  Requirements 
Members  are  required  to  employ  not  less  than  75  % of 
their  assets  directly  in  hire  purchase  or  credit  instalment 
finance  within  the  United  Kingdom,  and  to  provide 
facilities  for  the  receipt  of  deposits,  loans  and  other  forms 
of  borrowing. 


(c)  Liquidity  Requirements 

(1)  Every  member  company  must  maintain  at  all  times 
liquid  assets  in  the  form  of  cash  and  Treasury  Bills 
equivalent  to  at  least  10%  of  the  funds  deposited  with  it 
by  the  public,  or  30  % of  the  volume  of  deposits  held  on 
terms  which  permit  withdrawal  on  demand  or  within  a 
period  of  14  days,  whichever  of  the  sums  so  calculated  is 
the  greater. 

(2)  In  fixing  the  liquidity  ratio  to  be  maintained  by 
members,  the  Association  considered  that  any  error  should 
be  on  the  side  of  caution  and  prudence.  Looking  to 
commercial  banking  practice  for  precedents,  it  was  there- 
fore decided  that  the  proportion  of  liquid  assets  to  demand 
or  near  demand  deposits  should  at  least  equal  that  carried 
by  the  Joint  Stock  Banks.  At  the  same  time,  it  was 
recognised  that  in  relation  to  deposits  held  at  perhaps 
three  or  six  months  notice,  a liquidity  ratio  of  30%  would 
be  excessive.  Thus  the  rule  was  finally  devised  as  above, 
whereby  a ratio  of  30%  is  imposed  against  all  deposits 
callable  within  14  days,  or  a ratio  of  10%  against  total 
deposits  held,  whichever  of  the  sums  so  ^culated  is  the 
greater.  The  rule  was  designed  to  discourage  both  the 
acceptance  of  deposits  at  very  short  notice  and  the  granting 
of  too  easy  withdrawal  facilities,  having  regard  to  the  fact 
that  Industrial  Bankers  are  providers  of  medium-tenn 
credit  on  contractual  terms  of  repayment.  The  Association 
submits  that  Ae  effect  of  its  rule  is  to  impose  on  members 
a liquidity  ratio  comparable  in  strength  to  that  maintained 
by  the  Joint  Stock  Banks,  and  that  in  consequence,  its 
members  would  at  all  times  be  well  placed  to  meet  any 
abnormal  level  of  withdrawals  which  might  be  envisaged. 

(3)  It  should  be  noted  that  the  liquidity  ratio  is  calculated 
only  against  deposits,  and  not  against  bank  borrowings 
or  acceptances.  The  sole  purpose  of  the  permanent 
liquidity  ratio  is  to  enable  members  to  sustain  without 
embarrassment  any  sudden  or  exceptionally  heavy  level 
of  withdrawals  by  depositors. 

The  Association  accepts  strict  banking  concepts  of 
liquidity  and  the  purpose  thereof,  and  rejects  the  argument 
^t  adequate  liquidity  is  provided  by  the  high  level  of 
instalment  income  which  is  enjoyed  by  Industrial  Banking 
Houses  in  ^ normal  circumstances.  Nevertheless,  instal- 
ments receivable  within  one  month  would  clearly  enable 


liquid  reserves  to  be  rapidly  rebuilt  or  strengthened  should 
reinforcement  prove  necessary  or  desirable  during  a time 
of  strain. 

Similarly,  bearing  in  mind  the  sole  purpose  of  the 
liquidity  ratio,  there  is  no  necessity  for  it  to  be  calculated 
with  reference  to  bank  borrowings  and/or  acceptances. 
It  is  unthinkable  as  a matter  of  banking  practice  that 
any  Joint  Stock  Bank  would,  without  warning,  call  in 
its  advances  to  an  Industrial  Banking  House  at  a rate 
likely  to  threaten  its  solvency.  When  free  to  operate 
commercially,  the  Joint  Stock  Banks  regulate  their  advances 
to  Industrial  Bankers  by  reference  to  the  volume  of  hire 
purchase  balances  outstanding.  In  consequence,  instalment 
income  receivable  would  always  be  si^cient  to  enable 
an  Industrial  Banking  House  to  reduce  its  obligations 
to  its  own  Bankers  at  a rate  satisfactory  to  the  lenders  ; 
without  any  necessity  for  drawing  on  liquid  assets  main- 
tained for  the  protection  of  depositors. 

Acceptances  bear  even  less  relationship  to  the  need  for 
an  adequate  liquidity  ratio.  Industrial  Bankers  borrow 
money  on  bills  of  exchange  to  finance  seasonal  expansions 
of  their  business,  and  make  provision  for  their  payment 
at  maturity  out  of  current  revenue. 

(4)  Conformity  to  the  Association’s  liquidity  require- 
ments is  ensured  by  the  obligation  of  members  to  submit 
audited  quarterly  returns  to  the  Council. 

(d)  Restriction  of  Borrowings 

(1)  The  Association's  Rule.  Every  member  company  is 
required  to  r^trict  its  total  borrowings  to  a maximum  of 
five  times  paid-up  share  capital  and  reserves  as  defined 
by  the  Companies  Act,  1948.  The  object  of  this  limitation 
is  to  prevent  over-rapid  expansion,  and  to  ensure  as  far 
as  possible  that  the  net  equity  in  each  company  shall  be 
sufficient  to  absorb  losses  on  any  foreseeable  scale,  without 
prejudice  to  the  claims  of  depositors  or  otho-  creditors. 

(2)  The  Determination  of  Suitable  Borrowing  Ratios. 
This  Association  believes  that  special  factors  must  be 
taken  into  consideration  when  forming  an  opinion  as  to 
how  far  capital  and  free  reserves  may  be  safely  exceeded 
by.  borrowings.  Although  Industrial  Bankers  make 
finance  available  by  a legal  form  giving  them  ownership 
of  goods,  the  effect  of  this  ownership  is  to  provide  security 
for  what  in  economic  terms  must  be  regarded  as  monetary 
advance,  and  which  certainly  confers  a monetary  claim 
which  is  normally  considerably  less  than  the  value  of 
that  security.  Thus  the  safe  borrowing  limit  cannot  be 
judged  by  ordinary  commercial  standards,  and  must  be 
determined  by  other  means.  A basis  can  only  be  provided 
by  comparison  with  ordinary  banking  practice,  and  until 
the  Industrial  Banking  structure  approaches  nearer  to 
maturity,  final  judgment  must  surely  be  suspended. 
Meanwhil^  although  this  Association  imposes  a ratio  of 
5:1  on  its  members,  it  should  be  noted  that  ratios 
exceeding  this  have  periodically  been  safely  maintained 
by  some  of  the  old  established  Finance  Houses.  The 
Industrial  Bankers  Association  would  be  opposed  to  the 
enforcanent  of  any  statutory  level  of  borrowings,  and 
believes  that  the  optimum  ratio  for  differing  Idnds  of 
companies  will  gradually  be  established  through  the 
natural  processes  of  evolution  and  experience. 

(e)  Publication  of  Accounts 

Member  Companies  are  obliged  to  publish  balance 
sheets  within  six  months  of  the  end  of  their  financial  year, 
and  to  distingi^h  therein  between  assets  employed  in 
Industrial  Banking  and  those  otherwise  disposed.  It  is 
also  obligatory  to  show  liabilities  to  Depositors  separately 
from  other  borrowings. 

n.  The  Industrial  Bankers’  Function  and  Place  in 

THE  Financial  Mechanism 

1.  The  Specialist  Function  as  Suppliers  of  Medium  Term 

Credit  Facilities 

Industrial  Banking  Houses  are  specialists  in  providing 
medium-term  credit.  The  credit  term  is  rarely  less  than  nine 
months,  nor  longer  than  three  or  four  years.  Finance  is 
usually,  but  not  always,  made  available  by  means  of  hire 
purchase  or  credit  sale  agreements.  Credit  facilities  .of  this 
nature  offer  distinctive  advantages  to  those  who  use  them, 
which  are  summarised  below. 
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9.  The  Industrial  Bankers  Assoctation 


(а)  Speed  and  Service 

Hire  purchase  is  easy  to  arrange,  and  sanctioned  or 
refused  extremely  quicldy.  The  individual  or  firm  requiring 
the  credit  is  faced  wi1h  an  absolute  minimum  of  formality. 
The  small  or  growing  business  in  particular,  may  often 
prefer  to  use  hire  purchase  rather  than  disturb  its  relations 
with  bankers,  or  undergo  the  lengthy  examination  which 
Joint  Stock  Bankers  frequently  impose  on  the  would-be 
borrower. 

(б)  Simplicity 

The  user  of  hire  purchase  is  rarely  required  to  find 
collateral  security,  since  the  Industrial  Banker  obtains 
his  security  from  legal  ownership  of  the  goods  until  the 
relative  agreement  is  completed.  In  some  cases,  however, 
he  is  required  to  find  an  acceptable  Guarantor  for  the  due 
performance  of  his  contract. 

(c)  Fixed  charges  and  Security  for  Debtors 

The  user  of  hire  purchase  rests  securely  in  the  knowledge 
that  so  long  as  he  maintains  his  contractual  payments  he 
cannot  suddenly  be  called  on  to  repay  the  balance 
outstanding  \mder  his  contract.  He  also  enjoys  the 
advantage  that  the  charges  are  fixed  at  the  time  the  contract 
is  signed,  and  that  the  Industrial  Banker  cannot  increase 
them.  The  borrower  from  a Joint  Stock  Bank  must  always 
face  the  possibility  that  he  may  be  called  upon  to  repay 
the  whole  or  part  of  an  advance  at  any  time,  while  the  rate 
of  interest  may  be  raised  and  additional  commission 
levied  on  the  working  of  the  account. 

(d)  Legal  Protection  of  Borrowers 

Many  users  of  hire  purchase  enjoy  the  not  inconsiderable 
protection  conferred  on  them  by  the  Hire  Purchase  Acts. 

In  addition  to  providing  hire  purchase  and  credit  sale 
finance,  some  Industrial  Banking  Houses  also  discount  bills 
of  exchange  related  to  movements  of  goods,  and  others 
make  medium-term  advances  available  to  approved  applicants 
whidi  are  secured  by  debentures,  mortgages  and/or  guarantees 
and  indemnities.  These  activities  are  subsidiary  to  the  main 
function  of  providing  credit  through  hire  purchase,  but 
sometimes  give  support  to  expanding  firms  which  is  greatly 
appreciate.  Tte  support  is  usually  given  to  companies 
already  in  business  relationship  with  the  Industrial  Bankers 
concerned,  who  may  therefore  be  expected  to  have  some 
prior  knowledge  of  the  borrower’s  capabilities,  reputation 
and  general  trading  prospects.  Almost  all  those  advances 
made  under  security  other  than  hire  purchase  or  credit  sale 
agreements,  however,  share  in  the  essential  characteristic  of 
Industrial  Banking  business,  in  that  they  are  made  for  fixed 
periods  of  medium-term  duration. 

Thus  the  Industrial  Bankers’  services  fill  a gap  which 
lies  perhaps  half-way  between  the  short-term  facUities 
provided  by  the  Joint  Stock  Banks  and  the  long-term  finance 
provided  by  Building  Societies  or  other  specialist  lending 
institutions.  The  extent  of  individual  transactions  varies 
considerably,  but  as  a general  rule  the  smaUer  companies 
tend  to  avoid  large  single  commitments  in  order  to  secure 
as  wide  a spread  of  risks  as  possible.  Medium  sized  companies, 
however,  not  infrequently  provide  individual  sums  amoimting 
to  several  thousand  pounds,  which  may  be  used  to  finance 
vehicles,  aircraft,  earth-moving  equipment  or  fixed  plant  and 
machinery. 

It  is  thought  that  in  future  the  demand  for  the  larger 
transactions  may  well  grow  rapidly,*  and  that  there  will  be  a 
tendency  for  the  more  purely  industrial  credit  to  increase 
relatively  faster  than  business  related  to  privately  owned 
motor  vehicles,  which  have  constituted  and  perhaps  stiU 
constitute  the  most  important  single  outlet  for  hire  purchase 
finance. 

Industrial  Banking  and  Finance  Companies  are  specialist 
institutions,  having  their  own  peculiar  place  in  the  capital 
market.  They  are  employing  a highly  developed  technique, 
whereby  short  term  borrowings  are  safely  employed  in  the 
extension  of  specifically  medium-term  credit.  This  Association 
therefore  maintains  that  the  Industrial  Banking  Houses 
perform  a unique  function,  and  constitute  an  indispensible 
sector  of  the  credit  mechanism.  It  contends  that  the 
importance  of  the  support  which  they  give  indirectly  to 
manufacturing  industry  and  trade  is  not  always  fully 
appreciated.  Moreover,  as  already  indicated,  that  support 
is  by  no  means  always  indirect,  and  this  Association  believes 
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that  the  importance  of  direct  help,  especially  to  growing 
finns,  will  increase. 

2.  Relations  with  the  Joint  Stock  Banks 

(1)  General 

Fortunately,  the  experience  of  individual  companies  still 
usually  demonstrates  a close  and  happy  co-operation  with 
their  bankers  ; who  have  reason  to  regard  them  as  valuable 
and  credit-worthy  customers.  Factors  are  now  at  work, 
however,  which  if  allowed  to  develop  could  gradually  erode 
Ae  old  basis  of  mutual  confidence. 

Access  to  bank  credit  the  amount  of  which  is  limited 
only  by  the  Banker’s  normal  prudence  is  of  the  utmost  value 
to  the  Industrial  Banker,  whose  business  is  subject  to  marked 
seasonal  fluctuations.  As  a result  of  the  various  Treasury 
Directives,  however.  Industrial  Bankers  can  no  longer  rely 
on  their  Bankers  for  even  short-term  assistance.  This  state 
of  affairs  is  unsatisfectory  to  the  Industrial  Baritog  Houses, 
since  in  the  nature  of  their  business  they  require  access  at 
all  times  to  reliable  sources  of  short  term  funds.  It  would  be 
almost  impossible  to  match  fluctuations  in  the  demand  for 
medium-teim  cr^it  against  any  given  structure  of  permanent 
capital,  even  were  that  considered  desirable.  By  enforcing 
an  unnatural  separation  between  the  Joint  Stock  Banks  and 
their  Industrial  Banking  customers,  therefore,  the  Treasury 
Directives  have  cut  off  these  institutions  from  one  of  the 
sources  of  finance  best  suited  to  their  needs. 

If  the  unnatural  separation  becomes  prolonged,  the  former 
close  association  between  the  Industrial  Bankers  and  the 
Joint  Stock  Banks  must  inevitably  gradually  dissolve,  almost 
certainly  to  the  regret  of  both.  For  while  the  Industrial 
Bankers  regret  the  loss  of  borrowing  facilities  that  would 
normally  be  available,  the  Joint  Stock  Banks  can  hardly 
welcome  the  loss  of  safe  and  remunerative  business.  It 
is  also  increasin^y  evident  that  they  do  not  welcome  the 
trend,  inevitable  in  the  circumstances,  for  the  Industrial 
Banking  Houses  to  turn  directly  to  the  public  for  the  money 
they  require  to  finance  their  activities. 

(2)  Direct  Bank  Participation  in  Hire  Purchase 

This  Association  has  noted  the  reports  that  the  Banks 
are  taking  a growing  interest  in  hire  purchase  business. 
Although  the  only  example  of  direct  participation  to  date 
has  been  the  acquisition  in  1954  of  Scottish  Midland 
Guarantee  Trust  Ltd.  by  the  Commercial  Bank  of  Scotland, 
it  is  felt  that  further  moves  mi^t  already  have  been  made 
but  for  the  official  policy  of  credit  restriction  which  has 
been  in  force  since  early  in  1955.  The  Association  opposes 
the  possible  extension  of  Banking  interest  in  hire  purchase 
on  the  following  grounds. 

It  is  significant  that  although  hire  purchase  has  been 
well  established  in  the  United  Kingdom  for  some  years,  it 
is  only  recently  that  ffie  Banks  have  been  reported  to  be 
taking  an  interest  in  it.  Right  up  to  the  present  time,  the 
development  of  hire  purchase  finance  has  l^n  in  the  hands 
of  specialised  institutions,  which  have  expanded  with  the 
growing  demand  for  their  services.  Since  hire  purchase 
requires  its  own  technique,  this  Association  feels  that  no 
public  benefit  or  improvement  to  the  moneta:^  system  would 
result  if  the  Banks  were  either  to  enter  directly  into  this 
fidd  or  to  take  over  any  existing  institution  operating  within 
it.  Moreover,  one  of  the  essential  and  proper  differences 
between  a commercial  bank  and  an  institution  financing  hire 
purchase  was  well  described  by  Mr.  R,  B.  Stevenson  in  a 
paper  published  in  the  Journal  of  the  Institute  of  Bankers 
for  December,  1956.  Mr.  Stevenson  wrote  as  follows  : — 

“Our  discussion  so  far  has  led  to  the  conclusion  that  hire 
purchase  finance  is  not  an  encroachment  on  banking  preserves. 
It  appears  rather  that  the  companies  which  supply  this 
particular  type  of  medium-term  finance  are  specialist  institu- 
tions arising  as  a result  of  the  need  for  this  type  of  credit, 
and  take  their  place  with  other  specialist  institutions  in  our 
capital  market.  In  conformity  with  banking  principles,  it  is 
desirable  that  their  liabilities  should,  as  far  as  possible, 
represent  savings  and  other  moneys  which  are  not  with- 
drawable on  demand.’’ 

The  fact  also  that  hire  purchase  finance  does  call  for  its 
own  peculiar  expertise  is  well  evidenced  by  the  following 
quotations  from  Mr.  T.  Van  Waasdijk’s  survey  of  hire 
purchase  credit  in  South  Africa  (para.  300)  : — 

“The  Commercial  banks  in  South  Africa  discontinued 
the  limited  practice  of  hire  purchase  financing  when,  in  the 
middle  thirties,  certain  abuses  made  it  clear  that  the  hire 
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purchase  document  was  not  surrounded  with  the  safeguards 
normally  associated  with  securities  acceptable  to  the  banks. 
The  handling  of  hire  purchase  agreements,  it  appeared, 
required  a special  knowledge  of  the  trade.” 

The  banks  could,  of  course,  gradually  acquire  the  necessary 
technique,  as  they  have  done  in  other  countries,  notably 
Australia  and  the  U.S.A.  On  the  other  hand,  in  this  country, 
where  efBcient  and  adequate  specialist  institutions  are  already 
in  existence,  there  would  appear  little  point  in  their  doing  so. 
It  seems  doubtful  whether  the  Banks  could  improve  on  the 
facilities  already  provided  by  Industrial  Banking  Houses, 
and  direct  Bank  participation  in  hire  purchase  finance 
might  well  add  to  the  difficulties  of  economic  control. 

(3)  Alleged  Competition  between  Industrial  Bankers  and  the 
Commercial  Banks 

(а)  This  Association  strongly  maintains  that  Industrial 
Bankers  and  Commercial  Barkers  are  now  only  marginally 
competitive.  There  is  good  ^ound  for  thinking  that  the 
demands  for  bank  credit  and  hire  purchase  normally  move  in 
roughly  parallel  curves,  and  tend  to  be  complementary 
rather  than  competitive.  In  the  absence  of  restrictions  it  is 
thou^t  that  the  demand  for  bank  credit  would  be  amply 
sufiicient  to  safeguard  the  earning  capacity  of  the  Commercial 
Banks,  and  it  should  never  be  overlooked  that  the  two  kinds 
of  credit  differ  qualitatively,  and  are  employed  for  differing 
purposes.  Support  for  this  belief  has  ^so  emerged  from  a 
recent  enquiry  into  the  use  of  hire  purchase  credit  by  small 
manufacturing  businesses,  from  which  it  emerged  that  of 
the  860  firms  analysed,  “almost  half  of  the  firms  which  had 
an  overdraft  all  or  most  of  the  time  also  used  hire  purchase, 
whereas  only  15%  of  the  firms  which  did  not  have  an 
overdraft  used  hire  purchase”. 

Suggestions  are  also  sometimes  heard  that  credit  restrictions 
have  applied  an  unintentionally  selective  discrimination 
against  the  Commercial  Banks.  In  1956,  however,  imder  the 
influence  of  exceedingly  strict  controls,  hire  purchase  balances 
outstanding  fell  by  raffier  more  than  20  %.  In  the  same  year, 
bank  advances  actually  showed  a small  rise.  During  1957, 
although  hire  purchase  credit  made  a marked  recovery  from 
the  low  levels  of  1956,  total  outstandings  at  the  end  of 
October  were  still  only  90%  of  those  at  the  end  of  1955. 
As  at  16th  January,  1957,  bank  advances  stood  at  £1,864 
million,  and  after  rising  to  a peak  of  £2,078-8  million  at 
30th  June,  had  fallen  back  to  £1,874-1  million  at  20th 
November.  It  therefore  seems  fair  tentatively  to  conclude 
that  while  both  credit  sectors  are  subjected  to  approximately 
equally  severe  restriction,  neither  can  for  long  gain  much 
benefit  at  the  expense  of  the  other. 

(б)  Finally,  it  is  sometimes  said  that  by  accepting  funds 
on  deposit  from  the  public,  Industrial  Bankers  are  taking 
away  deposits  from  the  Commercial  Banks,  to  the  detriment 
of  those  institutions.  This  is,  of  course,  a completely 
fallacious  theory.  Cheques  representing  funds  deposited 
with  an  Industrial  Banking  Company  are  immediately  paid 
into  the  Company’s  own  account  with  one  of  the  Commercial 
Banks.  So  long  as  the  Industrial  Bankers  continue  to  keep 
their  accounts  with  the  Commercial  Banks,  and  there  is  no 
alternative  to  doing  so,  funds  deposited  with  them  can  only 
remain  within  the  main  banking  system.  It  is,  of  course, 
true  that  money  may  be  activated  to  move  from  one  Bank 
to  another,  and  if  all  Industrial  Banking  Hoiises  kept  their 
accounts  with  the  same  Bank  while  taking  deposits  from 
the  public,  the  remaining  Banks  could  suffer  a temporary 
decline  in  their  own  deposits.  But  this  is  a purely  theoretical 
concept  which  may  be  disregarded. 

A new  variant  on  this  theme  was  recently  made  by  the 
Chairman  of  one  of  the  Banks,  however,  who  has  pointed 
out  that  the  acceptance  by  Industrial  Bankers  of  funds 
directly  from  the  public  can  result  in  a shift  of  money  from 
time  deposit  accounts  with  the  Banks  into  current  accounts. 
This  is,  of  course,  imdeniable,  although  only  the  Joint 
Stock  Banks  could  give  any  indication  as  to  the  extent  of 
such  movements.  Their  significance,  however,  it  would  seem 
easy  to  exagg^te.  At  all  times  the  bulk  of  the  Joint  Stock 
Banks’  deposits  is  held  on  demand,  and  time  deposits  at 
present  require  only  seven  days’  notice  of  withdrawal, 
in.  The  Adequacy  of  the  Monetary  System 

The  existing  monetary  system  appears  to  be  adequate  to 
such  demands  as  are  likely  to  be  made  on  it  under  present 
conditions.  It  possesses  great  adaptability  and  flexibility, 
and  institutions  capable  of  satisfying  most  reasonable 
demands  for  short,  medium  and  long-term  credit.  It  is 


submitted  that  overall  economic  control  is  facilitated  by 
the  existing  pattern  of  specialised  institutions,  whose  activities 
are  thereby  made  more  easy  to  discern  and  evaluate.  It  is 
also  thought  that  criticisms  sometimes  made  of  the  workings 
of  the  monetary  system  would  be  better  directed  at  the 
contradictory  policies  often  simultaneously  pursued  by 
governments. 

IV.  Restriction  on  Hire  Purchase 

1.  Economic  and  Monetary  Background 

The  Association  concedes  the  necessity  for  some  form  of 
control  over  hire  purchase  activity  in  the  interests  of  economic 
stability.  Inasmuch  as  monetary  and  credit  controls  constitute 
an  important  part  of  the  machinery  by  which  it  is  hoped  to 
smooffi  out  the  more  violent  cyclical  fluctuations  in  trade  and 
employment,  it  would  be  illogical  to  oppose  the  exercise  of 
some  form  of  overall  control  in  the  level  of  hire  purchase 
credit. 

Nevertheless,  it  is  felt  that  the  exacerbating  effects  of 
hire  purchase  credit  on  economic  fluctuations  are  often  much 
exaggerated.  Measured  against  the  volume  of  bank  credit, 
the  amount  of  hire  purchase  credit  is  quantitatively  insigni- 
ficant. (Total  hire  purchase  credit  at  31st  October,  1957,  was 
at  least  £406  million.  Total  clearing  bank  advances  at 
16th  October,  1957,  amounted  to  £1,921-7  million). 

The  self-liquidating  nature  of  hire  purchase  credit,  as 
compared  with  the  limited  reduction  which  can  be  imposed 
on  bank  advances  without  a severe  contraction  of  the  money 
supply,  is  too  often  overlooked. 

2.  Forms  of  Control 

(i)  General 

The  self-liquidating  nature  of  hire  purchase  imparts  to 
the  companies  operating  in  this  sector  a very  Wgh  degree  of 
sensitivity  to  certain  types  of  control.  Thus  the  conclusion 
follows  that  in  certain  circumstances  too  violent  or  rapid 
adjustments  of  these  controls  could  have  a more  sharply 
deflationary  effect  than  might  be  intended. 

In  addition,  since  both  rises  and  falls  in  the  volume  of 
hire  purchase  credit  can  make  no  direct  impact  on  the  total 
money  supply,  it  follows  that  hire  purchase  controls  should 
be  regarded  as  a subsidiary  monetary  weapon,  from  which 
too  much  should  not  be  expected. 

The  primary  weapons  of  economic  control  are  fiscal 
policy,  interest  rates  and  the  manipulation  of  government 
debt.  If  these  are  not  employed  in  harmony  towards  the 
same  objective,  hasty  and  sharp  adjustments  of  hire  purch^e 
controls  may  do  great  harm  to  the  Industrial  Banking  sector, 
but  will  certainly  not  of  themselves  be  sufficient  to  contain 
or  reverse  an  inflationary  situation. 

(ii)  Terms  of  Trade  Control 

Regulations  controUing  the  minimum  deposit  required 
in  hire  purchase  transactionSj  as  also  the  TnaxiTnnm  length 
of  such  contracts,  have  been  in  oparation  since  1952.  These 
regulations  are  sometimes  erroneously  regarded  as  a “physical 
control”.  In  fact,  as  they  apply  only  to  a part  of  the  credit 
mechanism,  they  should  be  regarded  as  a “monetary  control”, 
and  as  a most  useful  subsidiary  monetary  weapon. 

The  effect  of  changes  in  Terms  Control  is  immediate,  with 
consequent  advantages  to  the  Authorities,  in  their  endeavours 
to  counter  dangerous  fluctuations  in  business  activity. 

The  impact  of  Terms  Control  on  Industrial  Banking 
Houses  is  fair,  since  all  are  bound  by  exactly  the  same  rules. 
There  is  no  room  for  that  individual  interpretation  which 
may  sometimes  be  encountered  in  dealings  with  Bankers, 
or  other  sources  of  short-term  funds,  who  may  have  to 
apply  directives  couched  in  general  terms. 

This  element  of  equality  of  treatment  is  imparted  to  the 
whole  structure  of  hire  purchase  finance,  since  Terms  Control 
is  binding  on  Retail  Establishments  and  others  outside  the 
Industrial  Banking  sector. 

Terms  Control  also  confers  the  advantages  of  flexibility 
and  selectiveness.  Misjudged  adjustments  can  be  quickly 
corrected,  and  the  controls  can  be  varied  in  the  severity  of 
their  application  to  different  industries,  in  accordance  with 
the  requirements  of  economic  poliqy. 

Terms  Control  bears  directly  on  the  volume  of  business 
becoming  available  to  Industrial  Banking  Houses.  For  this 
reason,  it  is  submitted  that  no  other  forms  of  control  over 
hire  purchase  activity  are  required.  This  Association  would 
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like  to  see  other  forms  of  control  abandoned,  especially 
since  all  other  controls  tend  to  be  either  discriminatory  per 
se  or  in  their  application. 

(Hi)  Variations  in  the  Control 

It  is  the  opinion  of  this  Association  that  variations  of 
controls  should  not  be  too  frequent.  Hire  purchase  finance 
has  suffered  from  incessant  “tinkering”,  which  has  made 
sound  business  planning  exceedingly  difficult.  In  any  case, 
official  liming  of  changes  in  the  controls  is  frequently  at 
fault,  with  severe  restrictions  often  coinciding  with  periods 
of  seasonal  decline,  and  the  easing  of  restrictions  with  periods 
of  seasonal  expansion.  As  a result,  the  nonnai  seasonal 
movements  of  trade  are  grossly  exaggerated,  with  harmful 
effects  on  the  industries  concerned  and  on  the  economy. 
Moreover,  the  effect  of  constant  changes  and  nunours  has 
been  to  cause  a feeling  in  the  minds  of  some  members  of  the 
public  that  somehow  or  other  hire  purchase  as  such  is 
regarded  with  official  disapproval.  While  the  Association 
is  satisfied  that  this  is  not  the  case,  it  should  be  appreciated 
that  the  growth  of  such  feeling  among  the  public  could  be 
very  damaging  to  Industrial  Bankers,  both  as  users  and 
sources  of  credit. 

■ (iv)  Directives  to  Bankers 

This  Association  particularly  dislikes  monetary  control  as 
applied  through  dir«:tives  to  the  Commercial  Banks.  In- 
dustrial Bankers  require  access  to  supplies  of  short  credit 
for  the  purpose  of  meeting  seasonal  extension,  and  need 
to  ^ able  to  repay  money  during  those  periods  of  contraction 
which  inevitably  follow.  Control  of  bank  advances  has 
imparted,  an  artificial  rigidity  to  the  structure  of  many 
Companies,  whUe  not  preventing  the  longer  term  growth  of 
those  sufficiently  well  established  and  or^nised  to  attract 
deposits  from  the  public. 

Control  by  directive  distorts  the  financial  structure  of 
Industrial  Banking  Houses,  makes  an  inequitable  impact  on 
the  affairs  of  different  companies,  and  breeds  the  necessity 
of  its  own  indefinite  retention. 

(v)  Capital  Issues  Control 

The  Association  feels  that  the  consistent  refusal  of  the 
Capital  Issues  Committee  to  sanction  applications  by 
Industrial  Bankers  to  raise  fresh  capital  is  contrary  to  long- 
term public  interest.  It  is  fully  appreciated  that  at  a time  of 
capital  shortage,  some  immediate  benefits  may  be  held  to 
accrue  from  the  Committee’s  operations,  especially  as  those 
issues  which  might  find  most  favour  with  the  capital  market 
might  not  always  be  those  considered  most  in  accord  with  the 
national  interest. 

Nevertheless,  the  Association  feels  that  the  economic 
value  of  hire  purchase  has  been  greatly  underestimated,  and 
its  inflationary  potential  as  ^eatly  exaggerated.  The  value 
of  the  National  Product  has  risen  considerably  in  recent  years, 
but  with  the  short  exception  of  the  period  from  August, 
1954  to  February,  1955,  Industrial  Banking  Houses  have 
not  been  allowed  to  increase  their  capital  to  match  the 
increased  demands  made  on  them.  The  Association  feels 
very  strongly  that  reasonable  applications  for  new  issues 
should  be  sanctioned  and  resents  the  fact  that,  so  far  as  is 
known,  the  Industrial  Banking  sector  is  the  only  field  of 
industry  which  is  subjected  to  continuously  adamantine 
disapproval  and  refusal. 

As  previously  stated,  Industrial  Bankers  constitute  the 
only  channel  whereby  short-term  borrowings  are  safely 
converted  into  medium-term  credit.  Unless  hire  purchase 
finance  is  to  be  legally  forbidden  in  any  form,  the  growing 
demand  consequent  on  increases  in  national  income  will 
call  forth  a supply,  one  way  or  another.  The  complete 
refusal  to  sanction  capital  issues  merely  prevents  the  orderly 
growth  and  adaptation  of  the  Industrial  Banking  structure. 
It  encourages  an  uneconomic  proliferation  of  very  email 
tmits.  It  powerfully  promotes  the  practice  of  accepting 
public  deposits,  as  the  only  means  whereby  necessary  funds 
can  obtained,  and  it  prevents  companies  from  conferring 
additional  security  on  depositors  by  strengthening  their 
capital  base. 

This  Association  is  of  the  opinion  that  if  the  Industrial 
Bankers  are  indefinitely  prevented  from  stren^ening  their 
position,  and  from  expanding  their  resources  to  meet  a 
growing  need,  the  lack  of  sufficient  medium-term  credit  may 
one  day  prove  a powerful  factor  in  bringing  about  a failure 
of  demand  leading  to  recession  and  unemployment. 


In  a highly  developed  industrial  economy,  the  output  of 
durable  goods  becomes  steadily  larger  in  relation  to  total 
production.  The  credit  structure  needed  to  take  up  this 
output  must  be  available  as  it  is  produced.  Nor  could  a 
crisis  of  under<onsumption  be  avoided  by  sudden  and 
substantial  increases  of  wages.  Such  increases  would  need 
to  be  so  large  that  they  would  make  a severe  and  iimnediatdy 
inflationary  impact  on  any  given  price  level,  thus  defeating 
their  own  object.  Furthermore,  in  a p^e^^ent  economic 
climate  of  lack  of  confidence,  it  woiffd  probably  prove 
impossible  to  persuade  the  private  sector  of  industry  to 
undertake  a policy  of  wage  expansion. 

At  all  times  a flexible  credit  system  is  required,  both  to 
finance  expansion  and  to  take  expensive  goods  off  the  market 
which  cannot  be  bought  in  sufficient  quanti^  for  cash.  The 
effect  of  the  present  policy  pursued  by  the  Capital  Issues 
Committee  must  be  gradually  to  weaken  the  Industrial 
Banking  structure,  and  in  certain  circumstances  might  render 
it  incapable  of  adequately  fulfilling  its  proper  role. 

(vi)  Short  Term  Rates  of  Interest 

Variations  in  the  short-term  rate  of  interest  normally  have 
little  direct  effect  on  the  volume  of  hire  purchase  credit. 
There  are  two  reasons  for  this  : — 

(1)  Charges  in  respect  of  existing  agreements  are  written 
into  the  relative  contracts,  and  cannot  be  altered. 

(2)  The  charges  made  for  hire  purchase  credit  are  not  a 
pure  interest  charge.  Administrative  and  collection 
costs,  added  to  the  hiring  element  may  equal  and 
often  outweigh  the  cost  of  money  employed.  The 
“pure  interest”  element  is,  in  fact,  almost  invariably 
outweighed  in  cases  involving  initial  outstanding 
balances  of  less  than  approximately  £200. 

The  effect  of  a rise  in  short-term  rates  is,  therefore,  merely 
to  raise  the  cost  of  financing  existing  portfolios  of  agreements. 
The  demand  for  hire  purchase  credit  is  little  affected.  Since 
the  cost  of  money  is  only  one  of  the  factors  which  determine 
the  level  of  charges,  a rise  in  interest  rates  is  either  absorbed 
by  the  Industrial  Banking  Houses,  or,  if  passed  on  to 
borrowers,  is  scarcely  such  as  to  arouse  customer  resistance. 

None  of  the  foregoing  should  be  taken  to  indicate  that 
Industrial  Bankers  themselves  are  insensitive  to  changes  in 
rates,  which  may  inflict  a windfall  loss  or  profit.  But  from 
the  economic  viewpoint  it  is  important  to  understand  that, 
at  any  rate  in  the  short  period,  changes  in  interest  rates  cannot 
be  relied  on  to  restrain  or  stimulate  the  level  of  hire  purchase 
activity. 

In  an  incipiently  inflationary  stituation,  a rise  in  short-term 
rates  sufficient  to  impose  a check  on  hire  purchase  would 
probably  produce  a check  of  unwanted  severity  on  other 
sectors,  particularly  in  the  capital  goods  industries. 

(vii)  Long  Term  Rates  of  Interest 

The  precise  relationship  between  short  and  long-term  rates 
of  interest  is  obscure  and  controversial.  It  is  certain,  however, 
that  changes  in  the  long-term  rate  have  no  direct  influence 
on  the  day-to-day  business  of  Industrial  Bankers. 

Nevertheless,  their  influence  on  the  capital  market,  and 
on  the  profit  expectations  of  those  responsible  for  investment 
may  have  a cumulative,  if  delayed,  efi'ect  on  the  demand  for 
the  medium-term  credit  which  Industrial  Bankers  provide. 
A rise  in  the  long-term  rate  exerts  a generally  restrictive  effect 
of  which  Industrial  Bankers  are  as  aware  as  anyone  else, 
and  induces  a cautionary  mood.  It  is  thought  that  a high 
level  of  long-term  interest  rates,  by  artificially  inducing  a 
variation  of  the  marginal  efficiency  of  capital,  exerts  a strong 
downward  pressure  on  the  business  cycle. 

It  is  therefore  suggested  that  in  conditions  in  which  it  is 
considered  desirable  to  maintain  a high  long-term  rate,  it  may 
possibly  be  somewhat  unwise  to  strengthen  any  existing 
controls  over  hire  purchase.  For  it  has  been  observed  that 
a change  in  expectation  of  a rise  or  fail  in  incomes  can  cause 
sudden  upturns  or  downswings  in  the  demand  for  hire 
purchase  which  are  quite  disproportionate  to  any  income 
changes  actually  experienced. 

Thus  in  the  opinion  of  this  Association,  the  Authorities 
showed  wisdom  in  not  strengthening  ffie  controls  over  hire 
purchase  in  September,  1957,  when  a rise  in  Bank  Rate  to 
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7%  was  accompanied  by  other  far-reaching  deflationary 
measures.  If  die  Government’s  policies  produce  their 
intended  effect,  as  seems  likely,  the  marginal  effect  of  a 
further  tightening  of  hire  purchase  controls  might  be  to 
generate  a deflationary  force  of  wholly  unintended  strength. 
Once  set  in  motion,  such  a movement  might  be  extremely 
difficult  to  reverse  ; since  it  is  one  thing  to  relax  the  conditions 
for  granting  credit,  and  quite  another  to  induce  lenders  to 
make  it  available  and  borrowers  to  use  it. 

V.  Conclusions 

I.  The  Industrial  Banking  Houses  are  at  present  well  able 
to  fulfil  their  role  as  providers  of  medium-term  credit,  and 
will  retain  this  ability  if  allowed  to  continue  their  expansion, 
and  to  develop  and  modify  their  technique  without  un- 
warranted interference. 


2.  That  the  orderly  development  and  integration  ot  the 
Industrial  Banking  structure  is  seriously  hampered  by  the 
directives  to  Bankers  and  by  Capital  Issues  Control. 

3.  That  sole  reliance  should  be  placed  on  Terms  Control 
for  the  purpose  of  regulating  the  volume  of  hire  purchase  in 
the  national  interest.  By  varying  directly  the  overall  amount 
of  business  avadable,  Terms  Control  renders  other  forms  of 
monetary  control  redundant. 

4.  That  Industrial  Bank  Credit  and  Commercial  Bank 
Advances  are  qualitatively  different,  and  naturally  comple- 
mentary rather  than  competitive.  That  separate  techniques 
are  necessarily  employed,  and  that  Industrial  Banking  should 
remain  as  at  present,  concentrated  in  highly  specialised 
institutions. 

January,  1958. 


10.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  BRITISH  INSURANCE  ASSCQATION* 


1.  In  response  to  the  request  contained  in  the  letter  dated 
24th  June,  1957,  from  Lord  Radcliffe,  the  British  Insurance 
Association  has  pleasure  in  submitting  the  foUowing 
memorandum  whidi  has  been  prepared  in  conformity  with 
the  list  of  six  points  on  which  evidence  was  specifically 
sought, 

2.  The  British  Insurance  Association  is  the  association 
of  the  British  insurance  companies  and  of  those  British 
Commonwealth  companies  which  operate  in  the  United 
Kingdom. 

I.  The  Role  of  the  Insurance  Companies  as  Investors 

OF  Funds 

3.  Insurance  business  comprises  two  dearly  defined  types 
with  distinct  characteristics  which  exert  a varying  influence 
on  investment  policy.  It  will  be  necessary  in  fiiis  evidence 
to  refer  in  places  to  these  two  types  of  business  separately. 

4.  The  types  are  : — 

(a)  life  and  annuity  business  and  industrial  assurance 
(more  aptly  described  as  home  service  assurance), 
which  be  referred  to  as  life  business, 
and 

{b)  fire,  accident  and  marine  insurance,  which  will  be 
referred  to  as  general  business. 

5.  The  funds  of  these  broad  classes  will  be  referred  to 
as  life  funds  and  general  funds  respectively. 

The  Characteristics  of  Life  Business 

6.  Life  business  is  primarily  concerned  with  long  term 
contracts. 

7.  Whereas  the  premium  under  a life  policy  is  usually 
a level  amount  payable  over  a long  period,  the  risk  of  a 
daim  arising  under  the  policy  increases  with  time  as  the 
life  assured  grows  older.  Life  business,  therefore,  involves 
the  acciunulalion  of  funds  out  of  the  early  premiums  in 
order  to  provide  for  the  time  when  the  level  premium  is 
ins^cient  to  cover  the  current  risk  in  later  years.  The  rate 
of  interest  obtainable  on  these  funds  is  an  important  element 
in  determining  the  rates  of  premium  which  have  to  be  charged 
and  also  the  bonuses  which  will  eventually  emerge  for  the 
holders  of  with  profit  policies.  It  is  desirable  that  the  spread 
of  duration  of  investments  should  approximately  matdi  the 
incidence  of  future  claims  and  the  long-term  nature  of  the 
contracts  thus  makes  long-term  investments  appropriate  for 
this  type  of  business.  A high  degree  of  liquidity  is  not 
essentia]  as  the  chance  of  having  suddenly  to  realise  a heavy 
proportion  of  the  investments  is  remote,  and  as  life  funds 
generally  grow  over  the  years  the  investment  of  a proportion 
of  the  funds  in  irredeemable  securities  including  preference 
and  ordinary  shares  is  not  precluded. 

8.  Since  life  offices  regard  themselves  as  being  in  the 
position  of  trustees  for  their  policy-holders,  the  safety  of 
fiieir  funds  is  a primary  consideration  in  determining  their 
investment  policy.  At  the  same  time,  too  great  an  emphasis 
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on  safety-first  securities  would  result  normally  in  an  invest- 
ment yield  so  low  that  an  office  adopting  such  a policy 
would  be  unable  to  quote  premium  rates  or  declare  bonuses 
sufficiently  attractive  to  obtain  new  business  in  what  is  a 
very  competitive  market.  Accordingly,  life  companies  tend 
to  spread  their  investments  over  a wide  field,  seeking  safety 
by  varying  the  proportions  invested  in  particular  categories 
in  accordance  with  the  views  of  the  management  on  future 
economic  and  financial  trends,  at  the  same  time  endeavouring 
to  secure  as  high  a rate  of  interest  as  is  consistent  with  sound 
investment  policy. 

The  Characteristics  of  General  Business 

9.  Gen«-al  business  usually  comprises  only  short-term 
contracts. 

10.  Cover  is  generally  provided  from  year  to  year  only, 
and  the  premiums  charged  are  on  the  average  sufficient 
to  cover  the  risks  underwritten  in  any  particular  year.  TTiere 
is  thus  no  necessity,  as  in  the  case  of  life  business,  to  accumu- 
late funds  to  meet  an  increasing  risk,  so  that  the  investible 
funds  of  general  insurance  are  very  much  smaller  in  relation 
to  the  premium  income. 

11.  On  the  other  hand  the  claims  experience  for  general 
business  often  fluctuates  widely  from  year  to  year  and  is 
periodically  abnormally  affected  by  catastrophic  occurrences. 
In  consequence,  general  business  needs,  in  addition  to 
technical  reserves  for  unexpired  risk  and  for  outstanding 
claims,  further  reserves  for  contingencies,  a substanti^ 
proportion  of  which  ought,  from  their  very  nature,  to  be 
invested  in  readily  realisable  form.  This  results  in  the  funds 
of  general  business  containing  a high  proportion  of  readily 
marketable  securities,  including  many  shorter  dated  invest- 
ments held  with  a view  to  minimising  wide  fluctuations  in 
realisable  value. 

12.  An  important  feature  of  the  British  insurance 
companies’  general  business  is  that  a substantial  part  of  it 
(estimated  at  as  much  as  two-thirds)  is  transacted  overseas. 
In  most  countries  where  business  is  transacted,  local  legidation 
requires  the  deposit  of  technical  and  other  reserves,  which 
generally  have  to  be  invested  in  local  securities.  Even  in 
the  few  countries  where  no  such  regulation  exists,  public 
relations  often  influence  the  companies  to  adopt  voluntarily 
what  elsewhere  is  obligatory,  while  prudence  demands  that 
losses  incurred  under  policies  expressed  in  a foreign  currency, 
should  be  covered  by  assets  in  the  same  ciurency.  In  con- 
sequence, nearly  60%  of  the  investments  of  general  business 
is  invested  outside  the  United  Kingdom. 

The  Current  Distribution  of  Investment  Portfolios 

13.  The  funds  in  respect  of  oversea  life  and  general 
business,  being  invested  and  held  almost  entirely  in  ffie 
oversea  countries  in  which  the  business  is  transacted,  fall 
outside  the  scope  of  the  enquiry  made  of  us.  In  consequence 
no  further  reference  will  be  made  to  them  in  this  memorandum. 

14.  So  far  as  investments  in  the  United  Kingdom  are 
concerned,  the  following  Table  gives  the  totals,  by  book 
values,  at  the  end  of  1956.  These  figures  embrace  over  97% 
of  the  total  assets  of  all  insurance  companies  invested  in 
the  United  Kingdom, 
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15.  One  of  the  most  important  functions  of  the  life 
oiBces  is  the  encouragement  of  personal  saving  and  the 
canalising  of  such  savings  into  productive  investment. 
On  the  basis  of  the  estimates  of  savings  given  in  the  National 
Income  Blue  Books,  life  assurance  appears  to  be  one  of  the 
largest  sources  of  personal  savings.  As  will  be  seen  from 
the  figures  in  Table  I the  amount  of  life  funds  far  outweighs 
the  amount  of  general  funds.  In  consequence,  the  figures 
in  Table  II  showing  the  flow  of  the  funds  passing  throu^ 
the  hands  of  the  companies  during  1956,  have  been  confined 
to  life  business. 

16.  Table  II  shows  how  the  aggregate  amounts  available 
for  investment  during  1956  were  invested  and  also  how  much 
of  these  amounts  was  derived  from  the  sale  and  redemption 
of  existing  assets.  It  should  be  stated  that  the  difference 
between  these  totals  does  not  necessarily  indicate  the  amount 
of  the  increase  in  the  funds  during  the  year  as  the  latter  will 
only  show  changes  in  book  values. 

tasle  n 

Investment  and  ITistnvestment  during  19J6  in  respect  of 


Notes  : — I . The  amount  of  £32  million  shown  in  Hm!  Property  and  Ground 
under  item  8 include  £6  irillion  expended  on  new  property 

2.  Items  9 and  11  are  included  under  the  Other  Investments 


3.  The  iigures  in  this  Table  do  not  include  switching  operations  in 
gilt  edged  stocks.  These  do  not  add  to  or  subtract  from  net  investment 
but  do  contribute  to  the  efScieni  working  of  the  market. 

The  pari  played  by  the  Insurance  Companies  in  the  New 
Issue  Market 

17.  As  a result  of  the  steady  accumulation  of  funds  and 
the  necessity  of  securing  an  adequate  return  on  their  assets, 
the  insurance  companies  are  able  to  play  an  important  role 
in  the  new  issue  market.  Because  of  dieir  large  resources 
they  are  desirable  underwriters  and  their  ability  to  retain 
heavy  allotments  in  cases  where  an  issue  is  poorly  subscribed, 
imparts  a measure  of  stability  to  the  new  capital  market. 
Figures  are  given  below  of  the  amounts  underwritten  and 
subscribed  to  new  issues  in  1956  by  the  member  companies 
of  the  British  Insurance  Association  sub-divided  according 
to  the  various  classes  of  security. 


18.  As  regards  underwriting  it  appears  from  enquiries 
made  by  the  British  Insurance  Association  that  insurance 
companies  usually  underwrite  about  50%  of  a new  public 
issue. 

19.  It  will  be  seen  that  in  1956  insurance  companies 
subscribed  for  approximately  £108  million  of  new  issues, 
excluding  offers  for  sale  of  existing  securities  and  those 
issued  in  conversion  or  redemption  of  existing  securities. 

20.  It  should  be  emphasised  that  though  the  insurance 
companies  probably  comprise  the  largest  single  element  in 
the  new  issue  market,  their  individual  requirements  differ 
considerably  and  the  exercise  of  independent  judgment  by 
each  board  of  directors  ensures  that  there  is  no  question 
of  the  industry  as  a body  dictating  terms  or  attempting  to 
dominate  the  market. 

21.  As  a general  rule,  an  office  would  avoid  acquiring  a 
holding  of  a company’s  equity  capital  which  was  large 
enough  for  it  to  become  involved  in  the  management  of 
that  company.  An  investigation  into  the  holdings,  as  at 
the  31st  December,  1953,  of  insurance  olEces  in  the  equity 
capita]  of  the  companies  forming  the  industrial  section  of 
the  Actuaries’  Investment  Index,  showed  that  together  they 
held  74%  of  the  total  equity  capital  of  these  companies. 
This  result  conforms  closely  with  other  sample  investigations 
which  have  been  made.  It  is  very  unusual  for  insurance 
offices  in  the  aggregate  to  own  more  than  20  % of  the  equity 
capital  of  any  public  company. 

The  effect  of  Inflation  on  the  Insurance  Companies 

22.  It  has  been  suggested  that  as  the  life  offices  deal  in 
contracts  expressed  in  money  values,  they  need  not  concern 
themselves  with  the  effects  of  inflation.  The  offices  do  not 
take  this  view.  Firstly,  inflation  affects  operational  costs  ; 
secondly,  and  more  seriously,  it  depreciates  the  real  value  of 
insured  benefits  and  the  offices,  taking  a wide  view  of  their 
obligations  to  policyholders,  are  anxious  to  find  ways  to 
mitigate  inflationary  effects.  The  holding  of  equity  shares 
is  one  means  by  which  they  strive  to  do  this,  and  further 
reference  is  made  to  this  subject  hereafter.  The  holding 
of  equity  investments  at  its  best  is,  however,  only  a partial 
protection,  and  the  offices  continue  to  be  embarrassed  by 
the  complaints  of  policyholders  that  the  purchasing  power  of 
maturing  policy  proceeds  compares  unfavourably  with  that 
of  the  premiums  paid  over  a period  of  years. 

23.  It  must  therefore  be  strongly  emphasised  that  it  is 
an  error  to  suppose  that  the  offices  can  be  indifferent  to  the 
effects  of  inflation.  Neitho"  can  the  State  be  indifferent  so 
long  as  savings  are  of  national  importance.  The  complaints 
mentioned  are  themselves  evidence  that  there  is  ground  for 
apprehending  a weakening  of  the  will  to  save  if  the  inflationary 
experience  of  the  last  ten  years  continues  unabated. 

24.  Whilst  the  effect  of  inflation  on  general  business  may 
be  less  embarrassing  than  it  is  in  the  case  of  life  business, 
it  is  nevertheless  causing  concern.  Theoretically,  in  the  case 
of  property  insurance,  insured  values  should  be  adjusted 
to  accord  with  increased  prices  and  in  the  case  of  liability 
insurance,  account  should  be  taken  of  the  substantially 
higjier  awards  of  damages  which  are  a concomitant  of 
inflation.  This  should  result  in  an  increase  in  premium 
income  which  would  cover  the  increased  cost  of  claims  and 
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expenses  of  management.  The  general  wcperience,  however, 
is  that  there  is  a considerable  time  lag  before  this  position 
is  reached  with  the  result  that,  not  only  are  the  offices  finding 
it  difficult  to  keep  pace  with  rising  operational  costs,  but 
there  is  pressure  to  pay  claims  on  the  basis  of  increased 
values  although  premiums  paid  may  have  been  based  on 
lower  values.  Moreover,  inflation  has  added  to  the  problem 
of  accumulating  adequate  additional  reserves  for  catastrophes 
and  other  contingencies.  Such  additional  reserves,  unlike 
technical  reserves  for  unexpired  risks  and  outstanding  claims, 
have  to  be  set  aside  out  of  taxed  underwriting  profits.  With 
continuing  high  taxation  it  has  become  difficult  to  maintain 
these  reserves  at  a level  considered  prudent  in  relation  to 
premium  income. 

II.  The  Circumstances  which  affect  the  Distribution  of 
Investments  between  Different  Classes  of  Securities 
HAVING  particular  REGARD  TO  (a)  RELATIVE  YIELDS, 
(b)  Views  on  Future  Movements  of  Prices 

25.  The  circumstances  which  affect  the  distribution  of 
investments  between  different  classes  of  securities  vary 
between  life  business  and  general  business,  although  some  are 
common  to  both  types  of  business,  ^ere  variations  exist 
they  arise  entirely  from  the  different  characteristics  of  the 
two  types. 

The  necessity  for  Diversification 

26.  An  office  could  decide  to  confine  its  investment  to 
gilt  edged  securities  but  by  so  doing  would  have  to  be  content 
with  a lower  yield  ttian  could  be  secured  by  competitors 
which  held  a more  widely  spread  portfoho.  In  general, 
therefore,  offices  spread  their  investments,  obtaining  higher 
yields  from  investments  which  offer  a lesser  degree  of  security 
but  reducing  the  risk  of  heavy  losses  by  avoiding  very  large 
holdings  in  any  particular  security. 

The  necessity  for  Matching  Assets  and  Liabilities  {Life 
Business) 

27.  Life  offices  generally  aim  at  matching  the  len^  of 
then  assets  with  that  of  their  liabilities.  This  minimises 
the  ^ects  of  variations  in  the  rate  of  interest ; if  interest 
rates  rise  the  value  of  the  company’s  assets  wfll  fall  but  the 
discounted  value  of  its  liabilities  calculated  at  that  point 
of  time  should  fall  by  a roughly  similar  amount,  provided 
the  average  length  of  term  of  both  assets  and'  liabilities  is 
approximately  the  same.  This  consideration  affects  the 
distribution  of  the  assets  as  between  long  and  short  term 
investments  although  emphasis,  so  far  as  the  investment 
policy  at  any  particular  time  is  concerned,  may  be  influenced 
tanporarily  by  current  conditions  and  the  anticipated  trend 
of  interest  rates. 

The  necessity  for  Matching  Assets  and  Liabilities  {General 
Business) 

28.  The  short-term  nature  of  general  business  and  the 
desirability  of  holding  reserves  which  can  be  readily  mobilised 
against  catastrophe  requires  a greater  proportion  of  shorter 
dated  investments  and  the  restriction  of  the  amount  of 
assets  which  are  unmarketable  or  only  realisable  wiffi 
difficulty  or  after  some  delay. 

The  Influence  of  Availability 

29.  To  a certain  extent  the  distribution  of  investments  is 
dictated  by  the  type  of  security  available.  'Itie  broad  cate- 
gories such  as  Government  securities,  corporation  stocks, 
industrial  stocks,  into  which  new  issues  faU  at  any  particular 
period,  are  clearly  dependent  on  national  economic  and 
financial  conditions  at  the  time  of  issue.  >^ere  large  sums 
have  to  be  invested  the  choice  of  investments  may  be  limited 
and  changes  in  the  general  distribution  may  follow  from  the 
force  of  circumstances  rather  than  from  the  volition  of  the 
investor. 

30.  The  particular  requirements  of  insurance  companies 
^ large  investors,  do,  however,  exercise  considerable 
influence  on  the  form  which  new  issues  may  take.  If,  for 
example,  large  investors  are  not  going  to  subscribe  for 
short-term  securities,  issuing  houses  become  aware  of  the  fact, 
and  will  advise  their  clients  either  not  to  issue  such  stocks 
or  will  make  it  clear  to  them  that  if  they  do,  the  issue  must, 
from  their  point  of  view,  be  made  on  relatively  unattractive 
terms.  The  influence  of  the  offices  must  not,  however, 
be  over-estimated,  as  certain  types  of  security  wliich  makes 
little  a.ppeal  to  insurance  companies  may  be  in  demand  by 
other  investors.  Trustee  stocks,  other  than  British  Govern- 
ment securities,  are  a case  in  point ; such  stocks  are  often 


in  special  demand  by  investors  who  have  no  other  choice  and 
therefore  tend  to  stand  at  a price  level  which  makes  them 
unattractive  to  insurance  companies. 

The  Appeal  of  Equity  Shares 

31.  Between  the  wars  increasing  attention  was  given  by 
insurance  offices  to  the  advantages  of  holding  equity  shares. 
Although  ordinary  shares  suffer  from  the  disadvantage  that 
they  are  liable  to  severe  fluctuations  in  market  price,  they 
have  the  attraction  that  they  are  likely  to  provide  a higher 
than  average  yield  over  a long  period.  A theoretical  case 
was  made  out  for  investment  in  equities  even  in  the  deflationary 
conditions  of  the  1920’s  and  the  experience  of  the  inter-war 
years  showed  that  the  dividend  yields  obtained  were  on  the 
average  hi^er  than  on  fixed  interest  securities.  The 
desirability  of  improving  bonuses  and  the  pressure  of  com- 
petition between  life  offices  directed  attention  to  the  wisdom 
and  soundness  of  holding  equity  shares.  Offices  with  large 
holdings  of  ordinary  shares  were  able  to  show  high  yields 
on  their  funds  and  thus  to  increase  their  bonus  rates.  In 
the  post-war  period  it  became  increasingly  clear  that  the 
rehabilitation  of  our  economy  would  mean,  a high  level  of 
industrial  activity  and  such  expansion  would  entail  a continual 
ploughing  back  of  profits  which  presaged  a greater  expected 
yield  on  ordinary  shares. 

32.  There  is,  however,  a restraint  on  the  extent  to  which 
life  funds  should  be  invested  in  ordinary  shares.  The  point 
has  already  been  made  that  in  the  case  of  a portfolio 
composed  of  fixed  interest  securities  there  is  a broad  compen- 
sating movement  between  the  values  of  assets  and  liabilities, 
provided  the  length  of  investments  is  suitably  chosen.  In  the 
case  of  an  equity  portfolio  such  a compensating  movement 
need  not  be  present.  The  reason  is  that  very  broadly  the 
market  value  of  a fixed  interest  stock  depends  on  the  general 
level  of  interest  rates,  while  the  market  value  of  an  ordinary 
share  can  fluctuate  irrespective  of  a change  in  interest  rates. 
If  the  funds  of  an  office  were  largely  invested  in  equities,  it 
could  be  faced  with  a severe  depreciation  on  its  equity 
holdings  as  a result  of  reductions  in  dividends  or  other 
factors  unrelated  to  the  level  of  interest  rates.  The  depreciation 
therefore  may  not  lead  to  any  increase  in  the  yield  on  the 
portfolio  which  would  justify,  as  in  the  case  of  a fixed 
interest  portfolio,  a downward  revaluation  of  the  liabilities. 
This  consideration  must  have  an  important  bearing  on  the 
proportion  of  its  funds  which  an  office  decides  can  properly 
be  invested  in  equities.  Views  of  offices  on  this  question  will 
vary  according  to  the  composition  of  their  business  and  the 
strength  of  their  reserves,  as  well  as  on  the  opinions  they 
hold  on  the  economic  and  financial  outlook. 


The  Consequences  of  Inflation 

33 .  A further  factor  has  influenced  the  insurance  companies 
towards  a growing  emphasis  on  ordinary  shares.  This  is 
the  increasing  inflationary  trend  of  the  national  economy. 
Holdings  of  equity  shares  have  risen  from  1 0 % of  investment 
portfolios  in  1947  to  16%  in  1956.  The  higher  dividends 
which  have  emerged  partly  as  a result  of  inflationary 
conditions  have  helped  the  offices  to  declare  higher  bonuses 
to  participating  policyholders,  thereby  giving  them  a slight 
measure  of  insulation  from  the  full  consequences  of  inflation. 
As  we  have  already  stressed,  this  protection  is  only  partial. 


ni.  The  Investment  of  Funds  in  Treasury  Bills  or 
other  Very  Short-term  Paper,  and  whether  this  is 
(a)  a Recent  ; (b)  a Growing  Practice 

34.  The  insurance  companies  do  invest  funds  in  Treasury 
Bills  but  the  only  other  form  of  very  short-term  paper  used 
is  7 day  deposits  with  Local  Authorities.  The  following 
table  shows  the  movement  of  funds  placed  in  these  invest- 
ments during  1956. 


Treisucy  Bills  

Local  Authority  7 day  deposits 


(in  £ millions) 


Amount  on 
31st  Dec. 


35.  These  figures  suggest  that  the  companies  use  these 
investments  as  a temporary  haven  for  funds  which  will  be 
required  for  meeting  calls  or  other  early  commitments  and, 
particularly  in  the  case  of  companies  transacting  general 
business,  for  funds  which  have  to  be  accumulated  to  meet 
dividend  payments  and  United  Kingdom  taxation. 


36.  The  aniounts  involved  may  be  compared  with  the 
total  amount  invested  during  the  year  which  is  estimated 
to  be  about  £400  millions. 
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37.  SimiJar  statistics  for  the  year  1951  show  the  same 
features  but  the  totals  for  that  year  are  about  a quarter  of 
those  for  1956.  It  can  be  said,  therefore,  that  the  practice 
is  not  a recent  one  but  that  it  appears  to  be  growing  and  at 
a faster  rate  than  the  growth  of  the  total  funds  which,  in 
1956,  were  about  40%  hi^er  than  in  1951.  How  much  of 
the  growth  can  be  attributed  to  the  higher  rates  now 
obtainable  on  short-term  paper  we  are  unable  to  say  with 
certainty  although  the  larger  differential  between  Treasury 
Bin  rates  and  bank  deposit  rates  has  no  doubt  contributed 
to  it. 

IV.  The  Authoritiis’  use  of  Monetary  Measures  since 
1951,  IN  particular  in  so  far  as  these  measures 
have  affected  the  Insurance  Companies 

38.  The  monetary  measures  adopted  by  the  authorities 
over  the  last  six  years  have  in  general  aimed  at  restricting 
credit  in  an  attempt  to  damp  down  the  inflationary  forces 
in  the  national  economy.  Although  there  have  from  time 
to  time  been  small  reductions  in  bank  rate  the  broad  trend 
has  been  stron^y  upward  with  consequential  increases  in 
the  general  level  of  interest  rates  throu^out  the  economy. 
The  yield  on  long  dated  gilt  edged  stocks  has  risen  from 
3J%to  5i%. 

Effects  an  Market  Values  of  Securities  and  resulting  Con- 
sequences 

39.  This  change  in  the  interest  basis  necessarily  results 
in  a very  severe  depreciation  in  the  market  values  of  fixed 
interest  securities.  It  has  already  been  pointed  out  that 
provided  the  assets  of  a life  office  are  reasonably  matched  by 
date  with  its  liabilities,  a fall  in  asset  values  due  to  an  increase 
in  the  rate  of  interest  can  be  largely  balanced  by  a corres- 
ponding fall  in  the  calculated  value  of  its  liabilities.  There 
has  also  been  a very  considerable  rise  in  the  value  of  ordinary 
shares  and  real  property  during  this  period  as  a result  of 
the  continued  inflationary  trend.  It  is,  therefore,  probably 
true  to  say  that  apart  from  the  inconvenience  involved  in 
changing  toe  bases  of  their  valuation  where  necessary,  the 
pronounced  change  in  the  pattern  of  interest  rates  has  not 
presented  offices  with  formidable  problems.  The  recent 
behaviour  of  the  stock  market,  involving  not  only  depreciation 
in  the  values  of  fixed  interest  securities  but  also  heavy  falls 
in  the  values  of  ordinary  shares,  is  a disturbing  element 
which,  if  it  continues,  will  increase  the  problem  facing  the 
life  offices.  On  the  other  hand,  this  change  in  interest  rates 
has  enabled  the  offices  to  invest  accruing  funds  on  more 
favourable  terms  which,  on  a long  view,  benefits  the  policy- 
holders altoou^,  on  a short  view,  it  does  nothing  to  resolve 
difficulties  created  by  heavy  depreciation  in  market  values. 

40.  In  toe  case  of  general  business  there  is  no  counter- 
vailing reduction  possible  in  the  present  values  of  toe  liabilities 
to  offset  depreciation  in  the  assets  as  there  may  be  with  life 
business.  Interest  is  not  a factor  in  determining  premium 
rates  or  reserves  required  in  respect  of  general  business. 
A rise  in  interest  rates  will  therefore  cause  an  uncompensated 
fall  in  the  market  values  of  the  fixed  interest  bearing  assets 
(even  the  short  dated  if  the  rise  is  substantial)  which,  if  big 
enough,  could  absorb  a company’s  investment  reserve  funds 
and  create  a situation  of  some  embarrassment. 

Effects  on  Investment  Policy 

41.  As  regards  the  effect  on  tbe  investment  policy  of  the 
offices  it  should  be  noted  that  no  attempt  has  been  made 
by  the  authorities  to  limit  the  volume  of  finance  which  the 
insurance  companies  make  available  to  the  capital  market 
as  a whole.  This  is  presumably  a recognition  of  the  fact 
toat  unlike  the  banks,  the  insurance  offices  cannot  create 
money.  The  offices  invest  their  funds  as  they  accrue  and  there 
is  no  indication  toat  this  policy  has  alter^  during  the  last 
six  years. 

42.  The  steady  pressure  by  the  authorities  to  reduce  the 
level  of  bank  advances  has,  however,  not  been  without  its 
effect  on  toe  direction  in  which  insurance  companies’  funds 
have  flowed.  The  offices  have  been  large  subscribers  to 
public  issues  made  by  industrial  companies  to  fund  bank 
indebtedness.  There  has  also  been  an  increase  in  toe  appli- 
cations made  directly  to  offices  by  companies  wishing  to 
obtain  finance  that  would  in  more  normal  times  have  been 
provided  by  the  banks.  Applications  for  house  purchase 
loans  and  loans  on  life  policies  have  also  shown  an  increase. 
Co-operation  with  the  Authorities 

43 . As  has  been  previously  stated  the  investment  operations 
of  the  insurance  companies  are  not  inflationary  in  so  far  as 
any  addition  to  the  monetary  supply  is  involved  ; on  the 


contrary,  by  collecting  from  toe  public  money  which  would 
otherwise  be  spent  on  consumption  and  canalising  it  into 
long-term  productive  industrial  investment,  their  operatic^ 
are  anti-inflationary.  It  is  recognised,  however,  that  in 
conditions  in  which  inflationary  pressures  arise  from  excessive 
capita!  demands  toe  investment  decisions  of  insurance 
companies  can  have  some  influence.  For  toat  reason  the 
companies  have  readUy  a^eed  to  co-operate  with  the 
authorities  in  aligning  their  investment  policy  with  toe 
national  interest.  In  doing  so  the  offices  have  been  confronted 
with  a number  of  practical  difficulties. 

44.  In  the  first  place,  whilst  there  are  certain  dear  cate- 
gories of  new  developments  to  be  encouraged  or  rejected, 
there  is  a very  wide  field  in  which  honest  differences  of 
opinion  could  exist  as  to  their  desirabili^. 

45.  In  toe  second  place,  these  investment  decisions  are 
not  taken  centrally  by  a small  group  but  by  a large  number 
of  individual  boards  of  directors  with  all  toe  varying  judgments 
thereby  involved. 

46.  In  toe  third  place,  it  is  difficult  to  draw  condusions 
from  the  decisions  of  toe  Government’s  own  instrument — toe 
Capital  Issues  Committee,  both  because  no  reasons  are 
given  by  them  and  because  certain  of  their  decisions  appear 
to  be  arrived  at  on  grounds  other  than  economic  ones. 
The  refusal  to  sanction  certain  issues  which  merely  involve 
the  capitalisation  of  existing  reserves  is  a case  in  point. 
It  seems  clear  that  such  issues  in  so  far  as  they  freeze  com- 
panies’ existing  reserves  which  might  otherwise  have  been 
distributed  to  shareholders,  must  act  as  a counter  to  inflation. 

47.  The  refusal  to  explain  the  reasons  which  prompt 
such  decisions  is  part  of  toe  monetary  authorities’  general 
reluctance  to  provide  information  on  their  activities,  and 
it  is  Mt  toat  a greater  readiness  to  explain  the  wishes  of  the 
authorities  would  help  offices  in  their  efforts  to  co-operate. 

V.  The  Effects  of  Changes  in  Rates  of  Interest  (a)  on 
Savers  (b)  on  Borrowers 

48.  (a)  So  far  as  savers  other  than  life  policyholders  are 
concerned,  we  have  no  direct  knowledge  of  the  effects  of 
changes  in  rates  of  interest  but  the  impression  we  have 
formed  is  that  the  ordinary  saver  is  more  concerned  with  the 
loss  of  purchasing  power  of  his  savings,  which  has  been  so 
marked  a feature  in  recent  years,  than  with  the  rate  of  interest 
although  this  factor  undoubtedly  has  some  influence.  This 
loss  must  reduce  the  competitive  power  of  saving  versus 
immediate  expenditure  on  goods  and  services,  We  recognise 
that  upward  changes  in  rates  of  interest  offered  by  certain 
forms  of  saving  do,  for  a time  at  least,  increase  the  volume 
of  such  savings  but  it  is  not  known  how  much  of  this  increase 
is  due  to  transfers  from  less  remunerative  sources  and  how 
much  is  new  saving  generated  by  the  higher  interest  rate. 

49.  As  regards  saving  through  life  assurance,  toe  effects 
of  changes  in  rates  of  interest  are  remote  and  can  have  but 
little  influence  on  the  volume  of  new  life  assurance  written. 
Higher  rates  of  interest  enable  premium  rates  to  be  reduced 
and/or  bonus  rates  to  be  increased  and  these  outcomes  do 
help  in  the  development  of  the  business.  But  they  are  minor 
influences  compared  with  the  efforts  of  the  life  assurance 
field  staff,  aided  by  toe  unique  characteristic  of  life  assurance, 
viz.,  the  creation  of  the  whole  ■ anticipated  savings  fund 
immediately  on  death,  and  the  facilities  provided  for  regular 
savings  over  a long  future  period.  We  do  not  believe  that 
a few  shillings  less  in  the  rate  of  premium,  made  possible 
by  a rise  in  interest  rates,  would  encourage  much  increase 
in  the  volume  of  new  life  assurance  were  it  not  for  toe  efforts 
of  the  field  staff.  Life  assurance  is  a commodity  which  has 
to  be  sold.  Very  little  is  bought  spontaneously. 

50.  (i)  So  long  as  borrowers  can  see  the  prospect  of 
earning  on  borrowed  money  enough  to  cover  toe  cost  of 
the  borrowing  and  leave  a margin  for  an  adequate  profit, 
they  are  not  likely  to  be  greatly  concerned  with  the  rate  of 
interest  charged  on  the  accommodation.  A rise  in  the 
borrowing  rate  will  narrow  toe  profit  margin  unless  the 
borrower  is  able  to  increase  his  prices.  If  profit  margins 
were  to  shrink  or  to  become  incapable  of  expansion  without 
toe  risk  of  loss  of  trade  through  excessive  prices,  changes 
in  rates  of  interest  would,  no  doubt,  begin  to  have  direct 
effect  on  the  amount  and  timing  of  borrowing.  Recently  we 
have  seen  signs  of  such  a position  developing. 

51.  One  effect  of  high  borrowing  rates  has  been  the 
. tendency  of  borrowers  to  seek  short-dated  loans  or  early 

options  to  repay  on  notice  at  stated  intervals.  This  preference 
of  bonowers'in  times  of  high  rates  does  not  accord  with  toe 
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needs  of  life  offices  who  are  long-term  investors.  The  result 
is  difficulty  in  agreeing  terms  and  sometimes  the  breakdown 
of  negotiations,  although,  as  stated  above,  the  borrower 
usually  finds  himself  in  the  position  of  being  able  to  accept 
the  terms. 

52.  In  a period  of  continuing  inflation  it  is  to  be  expected 
that  a borrower  will  be  less  inhibited  by  rises  in  the  rate  of 
interest  in  view  of  his  considerable  potential  gain  arising 
from  the  acquisition  of  real  assets  and  the  subsequent 
discharge  of  his  debt  in  depreciated  currency 

VI  Suggestions  for  Improving  (if  necessary)  Present 
Arrangements  for  Providino  Short.  Medium  and 
Long-Term  Finance  with  or  without  Guarantees 
FOR  Industry,  Trade  (including  Exports)  and 
Agriculture 

53.  Our  suggestions  fall  into  two  groups,  the  one  being 
concerned  with  matters  affecting  all  forms  of  financing  and 
the  other  being  related  to  the  requirements  of  the  smaller 
units  and  to  special  situations  arising  from  new  developments. 
We  have  little  direct  concern  with  the  provision  of  short-term 
finance  and  our  remarks  therefore  relate  to  medium  and 
long-term  finance  only. 

Matters  affecting  all  forms  of  Finance 

54.  (a)  The  necessity  for  submitting  to  the  Capital 
Issues  Committee  applications  for  consent  to  the  raising  of 
new  capital,  the  borrowing  of  new  money  and  the  capitalising 
of  reserves,  inevitably  gives  rise  to  delay  and  uncertainty. 
This  causes  a feeling  of  frustration  and  anxiety  among 
business  rnen  who  are  seeking  to  expand  their  enterprises. 
The  decisions  of  the  Committee,  as  we  have  pointed  out 
earlier,  are  given  without  explanation  and  sometimes  appear 
to  conflict  with  one  another.  Although  we  realise  that  it 
is  necessary  to  continue  the  activities  of  the  Capital  Issues 
Committee  for  the  time  being,  we  consider  that  official 
policy  should  be  directed  towards  dispensing  with  its  services 
as  soon  as  circumstances  permit. 

55.  A step  in  this  direction,  which  might  be  taken 
immediately,  would  be  to  dispense  with  the  obligation  to 
refer  to  the  Committee  such  an  innocuous  operation  as 
capitalising  reserves,  which  does  not  involve  the  raising  of 
any  new  money.  We  suggest  that  this  particular  requirement 
should  be  dropped  forthwith. 

56.  We  also  suggest  that,  apart  from  any  temporary 
necessity  for  differentiating  between  bank  loans  and  other 
forms  of  finance,  the  Committee  should  confine  its  attention 
to  the  amount  of  new  money  which  a company  may  be 
allowed  to  raise  and  not  to  the  nature  and  terms  of  the 
security  to  be  issued,  which  are  best  left  to  the  judgment  of 
the  directors. 

57.  (h)  We  believe  that  the  implementation  of  the 
recommendations  of  the  Royal  Commission  on  the  Taxation 
of  Profits  and  Income  regarding  distributed  profits  tax 
would  aid  the  provision  of  finance,  particularly  (although 
not  exclusively)  in  the  case  of  preference  capital.  The 
incidence  of  this  discriminatory  tax  has  virtually  eliminatgd 
the  preference  share  and  a useful  form  of  financing  is  now 
being  denied  to  companies. 

58.  An  indirect  but  insidious  effect  of  this  tax  is  the  way 
in  which  it  encourages  companies  to  retain  profits,  which 
perhaps  they  cannot  use  with  maximum  benefit  to  the 
economy,  thereby  restricting  the  amount  of  savings  available 
for  financing  other  enterprises  whose  activities  may  be  of 
greater  importance  to  the  community. 

59.  In  our  opinion  fiscal  considerations  should  not  be 
a factor  influencing  the  decision  of  directors  as  to  how 
much  of  a year’s  profit  should  be  distributed  as  dividend  and 
how  much  should  be  retained  in  a company.  A company 
which  does  not  need  to  retain  much  of  its  profits  should 
not  be  penalised  if  its  directors  think  it  is  safe  to  distribute 
more  to  its  shareholders. 

Matters  affecting  Smaller  Units  and  Special  Situations 

60. , (c)  Although  it  is  known  that  the  insurance  companies 
are  givmg  assistance  to  small  units  in  trade  and  industry, 
very  few  of  the  offices  are  equipped  to  deal  satisfactorily 
with  the  provision  of  finance.  The  absence  of  a market  for 
shares  and  debentures  of  these  companies  is  less  an  obstacle 
for  a life  office  than  the  difficulty  of  “vetting”  propositions 
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and  maintaining  dose  watch  on  future  performance.  It 
would  be  a waste  of  labour  to  have  several  offices  attempting 
to  set  up  their  own  specialised  staff's.  The  Charterhouse 
Industrial  Development  Corporation  was  created  in  1934 
and  other  specialised  organisations  such  as  the  Estate  Duties, 
the  Safeguard  and  the  Private  Enterprises  investment  trusts, 
have  been  formed  since  1953.  Substantial  amounts  of  capital 
in  these  concerns  have  been  subscribed  by  the  offices.  Should 
the  demand  devdop  for  facilities  similar  to  those  provided 
by  these  bodies,  we  should  expect  the  same  interest  to  be 
shown  by  the  offices  as  has  been  shown  in  the  organisations 
mentioned. 

61.  We  also  believe  that  great  assistance  could  be  given 
to  the  smaller  companies  by  encouraging  the  extension  of 
the  activities  of  the  Industrial  Commercial  & Finance  Cor- 
poration, which  has  performed  and  still  performs  notable 
service  in  this  field. 

62.  When  restrictions  have  been  placed  on  the  activities 
of  hire  purchase  companies,  we  have  been  surprised  that 
no  attempt  appears  to  have  been  made  to  discriminate 
between  toe  purchase  finance  for  capital  goods  and  for 
consumption  goods.  Unless  there  are  insurmountable 
practical  difficulties  in  making  such  discrimination,  we 
believe  that  the  economy  would  benefit  if  the  provision  of 
hire  purchase  finance  for  capital  goods  were  restricted  only 
when  capital  investment  is  being  limited  generally. 

63.  (d)  Hie  growth  of  the  practice  of  oversea  buyers 
seeking  facilities  for  deferred  payments  spread  over  long 
periods  has  created  new  problems.  The  financing  of  these 
exports  must  place  a heavy  strain  on  the  funds  of  exporting 
companies  which  often  have  claims  on  their  liquid  resources 
for  development  of  their  businesses  which  cannot  be  post- 
poned. The  trouble  is  that  the  finance  is  often  too  long- 
termed  for  the  banks  and  is  unattractive  to  insurance 
companies  because,  even,  if  the  risk  element  is  removed  by 
E.C.G.D.  insurance,  the  term  is  far  too  short  in  relation  to 
the  liabilities  of  life  offices  and  the  degree  of  marketability 
required  for  general  business  is  absent.  As  it  is  unlikely 
that  this  development  is  of  a temporary  nature  there  is 
scope  here  for  the  formation  of  a specialised  corporation. 
Some  form  of  Government  guarantee  would  be  required 
for  the  corporation  and  with  this  backing  it  would  be  able 
to  hold  a revolving  portfolio  of  short-term  paper,  and  to 
raise  most  of  its  finance  by  issuing  long-term  securities. 

64.  (p)  A somewhat  similar  problem  has  arisen  in  recent 
years  in  regard  to  the  financing  of  ship  budding,  particularly 
tankers.  Here  the  owner  seeks  to  repay  his  borrowing  over 
a short-term  covered  by  a charter  to  a charterer  of  undoubted 
standing,  Even  where  the  owner  and  the  operator  are  one 
company,  the  term  of  the  security  offered  is  restricted  to 
the  useful  life  of  the  ship  with  the  result  that  the  average 
term  (allowing  for  the  periodical  repayments  customary) 
is  too  short  to  suit  the  essential  requirements  of  life  business 
while  the  security  is  not  sufficiently  liquid  for  the  needs  of 
general  business. 

65.  Efforts  have  been  made  with  success  by  two  owners 
of  lar^  taiiker  fleets  to  overcome  this  difficulty  by  issuing 
securities  in  short,  medium  and  long-term  tranches,  the 
last  named  being  placed  with  insurance  companies.  This 
plan  is  well  adapted  to  an  owner  of  a large  fleet  but  may 
not  be  equally  feasible  in  the  case  of  the  owner  of  a single 
ship  or  only  a few.  Some  means  are  needed  to  enable  the 
small  owners  to  obtain,  this  advantage  by  merging  their 
mterests  into  a notional  fleet  for  finance  purposes.  The 
^p  Mortgage  Finance  Company  performs  this  function 
but,  as  at  present  constituted,  has  not  the  resources  needed 
to  embrace  the  considerable  sums  of  money  involved.  Not 
only  could  the  activities  of  this  company  be  extended,  but 
the  formation  of  other  simil^  companies  might  be  encouraged 
should  the  demand  for  this  type  of  finance  revive. 

66.  (/)  Agriculture  is  the  industry  where  insurance 
companies  have  found  the  greatest  difficulty  in  providing 
finance.  The  nature  of  the  industry  and  the  large  number  of 
small  units  which  make  it  up  are  perhaps  the  reasons.  Some 
mortgage  and  improvement  loans  have  been  made  but  the 
eqmty  interest  is  practically  non-existent,  due  to  the  fact 
that  the  industry  cannot  easUy  be  organised  in  corporate 
form. 


December,  1957. 
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Continued]  10.  The  British  Insurance  AssodAHON 

APPENDIX  TO  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  BRITISH  INSURANCE  ASSOCIATION 


Banking  and  Insurance  Statistics 

Extract  from  a letter  from  the  Deputy  Chainnan  of  the 
British  Insurance  Association  to  the  Chairman  of  the 
Committee  : 

“The  National  Institute  of  Economic  and  Social  Research 
has  submitted  a memorandum*  to  you  and  we  have  been 
privileged  to  receive  a copy  ; in  fact,  the  National  Institute 
made  certain  enquiries  as  to  the  views  of  this  Association 
whilst  preparing  their  memorandum. 

We  disagree  stron^y  with  some  of  the  recommendations 
contained  in  the  National  Institute’s  memorandum  and  in 
particular  with  the  proposal  in  paragraphs  18  to  21  that 
securities  held  by  Banks,  Insurance  Companies,  etc.,  should 
be  entered  at  market  values.  The  Cohen  Committee  of  1945 
on  Company  Law  Amendment  gave  careful  consideration 
to  this  question  of  valuation  of  security  holdings  and  in  their 
Report  set  out  reasons  why  they  thought  that  Banking, 
Discoimt  and  Assurance  Companies  should  be  permitted  to 


retain  a buffer  of  undisclosed  reserves.  They  then  recom- 
mended that  such  Companies  be  absolved  from  the  obligation 
of  showing  separately  Reserves  and  Provisions,  subject  to 
the  inclusion  of  appropriate  additional  wording  in  the 
Accounts  (Cmd.  6659,  paragraph  101).  These  recommen- 
dations were  subsequently  accepted  by  the  Government 
and  adopted  in  the  terms  of  the  new  Companies  Act. 

The  grounds  for  claiming  the  need  to  maintain  hidden 
reserves  are,  we  feel,  no  less  valid  today  than  at  that  time 
and  we  should  like  to  have  the  opportunity  to  submit  to 
your  Committee  our  views  on  some  of  the  National  Institute’s 
proposals  and  why  we  fee!  that  our  present  exemptions  in 
this  respect  should  be  continued.  1 trust  that  you  will 
accord  us  the  opportunity  in  due  course. 

I should  add  that  I am  writing  to  you  with  the  knowledge 
of  the  National  Institute.” 

August,  1958 


11.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  B' 

1.  The  Association  of  Investment  Trusts  was  formed  in 
the  year  1932.  The  Objects  as  stated  in  its  Constitution 
were  : — 

“(a)  the  protection,  promotion  and  advancement  of  the 
common  interests  of  its  Members  and  the  taking  of 
such  measures  as  in  the  opinion  of  the  Committee 
may  be  conducive  to  such  object  and, 

(i)  the  guidance  and  assistance  of  any  one  or  more  of 
its  Members  where  the  interests  of  such  Member 
or  Members  are  or  may  be  affected  by  any  act, 
omission  or  default  (whether  existing,  threatened  or 
anticipated)  of  any  person,  firm,  company,  munici- 
pality, government  or  other  body  of  persons  corporate 
or  incorporate.” 

2.  An  investment  trust  is  a joint-stock  comply  formed 
for  the  collective  investment  of  money  subscribe  in  the 
form  of  share  capital  by  its  members. 

3.  The  Association  includes  among  its  members  almost 
all  the  investment  trusts  whose  stocks  are  quoted  on  Stock 
Exchanges  in  the  United  Kingdom. 

4.  There  are  282  members  of  the  Association.  256  of 
the  members  (or  91%  in  number  and  probably  a greater 
percentage  in  value  of  the  total  membership)  had  assets 
totalling  over  £1,142  million  at  their  last  Balance  Sheet  date. 
The  combined  assets  of  these  same  companies  in  or  about 
1949  were  £619  million. 

5.  The  many  private  investment  companies  are  not 
members  of  the  Association,  and  there  are  other  investment- 
holding companies  which  are  not  stricfly  investment  trusts, 
having  b«n  formed  for  some  purpose  other  than  collective 
investment. 

6.  There  are  other  forms  of  collective  investment,  in 
particular  unit  trusts,  but  these  are  not  organised  in  the 
form  of  joint-stock  companies  and  are  not  members  of  the 
Association. 

The  Association,  as  sudi, 

(a)  gives  advice  in  reconstruction  schemes,  amalgamations 
and  other  matters  affecting  shareholders’  rights  and 
is  often  able  to  prevent  injustices. 

(b)  helps  to  mobilise  public  opinion  against  undesirable 
practices,  as  in  the  controversy  regarding  non-voting 
shares. 

(c)  gives  evidence  before  public  committees,  such  as  the 
present  committee  and  the  recent  committee  on 
no-par-value  shares. 

7.  The  Association  submits  the  following  evidence  in 
response  to  an  invitation  contained  in  a letter  dated  24th 
June,  1957  from  the  Chairman  of  the  Committee  to  the 
Chairman  of  die  Association.  The  evidence  is  given  under 
the  headings  suggested  in  that  letter. 

I.  The  Role  and  Function  of  Investment  7>usts  in  the  Monetary 
System 

8.  As  stated,  an  investment  trust  is  a joint-stodc  company 
formed  for  the  collective  investment  of  money  subscribed 
by  its  members.  The  advantages  of  collective  investments 
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I THE  ASSOCIATION  OF  INVESTMENT  TRUSTSt 

are  (1)  that  the  trust  can  afford  to  employ  full-time  expert 
management,  and  (2)  that  the  shareholder  secures  a greater 
spread  of  investment  than  he  could  individually  obtain. 
Each  share  represents  indirectly  a participation  in  some 
hundreds  of  investments,  and  it  is  thus  possible  for  the  trust 
to  take  risks  on  particular  investments  without  involving  a 
corresponding  degree  of  risk  to  the  shareholders.  Thus, 
for  a given  degree  of  risk,  it  is  possible  for  ^ trust  to  adopt 
a more  enterprising  investment  policy  than  the  individual 
shareholder  could  adopt. 

9.  The  funds  are  invested  principally  in  industrial  and 
commercial  enterprises  in  various  parts  of  the  world. 

10.  The  shareholders  of  investment  trusts  are  essentially 
long-term  investors,  and,  having  acquired  their  holding, 
do  not  frequently  change  it. 

11.  A characteristic  of  investment  trusts  is  their  capital 
“gearing”.  There  are  few  trusts  whose  share  capital  does 
not  include  a proportion  of  preference  shares.  Moreover, 
thpir  Articles  normally  enable  them  to  borrow  up  to  a sum 
equal  to  their  issued  share  capital,  though  this  is  seldom 
fully  exercised. 

12.  All  classes  of  trust  company  capital  are  popular  with 
insurance  companies.  Pension  funds  are  willing  buyers  of 
the  debenture  stocks,  though  the  preference  and  ordinary 
stocks  are  often  unattractive  to  funds  not  liable  to  income 
tax,  since  the  low  net  U.K.  rate  of  tax  applicable  to  invest- 
ment trust  dividends  as  a result  of  the  receipt  of  foreign  tax 
relief  prevents  them  from  reclaiming  the  whole  of  the  tax 
deducted  from  the  dividend.  To  the  extent  that  trust  company 
securities  are  so  held,  they  tend  to  canalise  the  savings  of 
policy  holders  and  pension  funds  into  industry. 

13.  In  recent  years  the  value  of  the  ordinary  stocks  of 
well-managed  investment  trusts  has  risen  sufficiently  to 
compensate  for  the  fall  in  the  real  value  of  money,  and  the 
trusts  have  thus  been  successful  in  preserving  the  real  value 
of  their  shareholders’  investment.  This  service  is  particularly 
valuable  to  ^e  small  private  investor,  who  in  the  absence  of 
the  opportunity  provided  by  investment  trusts  might  tend 
to  confine  his  investments  to  fixed-interest  securities  more 
vulnerable  to  inflation. 

14.  While  the  foregoing  explains  the  function  of  investment 
trusts,  the  role  they  actually  play  in  the  monetary  system 
is  somewhat  broader.  The  existence  of  investment  trusts 
with  their  established  management  organisations  provides 
an  informed  body  of  opinion  which  can  speak  and  be 
consulted  on  matters  affecting  investment  and  the  capital 
market.  The  following  are  examples  of  such  services  rendered 
by  investment  trtists  : — 

(а)  they  advise  issuing  houses  and  brokers  on  the  feasibility 
and  terms  of  new  issues,  particularly  of  industrial 
capital. 

(б)  they  underwrite  new  issues,  and,  in  the  case  of 
unsuccessful  issues,  act  as  a ' stabilising  influence  in 
that  they  do  not  normally  sell  on  a weak  market. 

(c)  they  contribute  capital  to  financing  agencies  such  as 
the  Finance  Corporation  for  Industry  and  the  Estate 
Duties  Investment  Trust. 
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(d)  they  subscribe  to  new  issues  which  are  too  small  for 
a public  offering,  or  made  at  times  when  the  public 
is  unwilling  to  invest,  or  by  compauies  in  too  early  a 
stage  of  development  for  a public  offering. 

(e)  being  essentially  long-term  investors,  they  are  a 
stabilising  influence  in  markets  at  times  of  temporary 
crisis. 


25.  The  decisions  of  the  Capital  Issues  Committee,  being 
based  on  directions  partly  public  and  partly  secret,  have 
not  always  inspired  confidence  owing  to  the  difficulty  of 
understanding  the  reasons  for  some  of  them.  In  particular, 
the  prohibition  which  was  at  one  time  maintained  against 
the  capitalisation  of  reserves  would  appear  to  have  been  based 
on  a misunderstanding  of  the  true  nature  of  the  operation. 


15.  Investment  trusts  contribute  to  the  creation  of  savings 
by  re-investing  all  capital  profits  and  retaining  a proportion 
of  their  income  for  re-investment  each  year.  This  proportion 
is  normally  15-25  % of  the  total  income,  The  subscriptions 
to  their  share  and  loan  capital  also  represent  savings  but 
whether  they  represent  new  savings  or  not  depends  on  the 
source  of  the  funds  which  the  shareholder  uses  to  subscribe 
bis  shares. 

11(d).  The  effect  on  their  operations  of  changes  in  Short-term 
Rates  of  Interest 

16.  As  investment  trusts  invest  for  the  long-term,  changes 
in  short-term  rates  of  interest  have  little  effect  upon  tb?.ir 
operations,  except  in  so  far  as  they  influence  the  form  in 
which  funds,  not  permanently  invested,  are  held.  Such  funds 

relatively  small.  The  trusts  seek  to  get  the  best  rate  of 
interest  they  can  find  among  the  various  forms  of  short-term 
investment  such  as  deposits  with  banks,  biU,  brokers  or 
local  authorities  and  the  purchase  of  treasury  bilk  and 
short-dated  government  bonds. 

11(b).  The  effect  on  their  operations  of  changes  in  the  Yields 
of  Long-term  Government  Bonds 

17.  In  the  belief  that  inflation  was  likely  to  he  a continuing 
factor,  investment  trusts  have,  in  post-war  years,  invested 
little  in  long-term  government  bonds,  as  such  bonds  carry  a 
near-certainty  of  the  loss  of  real  capital  if  held  long  enough. 

18.  A further  factor  discouraging  investment  in  bonds 
of  all  kinds  is  the  liabihty  to  profits  tax.  Income  from 
bonds  is  “unfiranked”  for  Ae  purposes  of  the  tax. 

11(c).  The  effect  on  their  operations  of  Relative  Changes  in 
the  Yields  of  other  classes  of  Securities 

19.  In  the  days  when  money  values  were  relatively  stable, 
the  differential  between  yields  obtainable  on  fixed  interest 
securities  and  equities  was  an  important  factor  in  inflnanring 
investment  policy.  Since  the  advent  of  a period  of  continuous 
inflation,  however,  the  fact  that  equities  are  ultimately 
associated  with  real  values  rather  than  money  values  has 
created  a strong  preference  for  equities.  A sample  taken  of 
150  members  of  the  Association  shows  the  following  division 
of  their  portfolios  in  1949  and  1957  ; — 

1949  1957 

Fixed  interest  holdings  ...  38%  11% 

Equity  holdings  62%  89% 

100%  100% 


11(e).  The  effect  on  their  operations  of  any  other  circumstances 
prompting  changes  in  Portfolios 

26.  The  reasons  which  may  prompt  an  investment  trust 
to  make  changes  in  its  portfolio  are  legion,  but  it  is  assumed 
that  the  Committee  is  interested  only  in  the  general  monetary 
climate  in  so  far  as  it  is  or  may  be  affected  by  public  policy. 

27.  In  this  respect  the  hazards  and  difficulties  of  investment 
have  been  greatly  increased  since  the  war  by  the  increased 
effort  of  governments  to  direct  and  regulate  the  economy. 
The  successful  investor  must  therefore  foresee  not  only 
changes  m trading  conditions,  but  possible  forms  of  politick 
intervention.  This  task  is  made  the  more  difficult  when  there 
are  alternating  governments  with  widely  differing  views  on 
ffie  role  of  private  capital  in  the  economy.  An  illustration 
is  the  nationalisation,  denationalisation  and  threatened 
renationalisation  of  the  steel  industry.  Such  a sequence  has 
prevented  a proper  market  developing  in  steel  shares  and 
made  it  difficult  for  the  industry  to  raise  the  new  money 
it  requires. 

28.  In  the  view  of  the  Association,  this  feature  of  the 
current  political  scene  is,  in  conjunction  with  Exchange 
Control,  largely  responsible  for  the  unwillingness  of  foreigners 
to  invest  money  in  this  country,  which  in  turn  leads  to  wet- 
ness of  sterling. 


29.  The  changed  pattern  of  investment  trust  portfolios 
in  recent  years  reflects  the  economic  and  political  develop- 
ments in  various  countries.  There  has  been  a general 
movement  of  investment  away  from  the  United  Kingdom, 
South  America  and  the  Asian  countries  of  the  Commonwealth 
towards  the  United  States  and  Canada. 


30.  Although  Exchange  Control  has  restricted  investment 
outside  the  Sterling  Area,  it  has  been  possible  to  buy 
securities  in  the  United  States  and  Canada  within  the  frame- 
work of  the  dollar  pool.  It  has,  however,  been  necessary  to 
pay  a premium  of  varying  amount  over  the-  official  rate  of 
exchange. 


31.  The  following  sample  of  150  members  of  the  Associa- 
tion illustrates  the  change  in  the  distribution  of  investments 
taken  at  market  value  between  1949  and  1957 


United  Kingdom  

United  States  and  Canada 
Commonwealth  excluding  Canada 
Other  countries  


1949 

79% 

10% 


1957 

59% 

31% 

7% 

3% 


100%  100% 


20.  Even  within  the  equity  class,  the  yield  is  only  one 
consideration  influencing  investment.  Equity  yields  vary 
widely,  and  it  will  generally  be  found  that  a low  yield  is 
associated  with  a more  hopeful  prospect,  and  a high  yield 
with  a less  hopeful  one.  The  equity  with  the  lower  yield  may 
well  turn  out  to  be  the  better  investment  in  the  long  run. 

21.  Investment  trusts  which  have  issued  debentures 
naturally  have  to  aim  at  an  ultimate  yield  higher  than  the 
rate  of  interest  payable  on  the  debentures  if  they  are  to  have 
any  advantage  on  income  account  from  such  an  issue. 

11(d).  The  effect  on  their  operations  of  Directives  to  the 
Capital  Issues  Committee 

22.  At  one  time  investment  trusts  were  prohibited  by 
the  Capital  Issues  Committee  from  making  new  issues  of 
capital  or  increasing  borrowing.  In  recent  years,  however, 
such  applications  have  generally  been  granted. 

23.  Investment  trusts  are  also  affected  when  companies 
in  which  they  have  made  investments  are  prevented  by  the 
Committee  from  raising  further  capital. 

24.  The  necessity  of  rtferring  new  issues  to  the  Committee 
introduces  an  additional  time-lag  between  the  settlement 
of  the  terms  of  an  issue  and  the  making  of  the  issue.  An 
extension  of  this  interval  is  most  undesirable  owing  to  the 
swiftness  with  which  market  conditions  may  change. 


32.  The  increase  of  investment  in  the  United  States  and 
Canada  has  occurred  in  spite  of  the  premium  payable  on 
the  purchase  of  dollar  stocks. 

33.  The  dollar  investments  selected  by  investment  trusts 
have  over  the  years  greatly  increased  in  value.  They  have 
strengthened  the  dollar  resources  of  the  Sterling  Area,  and 
rncreased  its  dollar  income. 

III.  The  Investment  of  Funds  in  Treasury  Bills,  etc. 

34.  The  matter  has  already  been  dealt  with  under  heading 
n (a). 

IV.  The  Authorities'  use  of  Monetary  Measures  since  1951, 
particularly  as  those  measures  have  affected  Investment 
Trusts 

_ 35.  The  measures  referred  to  in  the  heading  have  affected 
mvestment  trusts  in  various  ways  : — 

36.  The  rise  in  money  rates  has  made  the  raising  of  money 

by  mvestment  trusts  in  the  form  of  debentures  or  preference 
shares  unattractive. 

37.  The  rise  in  money  rates  has  tended  to  depress  the 
market  value  of  all  stocks,  whether  issued  by  or  held  by  the 
trusts,  and  has  caused  heavy  losses  on  fixed  interest  stocks. 

38.  The  credit  squeeze  has,  as  was  intended,  stopped  a 
certam  amount  of  new  business,  and  compelled  some 
compames  who  were  relying  heavily  on  bank  overdrafts  to 
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refinance  themselves  on  rather  onerous  terms.  To  this  extent 
it  has  reduced  the  profitability  of  certain  shares  held  by  the 
trusts.  Companies  relying  on  hire  purchase  appear  to  have 
suffered  most,  again  as  was  intended. 

39.  The  difficulty  and  cost  of  raising  new  money  has 
made  more  attractive  as  investments  the  shares  of  those 
companies  able  to  finance  their  business  out  of  their  own 
resources.  The  expectation  that  a new  issue  will  shortly 
be  made  depresses  the  price  of  a share. 

V.  The  Effectiveness  of  Monetary  Measures,  Traditional  and 
Non-Traditional,  in  Economic  Policy  Today 

40.  The  fact  that  it  has  not  so  far  been  possible  to  conquer 
inflation  in  spite  of  the  use  of  certain  traditional  monetary 
measures  has  raised  doubt  whether  such  measures  are 
sufficient  in  ffie  type  of  economy  which  exists  today. 

41.  The  Association  greatly  prefers  monetary  regulation 
to  physical  controls,  as  being  more  flexible  and  less  arbitrary 
in  incidence.  The  credit  squeeze,  in  the  form  of  a direction 
to  banks  to  limit  overdrafts  to  a certain  figure,  is  a quasi- 
physical control  and  prevents  a credit-worthy  borrower 
getting  accommodation  in  a crisis,  no  matter  what  price 
he  is  prepared  to  pay. 

42.  If  monetary  controls  have  not  been  as  effective  as  they 
were  before  the  wax,  the  cause  may  lie  in  certain  changes 
which  have  taken  place  since  that  time  : — 

(1)  The  high  level  of  taxation,  ranging  up  to  92J%  in 
the  case  of  individuals  and  63%  in  the  case  of 
companies  which  distribute  the  whole  of  their  profits, 
has  reduced  the  effectiveness  of  small  changes  in  the 
rate  of  interest.  Provided  profits  are  being  made, 
the  effective  cost  of  borrowing  is  not  the  gross  rate, 
but  the  net  rate  after  taxes. 

(2)  A much  greater  proportion  of  the  total  national 
expenditure  is  now  made  by  national  and  local 
government  and  the  nationalised  industries.  Monetary 
measures  have  not,  until  recently,  borne  so  heavily 
upon  these  bodies  as  upon  the  private  sector  ; in 
particular  the  nationalised  industries  have  not  been 
obliged  to  compete  in  the  market  for  their  capital, 
and  have  thus  not  been  subject  to  ttie  control  imposed 
by  the  limited  supply  of  private  savings. 

(3)  The  continuous  redistribution  of  income  from  the 
saving  classes  to  the  spending  classes  has  probably  in- 
creased the  velocity  of  circulation  'and  added  an 
unknown  amount  to  the  effective  money  supply  which 
does  not  appear  in  the  figures.  Whereas  the  total  mon^ 
supply  has  remained  fairly  stable,  the  volume  of 
cheque  clearings  has  greatly  increased  in  recent  years. 

(4)  There  has  been  an  increased  use  of  Treasury  Bills, 
which  not  only  constitute  the  creation  of  money 
without  savings,  but  add  to  the  base  on  which  the 
bante  create  credit. 

(5)  This  coimtry  acts  as  banker  for  the  Sterling  Area, 
increasing  parts  of  which  are  obtaining  independence 
and  thus  becoming  less  subject  to  monetary  control 
by  the  United  Kingdom  Government. 

43.  In  spite  of  the  fact  that  the  monetary  controls  used 
since  1951  have  not  so  far  fully  achieved  their  objective, 
the  Association  has  no  doubt  that  they  have  had  a marked 
effect.  If  they  have  not  had  the  full  effect  desired,  it  may 
well  be  that  there  have  been  too  many  areas  of  exception 
in  their  application,  or  that  thQ-  have  not  until  recently 
been  applied  with  sufficient  severity. 


44.  The  Association  does  not  support  the  view  held  in 
some  quarters  that  a continuous  small  amount  of  inflation 
should  be  aimed  at  as  a matter  of  deliberate  policy  as  a 
stimulus  to  the  economy.  Such  a policy  is  defeatist  and 
dishonest ; must  lead  to  constant  industrial  strife,  and  bring 
great  hardship  on  all  those  living  on  fixed  incomes  or  whose 
capital  is  expressed  in  money  values. 

VI.  Suggestions  for  improving  (if  necessary)  present  arrange- 
ments for  providing  Short,  Medium  and  Long-Term 
Finance  with  or  without  Guarantees  for  Industry,  Trade 
(including  Exports)  and  Agriculture. 

45.  Investment  trusts  are  not  concerned  with  short-term 
investment,  but  they  are  an  important  source  of  long-term 
capital  for  industry. 

46.  There  are  numerous  projects  which  would  improve 
the  industrial  efficiency  of  this  country,  where  capital  invest- 
ment per  worker  is  lower  than  in  the  countries  which  are  our 
principal  competitors.  There  is  therefore  no  lack  of  demand 
for  capital,  but  there  is  an  insufficiency  of  savings  to  meet  it. 

47.  If  savings  are  insufficient,  as  is  generally  agreed, 
steps  should  "be  taken  to  create  conditions  which  will  attract 
savings.  These  are  (1)  confidence  in  the  security  of  the 
capital,  and  (2)  a sufficient  return  by  way  of  income. 

48.  The  principal  causes  of  lack  of  confidence  are  the 
continuing  inflation  and  political  uncertainties  about  the 
treatment  of  private  capital. 

49.  It  is  not  necessary  to  rely  solely  on  internal  savings 
if  foreign  capital  can  be  attract^.  The  example  of  Canada 
shows  that,  if  the  political  and  economic  climates  are 
favourable  to  investors,  the  curreocy  can  be  strong  in  spite 
of  a considerable  deficit  on  current  trading. 

50.  Capital  throughout  the  world  feels  insecure,  and  any 
country  which  can  offer  the  two  conditions  referred  to  above 
can  attract  capital  from  abroad. 

51.  The  high  rate  of  personal  taxation  makes  saving 
difficult  at  any  income  level,  and  the  steep  progression  of 
the  rate  on  higher  incomes  particularly  hits  those  classes 
which  have  produced  most  of  the  personal  savings  in  ffie 
past.  A reduction  in  taxation  and  in  the  rate  of  progression 
might  be  expected  to  increase  savings. 

52.  If  taxation  is  not  reduced,  it  would  seem  that  the  only 
internal  somrce  of  new  savings,  is  the  class  which  is  now 
receiving  a greater  share  of  the  national  income  but  has  not 
been  accustomed  to  investment.  When  it  is  realised  that. 
Taking  inflation  into  account,  the  return  on  Government 
securities  since  the  war  has  on  the  whole  been  negative,  it 
is  indeed  remarkable  that  small  savings  have  been  so  well 
maintained.  Nevertheless,  these  people  are  coming  to  realise 
that  the  return  on  their  investments  is  negative.  To  mintain 
their  savings,  they  must  either  be  convinced  that  inflation 
has  stopped  or  they  must  be  offered  a more  favourable 
form  of  investment,  similar  to  the  ordinary  shares  of  invest- 
ment trust  companies.  Such  a development  has  gone  a 
considerable  way  in  the  United  States  in  the  form  of  what 
are  known  as  “open-end  mutual  funds”.  These  are  in 
constitution  similar  to  the  “unit  trusts”  of  this  country. 

53.  It  would  also  be  logical  that  a fairly  high  level  of 
interest  should  be  maintained  in  order  to  provide  savers 
with  a sufficient  reward,  but  this  alone  would  be  useless 
nnleiis  confidence  in  the  security  of  capital  were  restored. 

I6th  December,  1957. 


12.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  ISSUING  HOUSES  ASSOCIATION* 


I.  The  role  and  function  of  the  Issuing  Houses  in  the 
Monetary  System 

1.  There  are  55  members  of  the  Issuing  Houses  Associa- 
tion, of  whom  2 are  in  Birmingham,  1 in  Glasgow,  and  the 
remainder  in  London.  All  the  members  are  domiciled  in 
the  United  Kingdom  but  several  have  branches  or  associated 
companies  in  other  parts  of  the  Commonwealth.  This 
memorandum  is  concerned  solely  with  those  members  in 
their  capacity  as  Issuing  Houses,  but  it  should  be  remembered 
that  many  Issuing  Houses  also  carry  on  business  as  Merchant 
Bankers,  Accepting  Houses,  Investment  Bankers  and 
Investment  Trust  Managers  and  provide  other  financial 


* See  Misates  of  Evidence  Qu.  4001  to  4167. 


services  than  those  peculiar  to  an  Issuing  House  as  such. 
For  example,  those  members  of  the  Issuing  Houses  Associa- 
tion who  act  as  bankers  are  also  called  upon  for  advice  on 
a wide  range  of  matters  to  do  with  exports,  matters  concerning 
the  Export  Credits  Guarantee  Department,  short  and 
medium-term  bank  finance  and,  in  some  cases  also,  for 
assistance  in  negotiations  with  Government  authorities  at 
home  or  abroad.  Moreover,  Houses  with  foreign  connections 
have  mostly  taken  pains  to  retain  these  connections  which 
have  continued  to  prove  invaluable  in  many  directions, 
e.g.  the  promotion  and  financing  of  exports. 

2.  Generally  speaking  the  prime  function  of  an  Issuing 
House  is  to  act  as  an  intermediary  between  those  seeking 
capital  and  those  willing  to  provide  it,  i.e.  investors.  It 
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assumes  responsibility  to  the  former  to  find  the  money,  and 
to  both  that  the  terms  and  conditions  on  which  it  is  found 
are  proper  ones  in  the  particular  circumstances.  In  addition 
an  Issuing  House  does  its  utmost  to  ensure  that  the  seeker 
of  capital  will  continue  to  honour  his  bond.  The  contract 
between  the  Issuing  House  and  the  seeker  of  capital  can 
take  various  forms,  depending  upon  the  operation,  in  question. 
In  any  case,  once  the  contract  is  signed  the  Issuing  House  is 
imder  a legal  obligation  to  provide  the  money,  an  obligation 
it  normally  lays  off,  either  before  or  after  signing  the  contract, 
with  the  large  institutionai  investors.  Banks,  Investment 
Trusts.  Insurance  Companies,  Charitable  organisations, 
Pension  Funds,  etc.,  who,  acting  as  sub-underwriters,  will, 
for  a commission,  undertake  to  subscribe  for  the  stock  in 
the  event  of  public  subscription  falling  short  of  the  amount 
of  money  sought,  or  undertake  simply  to  buy  the  stock. 
Whilst  it  does  not  itself  normally  provide  the  funds,  it  is 
the  task  of  the  Issuing  House  to  advise  its  cheats  who  wish 
to  raise  capital  as  to  the  manner  in  which  their  ^ancial 
requirements  can  best  be  met  in  the  light  of  market  conditions 
prevailing  at  that  time  ; in  particular  as  to  the  amount  of 
capital  which  can  be  raised  and  the  timing  and  method  of 
the  conduct  of  the  operation.  This  entails  a study  of  each 
Ghent’s  problems  in  relation  to  the  general  economic  and 
financial  conditions  of  the  day,  especially  with  regard  to 
the  trade  or  industry  in  which  he  is  engaged.  It  is  only 
when  the  Issuing  House  has  assured  itself  that  the  reasons 
for  the  finance  required  are  soimd  and  the  operations  feasible 
that  it  wUI  make  itself  responsible  to  its  clients  for  the 
required  funds,  and  arrange  for  their  provision  from  the 
ultimate  source,  the  investor. 

3.  In  order  properly  to  perform  its  function  as  a finder 
of  funds  an  Issuing  House  requires  to  possess  an  under- 
standing of  market  conditions  generally,  a knowledge  of 
Company  Law,  and  of  the  requirements  of  the  Stock  Exchange 
in  regard  to  new  issues,  the  confidence  of  institutional 
investors  and  the  general  pubUc,  and  familiarity  with  official 
regulations. 

4.  In  addition,  since  the  relationship  between  client  and 
Issuing  House  is  a veiy  close  one,  it  is  common  for  an 
industrial  client  to  look  to  the  Issuing  House  for  continuing 
advice  on  a great  variety  of  financial  problems  apart  from 
the  actual  raising  of  permanent  capital.  For  example,  advice 
is  frequently  sought  of  an  Issuing  House  on  amalgamations, 
financial  reorganisations,  acquisitions  of  other  businesses, 
etc.,  and  the  participation  of  an  Issuing  House  in  such  opera- 
tions is  an  assurance  to  shareholders  and  investors  that 
such  operations  have  received  every  appropriate  expert 
consideration. 

5.  Before  the  first  World  War  and  up  to  the  early  1930’s, 
many  Issuing  Houses  were  primarily  concerned  with  the 
issue  of  capital  by  foreign  governments,  although  they  also 
acted  for  United  Kingdom  industrial  undertakings.  A 
change  of  emphasis  from  overseas  issue  business  to  issues 
to  provide  new  capital  for  home  industry  and  commerce 
became  pronounced  in  the  early  1930’s  as  a result  of  defaults 
by  many  overseas  borrowers  and  the  large  number  of 
reconstructions  and  reorganisations  required  by  home 
industry  as  a result  of  the  troubles  of  those  years.  With  the 
change  in  the  balance  of  payments  position  the  foreign 
issue  business  has  almost  entirely  disappeared,  except  on 
behalf  of  such  specialised  institutions  as  the  International 
Bank  for  Reconstruction  and  Development.  Nowadays, 
industrial  undertakings  in  this  country  form  the  greater  part 
of  the  clients  of  Issuing  Houses. 

6.  Nevertheless  the  bodies  for  whom  members  of  the 
Issuing  Houses  Association  have  raised  money  by  public 
subscription  or  private  placing  since  the  end  of  ffie  war  have 
included  foreign  governments,  public  authorities  within  and 
outside  the  British  Commonwealth  and  foreign  countries, 
and  local  authorities  and  public  boards  in  the  United 
Kingdom. 

7.  Table  1 shows  the  total  amount  of  new  money  raised 
in  the  London  market  since  1946  for  public  companies, 
public  bodies  at  home  and  governments  and  public  bodies 
overseas.  The  figures  quoted  exclude  operations  involving 
a chMge  in  the  ownership  of  securities  without  providing 
additional  resources  to  the  companies,  institutions  or  public 
bodies  concerned.  Total  “new”  money  raised  amounted  to 
approximately  £3,486  million.  This  may  be  broken  down 
to  show  money  raised  for  Governments,  Local  Authorities 
and  Public  Boards,  Nationalised  Industries  and  Public 


Companies.  These  figures  are  set  out  below  together  with 
the  amounts  raised  throu^  members  of  the  Issuing  Houses 
Association  and  the  relative  percentages. 


I.H.A. 
as  % 

Total  I.H.A.  of  Total 
£M.  £M.  % 


Governments,  Local  Authori- 
ties and  Public  Boards 

368 

23 

6-2 

Nationalised  Industries 

1,257 

nil 

Public  Companies 

1,861 

1,084 

58-2 

3,486 

1,107 

31-8 

It  will  be  seen  that  members  of  the  Issuing  Houses  Association 
were  concerned  mainly  with  public  companies  and  that 
their  proportion  of  the  total  “new”  money  raised  in  this 
connection  was  58-2%. 

8.  Of  the  £1,084  million  raised  by  members  of  the  Issuing 
Houses  Association  for  public  companies,  £1,032  million 
were  for  companies  registered  in  the  United  Kingdom,  and 
of  the  balance  of  £777  million  raised  by  other  means  for 
public  companies,  £690  million  were  also  for  companies 
registered  in  the  United  Kingdom.  These  sums  of  £1,032 
million  and  £690  million  totalling  £1,722  million  together 
may  be  compared  with  the  sum  of  £12,197  million  representing 
the  internal  retentions  of  all  United  Kingdom  companies  for 
the  11  calendar  years  1946/56  including  amounts  set  aside 
for  depreciation  and  for  carrying  stocks  at  a higher  price 
level.  It  will  be  seen  from  these  figures  that,  in  the  sum  total 
of  new  investment  by  public  companies  over  the  11  year 
period  in  question,  the  amount  of  new  money  raised  through 
the  market  is  marginal  in  relation  to  the  total  capital  invest- 
ment in  the  private  sector  of  the  economy. 

9.  The  Issuing  Houses  are  only  one  of  many  channels 
through  which  savings  find  their  way  into  investment.  They 
can  assist  the  country’s  financial  mechanism  to  function 
smoothly  and  can  be  of  great  assistance  to  their  individual 
clients,  but  Issuing  Houses  play  little  if  any  positive  role  in 
matching  the  investment  demands  of  the  economy  closely 
with  the  available  supply  of  savings,  When  savings  are 
inadequate,  they  can  play  only  a very  indirect  part  in  keeping 
expenditure  on  capital  account  down,  and  when  savings 
are  flowing  freely  they  are  powerless  in  themselves  to  stimulate 
a corresponding  volume  of  capit^  expenditure,  or  to  direct 
savings  into  any  particular  form  of  investment. 

(a)  In  what  cireumstances  is  the  flow  of  new  issues  checked  ? 

10.  The  state  of  confidence  in  financial  circles  is  the  most 
important  factor  governing  the  flow  of  new  issues.  Fair 
political,  economic  and  financial  conditions  and  the  prospect 
of  their  continuance  are  the  prerequisite  of  a healthy  new 
issues  market.  These  conditions  can  be  affected  in  various 
ways,  but  any  unfavourable  economic  or  political  climate 
tends  to  depress  the  market. 

11.  For  one  hundred  years  up  to  the  outbreak  of  the 
second  World  War  the  United  Kingdom  economy,  and 
indeed  that  of  the  world  as  a whole,  was  subject  to  fairly 
regular  alternations  of  high  economic  activity  and  mdustrihl 
depression.  It  was  a feature  of  these  trade  cycles  that  the 
demand  for  capital  fluctuated  much  more  widely  than  the 
total  demand  for  goods  and  services,  investment  in  new 
productive  capacity  being  high  in  times  of  boom  but  falling 
to  very  low  levels  in  times  of  recession.  Similar  influences 
affected  the  demand  for  capital  in  the  overseas  countries 
producing  foodstuffs  and  raw  materials  towards  which  the 
external  investment  of  the  United  Kingdom  was  principally 
directed. 

12.  Under  pre-war  conditions,  therefore,  the  trade  cycle 
was  the  principal  factor  stimulating  or  checking  the  flow 
of  new  issues  in  London.  Issues  connected  wi&  overseas 
lending  and  risk  finance  were  also  affected  by  the  relative 
cost  of  raising  money  in  London  and  elsewhere.  Normally 
this  depended  on  the  current  surplus  or  deficit  of  die  United 
Kingdom  on  balance-of-payments  account,  since  the  latter 
tended  to  lead  to  an  outflow  of  gold  and  a subsequent  rise 
in  Bank  Rate  to  reverse  this  movement. 

13.  Circumstances  since  the  war  have  differed  radically 
from  any  experience  over  an  extensive  period  before  1939. 
The  trade  cycle  has  been  in  evidence  in  a modified  way  only 
in  the  fonn  of  two  minor  recessions  in  the  U.S.A.  and  a 
slight  hesitation  in  European  activity  in  1952.  Up  to  now 
in  every  country  in  the  world  inflationary  forces  have  been 
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preseat  continuously  and,  generally  speaking,  strongly. 
The  demand  for  capital  has  generally  exceeded  the  supply  of 
saving,  full  employment  policies  have  been  pursued  in 
practically  every  country  in  the  world,  the  work  of  post-war 
reconst^ction  has  continued  uninterruptedly  in  Europe,  and 
the  achievement  of  independence  by  countries  such  as  India 
has  led  to  their  rapid  industrial  expansion.  The  London 
market  has  at  no  time  since  the  war  had  more  funds  available 
for  lending  either  at  home  or  overseas  than  were  currently 
being  demanded,  and  checks  to  the  flow  of  new  issues  of 
the  sort  mentioned  below  have  been  purely  temporary. 
At  the  time  of  writing  it  is  evident  that  we  may  be  reaching 
a period  of  recession,  but  it  is  too  early  yet  to  be  able  to 
measure  its  extent  and  consequently  the  impact  it  may 
have  on  the  general  economics  of  the  country  and  the  flow 
of  capital  in  particular.  In  such  conditions  questions  of 
any  serious  or  prolonged  checks  to  the  flow  of  issues  are 
best  dealt  with  as  an  integral  part  of  a discussion  of  monetary 
policy  in  general. 

14.  Since  the  terms  on  which  an  issue  is  to  be  done  have 
necessarily  to  be  fixed  sometime  before  the  closing  date  for 
subscription,  it  is  seldom  advisable  to  make  an  issue  on  a 
falling  market.  Changes  in  Bank  Rate  or  the  growth  of 
opinion  that  Bank  Rate  may  be  adjusted  have  at  times  also 
temporarily  affected  the  flow  of  new  issues,  which,  when 
resumed,  have  been  made  on  terms  which  reflect  any  change 
in  long-term  interest  rates  which  may  have  resulted  from  the 
movement  in  Bank  Rate  ; such  movements  normally  exert 
a sympathetic  change  in  gilt-edged  prices,  though  this  may 
be  of  short  duration. 

15.  The  demands  on  the  market  of  the  Government,  other 
public  authorities,  and  the  nationalised  industries  can  also 
affect  the  situation.  Other  issues  may  by  official  direction 
be  kept  off  the  market  until  a Government  sponsored  issue 
has  been  made,  or  the  absorption  of  a large  issue  by  investors 
may  produce  a temporary  state  of  indigestion  prejudicial  to 
the  resumption  of  other  issues. 

(A)  What  have  been  the  changes  in  recent  years  in  the  distri- 
bution of  new  issues  between  various  classes  of  securities? 

16.  Table  1 attached  shows  these  changes,  and  factors 
which  have  influenced  them  are  discussed  in  other  parts  of 
this  Memorandum. 

II.  The  Adequacy  of  the  Monetary  System  in  Present 

CONDirtONS  AND  SUGGESTIONS  FOR  CHANGES 

17.  We  make  below  certain  submissions,  together  with 
some  suggestions  for  improvement,  in  regard  to  the  present 
working  of  the  monetary  system  with  particular  reference 
to  its  effects  on  the  business  of  the  Issuing  Houses.  We  wish 
however,  to  record  that  our  experience  leads  us  to  believe 
that  the  mechanism  provided  by  the  London  Capital  Market 
is  both  efficient  ahd  remarkably  flexible,  and  that,  so  far,  it 
has  adapted  itself  to  meet  the  special  needs  that  have  arisen 
from  time  to  time.  It  is  our  firm  conviction  that  it  will  in 
future  continue  to  do  so. 

III.  The  Authorities’  Use  of  Monetary  Measures  since 
1951,  PARTICUIABXY  AS  THOSE  MEASURES  HAVE  AFFECTED 
THE  Issuing  Houses 

(I)  In  general 

18.  For  the  purposes  of  this  reply  we  have 

(u)  defined  the  term  “monetary  policy”  to  mean  “deliberate 
manipulation  of  the  volume  and/or  the  cost  of  the 
means  of  payment,  including  bank  credit,  in  order 
to  achieve  one  or  more  economic  objectives”. 

{b)  assumed  that  for  the  period  since  1951  the  first 
objects  of  policy  have  been  to  restrict  the  demand  for 
resources  to  a level  sufficiently  close  to  the  available 
supply  to  avoid  a significant  rise  in  the  general  price 
level  and  further  Balance  of  Payments  dfficulties, 
and  at  the  same  time  to  maintain  full  employment, 
by  which  we  mean  say  97  % or  more  of  the  available 
labour  force. 

19.  Theoretically  any  desired  degree  of  restriction  can  be 

achieved  by  monetary  policy  in  any  of  the  following  ways  : 

by  comprehensive  rationing  of  credit  by  means  of 
detaUed  directive  or  specific  consent  applying  to  all 
potential  lenders  or  borrowers,  or  by  control  through 
the  use  of  interest  rates,  or  by  a combination  of  both. 
Against  a background  of  budgetary  policy  which  has  been 
defined  by  successive  Chancellors  of  the  ^chequer  as  being 
anti-inflationary  but  which  more  often  than  not  has  been 


inflationary,  Governments  have  employed  both  methods  of 
control.  Official  monetary  policy  has  filed  however  because 
Governments  have  not  made  sufficient  use  of  these  methods 
of  control  to  succeed.  That  Governments  have  not,  even  yet, 
felt  able  to  rely  on  the  rationing  of  credit  by  means  of  detailed 
directive  or  specific  consent  applying  to  all  potential  lenders 
or  borrowers  is  not  surprising  since  such  a policy  seems  to 
us  to  be  as  unlikely  to  commend  itself  to  a ftee  society  as 
it  is  to  succeed  in  its  objective,  given  the  size  and  complexity 
of  the  problems  with  which  it  has  to  deal  and  the  fallibility 
of  human  judgment  in  assessing  them. 

20.  At  no  time  during  the  post-war  period,  at  any  rate 
up  to  19th  September,  1957,  has  the  cost  of  money  been 
sufficient  to  put  an  appreciable  brake  on  the  demands  for 
long-term  funds.  Those  seeking  capital  have  been  concerned 
primarily  with  the  availability  of  money  rather  than  its 
price — understandably  so  since  over  most  of  the  past  five 
years  the  real  rate  of  long-term  interest,  after  allowing  for 
current  and  anticipated  inflation  of  price  levels  and  the 
impact  of  high  taxation,  has  either  been  insignificant  or 
negative. 

21.  Further  whilst  the  mere  existence  of  the  Capital 
Issues  Committee  has  acted  as  a check  to  the  raising  of  new 
capital  and  the  availability  of  capital  to  some  of  those  in 
search  of  it  has  been  restricted  by  Capital  Issues  Committee 
directives,  the  flow  of  issues  in  total  has  continued  to  increase, 
the  available  resources,  having  regard  to  ffie  demands  of 
capital  investment  in  the  public  sectors  and  of  current 
consumption  at  home,  have  proved  insufficient  to  meet  the 
requirements  for  capital  investment  in  the  private  sector  of 
the  economy.  Further,  in  relation  to  our  Balance  of  Payments 
account,  the  volume  of  overseas  lending  permitted  has  also 
been  excessive. 

22.  Since  in  our  view  the  attempts  at  piecemeal  rationing 
of  credit  by  means  of  Letters  of  Guidance  to  the  Capital 
Issues  Committee  have  so  far  proved  ineffective,  and  since 
we  hold  that  a comprehensive  use  of  directives  to  control 
ffie  flow  of  credit  would  prove  stultifying  and  moreover 
impracticable,  it  follows  that  reliance  must  be  placed  in  the 
main  on  the  use  of  interest  rates  as  a means  of  rationing 
credit.  This  would  not  prevent  the  insulation  of  selected 
sectors  of  the  economy,  e.g.  housing,  from  this  form  of 
control  by  the  use  of  subsidies  or  special  funds,  but  it  would 
mean  that  marginal  demands  would  be  eliminated  by  the 
price  mechanism,  and  that  overseas  lending  and  borrowing 
should  be  subject  to  the  same  discipline. 

23.  The  principal  factor  which  has  rendered  infective 
what  conventionally  would  be  regarded  as  high  rates  of 
interest  is  the  impact  on  the  economy  of  the  Government’s 
budgetary  and  financial  policy,  to  which  have  been  added  the 
very  large  demands  of  the  nationalised  industries. 

24.  The  total  overall  deficit  of  the  Government  in  the 
five  years  April,  1952  to  March,  1957  was  £1,082  million 
after  Sinking  Fund  adjustment,  and  this  was  financed 
almost  entirely  in  an  in^tionary  maimer  ; in  broad  terms, 
half  the  deficit  was  covered  by  increases  in  the  Treasury 
BiU  tender  issue,  and  the  balance  by  ffie  printing  press 
(i.e.  increase  in  the  fiduciary  note  issue).  The  nationalised 
industries  have  been  heavily  financed  by  the  expansion  of 
bank  credit  made  possible  by  this  policy.  The  enormous 
den^d  placed  on  the  country’s  resources  by  public  and 
semi-public  bodies  unconcerned  with  questions  of  profit- 
ability, moreover,  has  two  important  effects.  By  making  the 
satisfaction  of  orders  from  these  bodies  a valid  passport 
through  the  credit  and  issues  controls  the  authorities  have 
rendered  nugatory  for  much  of  private  industry  the  interest 
rate  and  other  financial  barriers.  The  bigger  and  less- 
controlled  the  demands  of  the  public  and  semi-public  sectors 
and  the  more  inflationary  the  methods  whereby  they  are 
financed,  the  more  abnormally  high  pressure  is  necessary 
to  suppress  the  consumption  and  investment  desires  of  the 
private  sector. 

25.  Another  factor  which  has  tended  to  operate  against  the 
use  of  interest  rates  as  an  effective  weaponin  theGovemment’s 
hand  is  the  conventional  view  that  has  been  taken  since  the 
war  of  what  constitutes  a high  rate  of  interest.  At  a time 
of  rising  prices  the  true  cost  of  a loan  to  a borrower  (and 
benefit  to  a lender)  falls  below  the  nominal  annual  interest 
rate  by  the  annual  percentage  rise  in  prices.  Current  high 
rates  of  taxation  seriously  blunt  the  impact  of  any  particular 
rate  of  interest,  For  instance  a rate  of  inflation  of  5%  per 
annum  and  a tax  rate  of  8s.  6d.  in  the  £,  would  require  a 
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nominal  rate  of  interest  of  over  14%  per  annum  to  give  a 
true  net  return  to  the  lender  of  not  more  than  3%  in  real 
terms. 

26.  Finally  full  employment  and  social  security  add  to 
the  pressures  which  have  to  be  brought  under  control,  since 
they  weaken  many  traditional  saving  motives  and  stimulate 
the  confident  mortgaging  of  future  income. 

27.  In  our  submission  it  is  a fimdamental  misconception 
to  suppose  that  high  interest  rates  necessarily  and  at  all 
times  imply  a low  level  of  capital  investment.  Inflationary 
pressure,  Mgh  rates  of  taxation  and  full  employment  occur 
in  many  countries  to-day,  some  of  which  have  for  many 
years  had  an  interest  rate  structure  much  higher  than  any 
known  in  this  country  for  over  a century.  Neverthdess, 
while  maintaining  a high  level  of  employment  they  have 
achieved  a higher  rate  of  investment  Sian  our  own.  The 
volume  of  capital  investment  in  recent  years  in  Germany 
with  an  interest  rate  of  approximately  8%  has  been  very 
high  indeed. 

28.  We  would  summarise  this  section  of  our  reply  on 
monetary  policy  as  follows  : — 

(a)  That  monetary  policy  by  itself  cannot  succeed  unless 
budgetary  pohcy  conforms  with  it,  and  a continuance 
of  the  conditions  described  in  paras.  23  to  27  above 
is  likely  to  render  almost  any  rate  of  interest  ineffective 
in  equating  demand  with  supply. 

(h)  We  believe  that,  in  recent  years,  budgetary  policy  and 
the  methods  employed  to  finance  the  capital  expendi- 
ture of  the  nationalised  industries  have  contributed 
to  the  ^owth  of  inflation  and  that,  if  the  demand 
for  capital  from  the  private  sector  of  the  economy 
was  to  have  been  related  to  Ae  supply,  much  more 
drastic  increases  in  money  rates  and  a more  stringent 
control  of  new  issues  by  ^e  Capital  Issues  Committee 
than  were  in  fact  employed  would  have  been  necessary. 

(c)  We  nonetheless  believe  that  manipulation  of  the 
means  of  payment  is  in  the  main  best  effected  through 
changes  in  the  rate  of  interest. 

(d)  That,  to  succeed,  such  a policy  may  at  times  call  for 
an  appreciably  higher  average  rate  of  interest  than  was 
required  in  the  pre-war  period. 

(e)  That  sinre  a high  rate  of  interest  is  not  necessarily 
incompatible  with  a high  rate  of  investment,  interest 
rates  should  be  allowed  to  move  to  whatever  level  is 
necessary  to  equate  the  demand  for  resources  to 
the  level  required  to  meet  the  particular  object  of 
pohcy  which  has  priority  at  the  time. 

(/)  In  the  economic  conditions  mentioned  above,  we 
a^pt  that  it  is  necessary  to  maintain  the  control 
via  the  Capital  Issues  Committee  of  the  small  propor- 
tion of  the  capital  r^uirements  of  the  private  sector 
of  the  economy  which  is  raised  by  new  issues,  but 
we  consider  that  the  Capital  Issues  Committee  should 
not  be  retained  for  a longer  period  than  is  necessitated 
by  such  conditions.  In  the  meantime,  we  suggest 
that  the  constitution  and  operation  of  the  Committee 
should  be  altered  as  we  recommend  below. 

(2)  In  particular  as  monetary  measures  have  affected  Issuing 
Houses 

29.  Standing  as  they  do  between  those  seeking  new  funds 
and  investors.  Issuing  Houses  have  to  take  into  account 
both  what  their  clients  can  afford  to  sell  and  what  investors 
wish  to  buy.  Against  the  general  background  of  monetary 
policy  described  immediatdy  above  Issuing  Houses  in 
recent  years  have  had  to  take  into  account  the  following 
points  : — 

(a)  The  influence  of  taxation  on  certain  types  of  security  : 

(i)  The  fact  that  due  to  continuous  inflation  there  has 
been  a change  in  the  fashion  of  investment  on  the 
part  of  institutions  and  the  private  investor. 

30.  Taking  these  points  in  turn  : — 

(n)  The  incidence  of  taxation,  particularly  Profits  Tax, 
has  meant  that  in  recent  years  for  all  practicable 
purposes  the  alternative  to  Ordinary  share  capital  for 
would-be  raisers  has  been  loan  capital.  The  raising 
of  new  capital  in  the  form  of  Preference  shares  has 
shrunk  to  relatively  small  proportions  principally 
because  Profits  Tax  is  levied  on  Preference  as  well 


as  Ordinary  dividends.  Because  of  the  tax  factor, 
the  tendency  from  the  borrower’s  point  of  view  has 
been  to  encourage  the  issue  of  loan  capital  up  to  the 
full  prudent  limits  ; muchof  the  traditional  reluctance 
to  borrow  and  to  create  charges  on  the  business  has 
been  set  aside  in  face  of  the  advantages  from  the  tax 
aspect  of  raising  capital  in  this  way.  Moreover,  the 
fact  that  repayment  has  to  be  found  out  of  taxed 
profits  has  encouraged  the  practice  of  making  provision 
for  only  partial  repayment  by  sinking  fund  of  such 
borrowings  by  the  date  of  their  maturity.  This  en- 
couragement to  borrow  and  not  to  repay  is 
fundamentally  undesirable. 

The  Investors’  outlook  has  also  been  affected  by 
taxation  considerations.  To  the  Insurance  Companies, 
particularly  the  Life  Companies,  Loan  Stocks  bearing 
the  relatively  high  rates  of  interest  which  have  recently 
been  obtainable  for  a term  of,  say,  20  years,  are  still 
attractive  partly  because  of  the  iimate  conservatism 
of  the  Managements  and  partly  because  for  some  of 
their  purpose — and  in  the  case  of  Pension  Funds 
for  all — ffiey  traditionally  invest  in  order  to  cover 
long-term  contracts  expressed  in  money  terms  and 
to  that  extent  they  are  not  greatly  influenced  by  the 
depreciation  of  their  investments  in  real  terms.  These 
considerations  do  not,  however,  hold  good  for 
Investment  Trusts,  particularly  those — and  they  now 
comprise  the  majority — which  pay  Profits  Tax,  since 
for  them  income  is  of  vital  importance  and  the  interest 
which  they  receive  on  such  loans  is  for  the  purposes 
of  Profits  Tax  treated  as  unfranked  income  and  the 
return  to  them  is  correspondingly  reduced. 

Apart  from  the  imdesirable  effects  indicated  above, 
the  differential  Profits  Tax  is,  in  our  view,  a funda- 
mentally bad  tax  and  we  made  representations  on 
the  subject  before  the  Royal  Commission  on  the 
Taxation  of  Profits  and  Income.  Our  experience  is 
that  few  Boards  of  Directors  need  encouragement  to 
retain  profits  in  their  businesses  and,  in  our  view  a 
taxation  policy  directed  to  this  end  is  a work  of 
supererogation.  It  may  indeed  lead  to  results  which 
are  positively  harmful  and  encourage  businesses  to 
retain  more  fiinds  than  they  really  need.  This  may 
occur  particularly  in  cases  where  companies  receive 
large  sums  of  cash  by  way  of  compensation  for  a 
transfer  of  assets  or  for  other  reasons.  In  the  context 
of  a general  shortage  of  capital  and  a Government 
policy  which  is  aimed  at  control  of  the  capital  market, 
it  seems  to  us  illogical  that  companies  should  be 
positively  encouraged  by  the  incidence  of  taxation  to 
retain  and  invest  funds,  which  they  may  not  really 
need,  in  such  a way  that  they  are  subjected  neither 
to  the  test  of  the  Control  nor  to  the  test  of  the  open 
market.  In  this  connection,  we  feel  that  we  cannot 
do  better  than  draw  the  attention  of  the  Committee 
to  certain  remarks  which  were  made  on  the  subject 
of  the  differential  Profits  Tax  by  the  Royal  Commission 
on  Taxation.  (Final  Report  of  the  Commission 
paras.  535,  536,  537). 

(6)  As  a result  of  hi^  taxation  and  increased  living  costs, 
the  private  savings  of  individuals  with  larger  gross 
incomes  have  declined  and  recently  this  group  of 
people  has  been  able  to  supply  only  a diminishing 
and  limited  part  of  the  total  demand  for  fresh  capital. 

Furthermore,  in  the  face  of  continuous  inflation 
and  negative  returns  from  fixed  interest  bearing 
secinities,  the  rich  private  investor  and  the  numerically 
important  small  investor  have  tended  for  their  limited 
savings  to  prefer  the  market  risk  of  the  more  market- 
able Chdinary  shares  to  the  likelihood  of  depreciation 
of  their  capital  through  the  continuous  fall  in  the 
value  of  money.  Their  example  has  been  followed  in 
increasing  numbers  by  trusts,  endowment  funds  and 
charitable  institutions  who  have  made  or  are  maViTig 
application  to  the  Courts  for  permission  to  invest 
as  much  as  they  deem  prudent  in  equities.  In  spite 
of  the  attractions  of  Loan  Stocks  which  have  already 
been  mentioned,  Insurance  Companies  for  the  same 
reason  have  tended  increasingly  to  invest  in  Ordinary 
shares  ; the  proportion  of  their  total  funds  invested 
in  Ordinary  shares  has  probably  approximately 
doubled  since  before  the  wax.  Investment  Trusts  have 
also  followed  this  trend. 
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IV.  The  EFFKcnvENEss  m Economic  Policy  To-day  of 
Monetary  Measures,  with  particular  reference  to 
movements  of  (a)  Short-term  and  (6)  Long-term 
Interest  Rates,  (c)  Direct  Controls,  and  {tO  the 
Authorttattve  Exposition  of  Policy  Changes 

31.  (fl)  and  (6)  We  have  already  made  such  points  as 
we  wish  to  make  about  interest  rates  in  general.  On  the 
particular  questions  of  short  and  long-term  interest  rates 
we  would  here  remark  merely  that,  save  insofar  as  they 
may  exert  an  influence  on  long-term  rates,  short-term  rates 
are  not  a subject  of  direct  concern  to  the  memhers  of  die 
Issuing  Houses  Association,  and  that  so  far  as  long-term 
rates  are  concerned  we  repeat  the  view  we  have  previously 
expressed  that,  up  to  the  recent  2%  rise  in  Bank  Rate, 
movements  in  long-term  rates  have  been  insufSciently 
frequent  and  the  rates  themselves  too  low  adequately  to 
do  ail  the  work  expreted  from  them  in  the  face  of  the 
budgetary  and  spending  policy  of  Government  over  the 
1 1 -year  period  in  question. 

We  come  therefore  to  : 

(c)  Direct  Controls  {e.g.  requests  to  Bankers  and  Directives 

to  the  Capital  Issues  Committee) 

(i)  Requests  to  Bankers 

32.  We  do  not  propose  to  deal  with  the  subject  of  requests 
to  bankers  in  this  memorandum  as  we  feel  that  the  effect 
of  these  controls  can  be  more  adequately  and  appropriately 
dealt  with  by  such  bodies  as  the  banking  associations  and 
the  Accepting  Houses  Committee. 

(ii)  Directives  to  the  Capital  Issues  Committee 

33.  In  reply  to  Question  3— the  Authorities’  use  of 
monetary  measures  since  1951 — we  have  already  expressed 
the  opinion  that,  whilst  the  mere  existence  of  the  Capital 
Issues  Committee  has  acted  as  a check  to  the  raising  of  new 
capital,  and  the  availabiii^  of  money  to  some  of  those  in 
search  of  it  has  been  restricted  by  Capital  Issues  Committee 
directives,  the  flow  of  issues  in  total  has  continued  to  increase 
and  the  capital  investment  in  the  private  sector  of  the 
economy  has  remained  excessive  in  relation  to  the  resources 
left  available  to  it  as  a result  of  Government  policy  : and 
we  have  attributed  the  cause  of  this  principally  to  a failure 
by  the  Authorities  to  allow  interest  rates  to  rise  sufficiently 
and  in  part  to  the  fact  that  Treasury  control  of  the  flow  of 
new  issues  by  means  of  directives  to  the  Capital  Issues 
Committee,  has  not  been  strict  enough  to  secure  the  balance 
required. 

34.  We  have  also  stated  that  we  reject  the  idea  that  a 
system  of  monet^  control  based  primarily  upon  a com- 
prehensive rationing  of  credit  by  directives  could  commend 
itself  to  the  country  or  prove  workable  in  practice.  Nonethe- 
less, when  fresh  capital  is  in  short  supply  in  relation  to  the 
demand  for  it  and  when  one  of  the  principal  problems 
facing  the  nation  is  sufficiently  to  maintain,  improve  and 
expand  the  whole  fabric  of  its  industry  and  commerce,  it 
seems  to  us  reasonable  to  expect  Government  to  attempt 
to  determine  an  approximate  order  of  priority  in  regard  to 
the  raising  of  new  money  as  between  one  broad  category 
of  new  industrial  development  and  another. 

35.  If  circumstances  were  other  than  they  are  we  would 
keenly  oppose  any  control  of  new  issues.  Indeed  we  hope 
that  Government  will  control  its  expenditure  and  frame  the 
Budget  so  that  there  is  a true  annual  surplus,  that  reliance 
on  Treasury  bills  is  reduced  to  a minimum  and  that  thereafter 
it  would  be  possible  through  the  use  of  interest  rates  alone 
to  provide  the  overall  balance  required,  so  that  not  only  the 
private  sector  but  also  the  public  sector  of  the  economy  will 
subject  itseff  to  the  test  of  and  finance  itself  through  the 
normal  capital  market.  However,  given  the  acceptance,  by 
both  major  political  parties,  of  the  Welfare  State  and  of  the 
ownership  and  financing  by  Government  of  a large  section 
of  industry,  we  consider  that  it  is  more  likely  than  not  that 
Government  will  find  it  difficult  to  adhere  continuously  to 
this  policy  and  that  m the  proximate  future  the  demand  for 
capitaJ  resources  is  likely  to  continue  to  outrun  the  supply. 
Since  we  question  whether,  in  these  circumstances,  Govern- 
ment would  find  it  possible  to  equate  the  demand  with  the 
supply  by  the  use  of  interest  rates  alone,  we  come,  ttierefore, 
to  the  reluctant  conclusion  ttiat,  in  addition,  some  form  of 
control  of  new  issues  must  continue  to  be  necessary. 

36.  If  there  is  to  be  control,  we  feel  that  there  is  an 
overwhelming  case  for  the  working  instructions  provided  for 
the  body  exercising  it  and  the  routine  which  the  body  follows 


when  performing  its  functions  to  be  such  that  it  should  be 
capable  of  conducting  its  affairs  with  greater  effectiveness 
and  despatch  than  hitherto. 

37.  As  the  Association  most  directly  affected  by  it  we 
do  not  consider  that  the  Capital  Issues  Committee  as  it  is 
presently  organised  can  exercise  its  control  effectively  or 
quickly.  We  recognise  that  the  difficulties  facing  any 
committee,  constituted  as  the  Capital  Issues  Committee  now 
is  and  acting  only  in  an  advisory  capacity,  must  be  great. 
We  believe,  however,  that  many  of  these  difficulties  coiild  be 
overcome  and  that  at  the  same  time  there  could  be  an 
improvement  in  the  ability  of  Government,  through  monetary 
measures,  to  relate  the  demands  of  the  private  sector  for 
fresh  capital  resources  to  their  availability,  if  (i)  the  Committee 
were  strengthened  and  given  greater  authority  to  act  on  its 
own  without  having  to  refer  save  in  exceptional  circumstances, 
to  Government  departments  and  (ii)  its  operations  were 
conducted  within  the  framework  of  instructions  revised  at 
least  annually  and  arrived  at  by  agreement  between  the 
Committee.  ^ Treasury  and  other  interested  Government 
departments  in  the  light  of  the  national  interest  and  having 
regard  to  the  probable  needs  of  the  different  sectors  of  the 
economy. 

38.  Since  we  consider  it  woiild  be  helpful  to  an  under- 
standing of  the  reasons  which  have  led  us  to  this  position 
we  list  below,  in  some  detail,  our  comments  on  the  direct 
control  that  has  been  exercised  through  the  Capital  Issues 
Committee  since  1945.  Our  first  two  comments  follow  from 
the  terms  of  reference  given  to  the  Capital  Issues  Committee 
in  the  “Memorandum  of  Guidance”  dated  31st  May,  1945 
(Qnd.  6645),  where  the  objects  of  the  control  of  capital 
issues  were  expressed  as  follows  : — 

Tlm_  ^Eomittee  “are  to  ensure  (a)  that,  subject  to  the 
possibilities  of  the  capital  market  and  the  circumstances, 
the  order  of  priority  of  capital  issues  is  determined 
according  to  their  relative  importance  in  the  general 
national  interest,  having  regard,  particularly,  to  current 
Government  policy  in  respect  of  physical  investment ; and 
(6)  that,  in  all  cases  where  consent  is  to  given,  the 
time  of  raising  the  capital  is  settled  with  a view  to  preserving 
orderliness  and  avoiding  congestion  in  the  capital  market”. 

39.  (A)  Our  first  comment  is  that  our  experience,  as 
Issuing  Houses,  in  regard  to  applications  which  we  have 
made  to  the  Capital  Issues  Committee  for  Treasury  consent 
to  raise  new  capital  is  that  to  a surprising  extent  sudi  consent 
has  been  granted  rather  than  refused.  Figures  which  have 
recently  been  published  in  regard  to  this  matter  confirm  that 
our  experience  gives  a true  picture  of  the  position  whether 
one  ecamines  the  period  before  the  reduction  of  the  limit 
up  to  which  capital  could  be  raised  without  consent  from 
£50,000  to  £10,000  or  subsequently.  Our  impression  is 
(i)  that  the  peatest  influence  exercised  by  the  Capital  Issues 
Committee  is  through  its  mere  existence  ; e.g.  most  of  our 
members  would  be  able  to  produce  examples  of  cases  where 
thty  had  discouraged  would-be  applicants  from  approacidng 
the  Capital  Issues  Committee  on  the  grounds  that  their 
applications  had  no  prospect  of  success,  and  (ii)  that  Boards 
of  Directors  are,  generally  speaking,  responsible  bodies  and 
do  not  seek  to  raise,  in  the  market,  more  capital  than  thty 
can  profitably  use  in  their  businesses,  and  (iii)  that  the 
vast  majority  of  applications  made  to  the  Capital  Issues 
Committee  are  for  projects  which  are  perfectly  valid. 

40.  We  conclude,  therefore,  that  in  most  cases  the  present 
procedure,  involving  as  it  does  a mass  of  paper  work 
(including  such  things  as  supporting  schedules),  numerous 
and  often  lengthy  meetings  between  high  officials  of  companies 
and  their  professional  advisers,  and  the  circulation  of 
applications  to  Government  Departments,  probably  serves 
no  useful  purpose.  We  submit  that,  save  in  exceptional 
cases,  It  should  be  possible  for  a strengthened  Committee, 
acting  within  the  framework  of  its  agreed  instructions  and 
on  the  basis  of  a simplified  questionnaire  to  consent  almost 
by  return  of  post. 

41.  (B)  Our  second  comment  is  that,  having  in  mind  that 
the  Committee’s  terms  of  reference  were  to  ensure  that 
priority  of  capital  issues  should  be  determined  according  to 
their  relative  importance  in  the  national  interest,  it  has  at 
times  seemed  as  if  consent  has  been  given  in  cases  which  it 
would  be  diffic^t  to  justify  on  these  grounds.  We  recognise 
however,  that  in  normal  conditions  determination,  except  on 
tile  bro^est  lines,  of  what  new  issues  are  in  the  national 
mterest  is  a matter  of  difficulty.  In  our  view,  it  is  important 
when  the  instructions  to  the  Capital  Issues  Committee  are 
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being  framed,  to  have  in  mind  that  these  should  be  of  a 
positive  rather  than  a negative  nature  and  should  be  aimed 
at  laying  down  really  clearly  and  on  the  broadest  lines, 
what,  in  the  Government’s  view,  are  the  vital  priorities  from 
the  point  of  view  of  the  national  interest  and  which  activities, 
regarded  from  that  point  of  view,  are  positively  harmful. 

42.  (Q  Our  third  comment  relates  to  the  manner  of 
operation  of  the  Capital  Issues  Committee  and  the  delays 
which  occur  after  application  has  been  made  to  its  Secretary 
and  before  the  application  goes  before  the  Committee.  The 
present  procedure  is  that  applications  are  submitted  by 
companies  direct  or  by  Issuing  Houses,  solicitors  or  accoun- 
tants on  their  behalf  to  the  Secretariat  of  the  Committee 
and  are  immediately  circulated  to  all  interested  Government 
Departments  and  the  Bank  of  En^and  if  any  Exchange 
Control  point  is  involved.  In  the  main  opr  experience  is  that 
the  most  serious  delays  occur  at  this  stage  and  it  seems  to  us 
unfortunate  that  until  the  application  has  gone  its  depart- 
mental rounds  in  the  way  described  and  has  returned,  the 
Committee’s  members  should  be  unaware  of  what  applications 
have  been  submitted  to  the  Secretariat  and  the  date  when 
each  of  them  was  first  made.  Even  after  the  Committee  has 
considered  an  application,  it  may  also  be  referred  back  to 
the  Treasury  or  some  other  department  and  again  delay 
may  occur.  A holdup  of  three  weeks  (and  delays  are 
frequently  much  longer)  for  a large  issue  is  often  embarrassing. 
As  Issuing  Houses  our  experience  is  that  industrialists 
seeking  new  money  frequendy  do  not  approach  us  for  it 
until  the  need  for  it  is  relatively  pressing.  Moreover,  in 
most  years  it  can  be  said  that  the  capital  market  for  large 
new  issues  is  not  continuously  open.  This  arises  from  the 
f^t,  to  which  we  have  already  referred,  that  from  time  to 
time  the  GovenuMnt  Broker  reserves  for  Govemment 
purposes  a period  of  some  weeks  dead  season  in  which  to 
float  a new  British  Govemment  Loan  or  bring  off  a conversion 
operation  or  to  do  an  issue  on  behalf  of  some  Dominion 
or  Colonial  Govemment.  Also  at  or  near  Budget  time  the 
market  is  usually  not  receptive  of  new  issues  ; and  the 
advent  of  the  summer  holiday  season  and  that  of  Christmas 
also  affect  the  market,  since  it  is  not  common  practice  to 
leave  outstand^  over  holiday  seasons  substantial  under- 
writing commitments,  In  these  circumstances,  when  the 
need  for  mon^  is  frequently  pressing  and  when  one  or  other 
of  the  season^y  unfavourable  periods  is  approaching,  the 
time  left  open  to  float  an  issue  can  be  inconveniently  short, 
and  a delay  of  three  or  four  weeks  in  receiving  a reply  from 
the  Capital  Issues  Committee  can  have  an  altogether  dis- 
proportionate influence  on  the  terms  on  which  the  money 
can  be  obtained,  or  the  raising  of  it  at  all.  Since  companies 
frequently  have  to  enter  into  fim  commitments  for  capital 
expenditure,  and  often  cannot  do  so  until  they  have  secured 
their  funds,  the  effects  of  delay  can  reach  out  very  widely, 
and  increasingly  as  the  period  of  delay  lengthens. 

43.  (p)  We  understand  that  approximately  75%  by 
number  of  the  applications  (amoimting  to  some  4,000  per 
annum)  at  present  coming  before  the  Capital  Issues  Committee 
concern  issues  of  less  than  £50,000.  Since  the  Committee 
meets  once  a week  only  and  then  not  for  long  it  would 
appe^  that  it  has  to  scrutinize  some  80  applications  per  week, 
and  it  is  difficult  to  see  how  it  is  possible  for  it,  except  on 
the  broadest  lines,  to  differentiate  between  one  application 
^d  another.  The  present  procedure  whereby  just  as  much, 
if  not  more,  detailed  work  is  involved  in  an  application  for 
permission  to  raise  £10,000  as  in  one  for  say  several  million 
pounds  places  an  intolerable  burden,  not  only  on  the  Com- 
mittee itself,  but  on  companies  and  their  professional  advisers 
and  absorbs  energies  which,  from  the  national  point  of 
view,  coffid  be  much  better  employed.  The  suggested 
modifications  of  procedure  indicated  bdow,  would,  of  course, 
remove  a considerable  amount  of  the  difficulties  but  in  any 
case  we  question  whether  it  is  really  essential  to  retain  the 
limit  at  the  present  low  figure  of  £10,000. 

44.  ^)  Our  fifth  comment  relates  to  the  composition  of 
the  Committee  itself.  We  recognise,  with  sympathy,  that 
the  Members  of  the  present  Committee  have  been  given  a 
difficult  and  thankless  task  to  perform.  We  take  this 
opportunity  to  egress  our  appreciation  of  the  work  they 
and  the  Secretariat  of  the  Committee  have  done,  and  the 
assistance  which  they  have  rendered  on  many  past  occasions. 
However,  as  long  as  it  is  considered  necessary  to  maintain 
a control  at  all,  and  if  our  recommendations  for  altering  the 
control  are  accepted,  the  Committee  will  have  a different  and 
more  rigorous  task  and  we  therefore  make  no  apology  for 
suggesting  changes  in  its  membership. 


45.  We  consider  that  a new  Committee  should  be  mainly 
drawn  from  the  same  general  sources  as  the  present  Committee 
but  it  should  have,  in  addition,  someone  who  is  fully 
conversant  with  the  technical  problems  of  Capital  Issues  and 
Issuing  Houses.  It  would,  in  our  view,  be  invidious  that 
any  Member  of  the  Issuing  Houses  Association  should  be 
also  a member  of  the  new  Committee  and  this  important 
point  could  be  met  by  the  inclusion  amongst  the  Members 
of  a leading  partner  of  one  of  the  eminent  firms  of  City 
solicitors  or  accountants. 

46.  We  believe  that  machinery  should  be  created  whereby 
Membership  of  the  Committee  would  be  regularly  reviewed 
and  we  therefore  suggest  that  a proportion  of  its  Members 
should  retire  annually.  This  should  not,  however,  apply 
in  the  case  of  the  Chairman. 

47.  The  success  of  the  new  Cominittee  would  depend  to 
a very  large  extent  upon  the  personality  and  prestige  of  its 
Chainnan.  He  should  be  a man  of  great  authority  and  wide 
current  experience  and  might  be,  for  example,  the  Chairman 
of  one  of  the  Joint  Stock  Banks.  We  think  it  essential  that 
he  should  be  of  an  ability  and  standing  in  the  financial 
world  which  would  give  great  weight  to  his  views  on  the 
a^eed  instructions  and  that  he  should  Ik  prepared  to  make 
himself  readily  available  for  consultation  witti  those  concerned 
with  new  issues. 

48.  It  would,  of  course,  be  essential  to  have  a Secretariat 
of  first-class  quality  sufficiently  strong  in  numbers  to  ensure 
rapid  handling  of  the  Committee’s  business,  and  that  one 
or  more  of  its  members  should  be  given  the  opportunity  of 
acquiring  practical  experience  of  issue  work. 

49.  If  these  suggestions  were  adopted  we  believe  that  it 
would  be  possible  to  facilitate  the  prompt  dispatch  of  the 
Committee’s  business  by  delegating  a number  of  its  decisions 
to  Sub-Committees  or  to  the  Chairman  and  the  Secretariat 
so  as  to  reduce  to  those  cases  involving  real  difficulties  of 
principle  the  number  finding  their  way  to  the  full  Committee. 

50.  (F)  We  consider  that  one  of  the  most  useful  and 
effective  weapons  of  the  Control,  having  regard  to  ib)  in 
the  extract  from  the  “Memorandum  of  Guidance’’  given 
above,  is  the  timing  control  at  present  exercised  through  the 
Bank  of  England.  This  can  have  considerable  usefulness 
in  ensuring  fiiat  the  market  is  kept  free  for  a large  capital 
issue  of  national  importance  and  that  a further  one  is  not 
pressed  on  the  market  before  a previous  one  has  been 
sufficiently  digested. 

51.  (G)  We  do  not  consider  that,  in  any  case,  any  useful 
purpose  is  served  by  Treasury  control  over  issues  made  by 
way  of  capitalisation  of  reserves,  since  the  raising  of  new 
money  is  not  involved.  Moreover,  the  irritation  caused  by 
apparently  iUogical  and  inconsistent  decisions  made  in 
connection  with  such  issues  tends  to  bring  the  whole  control 
of  capital  issues  into  disrepute  and  to  destroy  confidence  in 
the  soimdness  of  the  Committee’s  recommendations  in 
general. 

(d)  The  authoritative  exposition  of  policy  changes 

52.  The  effectiveness  of  policy  changes  must  lie  in  the 

way  in  which  they  are  implemented.  The  authoritative 
expositions  thereof,  as  long  as  they  are  properly  and  clearly 
presented,  can  have  a definite  short-tenn  usefulness  in 
encouraging  the  co-operation  of  the  different  interests  with 
the  plans  of  authority.  However,  their  uses  are  and 

the  effects  are  likely  to  wear  off  unless  it  can  be  seen  that  the 
actions  of  the  authorities  are  continuing  to  be  in  accordance 
with  the  policy  expounded. 

V.  Suggestions  for  Improvinq  (ip  necessary)  Present 
Arrangements  for  providing  Short,  Medium  and 
Long-term  Finance  for  Industry,  Trade  (including 
Exports)  and  Agriculture 

53.  The  Issuing  Houses  as  such  are  not  concerned  with 
the  provision  of  short-term  finance,  nor  are  they  in  general 
much  concerned  with  the  financing  of  trade  (including 
exports)  and  agriculture.  Only  in  exceptional  cases  are 
they  called  upon  to  raise  finance  for  industry  for  periods  of 
less  than  ten  years.  This  note  wUl,  therefore,  be  confined 
to  the  question  of  providing  long-term  finance  for  industry. 

54.  In  general  we  consider  that  the  present  arrangements 
for  providing  long-term  finance  for  iudustry  are  satisfactory. 
The  machinery  of  the  capital  market  works  ^ciently  and 
with  great  flexibility  in  the  provision  of  finance  for  established 
undertakings.  Moreover  there  are  in  existence  specialized 
organisations  which  provide  for  the  requirements  of  smaller 
companies. 
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55.  Recognising  that,  in  certain  economic  conditions,  the 
need  of  some  form  of  control  over  new  issues  may  be  necessary, 
the  Issuing  Houses  Association  puts  forward  the  following 
suggestions  for  improving  the  present  arrangements  for 
providing  long-term  finance  for  industry  : — 

(i)  That  the  Capital  Issues  Committee  should  be  given 
more  independent  and  authoritative  status  and  that 
the  instructions  governing  its  decisions  should  be 
arrived  at  by  agreement  between  the  Committee,  the 
Treasiury  and  other  Government  Departments  con- 
cerned. 

(ii)  That  these  instructions  should  be  general  in  character 
and  revised  at  least  annually  in  order  to  establish  the 
priorities  for  the  broad  categories  of  investment  in  the 
private  sector  which  best  accord  with  Government 
policy. 

(iii)  That  the  membership  of  the  Capital  Issues  Committee 
should  be  drawn  mainly  from  the  same  general 
sources  as  the  present  Committee,  with  the  addition 
of  someone  who  is  fully  conversant  with  the  technical 
problems  of  the  new  issue  market  and  of  Issuing 
Houses. 

(iv)  That  the  ordinary  members  of  the  Capital  Issues 
Committee  should  serve  for  limited  periods  on  a 
rotating  basis,  but  that  the  Chairman,  who  should 
be  a man  of  great  authority  and  wide  current  experience 
should  hold  office  for  a longer  period. 


(v)  That  the  Secretariat  of  the  Capital  Issues  Conunittee 
should  be  strengthened. 

(vi)  That  the  routine  procedme  of  the  Capital  Issues 
Committee  should  be  so  overhauled  that 

(а)  in  the  majority  of  cases,  consent  should  be 
given  by  return  of  post, 

(б)  only  in  exceptional  cases  should  it  be  necessary 
for  applications  to  be  considered  by  the  fiiU 
Committee,  and 

(c)  in  cases  where  consideration  by  the  full  Com- 
mittee is  necessary  the  period  of  time  between 
submission  and  such  consideration  should  be 
reduced  to  a ininimurn. 

(vii)  That  there  should  be  a simplified  form  of  Question- 
naire to  be  answered  in  making  applications  for  new 
capital  to  the  Capital  Issues  Committee. 

56.  The  Association  consider  that  the  Control  of  Borrowing 
Order  should,  in  any  case,  be  amended  so  that  issues  of 
shares  by  way  of  capitalisation  of  reserves  should  be  outside 
the  orbit  of  the  Capital  Issues  Committee. 

57.  The  Association  also  consider  that  the  present  form 
of  differential  Profits  Tax  should  be  abolished,  or  that,  in 
any  case,  it  should  not  be  levied  on  that  part  of  profits  which 
is  distributed  by  way  of  Preference  dividends. 

^ihZNovember,  1957. 


Nev  Cun'Ai.  IsstJES 


Companies  (excluding  Railway,  Gas  and  Water] 

Natio 

ludu 

nallscd 

GoveiumenU, 

Local 

Authoridca 

and 

Public  Boards 

Fixed  Interest 
of  aU 

Dcben- 

%ot 

Pref. 

Ord. 

%of 

Total 
raised  by 

Companies 

Total 

%_pf 

%of 

Including 

Excluding 

£M. 

Total 

£M. 

Tomi 

£M. 

Toml 

£M. 

£M. 

issues 

£M. 

issues 

£M. 

Shares 

Shares 

1946 

20-3 

15-6 

31-0 

23-9 

78-5 

60-5 

129-8 

98-6 

_ 

_ 

1-9 

1-4 

131-7 

40-4 

16-9 

1947 

32-4 

22-6 

44-2 

30-8 

66-9 

46-6 

143-5 

91-2 

5-0 

3-2 

8-9 

S-6 

157-4 

57-5 

.29-4 

1943 

31-6 

18-1 

26-7 

lS-3 

116-0 

66-6 

174-3 

61-8 

99-5 

35-3 

8-2 

2-9 

282-0 

58-9 

49-4 

1949 

36-6 

31-0 

31-2 

26-4 

50-2 

42-6 

118-0 

84-2 

Nil 

— 

22-2 

IS-8 

140-2 

64-2 

41-9 

1950 

74-2 

56-1 

11-3 

8-5 

46-8 

35-4 

132-3 

42-0 

148-5 

47-2 

34-1 

10-8 

314-9 

851 

81-6 

1951 

60-8  ' 

42-6 

20-3 

14-2 

61-7 

43-2 

142-8 

55-4 

73-5 

28-5 

41-4 

16-i 

257-7 

76-1 

68-2 

1952 

41-9 

31-2 

41 

3-0 

88-5 

65-8 

134-S 

36-0 

2060 

55-1 

33-2 

8-9 

373-7 

76-3 

75-2 

1953 

71-9 

56-2 

8-0 

6-3 

48-0 

37-5 

J27-9 

30-9 

223-2 

53-9 

63-2 

15-2 

414-3 

88-4 

86-5 

1954 

115-0 

52-6 

28-5 

13-0 

75-3 

34-4 

218-8 

45-2 

2060 

42-5 

59-6 

12-3 

484-4 

84-5 

78-6 

1955 

93-0 

34-5 

19-0 

7-0 

157-7 

58-5 

269-7 

45-5 

295-0 

49-7 

28-2 

4-8 

592-9 

73-4 

70-2 

1956 

84-4 

35-7 

3-1 

1-3 

148-9 

63-0 

236-4 

77-8 

Nil 

- 

67-6 

22-2 

304-0 

Sl-0 

500 

1,828-0 

1,256-7 

368-5 

3,453-2 

Nationalisation 


Railways  and  TtwpoiL 

Elactrichy 

Gas  

Iroo  and  Steel  ... 


Janua^l  194S 
April.  1948 
May,  1949 
February.  1951 


Note: — Columns  7 and  13  above  include  £152  million  (of  wluch  £20  millioa  is  for  foreign 
registered  companies)  added  to  the  Midland  Bank  iignres  on  account  of  private  placings 
etc.,  made  by  members  of  the  Issuing  Houses  Association.  In  addition  it  is  estimated 
that  a further  £33  mUlion  were  raised  m thin  way  by  non-members  of  the  Issuing  Houses 
Association.  Including  this  latter  sum  the  totals  of  columns  7 and  13  are  increased  to 
£1,861  million  and  £3,486  million  respecdv^y. 
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13.  The  Commetiee  of  London  Clearing  Bankers 


13.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  COMMITTEE  OF  LONDON  CLEARING  BANKERS* 


Question  1 . — The  role  and  function  of  the  Clearing  Banks 
in  the  monetary  system. 

1.  The  paramount  duty  of  the  banks  is  to  be  at  all  times 
and  in  all  circumstances  in  a position  to  repay  on  demand 
the  moneys  entrusted  to  them  by  their  customers.  The 
relationship  between  the  banks  and  their  customers  is  that 
of  debtor  and  creditor.  The  public  regard  moneys  placed 
with  the  banks  as  safe  beyond  question  and  they  have 
complete  confidence  that  such  moneys  will  always  be  paid 
at  any  time  to  them  or  to  their  order.  This  co^dence  of 
the  public  in  the  safety  of  the  British  banking  system  is 
fundamental  to  the  whole  monetary  system  of  the  country. 

Distribution  of  the  Banks’  Assets 

2.  From  long  e^erience  the  Clearing  Banks  have  adopted 
a pattern  of  distribution  of  their  assets  which,  with  minor 
variations,  is  common  to  all  the  Clearing  Banks.  At  the 
present  timet  the  pattern,  which  may  vary  slightly  at  different 
times  of  the  year,  is  approximately  as  follows,  the  division 
being  expressed  as  percentages  of  the  banks'  deposits 


Cash  and  balances  at  the  Bank  of  En^and...  8-3 

Money  at  can  and  short  notice  6-7 

Bills  discounted  20  -4 

Advances 30-6 

Investments  31-4 


3.  It  has  been  found  in  practice  that  a pattern  of  distribu- 
tion of  about  one-third  liquid  to  two-thirds  non-liquid  assets 
has  allowed  the  banks  to  maintain  a sufficiently  liquid 
position  to  be  able  to  meet  the  calls  made  upon  them  by 
their  depositors  and  at  the  same  time  to  make  the  advances 
to  industry  and  commerce  necessary  for  the  financing  of 
productive  enterprise.  The  liquid  portion  of  the  banks’ 
assets,  consisting  of  cash  and  balances  at  the  Bank  of  PngianH 
(8'3%),  money  at  call  and  short  notice  (6-7%)  and  bills 
discounted  (204/0,  provides  the  banks  with  funds  with 
which  to  meet  their  depositors’  calls  upon  them  from  day 
to  day.  Each  bank  makes  an  estimate  each  day  of  its  likely 
cash  inflow  (taking  into  account  maturities  of  Treasury 
Buis)  and  outflow,  and  any  surplus  over  its  cash  holding 
(8  %)  is  either  lent  to  the  Discount  Market  or  employed  in 
buying  Treasury  Bills  from  the  Discount  Market.  Per  contra, 
a call  upon  the  bank  by  its  customers  is  met  by  a call  upon 
the  Discount  Market  sufficient  to  replenish  the  bank’s 
holding  of  cash.  If  an  excess  or  shortage  of  liquid  assets 
seems  likely  to  persist  the  banks  adjust  the  position  by 
purchases  or  sales  of  securities. 

Settlement  of  Debts 

4.  The  banks  have  a country-wide  system  of  branches 
which  provides  a convenient  and  economical  method  of 
settling  debts  with  a minimum  amount  of  cash  in  transit. 
The  extensive  and  growing  use  of  banking  accounts  by  the 
public  has  led  to  the  increasing  use  of  cheques  for  the 
settlement  of  debts.  A clearing  system  has  been  developed 
by  which  banks  exchange  cheques  paid  into  them  by  their 
customers  and  drawn  upon  other  banks  for  cheques  drawn 
by  their  customers  and  paid  into  other  banks,  liie  difference 
between  the  amounts  receivable  and  payable  by  the  various 
banks  is  settled  by  credits  or  debits  on  their  accounts  at  the 
Bank  of  England  at  the  close  of  business  each  day  (subject 
to  what  is  said  below). 

5.  In  order  to  facilitate  the  handling  of  the  large  number 
of  cheques  cleared  each  day  the  aearing  has  been  divided 
into  sections  as  follows  : — 

Town  and  General  Clearirigs. — The  Town  Gearing  handles 
the  items  cleared  by  Gearing  Banks’  offices  situated  in  the 
inner  part  of  the  Gty  of  London.  The  General  Gearing 
deals  with  items  cleared  by  banks  all  over  Great  Britain  in 
so  far  as  such  items  are  not  cleared  through  the  Provincial 
Geaimgs  and  local  exchanges,  and  in  the  other  ways 
mentioned  below.  In  1956  the  General  Gearing  handled 
items  to  a total  value  of  £35,071  million.  The  Town  Gearing 
amoimted  in  the  same  yqar  to  £125,818  million.  Taken 
together,  these  two  Gearings  dealt  with  376  Tnillinn  items 
(ne^ly  a million  and  a quarter  per  working  day),  the  large 
majority  of  them  being  in  the  General  Gearing  in  spite  of 
its  much  lowCT  money  turnover. 


and  ISCMS  to  1326B. 


Provincial  Clearings. — ^There  are  twelve  of  these,  situated 
in  various  large  towns  in  England.  A Provincial  G?p.arine 
handles  cheques  dealt  with  by  bank  offices  which  are  within 
about  half  a mile  radius  of  the  town  centre.  If  ffiere  is  a 
branch  of  the  Bank  of  England  in  the  town  (e.g.  Manchester) 
it  acts  as  the  Gearing  House  ; if  there  is  not,  the  big  banks 
take  that  duty  in  turn.  In  1956  the  total  of  these  twelve 
Gearings  came  to  £2,397  miUion. 

Local  Exchanges. — ^In  addition  to  the  Gearings  already 
mentioned  there  are  arrangements  in  other  towns  for  the 
various  local  bank  offices  to  offset  the  claims  created  by 
cheques  drawn  on  these  offices.  The  sums  so  handled  are 
relatively  not  large  in  the  aggregate, 

Inter-Branch  Clearings. — A Gearing  Bank  necessarily 
handles  many  cheques  drawn  by  its  own  cutsomers.  These 
do  not  pass  through  the  inter-banks  Gearing  but  are  settled 
within  the  Gearing  Bank  in  question.  No  figures  relating  to 
inter-branch  Gearings  are  published  but  their  importance 
can  be  gauged  from  the  fact  that  in  1956  the  five  largest 
Gearing  Banks  handled  110  million  items  to  a total  of 
£21,000  million  in  these  internal  settlements. 

Receipt  of  Credits  for  Customers’  Accotn^rs 

6.  Apart  from  the  normal  routine  of  customers  paying 
in  money  for  the  credit  of  their  accounts  at  the  branches 
where  they  bank,  a system  of  “credit  clearing”  is  operated 
for  the  distribution  of  traders’  credits  and  for  standing 
order  payments  on  somewhat  the  same  principles  as  the 
cheque  clearing  system.  More  important  than  these  in 
quantity  is  the  mass  of  credits  paid  in  to  bank  branches  all 
over  the  country  for  accounts  kept  at  other  offices,  often 
at  other  banks.  As  the  vouchers  for  these  credits  have  to 
be  transmitted  with  the  maximum  speed  they  are  sent  by 
post  the  same  day  direct  to  the  account-holding  banking 
office  and  thus  do  not  appear  in  any  credit  clearing. 

Cash  Transactions 

7.  We  also  think  it  right  to  draw  attention  to  the  large 
volume  of  notes  and  coin  transmitted  between  the  banks 
and  revived  and  paid  out  over  their  counters.  In  1956  cash 
transmitted  by  the  eleven  Clearing  Banks  amounted  to  well 
over  £2,000  million  and  sums  paid  by  them  over  the  counter 
to  the  public  to  over  £9,000  million 

8.  The  value  to  ffie  country  of  this  service  is  inestimable, 
as  the  banks  provide  cash  to  cover  wage  payments  and 
receive  it  back  from  shopkeepers  and  the  like,  redistributing 
and  collecting  it  again  and  again.  Althou^  in  some  areas 
of  the  country  there  is  a rough  and  ready  balance  of  the  cash 
required  in  that  area,  there  are  other  places,  such  as  holiday 
resorts,  where  there  may  at  times  be  a considerable  surplus 
of  cash,  and  the  banks  distribute  this  surplus  to  districts 
where  there  is  a shortage. 

Inter-Bank  Service 

9.  The  banks  provide  a nation-wide  service  which  permits 
any  customer  of  any  bank  to  pay  in  at  any  bank  office  such 
sums  in  cash  or  cheques  as  he  may  wish  ; on  the  other 
side  of  the  account,  he  can  by  arrangement  cash  his  cheques 
over  the  counter  of  some  office  other  than  that  where  he 
maintains  his  account.  The  arrangements  described  above, 
and  others  of  a related  kind,  ensure  the  smooth  settlement 
of  a vast  amount  of  indebtedness. 

Financino  the  Processes  of  Production  and  Commerce 

10.  The  banks  use  a portion,  at  present  somewhat  less 
than  one-third,  of  their  assets  in  loans  and  overdrafts 
required  by  industry  and  commerce  to  meet  the  short-term 
req,uirements  of  productive  enterprise  and  to  meet  the 
legitimate  day-to-day  requirements  of  their  customers. 
Comment  upon  the  effect  of  Government  credit  restrictions 
on  this  section  of  the  banks’  assets  is  made  elsewhere  in  oui 
evidence. 

Investments 

11.  There  is  a proportion  of  the  banks’  resources  which, 
from  their  experience,  the  banks  consider  it  unnecessary  to 
keep  m liquid  form,  and  which  they  either  would  not  consider 
it  pmdent  to  lend  to  their  customers  or  which  they  are 
unable  to  lend  through  lack  of  suitable  borrowers  or  on 
Ewomt  of  Government  credit  restrictions.  This  portion  of 
the  banks’  resources  is  employed  in  holding  British  Govern- 
ment securities. 
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COMMITTEE  ON  THE  WOBXING  OF  THE  MONETARY  SYSTEM 


Continued] 


13.  The  CoMMimE  of  London  Clearing  Bankers 


Finance  of  International  Trade 

12.  According  to  the  Trade  and  Navigation  Accounts 
published  by  the  Board  of  Trade,  the  Imports,  Exports  and 
Reexports  of  the  United  Kingdom  in  1956  came  to  £7,208 
million.  All  this  large  sum  has  its  counterpart  in  the  account 
books  of  the  banks  in  the  United  Kingdom,  most  of  it  in 
those  of  the  Clearing  Banks.  The  mechanism  for  financing 
this  trade  takes  the  form  of  documentary  and  clean  credits, 
export  and  import  hills,  mail  and  telegraphic  transfers, 
sales  and  purchases  of  foreign  exchange,  and  of  a wide 
variety  of  other  commitments.  The  banla  also  enter  into 
performance  bonds  and  guarantees  of  varions  kinds  in 
furtherance  of  the  export  trade.  The  charges  made  by  the 
banks  to  people  abroad  in  respect  of  their  part  of  these 
transactions  constitute  a useful,  though  unasceitainable, 
portion  of  the  invisible  exports  of  the  United  Kingdom. 
In  addition,  in  spite  of  the  dislocation  of  economic  life  since 
1939,  the  facilities  offered  by  the  City  still  result  in  the 
financing  through  London  of  a lar^  volume  of  shipments 
which  never  touch  a port  in  the  United  Kingdom. 

Foreign  Exchange 

13.  The  part  played  by  the  banks  in  the  foreign  exchange 
market  deserves  particular  mention  as  a very  large  number 
of  both  trading  and  private  transactions  pass  through  it 
in  one  way  or  another.  The  needs  of  customers  of  the  banks 
for  foreign  currency  with  which  to  pay  for  purchases  made 
from  foreign  countries  or  for  sterling  in  exchange  for  foreign 
currencies  received  in  payment  for  sales  to  foreign  countries 
are  met  by  the  foreign  exchange  market  in  London.  Pur- 
chases and  sales  of  currencies  arising  from  transactions 
between  foreign  countries,  too,  are  effected  in  this  market. 

14.  This  market  consists  of  the  Gearing  Banks,  other 
banks  with  offices  in  London,  and  foreign  exchange  brokers. 
They  buy  and  sell,  in  this  market  and  in  foreign  centres, 
the  currencies  necessary  to  settle  the  international  trading 
transactions  referred  to  above.  Transactions  may  be  on  a 
spot  or  on  a forward  basis  and  where  necessary  are  subject 
to  the  Foreign  Exchange  Control.  In  the  operation  of  the 
Foreign  Exchan^  Control  the  authorities  rely  to  a large 
degree  upon  the  services  of  the  banks,  necessitating  a large 
and  highly  sp«ialised  staff.  To  the  ba^,  acting  in  this 
respect  on  principles  laid  down  by  the  Bank  of  Rnglanri 
is  deputed  the  responsibility  for  giving  decisions  upon  the 
great  majority  of  applications  for  permission  to  buy  foreign 
exchange,  principally  for  purposes  of  trade  and  personal 
travel. 

15.  For  the  purpose  of  these  transactions  banks  established 
in  foreign  countries  keep  balances  in  London  which  in  the 
aggregate  are  large,  and  the  British  banks  keep  working 
balances  abroad. 

16.  The  banks  act  as  agents  for  the  encashTTisnt  of 
travellers  dieques  for  the  ever-growing  number  of  overseas 
visitors  to  this  country. 

17.  The  profits  derived  from  the  foreign  exchange  business 
make  another  valuable  contribution  to  this  country’s 
invisible  exports. 

Various  Ancillary  Services  performed  by  the  Banks 

18.  The  banks  act  as  agents  for  the  Government  in  sales 
of  Government  issues  of  all  kinds,  so  helping  the  Savings 
Movement.  The  banks  maintain  departments  which  enable 
them  to  act  as  bankers  for  new  issues  of  all  kinds  of  industrial 
and  commercial  securities  and  on  occasion  to  act  as  registrars 
for  public  companies.  Also,  through  their  New  Issues 
Departments  they  collect  subscriptions  for  issues  of  Govern- 
ment and  other  stock.  The  banks  hold  securities  and  valuables 
in  safe  custody  for  their  customers,  collect  dividends  and 
make  standing  order  payments  for  their  customers. 

19.  During  recent  years  the  banks  have  considerably 
expanded  their  trade  intelligence  services,  so  that  today  they 
provide  customers  with  information  on  the  standing  and 
activities  of  hundreds  of  thousands  of  firms  both  at  home 
and  abroad,  and  on  business  openings  likely  to  interest 
British  exporters. 

General 

20.  We  have  endeavoured  in  the  foregoing  account  to 
outhne  the  chief  services  performed  by  the  banks  for  the 
community.  We  would  emphasise  that,  in  all  the  functions 
earned  out  by  the  banks,  due  regard  is  paid  to  the  national 
mteiMt,  subject  always  to  the  over-riding  duty  of  the  banks 
to  safeguard  the  deposits  placed  with  them  by  their  customers 


QuEsnoN  1 (a). — What  action  is  taken  when  a change  in 
Bank  Rate  is  announced  ? Are  deposit  or  overdraft  rates 
changed  in  any  other  circumstances  ? 

21.  A meeting  of  the  Committee  of  London  Clearing 
Bankers  takes  place  forthwith  and  it  is  then  decided  what, 
if  any,  change  in  the  Deposit  Rate  shall  be  made.  Any  such 
change  is  announced  immediately  after  the  meeting.  In 
practice  the  Deposit  Rate  does  not  change  in  any  other 
circumstances.  Deposit  Rate  is  customarily  2%  below  Bank 
Rate. 

22.  A meeting  of  the  Chief  Executive  Officers  is  also  held, 
at  which  is  settled  the  range  of  rates  to  be  applied  to  loans 
to  the  Discount  Market  and  to  purchases  of  Treasury  Bills 
from  the  Discount  Market  on  behalf  of  the  Clearing  Banks. 

23.  Rates  charged  on  loans  and  overdrafts  are  arranged  on 
a formula  agreed  with  customers  establishing  generally  a 
stated  margin  above  Bank  Rate  subject  to  a minimum. 
Neither  the  margin  nor  the  minimnm  is  uniform  ; they  vary 
with  the  type  of  borrower  and  the  lending  risk.  The  rate 
automatic^y  changes  with  the  change  in  Bank  Rate  unless 
the  minimum  rate  is  applicable.  On  occasion  borrowing 
rates  may  be  changed  by  mutual  agreement  between  bank 
and  customer  m appropriate  circumstances. 

Question  1 (b). — What  have  been  the  effects  of  official 
requests  upon  the  total  and  composition  of  bank  advances  ? 
Would  suspension  of  official  requests  be  followed  by  a 
great  increase  in  the  total  of  bank  advances,  either  imme- 
diately or  through  the  development  of  new  types  of 
business  ? 

24.  During  the  period  since  the  war  many  official  requests 
have  been  made  to  the  banks  on  the  subject  of  their  advances, 
usually  by  reference  to  directives  issued  to  the  Capital 
Issues  Committee  to  which  the  bariks  have  been  asked  to 
have  regard  when  dealing  with  applications  for  advances 
from  their  customers. 

25.  It  should  be  explained  that,  in  principle,  borrowings 
from  the  banks  come  within  the  sco^  of  the  Boirowing 
(Control  and  Guarantees)  Act,  1946,  as  operated  by  the 
Treasury  on  the  advice  of  the  Capital  Issues  Committee. 
By  reason  of  the  wide  exemptions  (advances  in  the  ordinary 
course  of  the  customer’s  business  ; advances  not  exceeding 
a certain  figuxe--^t  various  times  £10,000  and  £50,000  ; 
and  advances  which  are  unsecured)  large  numbers  of  indi- 
vidual applications  come  within  the  discretion  of  the  banks 
themselves.  Though  it  is  never  easy  to  judge  what  would 
be  the  decision  of  some  other  person  or  body  in  given 
cuciimstances,  the  banks  have  been  glad  to  take  this  respon- 
sibility, without  which  the  conduct  of  their  daily  business 
and  that  of  their  customers  would  have  been  much  hampered, 
and  the  Bank  of  England  has  always  been  ready  if  called 
upon  to  advise  a bank  on  being  given  the  facts  of  a partimlar 
application. 

26.  It  would  perhaps  not  be  too  much  to  say  that,  in  the 
earlier  years  of  this  post-war  era,  the  principles  laid  down 
for  the  guidance  of  the  Capital  Issues  Committee,  and  there- 
fore of  the  banks,  were  mainly  of  a negative  character,  and 
represented  little  more  than  a very  strict  inteipretation  of 
the  principles  of  a sound  bank  lending  policy,  e.g.  no  unduly, 
large  advances  for  personal  needs  ; no  lending  for  capital 
purposes ; nor  for  holding  excessive  stocks  ; nor  for 
speculation'of  any  other  kind.  This,  however,  did  not  ecclude 
occasional  positive  ei^ortation,  e.g.  the  encouragement  of 
exports  and  (at  the  time  of  the  Korean  crisis)  the  defence 
programme.  Although  these  requests  were  expressed  in 
gmeral  terms  on  the  restrictive  side,  they  nevertheless 
reinforced,  and  gave  public  official  support  for,  the  banks’ 
lending  policy.  During  that  time  the  banks  declined  a 
great  many  applications  for  loans  and  overdrafts  ; the 
cumulative  effect  in  restricting  the  volume  of  bank  borrowing 
was  considerable. 

27.  Requests  continued  to  be  framed  on  a qualitative 
basis,  without  specific  reference  to  the  volume  of  bank 
advances  as  such,  until  Juty,  1955,  when  the  GhaTif'-^llor 
(Mr.  Butler)  requested  the  banks  to  bring  about  “a  positive 
and  significant  reduction  in  their  advances  over  the  next 
few  months”,  i.e.  a quantitative  reduction.  This  was  a 
^cult  proposition,  especially  having  regard  to  the  fact 
that  advances  were  still  at  a low  level  in  relation  to  deposits 
as  compared  with  the  pre-war  position  and  that  in  the  national 
interest  it  could  not  be  applied  equally  to  every  class  of 
customer.  Moreover  there  was  no  corresponding  reduction 
in  Government  expenditure. 
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28.  However,  by  the  turn  of  the  year  an  overall  reduction 
in  actual  borrowings  of  nearly  10%  had  been  secured, 
leaving  tiie  nationalised  industries  out  of  account.  Mean- 
while, the  national  income  continued  to  rise,  partly  for  a 
good  reason  (increased  production)  but  mainly  for  a bad 
one  (continued  inflation),  and  before  long  the  gradual 
increase  in  bank  advances  was  inevitably  resumed.  We 
append  two  graphs*  showing  the  relationship  between 
advances  and  national  income  over  the  years.  Although  we 
should  hesitate  to  be  dogimtic  about  any  statement  based 
merely  on  a study  of  statistics,  we  feel  that  there  is  clear 
evidence  in  these  graphs  that  the  efiect  of  official  requests 
upon  the  total  of  bank  advances  has  been  and  has  remained 
very  considerable. 

29.  As  to  their  composition,  a statement  is  collated  and 
published  quarterly  by  the  British  Bankers’  Association 
showing  the  totals  of  bank  advances  divided  into  twenty-six 
categories.  As  these  statements  have  been  available  for 
many  years  past,  we  do  not  think  it  necessary  to  refer  to 
them  in  detail  in  this  evidence,  and  we  think  it  will  suffice 
to  call  the  attention  of  the  Committee  to  the  fact  that  small 
changes  in  the  grand  total  not  infrequently  mask  propor- 
tionately large  changes,  upwards  or  downwards,  in  individual 
categories  ; and  that  in  recent  years,  where  increases  have 
occurred,  they  have  almost  always  appeared  in  the  more 
"desirable”  categories  and  decreases  in  the  less  “desirable”. 
It  should  however  be  home  in  mind  that  in  any  given  period 
the  volume  of  bank  advances  is  being  subjected  to  a number 
of  different  influences,  some  inflationary  and  some  de- 
flationary, some  seasonal  and  some  more  lasting,  and  that 
any  change  recorded  either  in  the  grand  total  or  in  any 
category  represents  the  net  result  of  the  various  influences 
which  have  been  operating  during  the  period.  It  would 
therefore  be  a mistake  to  regard  the  reduction  of  10% 
between  June  1955  and  January  1956,  to  which  we  have 
referred,  as  the  exact  measure  of  the  effect  of  the  official 
requests  during  that  period,  and  equally  a mistake  to  consider 
that,  because  advances  then  began  to  rise  again,  the  effect 
of  the  requests  had  been  diminished.  In  fact  the  comparison 
between  advances  and  national  income  is  a much  more 
reliable  criterion. 

30.  There  is  one  aspect  of  bank  lending  to  which  we 
would  draw  attention.  The  “squeeze”  operates  mainly 
through  a reduction  of  “limits”,  beneath  which  the  actual 
borrowing  may  fluctuate  widely.  It  is  therefore  hy  no  means 
certain  that  a reduction  of  fX  million  in  sanctioned  limits 
win  bring  about  a reduction  of  equal  size  in  advances. 
Indeed  an  aggregate  reduction  in  limits  might  take  place 
without  any  curtailment  of  actual  borrowings  at  any  particular 
date  and  vice  versa  : less  availment  is  made  of  limits  in  a 
period  of  contracting  trade. 

31.  Our  answer  to  the  question  about  the  possible  effect 
of  the  suspension  of  official  requests  must  of  necessi^  be 
speculative.  There  is  no  doubt  that  throughout  the  period 
in  question  all  banks  have  felt  obliged,  owing  to  these  requests, 
to  decline  business  which  on  purely  banking  grounds  would 
have  been  acceptable  to  them.  It  would  therefore  seem  to 
follow  that  suspension  of  the  requests,  even  if  not  publicised, 
would  have  an  immediate  effect  on  the  demand  for  and 
volume  of  their  advances.  We  cannot  estimate  the  amount 
of  the  possible  increase  of  the  advances  as  this  would  depend 
on  the  economic  situation  of  the  country  at  the  time.  We 
should  not  however  think  that  the  development  of  new  types 
of  business  would  be  a very  important  element  in  this  increase. 
It  must  be  remembered  that  virile  businesses  are  constantly 
developing  new  lines  and  it  would  be  difficult  for  the  banker 
to  segregate  the  old  from  the  new  ; moreover,  such  advances 
are  being  made  to-day,  e.g.  for  the  development  of  nuclear 
energy. 

32.  To  sum  up,  in  our  opinion  the  effect  of  the  requests 
received  by  the  banks  is  best  judged,  at  any  rate  so  far  as 
aggregates  are  concerned,  from  the  comparison  of  the  total 
of  bank  advances  with  the  total  national  income.  The 
categorised  reports  published  quarterly  give  useful  information 
regarding  changes  as  between  one  category  and  another 
but  they  are  not  to  be  relied  on  as  an  absolute  criterion  of 
the  result  of  the  requests  by  reason  of  the  ffict  that  they  make 
no  allowance  for  changes  in  the  volume  of  production  and  in 
price  levels. 

33.  We  feel  bound  to  add  that  although  official  requests 
may  be  a necessary  part  of  an  economic  policy  which  relies 
on  cheap  mon^^  coimteracted  as  necessary  by  physical 
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controls,  they  should  not  be  required  when  reliance  is  placed 
on  monetary  measures.  That  requests  for  restrictions  have 
been  required  during  the  last  six  years  and  are  still  considered 
necessary  is  due,  in  our  opinion,  not  to  any  defect  in  the 
mechanism  but  to  the  fact  that  the  machine  has  been  over- 
loaded. Public  expenditure  (including  that  of  the  nationalised 
industries)  and  private  expenditure  have  no  doubt  both 
contributed  to  this  overloading,  and  the  constant  succession 
of  maturities  of  debt  have  made  it  more  difficult  for  the 
Auffiorities  to  control  the  situation,  but  we  have  no  doubt 
that  a powerful  cause  of  the  overloading  has  been  the 
succession  of  deficits  in  the  national  accounts.  (See  reply 
to  Question  3 under  Budgetary  Measures.) 

Question  1 (c). — In  what  circumstances,  other  than  a change 
in  official  requests,  does  the  bank  decide  to  increase,  or 
decrease,  its  advances  ? Is  the  position  of  the  liquid 
assets  ratio  a factor  in  such  decisions  ? 

34.  It  would  be  most  unusual  for  a hank  to  take  positive 
steps  to  bring  about  a general  increase  in  its  advances  ; 
the  initiative  is  with  the  customer.  If  the  ratio  of  advances 
rose  above  a figure  that  was  considered  appropriate  having 
re^d  to  all  the  circumstances,  a bank  would  take  steps  to 
bring  about  a decrease  by  restricting  new  advances  ; it 
would  not  ruthlessly  call  in  existing  advances.  Again,  within 
its  total  advances  a bank  might  consider  that  it  bad  lent 
sufficient  to  some  particular  industry  and  decide  to  restrict 
fresh  credits  as  far  as  that  industry  was  concerned. 

35.  The  position  of  its  liquid  assets  is  bound  to  affect 
a bank’s  decisions  about  lending,  but  rather  than  call  in 
advances  to  adjust  its  hquidi^,  a bank  would  first  consider 
reducing  its  investments.  Decisions  of  this  kind  are  taken 
without  concerted  action  or  discussion  between  the  banks. 
It  may  happen  that  different  banks  will  take  different  views 
about  an  industry,  and  so  a restrictive  policy  by  one  bank 
may  well  be  counteracted  by  a more  liberal  poliQ'  in  another. 

36.  If  the  liquidity  ratio  becomes  abnormally  hi^,  the 
normal  course  is  for  a bank  to  increase  its  investments,  not 
to  set  about  increasing  its  advances  by  relaxing  its  lending 
criteria.  This  does  not  mean  that  lending  policies  never 
change  but  that  the  adoption  of  a more  or  less  liberal  policy 
will  reflect  the  changing  view  taken  of  the  business  outlook 
from  time  to  time,  not  simply  a change  in  liquidity  ratios. 
In  the  short  run,  therefore,  the  possibility  of  expanding 
advances  will  be  determined  by  the  demands  of  the  banks’ 
customers  for  accommodation,  which  the  banks  will  in 
normal  times  naturally  do  their  best  to  meet. 

Question  1 (d). — In  what  circumstances  does  the  bank  vary 
the  total,  or  the  maturity  distribution,  of  its  investment 
portfolio  ? Is  the  liquid  assets  ratio  a factor  in  such 
decisions  ? 

37.  The  liquid  assets  ratio  is  a factor  in  determining  the 
total  of  a bank’s  investments  in  so  far  as  the  investments, 
together  with  the  advances,  represent  the  balance  whidi  is 
not  required  in  liquid  assets.  The  proportion  of  the  latter 
being  customarily  about  one-third  of  deposits,  it  follows 
that  the  proportion  of  advances  plus  investments  is  normally 
about  two-thirds  of  deposits. 

38.  In  past  times,  when  there  were  no  requests  for  credit 
restriction,  a bank  would  normally  have  been  prepared  to 
realise  investments  in  order  to  accommodate  its  customers 
at  least  up  to  the  point — say  50  % of  its  deposits — above  which 
the  proportion  of  advances  might  be  considered  excessive. 

39.  On  the  other  hand,  if  banks  are  amply  supplied  with 
liquid  assets  this  wflj  normally  encourage  them  to  increase 
their  investment  portfolios,  though  the  decision  to  do  so 
will  necessarily  be  influenced  by  their  other  commitments 
and  the  view  taken  of  the  outlook  for  gflt-edged  yihlds. 

40.  With  the  re-introduction  of  flexible  money  rates  in 
1951,  the  banks  have  tended  to  confine  their  investments  to 
securities  with  earlier  dates  of  redemption  to  provide  against 
the  contingency  of  a general  rise  in  money  rates  and  con- 
sequent depreciation  in  the  value  of  their  investments. 

41.  With  insignificant  exceptions,  the  banks’  investments 
consist  entirely  of  British  Government  securities  with  early 
maturity'  dates.  The  banks  aim  to  ensure  that  at  all  times 
they  can  reinforce  their  liquidity  without  forcing  sales  on  an 
unwilling  market,  and  this  process  is  facilitated  when  there 
is  a series  of  maturities  at  frequent  intervals.  These  frequent 
maturities  are  especially  desirable  when,  as  now,  the  proportion 
of  investments  is  relatively  high  and  that  of  advances  relatively 
low. 
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QUESnoN  1 (e). — Does  the  bank  offer  a range  of  interest 
rates  for  varying  notice-terms  of  deposit  accounts  ? 
What  are  the  policy  considerations  which  govern  its 
practice  ? 

42.  The  Gearing  Banks  do  not  offer  special  rates  for 
varying  terms  of  deposit  and  have  not  done  so  since  1945. 
Since  Siat  date  the  great  majorily  of  the  banks  have  been 
well  supplied  with  deposits  and  are  underlent  as  compared 
with  the  pre-war  period,  and  have  therefore  not  felt  it 
desirable  to  pay  special  rates  for  long-term  deposits  which 
might  well  entail  raising  the  rates  charged  to  borrowing 
customers.  It  is  necessary  to  preserve  a balance  between 
the  rates  paid  for  deposits  and  those  charged  for  advances. 
Question  1 (f). — How  far,  in  what  circumstances,  and  for 

what  purposes  is  the  bank  willing  to  extend  its  advances 
beyond  the  customary  range,  in  order  to  satisfy  customers’ 
needs  for  long-term  or  medium-term  finance  ? 

43.  The  customary  bank  overdraft  is  agreed  with  the 
customer  as  repayable  on  demand  but  banks  have  on 
occasion  made  exceptions  to  meet  special  cases  as  they  arise. 
One  example  of  this  is  advances  granted  to  finance  the 
export  of  goods  where  payment  is  being  made  over  a period, 
as  is  often  necessary  in  the  case  of  the  export  of  capital 
goods.  Those  advances  are  often  made  against  shipments 
covered  by  guarantees  issued  by  the  Export  Credits  Guarantee 
Department.  Such  facilities  do  not  normally  last  for  a 
period  of  more  than  five  years  and  are  related  to  exports 
considered  to  be  strong  desirable  from  the  point  of  view 
of  the  national  economy. 

44.  There  have  also  recently  been  some  tanker  propositions 
which,  because  of  the  importance  of  the  projects  from  the 
national  viewpoint,  have  been  a^eed  to  by  a panel  of  banks, 
or  by  individual  banks,  for  periods  up  to  eight  years. 

45.  It  must  be  realised  that  these  advances  have  to  be 
restricted  to  modest  proportions  owing  to  the  fact  that 
current  account  balances  are  payable  on  demand,  and  deposit 
accounts  at  short  notice. 

Question  1 (g). — What  is  the  attitude  of  the  banks  towards 
requests  for  advances  to  other  lenders,  suck  as  the  hire 
purchase  finance  companies  ? 

46.  The  attitude  of  the  Gearing  Banks  to  borrowing 
institutions  which  are  themselves  lenders  is  different  in 
different  cases. 

47.  Several  of  the  Hire  Purchase  Finance  Companies  have 
existed  for  many  years  and  have  proved  satisfactory  borrowers. 
Sometimes  an  individual  bank  lends,  sometimes  an  advance 
is  made  by  two  or  more  banks  acting  together.  In  either 
case  advances  are  granted  subject  to  agreed  borrowing 
limits  governed  by  a formula  derived  from  a study  of  the 
borrowing  concern’s  resources. 

48.  Advances  to  Hire  Purchase  Finance  Companies  have 
be^  the  subject  of  restrictive  requests  from  the  authorities 
at  various  times  ever  since  1945  as  a result  of  which  the 
Gearing  Banks  have  curtailed  the  limits  available  to  these 
borrowers.  Nevertheless,  this  action  has  not  necessarily 
reduced  the  activities  of  the  companies  as  they  have  taken 
to  borrowing  from  the  public  at  substantially  higher  rates 
of  interest.  It  may  be  tiiat  the  activities  of  Hire  Purchase 
Finance  Companies  and  of  the  industries  whose  products 
they  finance  are  more  sensitive  to  changes  in  the  regulations 
governing  their  terms  of  business  and  to  changes  in  purchase 
tax. 

49.  The  banks  make  temporary  advances  to  Building 
Societies  on  normal  commercial  terms. 

50.  There  are  several  other  institutions  which  come 
within  the  ambit  of  this  question  but  whose  relations  with 
the  banks  place  them  in  a separate  category.  Three  prominent 
examples  are  the  Finance  Corporation  for  Industry,  the 
Industrial  and  Commercial  Finance  Corporation,  and  the 
Commonwealth  Development  Finance  Company.  Despite 
the  credit  restrictions,  the  Authorities  have  on  occasion 
strongly  pressed  the  banks  to  increase  their  advances  to 
one  or  other  of  these  bodies.  The  banks  have  responded, 
in  spite  of  the  fact  that  they  are  thereby  doii^  indirectly 
business  which  they  would  not  normally  do  directly.  The 
trend  has  been  a rising  one  and  the  increases  tend  to  become 
pennanent,  whidi  the  banks  consider  undesirable.  The 
banks  think,  as  they  look  into  the  future,  that  it  would  be 
advisable  for  specii  bodies  such  as  these  to  obtain  their 
finance  from  other  sources  and  reduce  their  borrowing  from 
the  banks  as  other  bonowws  do. 


QuEsnoN  2. — The  adequacy  of  the  monetary  system  in  present 
conditions  and  suggestions  for  changes 

51.  The  monetary  system  has  been  built  up  over  centuries 
and  now  comprises  institutions  which,  between  them,  give 
every  service  in  the  monetary  field  for  which  there  is  a 
demand  in  this  highly  industrialised  economy. 

52.  The  system  is  centred  upon  London.  By  virtue  of 
the  efficiency  with  which  ^e  different  units  in  the  system 
operate,  London  long  ago  attained  the  position  of  the 
greatest  ^ancial  centre  in  the  world,  a position  which  we 
consider  it  still  retains.  It  includes  within  itself  a wide 
range  of  activities  and  markets  that  are  connected  with 
each  other,  sometimes  directly  but  more  normally  indirectly 
through  the  mechanism  provided  by  the  Gearing  Banks, 
who  make  available  the  transfer  facilities  without  which  the 
Stock  Exchange,  the  Merchant  Bankers,  the  various  Produce 
Markets  and  the  Insurance  Market  would  be  unable  to 
work  with  their  present  efficiency.  Equally  important  are 
the  services  rendered  throughout  the  country  to  manufacturing 
industry  and  other  trading  activities. 

53.  As  Clearing  Bankers  we  are  concerned  in  the  operation 
of  the  monetary  system  from  day  to  day,  and  from  our 
experience  we  would  say  that  we  have  a system  which 
operates  cheaply,  efficiently  and  with  the  essential  flexibility, 
with  the  Bank  of  England  as  its  apex.  Customers  have 
complete  confidence  in  the  safety  of  their  deposits  in  the 
banks.  Settlement  of  debts  through  the  banks  is  easy  and 
rapid.  Requests  for  accommodation  are  dealt  with  promptly. 
Complete  machinery  exists  and  is  widely  used  for  the 
financing  of  international  trade  ; the  high  standing  of  the 
London  Foreign  Exchange  Market,  in  which  the  Clearing 
Banks  play  an  important  part,  is  recognised  by  exchange 
operators  in  all  overseas  centres. 

54.  The  banks  provide  the  credit  which  is  needed  to 
finance  the  short-term  requirements  of  industryj  trade  and 
commerce  and  of  private  customers.  As  explained  in  our 
answer  to  1 (f),  bank  overdrafts  are  normally  repayable  on 
demand  and  only  in  exceptional  circumstances  do  banks 
lend  for  other  than  short  periods  and  then  only  to  the  extent 
of  a limited  proportion  of  their  deposits.  This  is  because 
current  account  bank  balances  are  repayable  by  the  banks 
on  demand  and  bank  deposit  accounts  at  short  notice  and  it 
is  therefore  necessary  to  maintain  the  utmost  flexibility. 

55.  In  the  London  Discoimt  Market  there  exists  a free 
market  for  Treasury,  bank  and  commercial  bills,  and  short- 
dated  British  Goverrunent  bonds,  financed  to  a large  extent 
by  the  portion  of  bank  deposits  that  the  banks  must  keep 
in  a higWy  liquid  form.  The  Discount  Market  is  an  institution 
which  enables  the  day-to-day  requirements  of  the  Government 
to  be  met  by  the  issue  of  Treasury  Bills,  the  proceeds  of 
trading  transactions  to  be  liquidated  easily  and  quickly, 
and  which  allows  funds  whitffi  must  be  kept  in  readily 
available  form  to  earn  interest.  No  such  highly  developed 
market  exists  in  other  countries. 

56.  To  meet  the  needs  of  businesses  that  require  finance 
which  would  normally  be  considered  inappropriate  for  bank 
lending — generaUy  for  longer  periods  for  capital  purposes — 
and  for  which  the  machinery  of  the  capital  issue  market 
cannot  cater,  certain  special  corporations  have  been  formed. 
Some  of  these  have  been  referred  to  briefly  in  our  reply  to 
1 (o)  and  we  make  specific  mention  of  them  now  because 
they  lean  upon  the  banks  in  greater  or  lesser  degree,  the 
amount  of  the  outstanding  indebtedness  of  these  corporations 
to  the  banks  being,  at  the  dates  of  the  latest  balance  sheets, 
£78  million. 

They  include  : — 

(1)  Finance  Corporation  for  Industry  Limited 

Registered  ; 19th  May,  1945. 

Authorised  Capital : £25,000,000  in  2,500,000  shares  of  £10 
each. 

Paid-up  Capital : £500,000  being  2,500,000  shares  of  £10 

each,  4s.  paid. 

Shareholders  : Bank  of  En^and  £7,500,000  nominal. 

A Consortium  of  Insurance  Companies 
and  Trust  Companies  £17,500,000 
nominal. 

(2)  Industrial  and  Commercial  Finance  Corporation  Limited 

Registered  ; 20th  July,  1945. 
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Paid-up  Capital ; £7,500,000  in  15,000  shares  of  £1,000 

each,  £500  paid. 

Shareholders  : Bani;  of  England  500  Shares. 

Clearing  Banks  and  Scottish  Banks 
14,500  shares. 

(3)  Agricultural  Mortgage  Corporation  Limited 

Registered  : 12th  November,  1928.  under  Agricul- 

tural Credits  Acts  1928  and  1932. 

Authorised  Capital  : £750,000. 

Paid-up  Capital : £750,000. 

Shareholders:  Bank  of  England  £180,000. 

9 aearing  Banks  £570,000. 

(4)  Commonwealth  Development  Finance  Corrqiany  Limited 

Registered  : 24th  March,  1953. 

Authorised  Capital : £15,000,000  divided  into  8,250,000 
“A”  Ordinary  shares  of  £1  each  and 
6,750,000  “B”  Ordinary  shares  of  £1 
each. 

Paid-up  Capital : £3,862,500  divided  into  8,250,000  “A” 

shares  of  £1  each  2s.  paid  and  6,750,000 
“B”  shares  of  £1  each  9s.  paid. 
Shareholders  ; The  “A”  shares  are  held  by  Accepting 
Houses,  Issuing  Houses,  Industrial  and 
Commercial  Companies,  Mining  Com- 
panies and  Shipping  Companies. 

The  “B”  shares  are  hdd  by  the  Bank 
of  England. 

(5)  Ship  Mortgage  Finance  Company  Limited 

Registered  : 27th  March,  1951. 

Authorised  Capital : £3,000,000  in  Ordinary  shares  of  £1 
each. 

Paid-up  Capital : £500,000  in  1,000,000  Ordinary  shares 

of  £1  each  10s.  paid. 

Shareholders  : Principally  Industrial  and  Commercial 

Finance  Corporation  Limited,  Birchin 
Lane  Nominees  Limited,  and  various 
Insurance  Companies. 

57.  We  do  not  consider  that  there  is  any  important 
financial  requirement  which  cannot  be  catered  for  by  one 
or  other  of  the  units  which  make  up  the  monetary  system  of 
the  country. 

58.  We  would  point  out  that  two  world  wars  and  the 
economic  consequences  following  upon  them  have  thrown 
strains  upon  our  monetary  system  which  could  never  have 
been  foreseen  by  our  predecessors.  Althou^  subjected  to 
abnormal  stresses  due  to  excessive  oipenditure  on  the  Public 
sector,  the  change  in  Britain’s  international  capital  position 
to  a debtor  country  and  the  bacldog  of  capital  investment,  the 
system  functions  ^ciently  and  smoothly  to-day. 

59.  A further  reference  to  some  aspects  of  this  matter 
is  included  under  Question  5. 

Question  3. — The  Authorities'  use  of  monetary  measures 
since  1951,  particularly  as  those  measures  have  affected 
the  Clearing  Banks 

60.  We  think  it  desirable  to  begin  this  part  of  our  evidence 
by  stating  our  understanding  of  the  meaning,  of  “monetary 
measures”,  on  the  Authorities’  use  of  which  we  are  asked 
to  comment.  We  would  confine  ourselves  to  discussion  of 
open  market  operations,  which  control  the  volume  of  money, 
and  to  Bank  Rate,  which  controls  the  price  of  money, 
though  we  recognise  that  funding  issues  and  budgetary 
measures  also  play  their  part.  We  do  not  include  direct 
controls,  e.g.  requests  to  baiikers  and  directives  to  the 
Capital  Issues  Committee,  which  are  dealt  with  under  4 (c). 

Open  Market  Operations 

61.  The  Authorities  can  influence  the  volume  of  deposits 
and  cash  in  the  hands  of  the  banks  from  day  to  day  by  sales 
or  purchases  of  securities  and  bills.  However,  the  effectiveness 
of  open  market  operations  as  a means  of  contracting  the 
total  volume  of  credit  is  nowadays  severely  limited  by  the 
unwieldy  volume  of  Government  debt  in  the  form  of 
Treasury  Bills. 

62.  When  the  Authorities  sell  securities  or  bills,  cash  is 
removed  from  the  banking  system,  and  conversely.  If  fte 
open  market  operation  takes  the  form  of  a sale  of  bills  which 


are  acquired  by  the  Clearing  Banks,  or  of  securities  or  bills 
acquired  by  the  Discoimt  Market  against  Clearing  Bank  call 
money,  neither  the  total  liquid  assets  of  the  Clearing  Banks 
nor  their  deposits  will  have  changed ; a certain  amount  of 
cash  win  have  been  replaced  by  additional  bills  or  call  money. 
The  banks  wiD  therefore  tend  to  reinforce  their  cash  position 
by  allowing  bills  to  run  off  or  calling  in  money  from  the 
Market.  Unless  the  Government’s  demands  on  ^e  banking 
system  are  reduced  (e.g.  through  a revenue  surplus  or  a sale 
of  long-term  securities  to  the  public),  a larger  proportion  of 
the  bfils  coming  forward  through  the  weekly  tender  will 
therefore  have  to  be  passed  on  to  the  “lender  of  last  resort” 
— the  Bank  of  England — and  in  this  way  the  initial  contraction 
in  the  cash  reserves  of  the  banking  system  will  be  nullified. 
More  important,  however,  are  the  operations  in  Government 
securities  conducted  through  the  Stock  Exchange  by  the 
Authorities  because  they  can  have  a more  lasting  effect  on 
the  volume  of  credit.  However,  particulars  of  these  operations 
are  not  available  to  us  and  therefore  we  cannot  comment  in 
detail  on  the  use  made  of  them  by  the  Authorities. 

Bank  Rate 

63.  When  the  leading  currencies  were  freely  exchangeable 
for  gold  at  fixed  parities,  a rise  in  Bank  Rate  would  tend  to 
attract  an  inflow  of  money  through  the  higher  rate  of  interest 
obtainable.  At  the  same  time  domestic  borrowers  would 
be  discouraged  by  the  higher  cost  of  borrowing  and  a 
disinflationary  movement  would  be  set  in  motion.  Therefore, 
in  those  days,  a rise  in  Bank  Rate  would  have  accomplished 
two  purposes — it  would  have  helped  to  correct  an  adverse 
balance  of  payments  and  also  an  over-extended  economy. 
A reduction  in  Bank  Rate  would  have  the  opposite  effect. 

64.  Since  the  abandonment  of  the  gold  standard,  changes 
in  Bank  Rate  have  become  much  less  effective.  Nowadays, 
if  balances  move  to  this  country  in  response  to  a rise  in 
short-term  rates  they  will  normally  be  sold  forward  against 
a re-puichase  of  the  foreign  currency.  This  will  tend  to 
affect  the  relationship  between  spot  and  forward  exchange 
rates  in  such  a way  that  after  a time  the  higher  rate  of 
interest  offered  will  be  offset  by  the  increased  cost  of  forward 
cover.  Conversely  the  deterrent  effect  of  high  interest  rates 
on  foreign  borrowing  is  offset  by  the  profit  that  can  be  earned 
in  the  forward  purchase  of  sterling  to  effect  repayment. 
Hence,  the  power  of  a rise  in  Bank  Rate  to  attract  funds 
from  overseas  may  be  very  temporary.  In  addition,  exchange 
controls  obstruct  the  natural  flow  of  funds  between  countries. 

65.  Further  factors  which  detract  from  the  effectiveness 
of  changes  in  Bank  Rate  are  increases  in  the  volume  of  money 
and  in  the  velocity  of  its  circulation.  The  former  arises 
from  the  failure  of  the  Government  to  finance  its  total 
expenditure  out  of  revenue  plus  invested  savings  of  the  people. 
If  the  monetary  supply  is  constantly  increasing  through 
realised  deficits  in  the  national  accounts  the  effect  will  be 
inflationary,  nullifying  the  intended  disinflationary  effect  of 
a high  Rank  Rate.  If  the  volume  of  money  were  kept 
constant  through  an  overall  balance  between  income  (plus 
receipts  from  genuine  savings)  and  expenditure — taking  into 
consideration  both  above  and  below  the  line — ^in  the  national 
accounts,  and  were  a larger  part  of  Government  debt  in 
funded  form  in  the  hands  of.  public,  then  movements  in 
Bank  Rate  would  have  more  effect.  In  fact  the  volume  of 
money  (bank  deposits  plus  cash)  has  not  increased  over 
the  past  three  years  but  this  may  in  part  be  attributed  to 
the  contraction  of  credit  caused  by  the  diminution  in  our 
external  reserves.  Even  so,  when  the  increase  of  volume  is 
effectively  checked,  continuing  inflationary  pressure  may 
increase  the  velocity  of  circulation  and  this  will  have  much  the 
same  effect  as  an  increase  of  volume.  An  indication  of  the 
increased  velocity  of  circulation  is  provided  by  the  fact  that 
the  total  of  tiie  General  and  Provincial  Clearing  had  increased 
from  £30,199  million  in  1952  to  £37,468  million  in  1956 
although  there  had  not  been  any  appreciable  increase  in 
bank  deposits  over  the  period. 

66.  High  taxation  lessens  the  impact  of  the  increased  cost 
of  borrowing  upon  borrowers  because  a substantial  share 
of  that  increased  cost  is,  in  effect,  borne  by  the  Exchequer. 

67.  For  these  reasons  the  “classical”  theory  of  Bank  Rate 
changes  as  a corrective  to  defects  in  the  economic  situation 
of  the  United  Kingdom  must  be  substantially  modified. 
High  rates  of  interest  are  still  some  deterrent  to  borrowers 
but  not  as  great  a deterrent  as  they  would  be  were  taxation 
lower. 
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68.  Nevertheless,  a rise  or  fall  in  Bank  Rate  has  a consider- 
able psychological  effect  throughout  the  country.  A rise  is  a 
warning  either  that  an  inflationary  position  exists  or  that  the 
exchange  position  is  unsatisfactory  and  it  causes  a pause 
and  a ‘reconsideration  of  business  conditions.  When  Bank 
Rate  rises  to  a very  high  level  the  cost  of  borrowing  becomes 
some  deterrent  despite  high  taxation,  especially  when  the 
outlook  for  profits  is  somewhat  doubtful.  We  consider  that 
notwithstanding  the  above-mentioned  factors  which  tend  to 
reduce  the  effect  of  changes  in  Bank  Rate,  the  policy  of  a 
flexible  Bank  Rate  is  the  right  one. 

69.  There  are  certain  disadvantages  to  the  United  Kingdom 
in  a high  Bank  Rate.  The  cost  to  the  Exchequer  of  the 
floating  debt  rises  and,  to  the  extent  that  interest  is  payable 
to  non-resident  holders  of  that  debt,  an  additional  strain  is 
put  upon  the  balance  of  payments. 

70.  The  particular  effects  of  Bank  Rate  changes  on  the 
Gearing  Banks  are  as  foUows. 

71.  On  the  level  of  Bank  Rate  depends  the  structure  of 
short-term  rates  of  interest  and,  in  some  circumstances,  but 
to  a lesser  extent,  that  of  long-term  rates.  Deposit  Rate  is 
normally  2%  below  Bank  Rate  and  loans  by  the  banks  to 
the  Discount  Market  against  Treasury  Bills  are  made  at 
present  at  a minimum  of  H%  below  Bank  Rate.  The  cost 
of  bank  loans  to  the  Discount  Market  is  an  important  factor 
in  determining  the  rate  at  which  Treasury  Bills  can  be  issued. 

72.  The  rates  of  interest  which  the  banks  charge  for 
advances  to  industry  and  to  private  borrowers  are  linked 
to  Bank  Rate  and  are  commonly  around  1%  above  that 
rate  with  a minimum.  The  rate  is  agreed  between  each 
individual  bank  and  its  customer.  Therefore,  changes  in 
the  level  of  Bank  Rate  affect  both  the  price  of  money  borrowed 
from  the  banks  and  that  of  money  placed  on  deposit  account 
with  them  throu^out  the  country. 

73.  We  append  a graph*  which  shows  the  interconnection 
between.  Bank  Rate,  Deposit  Rate  and  Treasury  Bill  Rate 
since  the  beginning  of  1951.  It  will  be  seen  that  in  the  years 
1955  and  1956  the  Treasury  BUI  Rate  was  unusually  high  in 
relation  to  Deposit  Rate.  This  had  the  effect  of  attracting 
deposits  away  from  the  Gearing  Banks  into  Treasury  Bills. 

74.  A rise  in  Bank  Rate  causes  the  banks  to  pay  out  more 
deposit  interest  and  to  receive  more  interest  on  their  advances. 
It  also  causes  a fall  in  the  market  price  of  one  of  their  largest 
assets — investments — without  any  increase  in  the  income 
derived  therefrom.  These  are  predominantly  in  British 
Government  securities  with  fixed  dates  of  redemption  and 
in  short  or  medium-term  groups. 
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75.  An  inflationary  state  of  the  economy,  which  may  ha.ve 
been  the  cause  of  the  rise  in  Bank  Rate,  itself  give  rise 
to  increases  in  the  overhead  expenses  of  the  banks.  Such 
increases  are  likely  to  be  of  an  enduring  nature  and  to  persist 
after  the  disappearance  of  the  wave  of  inflation  which  has 
caused  them.  It  is  probable  that  in  inflationary  times  most 
banks  set  aside  a larger  amount  to  meet  contingencies  such 
as  the  greater  incidence  of  bad  debts  to  be  expected  after 
the  termination  of  such  a period. 


Funding  Issues 

76.  We  append  particulars  of  Government  funding  issues 
for  cash  from  the  beginning  of  1951.t  We  do  not  know  how 
much  cash  was  subscribed  by  the  public  and  therefore  w^t 
effect  these  issues  have  had  on  our  deposits.  The  funding 
operation  of  1^11/51,  however,  had  a direct  effect  on  the 
banks.  They  were  invited  to  convert  £500  million  of  their 
Treasury  Bills  into  Serial  Funding  Stock.  This  operation 
converted  £500  million  of  liquid  assets  into  non-liq,uid 
assets  and  so  reduced  the  banks’  liquidity  ratios,  which, 
however,  quickly  rose  again  : but  it  had  no  effect  on  deposits 
and  therefore  in  itself  had  no  immediate  disinflationary 
effect.  The  liquidity  ratios  of  the  Gearing  Banks  before  and 
after  this  operation  were  : — 

October  17th,  1951  39T% 

November  21st,  1951  32'0% 

and  a year  later  : — 

November  19th,  1952  35-0% 

Budgetary  Measures 

77.  The  level  of  Public  expenditure  and  the  magnitude 
of  the  realised  overall  deficits  have  had  a profound  effect 
on  the  economy.  In  the  period  1952/53  to  1956/57  realised 
deficits  have  amounted  to  £1,273  million.  Allowance  must 
of  course  be  made  for  the  impact  of  net  new  small  savings 
and  trae  funding  but  it  is  impossible  for  us  to  estimate 
what  the  net  effect  has  been.  One  thing,  however,  is  certain — 
that  the  note  circulation  has  risen  over  the  period  by  £400 
million.  We  have  no  doubt  that  these  deficits,  based  as 
they  are  on  a high  level  of  Public  expenditure,  have  been  a 
powerful  cause  of  the  inflation  which  has  occurred  over 
that  period.  When  these  figures  are  related  to  bank  advances 
which  have  stood  at  around  £2,000  million  during  these 
years,  it  will  be  appreciated  that  any  contraction  in  bank 
advances  which  could  be  brought  about  by  Government 
requests  is  small  in  relation  to  the  outflow  of  money  created 
by  the  deficits. 
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Appendix  1 

Government  Operations  between  1st  January,  1951  and  31st  July,  1957 
Issues  of  Bonds  for  Treasury  Bills 
£450  miUioii  1|%  Serial  Funding  Stock,  1952. 

£200  million  li%  Serial  Funding  Stock,  1953. 

£350  million  1|%  Serial  Funding  Stock,  1954. 

(Issued  to  holders  of  Treasury  Bills  on  13.11.51). 


Year  £ M. 

1951  75 
60 

1952  150 
20 

135-3 

10 

671 

114-5 

60 

1953  200 

20 

125 

SO 

341-3 

1954  80 
15 

300 

25 

100 

1955  15 
100 

34-4 

200 

15 

250 

15 

1956  300 
250 

1957  300 
10b 


Issues  of  Bonds  for  Cash 
Stock 

3i%  British  Gas  Guaranteed  Stock  1969/71. 

If  % British  Transport  Guaranteed  Stock  1952. 

4f  % British  Electricity  Guaranteed  Stock  1974/79. 

4i%  North  of  Scotland  Electricity  Guaranteed  Stock  1974/79. 
lf%  Serial  Funding  Stock  1953. 

4f%  British  European  Airways  Guaranteed  Stock  1972/77. 

If  % Serial  Funding  Stock  1954. 

3 % Serial  Funding  Stock  1955. 

4%  British  Transport  Guaranteed  Stock  1972/77 
3%  Exchequer  Stock  1960. 

4%  North  of  Scotland  Electricity  Guaranteed  Stock  1973/78. 
4f%  British  Electricity  Guaranteed  Stock  1974/79. 

4%  British  Gas  Guaranteed  Stock  1969/73. 

3 % Exchequer  Stock  1962/63. 

4%  British  Transport  Guaranteed  Stock  1972/77. 

4%  British  Overseas  Airways  Guaranteed  Stock  1974/80. 

2%  Conversion  Stock  1958/59. 

3i%  North  of  Scotland  Electricity  Guaranteed  Stock  1977/80. 
3f%  British  Electricity  Guaranteed  Stock  1976/79. 

4f  % British  Overseas  Airways  Guaranteed  Stock  1965/66. 

4%  British  Gas  Guaranteed  Stock  1969/72. 

4%  British  Transport  Guaranteed  Stock  1972/77. 

4f%  British  Electricity  Guaranteed  Stock  1967/69. 

4f%  North  of  Scotland  Electricity  Guaranteed  Stock  1965/66. 
4%  Conversion  Stock  1957/58. 

4f  % South  of  Scotland  Electricity  Guaranteed  Stock  1967/69. 
5 % Exchequer  Stock  1957. 

3f  % Treasury  Stock  1979/81. 

3f  % Funding  Stock  1999/2004. 

4f%  Conversion  Stock  1962. 
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Question  4. — The  effectiveness  in  economic  policy  today  of 
monetary  measures,  with  particular  reference  to  : — 

(a)  Movements  of  short-term  interest  rates 

78.  We  have  discussed  in  the  previous  section  of  our 
evidence  the  working  of  Bank  Rate  in  the  economy  of  the 
United  Kingdom  as  it  is  today. 

79.  Monetary  measures  in  the  form  of  Bank  Rate  changes 
have  an  immediate  and,  on  the  whole,  corresponding  effect 
on  short-term  interest  rates,  but  do  not  necessarily  deter 
short-term  borrowers. 

80.  When  interest  rates  are  relatively  high  in  London, 
short-term  borrowing  is  likely  to  be  diverted  to  other  centres. 
Although  this  will  bring  temporary  relief  to  the  exchange 
reserves,  it  will  involve  some  loss  of  commission  and  other 
profits  arising  from  international  trade  as  London  will  lose 
acceptance  and  kindred  business. 

Question  4. — The  effectiveness  in  economic  policy  today  of 
monetary  measures,  with  particular  reference  to  : — 

(b)  Movements  of  long-term  interest  rates 

81.  Although  monetary  measures  naturally  have  an 
effect  on  long-term  interest  rates,  it  would  seem  that  the 
supply  of  and  demand  for  capital  are  of  more  importance  than 
Bai^  Rate  movements  and  the  changes  in  short-torn  interest 
rates  associated  wiffi  monetary  measures.  We  consider  that 
a further  important  factor  affecting  long-term  interest  rates 
is  public  coi^dence  in  the  stability  of  the  currency.  Lack 
of  such  confidence  has  contributed  materially  to  the  recent 
weakness  of  British  Government  securities,  particularly 
irredeemable  securities  or  those  with  distant  dates  of  redemp- 
tion. It  appears  that  upon  the  reduction  of  Bank  Rate  from 
5i%  to  5%  in  February,  1957,  long-term  interest  rates  rose 
rather  than  fell.  Again,  when  Bank  Rate  was  increased  by 
2%  in  September,  1957,  the  immediate  increases  in  the 
yields  of  “long”  gilt-edged  stocks  were  only  of  the  order  of 
i%to4%. 

Question  4. — The  effectiveness  in  economic  policy  today  of 
monetary  measures,  with  particular  reference  to  : — 

(c)  Direct  controls  (e.g.  requests  to  bankers  and  directives 
to  C.J.C.) 

82.  In  our  definition  of  monetary  measures  we  did  not 
include  direct  controls  because  we  consider  that  they  fall 
into  the  category  of  expedients  resorted  to  by  Governments 
when  monetary  measures  have  failed  to  function  with  full 
effect.  Of  course  they  may  be  adopted  as  an  alternative  or  a 
supplement  to  monetary  measures.  We  have  traced  elsewhere 
in  our  evidence  the  ^ectiveness  of  requests  to  banks  to 
restrict  lending.  We  quote  here  a passage  from  Sir  Oliver 
Franks’  statement  to  the  shareholders  of  Lloyds  Bank  in 
January,  1956  : — “The  request  of  the  Chancellor  of  the 
Exchequer  last  July  imposed  conformity  upon  the  banks. 
We  were  caused  to  make  a common  front  to  our  borrowers 
and  deal  with  them  in  terms  of  an  external  requirement 
which  by  no  means  always  corresponded  with  banking 
considerations  or  their  needs.  The  cost  of  conformity  was 
high  in  another  way  also.  In  normal  times  one  of  the  most 
valuable  safeguards  to  the  public  is  the  very  real  competition 
that  exists  between  banks.  The  dissatisfied  customer  can 
always  go  to  the  bank  across  the  road.  But  at  present,  while 
we  are  carrying  out  the  Chancellor’s  wishes,  this  safeguard 
is  to  a large  extent  in  abeyance,  as  an  inevitable  consequence 
and  corollary  of  the  policy  of  conformity”. 

83.  We  endorse  Sir  Oliver  Franks’  views  upon  the  restric- 
tion of  bank  lending  and  the  reduction  of  competition  in  this 
field  among  the  banks  which  has  come  about  as  a consequence 
of  such  restriction. 

84.  Government  requests  for  the  restriction  of  bank 
lending,  qualitatively  and  quantitatively,  necessarily  led  to 
agreements  between  the  bilks  that-  no  bank  would  take 
an  account  from  another  bank  by  granting  an  advance 
which  had  been  refused  to  a customer  on  the  score  of  credit 
restriction.  This  arrangement  is  stUl  in  force. 

85.  In  other  directions  competition  among  the  banks 
remains  keen. 

86.  In  our  view,  both  the  restriction  on  lending  at  Govern- 
ment request  and  the  consequent  diminution  of  competition 
among  the  banks  in  the  lending  sphere  are  und^iiable 
expedients  which  were  resorted  to  on  a temporary  basis 
but  which  have  gone  on  too  long  for  the  good  of  the  economy. 
We  consider  that  both  should  be  abandoned  as  soon  as 
practicable.  However,  if  monetary  measures  need  reinforce- 
ment and  if  it  is  necessary  for  ba^  lending  to  be  artificially 


restricted  at  any  time,  we  consider  that  this  is  better 
accomplished  informally  rather  than  by  legislation. 

87.  It  is  perhaps  worthy  of  comment  that  money  has  been 
diverted  into  channels  both  where  it  is  more  expensive  to 
the  user  and  where  Government  requests  have  less  effect  upon 
its  use.  An  example  is  the  contraction  of  bank  lending  to 
hire-purchase  companies  ; for  these  companies  have  atfracted 
deposits  directly  from  the  public  at  high  rates  of  interest 
which  have  more  than  made  good  the  reduction  in  their 
bank  borrowing  faculties. 

Question  4. — The  effectiveness  in  economic  policy  today  of 
monetary  measures,  with  particular  reference  to  : — 

(d)  Open  market  operations 

88.  Open  market  operations  have  been  dealt  with  in  our 
reply  to  Question  3 and  we  have  nothing  further  to  add. 

Question  4, — The  effectiveness  in  economic  policy  today  of 
monetary  measures,  with  particular  reference  to  : — 

(e)  Control  of  liquidity  ratios 

89.  From  long  experience  the  banks  have  found  that 
approximately  65%  of  their  deposits  can  with  safety  be 
employed  in  matog  advances  and  in  holding  gUt-edged 
investments.  To  make  ample  provision  for  current  demands 
upon  them,  about  one-third  of  their  deposits  are  kept  in 
liquid  form — i.e.  in  cash  and  balances  at  the  Bank  of  England, 
loans  to  the  Discount  Houses,  and  Treasury  and  commercial 
bills.  Thus  has  arisen  the  concept  of  a liquidity  ratio,  i.e. 
the  ratio  of  liquid  assets  to  deposits.  This  proportion  fluc- 
tuates from  time  to  time  and  is  subject  to  a strong  seasonal 
movement  due  to  the  incidence  of  Government  expenditure 
and  revenue. 

90.  In  many  countries  overseas — most  of  them  having  no 
highly  developed  money  market — ^the  Authorities  prescribe 
variable  ratios  which  the  commercial  banks  are  required  to 
observe.  These  are  commonly  referred  to  as  liquidity  ratios, 
but  in  fact  they  are  in  some  cases  merely  cash  ratios,  more 
closely  comparable  with  the  regular  8 % observed  in  English 
practice.  In  thi.s  country  there  is  a highly  developed  money 
market,  wMch  enables  the  banks  to  convert  loans  against 
bills  into  cash  at  any  moment,  and  the  Bank  of  England 
is  bound  to  find  this  cash  for  the  Discount  Houses  if  called 
upon.  A cash  ratio  alone  therefore  provides  no  effective 
control  here.  It  would  be  possible  to  impose  upon  the 
banks  set  liquidity  ratios  (of  which  their  cash  forms  part) 
and  in  ^at  case  a set  cash  ratio  would  give  the  Authorities 
no  additional  control. 

91.  Through  purchases  and  sales  of  bills  and  securities 
in  the  market,  the  Authorities  should  be  in  a position  to 
control  the  liquidity  of  the  banking  system,  always  provided 
that  Government  financial  policy  is  on  a sound  basis,  so 
that  the  Authorities’  actions  are  allowed  to  have  their  full 
effect.  Open  market  operations  have  the  great  advantage  of 
flexibility  and  can  be  used  to  regulate  the  liquid  position  of 
the  banking  system  both  from  day  to  day  and  in  accordance 
with  the  long-term  policy  of  the  Authorities. 

92.  Mandatory  liquidity  ratios  have  the  disadvantage  of 
inflexibility — ^they  cannot  be  varied  from  day  to  day,  as  can 
opMi  market  operations,  to  meet  the  ever-changiiig  position 
of  the  money  market  and  of  the  banking  system. 

93.  If  it  were  made  compulsory  for  the  banks  to  maintain 
a maximum  or  minimum  liquidity  ratio — or  both,  such  ratios 
being  varied  to  meet  changing  monetary  conditions,  the 
banks  could  only  comply  with  such  regulations  by  either 
buying  or  selling  investments  or  by  calling  in  loans.  For 
reasons  which  we  have  set  out  elsewhere  in  our  evidence, 
banks  cannot  make  loans  at  their  own  will — there  must  be 
a demand  for  such  loans  from  credit-worthy  borrowers. 
It  follows  then  that  the  first  impact  of  a mandatory  liquidity 
ratio  would  fall  upon  the  banks’  investment  policy. 

94.  For  example,  a higher  prescribed  miniTmim  ratio 
would  reduce  the  ability  of  the  banks  to  hold  investments 
and  to  feaoce  toe  Government  by  this  means.  Indeed  the 
banks  would  be  compelled  to  s^  Government  securities 
and  the  market  in  these  securities  would  be  depressed  and 
yields  would  rapidly  rise.  This  would  accentuate  the  Govern- 
ment’s difficulties  in  carrying  out  a funding  operation.  If 
continued,  increases  in  toe  mandatory  minimum  liquidity 
ratios  might  well  cause  Government  securities  to  become 
unsaleable.  The  remaining  course  open  to  toe  banks  of 
railing  in  loans  could,  if  pursued  too  far,  bring  about  a 
major  depression  in  toe  coimtry. 
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95.  Conversely,  if  the  banks  had  to  buy  investments  as  a 
result  of  lowering  the  maximum  liquidity  ratio,  the  effect 
might  be  to  compel  the  banks  to  do  so  regardless  of  their 
known  future  liquidity  requirements. 

96.  To  summarise,  in  our  opinion  open  market  operations 
are  by  reason  of  their  greater  flexibility  to  be  preferred  to 
mandatory  liquidity  ratios  as  a means  of  relating  the 
liquidity  of  the  banking  system,  even  if  the  operation  of 
liquidi^  ratios  were  used  with  the  utmost  wisdom  and 
propriety.  The  financial  policy  of  the  Government  must  be 
such  as  to  allow  open  market  operations  to  function  with 
full  efficiency.  Such  policy  must,  inter  alia,  make  funding 
operations  possible  so  that  the  liquid  resources  of  the  banks 
are  not  continually  replenished  as  the  result  of  Government 
expenditure  financed  by  the  issue  of  Treasury  Bills. 

97.  We  welcome  the  indication  given  by  the  Governor  of 
the  Bank  of  England  in  October  1956,  when  he  said  : — 

“The  great  merit  of  the  existing  technical  arrangement 
is  tliat  it  rin^  two  different  warning  bells.  When  Govern- 
ment borrowing  is  in  hand  but  hank  advances  are  increasing 
too  fast,  the  liquidity  ratio  rings  a bell  of  warning  to  the 
banks,  as  in  the  first  part  of  1955. 

When  bank  advances  are  in  hand  hut  Government 
short-term  borrowing  is  mounting  dangerously,  it  rings 
a bell  of  warning  to  the  Government,  as  it  did  most 
properly  in  the  latter  part  of  last  year.  A mandatory 
increase  in  the  liquidity  ratio,  by  forcing  the  banking 
system  to  hold  more  Treasury  Bills,  would  work  in  absolute 
contradiction  with  a policy  of  funding  and  reducing  baidc 
lending  to  the  Government.” 

Question  4. — The  effectiveness  in  economic  policy  today  of 
monetary  measures,  with  particular  reference  to  : — 

(f)  The  authoritative  exposition  of  policy  changes 

98.  In  our  opinion  it  is  important  that  the  fullest  possible 
information  on  monetary  policy  and  the  reasons  for  any 
changes  in  such  policy  should  be  made  available  by  the 
Authorities,  both  to  &ose  responsible  for  the  working  of 
the  monetary  system  and  to  the  public  at  large. 

99.  Two  examples  in  recent  years  of  occasions  when 
fuller  explanations  of  policy  would  have  been  helpful  are 
the  intensification  of  the  “credit  squeeze”  in  1955  and  the 
reduction  of  Bank  Rate  from  5i%  to  5%  in  February  1957. 

100.  In  the  former  case  we  doubt  whether  the  public 
were  fully  aware  at  an  early  stage  of  the  reasons  for  a 
restriction  of  bank  credit  when  business  in  the  United  King- 
dom was  in  a prosperous  period.  The  lack  of  such  explanation 
made  the  restriction  of  bank  lending  a more  difficult  task 
for  the  banks. 

101.  When  Bank  Rate  was  reduced  in  February  1957, 
despite  official  warnings  that  the  reduction  did  not  imply 
a reversal  of  the  restrictive  financial  policy,  the  public 
interpreted  Qie  reduction  as  a sign  of  a reversal  of  policy. 

102.  Fuller  explanations  to  the  public  of  these  moves 
would  have  been  useful. 

103.  We  consider  that  the  practice  whereby  the  banks 
are  kept  infonned  of  official  views  and  actions  through  the 
medium  of  the  Bank  of  England  is  very  satisfactory.  There 
is  a close  and  continual  contact  between  the  Bank  of  F-nglanii 
and  the  aearing  Banks  which  has  been  built  up  over  the 
years  and  is  of  great  value  in  enabling  Government  policy 
to  be  communicated  to  the  banks  vrith  the  Tnaximum  of 
clarity  and  the  minimum  of  delay.  The  more  iufonnation 
which  can  be  given  to  those  responsible  for  the  operation 
of  the  banking  system  of  any  change  in  official  policy,  the 
better  is  the  banldng  system  able  to  co-operate.  This  contact 
should  enable  the  views  of  the  banks,  who  are  in  close 
touch  with  all  classes  of  industry  and  commerce,  to  be  made 
available  to  the  Government  of  the  day.  We  would  urge  the 
desirability  of  utilising  the  Bank  of  En^and’s  annual  report 
for  a fuller  review  of  economic  and  monetary  poUcy. 

Question  5. — Suggestions  for  improving  (jf  necessary')  present 
arrangements  for  providing  short,  medium  and  long-term 
finance  with  or  without  guarantees  for  industry,  trade 
{including  exports)  and  agriculture 

104.  As  we  have  explained  elsewhere  in  om  evidence, 
the  balances  which  the  banks  hold  on  current  accounts  for 
their  customers  are  payable  on  demand,  those  on  deposit 
accounts  at  short  notice.  For  these  reasons  the  banks  have 
always  required  that  their  advances  shall  be  repayable  on 
demand  and  in  practice  the  banks  aim,  as  far  as  possible. 


at  making  advances  which  are  self-liquidating.  While  a 
small  proportion  of  bank  advances  may  in  special  and 
exceptional  cases  be  made  on  medium  terms,  we  consider 
that  long-term  finance  is  outside  the  scope  of  our  business. 
We  have  referred  in  answers  to  Question  1 (g)  and  Question 
2 to  the  Finance  Corporation  for  Lidustry  Limited  and 
Industrial  and  Commercial  Finance  Corporation  Limited 
which  do  involve  the  banks,  at  one  remove,  in  such  medium- 
tenn  and  long-term  finance. 

105.  The  provision  of  short-term  finance  to  industry, 
trade  and  agriculture  is  essentially  our  main  lending  function. 
We  believe  that  credit-worthy  borrowers  in  these  categories 
can  obtain  from  the  banking  system  the  short-term  finance 
they  r^uire  and  that,  in  normal  times  when  there  is  no 
restriction  on  our  lendings  because  of  official  requests, 
competition  between  the  banks  ensures  that  the  short-term 
needs  of  such  borrowers  are  fully  met, 

106.  When  guarantees  are  required  for  normal  short-term 
finance  it  can  be  assiuned  that  the  advance  is  not  demonstrably 
of  self-liquidating  character  and/or  that  the  borrower  is 
lacking  in  credit-worthiness. 

107.  Turning  now  to  medium-term  finance,  there  is  a 
substantial  demand  for  credit  for  periods  of  the  order  of 
five  years  for  financing  the  export  of  capital  goods  to  countries 
who  require  credit  of  this  length.  The  provision  of  credit 
of  this  type  seems  to  be  necessap'  in  many  cases  if  the  orders 
are  to  be  obtained,  as  such  credit  is  often  said  to  be  available 
from  competitors  in  other  countries.  Transactions  of  this 
kind  are  normally  outside  the  lending  business  of  the  banks 
but  the  finance  is  often  provided  by  the  banks  and  guaranteed 
by  the  ^port  Credits  Guarantee  Department  for  a substantial 
proportion  of  the  total  ^ount.  We  suggest  that  this  type 
of  business  would  be  facilitated  on  the  lines  suggested  in  the 
next  paragraph. 

108.  For  reasons  of  liquidity  which  we  have  explained 
above,  there  must  be  a limit  to  the  proportion  of  the  banks’ 
funds  which  can,  with  safety,  be  lent  for  medium-term 
finance.  At  the  present  time,  it  is  probable  that  the  demand 
for  such  advances  has  not  been  so  great  that  the  banks  have 
been  unable  to  meet  it  within  the  proportion  of  their  funds 
which  they  consider  it  proper  to  employ  in  this  way.  It 
may  be  that  a demand  for  medium-term  credit,  particularly 
for  financing  exports,  will  rise  to  a point  at  which  the  banks 
are  unable  to  meet  it.  It  is  suggested  that  the  difficulty 
could  be  overcome  if  the  Export  Credits  Guarantee  Depart- 
ment were  to  enter  into  an  engagement  which  could  be 
converted  into  cash  by  the  exporter — for  example,  a series 
of  bills  endorsed  by  the  Export  Credits  Guarantee  Department 
which  could  be  discounted  provided  such  hilig  were  made 
eligible  for  re-discount  at  the  Bank  of  England.  A further 
possibility  would  be  a note  guaranteed  by  the  Export  Credits 
Guarantee  Department  as  to  principal  and  interest  which 
could,  when  interest  rates  were  favourable,  be  placed  with 
institutional  investors.  In  any  event  a more  simple  form  of 
direct  guarantee  by  the  Export  Credits  Guarantee  Department 
to  the  banks  is  desirable. 


109.  A particular  aspect  of  medium-term  finance  has 
arisen  in  the  case  of  tanker  construction.  Financial  institu- 
tions are  desirous  to  invest  at  the  present  high  rates  of  interest 
for  a long  period,  e.g.  Insurance  Companies  do  not  wish  to 
lend  on  medium-term.  Therefore  schemes  have  been  devised 
for  banks  to  provide  finance  up  to  eight  years  and  a long-term 
advance  to  be  carried  by  the  Insurance  Companies.  Clearly 
the  banks  can  only  lend  a modest  proportion  of  their  funds 
m this  way.  Should  interest  rates  fall  it  might  suit  investment 
institutions,  who  are  at  present  by  reason  of  high  rates 
employmg  their  funds  on  long  terms,  to  invest  for  medium 
terms  of  years  and  so  the  difficulty  of  supplying  such  finance 
would  disappear. 


110.  In  the  case  of  agriculture  there  is  a regular  demand 
for  bank  credit  which  the  banks  meet  as  part  of  their  business 
(The  total  advances  to  agriculture  in  August  1957  amounted 
to  £228  milhon,  equal  to  1M%  of  aU  bank  advances) 
Where  long-term  credit  is  required  for  capital  purposes  the 
Agricultural  Mortgage  Corporation  TimifftH  and  other 
lenders  upon  mortgage  are  the  proper  channels  for  the 
provision  of  credit.  It  may  be  that,  under  the  recently 
announced  scheme  for  grants  from  the  Government  of 
one-third  of  the  cost  of  capital  improvements,  some  demand 
for  medium-  or  long-term  credit  may  arise  from  land  owners 
or  tenants  to  enable  them  to  meet  their  share  of  the  cost  • 
and  it  may  be  that  the  Agricultural  Mortgage  Corporation 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVTOENCE 


61 


13.  The  Committee  of  London  Clearing  Bankers 


Continued] 


Limited  will  review  their  policy  in  the  light  of  this  new 
development. 

General  Comments 

111.  We  have  endeavoured  to  answer  the  several  questions 
which  we  have  been  asked  to  cover  in  our  evidence.  We 
have  confined  ourselves  to  affairs  in  this  country  but  we 
realise  that  complications  arise  from  the  fact  that  it  acts  as 
banker  to  the  whole  Sterling  Area. 

112.  The  majority  of  these  questions  relate  to  the  detailed 
mechanism  by  which  our  hanking  and  monetary  system 
works  and  are,  of  course,  of  very  great  importance,  but  we 
do  not  believe  that  it  is  in  this  sphere  that  an  answer  will 
be  found  to  the  economic  problems  which  confront  successive 
Governments  in  this  country. 

113.  We  think  that  the  comparative  stability  of  the 
amount  of  bank  deposits  and  advances  over  recent  years 
in  the  face  of  a rapidly  increasing  national  income  testifies 
to  the  efficacy  of  existing  methods  of  controlling  bank  credit 
and  demonstrates  incontrovertibiy  that  the  source  of  inflation 
must  be  sought  elsewhere. 

114.  There  is  little  doubt  in  our  minds  that  the  very 
high  level  of  expenditure  which  has  been  maintained  by 


Government,  Local  Government  and  the  Nationalised 
Industries  in  recent  years  is  at  the  root  of  our  trouble  and 
this  is  not  capable  of  being  restrained  by  those  measures 
relating  to  the  cost  and  volume  of  credit  with  which  the  banks 
are  mainly  concerned. 

115.  This  heavy  expenditure  has  had  to  compete  for 
available  resources  with  the  heavy  consumer  expenditure 
resulting  from  it  as  well  as  the  whole  of  the  needs  of  the 
private  sector  by  way  of  capital  expenditure  which  has  itself 
been  stimulated  by  the  monetary  climate  created. 

116.  In  our  view  the  circumstances  have  not  been  such 
as  to  warrant  a b^ow  the  line  Budget  deficit.  Movements 
in  the  external  reserve  position  obscure  the  extent  to  which 
the  Government  can  claim  to  have  covered  this  deficit 
with  funded  borrowing  but  it  is  clear  to  us  that  whatever 
has  been  done  has  not  been  enou^  and  that  the  object 
should  be  to  cut  down  expenditure  in  such  a manner  as  to 
have  an  overall  Budget  surplus,  after  allowing  for  further 
reductions  in  taxation. 

November,  1957. 


14.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MUNICIPAL  AND  GENERAL  SECURITIES  CO.  LTD. 


It  is  our  understanding  that  your  Committee  is  concerned 
with  the  long-period  relationship  of  savings  and  investment 
as  well  as  with  the  mechanism  of  short-period  credit  control. 
Believing  that  the  Unit  Trust  has  a unique  position  among 
savings  media,  we  are  submitting  this  Memorandum  with 
the  object  of  bringing  to  the  notice  of  the  Committee  how 
the  interests  of  investors  in  Unit  Trusts  are  prejudiced  and 
the  development  of  the  use  of  this  savings  medium  impeded 
by  discriminatory  legislation. 

1.  The  nature  and  purpose  of  Unit  Trusts  and  their  control 

The  Unit  Trust,  so  fai-  as  investment  in  securities  is 
concerned,  is  a device  by  which  any  number  of  persons 
entrust  their  savings  to  a corporate  investment  manager 
whose  powers  and  obligations  are  set  out  in  a Trust  Deed 
while  the  safe  custody  of  the  securities  concerned  is  assured 
by  their  deposit  with  a Custodian  Trustee,  who  is  also  a 
party  to  the  Deed. 

The  basic  element  of  such  a trust  is  called  a “Unit”, 
which  may  be  defined  as  an  indivisible  and  equal  participation 
in  the  beneficial  ownership  of  the  property  held  by  the 
Trustee.  Additional  units  may  be  created  at  any  time  by 
increasing  proportionally  the  total  value  of  property  held 
by  the  Trustee  and,  correspondingly,  units  may  be  realised 
at  any  time  by  reducing  the  total  property  held  by  the  Trustee. 
The  price  at  which  units  may  be  bought  and  sold  by  investors 
is  determined  by  the  cost  of  increasing  or  reducing  the 
trust  property  in  this  way,  and,  since  in  most  cases  the  trust 
property  consists  of  equity  shares  with  a high  degree  of 
marketability,  units  themselves  have  a similar  marketability. 
This  important  feature  and  the  wide  diversification  of  risk 
which  is  possible  in  a trust  of  any  but  the  smallest  size  make 
the  Unit  Trust  the  ideal  equity  investment  for  many  purposes 

The  Unit  Trust  thus  has  a general  purpose  identical  with 
that  of  an  Investment  Company,*  but  differs  essentially  in 
two  respects  : (a)  it  offers  o^y  one  type  of  unit  or  participa- 
tion whereas  the  capital  of  an  Investment  Company  is 
frequently  divided  into  Loan,  Preference  and  Equity  capital, 
and  (6)  the  very  free  marketability  of  units  is  in  striking 
contrast  with  the  proverbial  difficiilty  of  buying  or  selling 
shares  of  Investment  Companies. 

The  total  invested  in  all  British  Unit  Trusts  reached  a 
maximum  of  between  £80  million  and  £100  million  just 
before  World  War  II  and  the  total  invested  in  them  today 
is  believed  to  be  sli^tly  less.  They  were  the  subject  of 
enquiry  by  a Committee  of  the  London  Stock  Exchange  in 
1935  and  by  a Departmental  Committee  of  the  Board  of 
Trade  in  1936,  and  they  are  now  subject  to  statutory  control 
under  the  Prevention  of  Fraud  (Investments)  Act,  1939,  and 
the  Companies’  Act,  1947,  and  Board  of  Trade  “Require- 
ments” issued  under  these  Acts.  The  Prevention  of  Fraud 


• By  “Investment  Company”  we  mean  what  ia  more  commonly  called  “bivest- 
ment  Trust  Company”,  the  word  Trim  having  come  into  the  title  by  the 
ciicumitance  that  in  their  original  form  these  entities  were  not  Incorporated 
under  the  Companies'  Act,  but  were  formed  as  Investment  Trusts . “Investment 
Componita"  are,  therefore,  here  contrasted  with  “Unit  Truan". 


(Investments)  Act,  1939,  by  giving  a statutory  definition  to 
"Authorised  Unit  Trusts”  (that  is,  those  recognised  by  the 
Board  of  Trade)  enables  such  trusts  to  be  differentiated  from 
all  other  trusts  ; the  acceptance  of  any  suggestions  made 
in  this  Memorandum  need  therefore  not  impose  any  precedent 
for  other  kinds  of  trust. 

2.  The  current  movement  of  savings  into  equity  sluires 

In  recent  years  two  unrelated  influences  have  affected  the 
direction  in  which  savings  are  invested.  In  the  first  place, 
the  fear  of  a continuous  long-term  fall  in  the  value  of  money 
has  caused  more  attention  to  be  paid  to  investment  in  equity 
stocks  both  by  private  individuals  and  by  institutionid 
investors,  in  the  hope  that  any  rise  in  the  cost  of  living  will 
be  more  or  less  countered  by  a rise  in  the  value  of  income 
and  capital  from  holding  ordinary  shares.  Secondly,  the 
fact  of  income  tax  relief  in  respect  of  certain  types  of  assurance 
premium  has  encouraged  the  use  of  assurance  as  a medium 
of  personal  savings,  a tendency  which  has  been  reinforced 
by  the  very  high  standard  rate  of  income  tax. 

As  was  to  be  expected  there  have  been  endeavours  to 
combine  these  two  attractions  by  offering  assurance  contracts 
in  “equity”  terms,  in  such  a way  as  to  give  the  saver  the 
advantage  of  the  income  tax  concessions  and  at  the  same  time 
the  hope  and  the  possibflity  of  preserving  the  real  value  of 
his  savings.  The  broad  principle  of  an  assurance  contract 
of  this  khid  is  that  the  cash  amount  of  any  benefit  payable 
is  adjusted  in  accordance  with  any  change  in  equity  prices 
between  the  date  of  payment  of  the  premium  and  the  date 
of  payment  of  the  benefit,  and  the  idea  has  already  been 
applied  in  the  fields  of  both  endowment  assurance  and 
deferred  annuity  contracts.  For  simplicity  we  shall  refer  to 
assurance  linked  to  equity  share  prices  in  this  way  as 
“variable  assurance”  and  normal  assurance  in  cash  terms  as 
"cash  assurance.” 

In  variable  assurance,  cash  premiums  are  converted  into 
the  quantum  of  ordinary  shares  purchasable  therewith,  and 
benefits  are  expressed  in  terms  of  a quantum  of  such  shares 
and  converted  subsequently  into  cash  at  the  price  ruling 
when  the  benefit  becomes  payable.  For  the  purpose  of  such 
conversion  a ^ical  or  standard  equity  share  is  necessary. 
This  exists  in  ideal  form  in  a Trust  unit,  the  price  of  which, 
as  we  have  stated  above,  reflects  the  price  of  the  whole  collec- 
tion of  equity  shares  composing  the  trust  property.  It  is 
not  surprising,  therefore,  that  the  idea  of  variable  assurance 
should  have  been  from  the  first  closely  linked  with  Unit 
Trusts.  The  connection  may  be  exemplified  as  follows  : 
a premium  of,  say,  £100  at  a time  when  the  price  of  a unit 
is  20s.  is  converted  into  100  units,  and  the  corresponding 
baiefit  is  expressed  as  so  many  units,  which  wiU  be  converted 
into  cash  terms  according  to  the  price  of  units  when  the 
benefit  becomes  payable.  This  conversion,  can  be  applied 
whether  one  is  dealing  with,  say,  a series  of  annual  premiums 
to  provide  an  endowment,  or,  say,  a single  premium  to 
purchase  a deferred  annuity.  In  the  former,  the  endowment 
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can  be  expressed  in  cash  terms  (related  to  the  cash  premiums 
or  to  a cash  “sum  assured”)  to  be  eventually  adjusted  by 
the  ratio  of  the  price  of  a unit  at  the  maturity  date  to  the 
(weighted)  average  of  the  prices  of  units  at  the  premium  dates. 
In  the  latter,  the  annuity  can  be  expressed  as  so  many  units 
per  annum  per  100  units  of  single  premium. 

3.  Variable  Endowment  Assurance  thus  provides  a way  of 
investing  a regular  series  of  savings  so  that  their  value 
becomes  linked  to  and  fluctuates  with  the  price  level  of 
ordinary  shares — as  reflected  in  the  price  of  the  Trust  units 
used  for  the  purpose.  Life  assurance  may  be  provided  in 
such  a scheme  to  cover  the  difference  between  the  full  policy 
(that  is,  the  intended  final  sum,  or  “sum  assured”)  and  the 
paid-up  part  of  it.  The  benefit  is  then  composed  of  two  parts. 
Let  us  take  as  an  example  a twenty-year  policy  the  holder 
of  which  dies  after  12  years.  The  benefit  will  then  be  (a)  in 
respect  of  the  paid-up  part,  the  current  value  of  the  aggregate 
of  Trust  units  which  coifid  have  been  purchased*  on  the 
twelve  dates  of  premium  payments,  I/20th  of  the  sum 
assured  being  notionally  used  for  (he  purchase  of  units 
each  time  ; (6)  8/20ths  of  the  cash  sum  assured,  i.e.  the 
unpaid  part  of  the  policy.  Further,  insurance  may  also  be 
provided  to  cover  any  deficiency  in  the  current  value  of  the 
Trust  umte  below  their  cost,  so  that  there  is  a guaranteed 
lower  limit  to  the  benefit  receivable  by  the  policy  holder 
at  any  time. 

Two  observations  may  be  made  on  a Variable  Endowment 
Assurance  of  this  kind  : — 

(а)  Genuine  assurancet  is  involved  only  in  respect  of 
the  life  cover  for  a diminishing  sum  and  in  respect 
of  the  guarantee  (where  it  is  provided)  that  the 
variable  element  of  the  benefit  shall  not  fail  below 
the  amotmt  invested  in  units  ; the  cost  of  this 
insurance  is  only  a small  proportion  of  the  total 
outlay  (savings)  of  the  policy  holder.  The  rest  of 
an  endowment  assurance  consists  of  the  investment 
of  premiums  and  the  compounding  reinvestment  of 
income. 

(б)  So  long  as  the  value  of  the  variable  element  of  the 
benefit  depends  only  on  the  price  of  units  (as  is  the 
case  wiA  the  first  and  only  such  scheme  so  far, 
offered  in  this  country)  there  is  a conflict  of  interest 
between  the  assured  and  the  assurer.  The  assured 
is  inter^ted  only  in  the  maximum  ultimate  appre- 
ciation in  the  price  of  units  ; the  assurer,  on  the  other 
hand,  is  interested  in  securing  the  maxiTnnm  income 
from  the  imits  and,  in  fact,  unless  he  has  actually 
invested  in  units,  he  is  benefited  by  the  cheapness  of 
units  at  the  end  of  the  contract. 

4.  Variable  Deferred  Annuity  Contracts  have  the  essential 
feature  of  making  the  amount  of  the  annuity,  when  the  time 
comes  for  it  to  be  received,  depend  on  the  value  then  of 
representative  ordinary  shares — ^that  is,  on  the  value  of  a 
Trust  unit,  as  described  in  the  paragraphs  on  Variable  Endow- 
ment .^surmce.  Variable  Deferred  Acuities  originated, 
we  believe,  in  the  United  States,  and  wCTe  first  embodied 
in  the  “College  Retirement  Equities  Fund”  in  1952.  The 
idea  has  since  been  extended  to  other  pension  and  annuily 
plans,  and  has  recently  been  introduced  into  this  country. 
The  first  British  application  of  the  idea  is  based  on  a single 
premium  and  there  is  a fixed  relationship  between  the  number 
of  units  which  the  Insurance  Company  can  (and  perhaps  does) 
purchase  with  the  premium  and  the  number  of  imits  on 
which  subsequently  the  amount  of  the  annuity  is  based. 

This  follows  the  traditional  pattern  of  single-premium 
deferred  annuity  business  in  terms.  An  Insurance 

Company  (i)  calculates  the  figure  to  w^ch  it  can  expect  to 
accumulate,  say,  £100  at  an  estimated  rate  of  compound 
interest  over  a specified  period  of  years  ending  at  the  assured’s 
date  of  retirement ; (ii)  calculates  how  much  per  annum 
it  can  undertake  to  pay  thereafter  for  the  rest  of  the  assured’s 
life,  which  is  of  course  an  unspecifiable  period.  The  second 
calculation  postulates  that  the  accumulated  sum  will  be 
reduced  by  annual  payments,  but  at  the  same  time  increased 
by  interest  (at  ^ assumed  rate)  on  the  diminishing  capital 
sum  over  a period  of  years  which  an  actuary  assesses  as 
the  assured’s  expectation  of  life. 


* In  f^ct  tbs  Insurance  Company  need  not  ia\ 
wbich  need  serve  no  other  purpose  than  that  of  . 
assurer's  liabOity. 

t By  genuine  assurance  in  this  Memorandun 
underiakiog  to  pay  a Exed  sum  (or  a variable  sum 
either  on  the  oceuirence  of  an  event  (i.e.  death]  < 
in  advance,  or  on  the  occurrence  of  a series  of  evei 
reticeniect)  the  number  of  wbich  is  not  known  it 


an  index  number 'to  d^ne  the 


i we  mean  the  giving  of  an 
. subject  to  a fixed  lower  limit) 
>a  a date  which  is  not  known, 
us  (i.e.  annuity  dates  foilowisg 


It  will  be  seen  at  once  that  the  second,  or  decumulating, 
part  of  the  business,  calling  inevitably  as  it  does  for  the 
guarantee  of  annual  payments  over  an  unspecified  number 
of  years,  is  essentially  a matter  of  actuarial  risks  and  calcu- 
lations whidi  fall  quite  properly  within  the  sphere  of  assurance 
business. 

The  first  part,  on  the  other  hand,  involves  genuine  assurance 
only  in  so  far  as  the  Insurance  Company  states  in  the 
contract  and  guarantees  the  amount  of  the  annuity  which 
wUl  be  paid  in  the  future.  It  may  at  first  sight  seem  advan- 
tageous to  policy  holders  to  know  the  amount  in  this  way 
ri^t  from  the  start,  but  on  reflection  there  would  seem 
to  be  little  disadvantage  in  leaving  the  amount  only  broadly 
indicated  during  the  jwriod  of  accumulation  and  exactly 
known  only  when  an  immediate  (not  deferred)  annuity  is 
bought  at  the  date  of  retirement.  Indeed,  there  may  be  a 
positive  advantage  for  the  assured  in  leaving  the  figure  for 
later  decision,  since  Insurance  Companies  are  known  never 
to  have  liked  writing  deferred  annuity  policies,  and  it  may 
well  be  that  their  quoted  rates  are  unduly  conservative  and 
that  the  assured  would  do  better  to  defer  assurance  action 
until  the  end  of  the  accumulation  period. 

Apart  from  this  guarantee,  the  need  for  which  we  have 
questioned,  the  first  part  of  the  operation  requires  investment 
management  service  and  nothing  else  ; in  short,  even  in 
cash  deferred  annuity  business,  the  essential  skill  is  to  ensure 
that  the  sum  eventually  accumulated  is  the  largest  possible. 

With  variable  deferred  annuities  this  is  the  only  skill  in 
the  first  part  of  the  operation,  since  it  is  of  the  essence  of 
a “variable”  plan  that  no  guarantee  can  at  that  stage  be 
given  to  the  assured  as  to  what  his  annuity  is  going  to  be 
in  terms  of  £ s.  d.  No  genuine  assurance  is,  therefore, 
involved  in  the  first  part  of  the  operation. 

We  make  two  comments  on  this  type  of  business. 

(a)  So  long  as  the  value  of  the  deferred  annuity  depends 
on  the  price  of  units  there  is  a conflict  of  interest 
between  the  assured,  who  is  interested  only  in  maxi- 
mum capital  value,  and  the  assurer,  who  is  interested 
in  maximum  income  and  minimum  capital  value. 
The  assurer  contracts  to  pay  out  an  annuily  of  a 
fixed  number  of  units,  and  he  has  to  accumulate 
these  units  from  purchases  made  with  the  original 
premium  and  with  the  income  derived  therefrom. 
It  follows  that  from  this  point  of  view  it  is  in  his 
interest  for  the  income  from  units  to  be  as  large  as 
possible  and  for  the  price  of  units  (which  he  has  to 
buy  with  that  income)  to  be  as  low  as  possible.  We 
have  not,  of  course,  overlooked  the  fact  that  the 
assurer’s  intaiest  as  a salesman  of  Variable  Deferred 
Annuities  is  to  show  a degree  of  appreciation  in  the 
price  of  units  ; but  this  does  not  alter  his  other 
interest  in  buying  units  as  cheaply  as  possible.  This 
is  directly  opposed  to  the  interest  of  the  policy  holder, 
who  has  a guarantee  of  the  number  of  units  and 
wishes  to  see  each  unit  worth  as  much  as  possible. 
It  may  thus  be  seen  that  the  conflict  of  interest  in 
this  case  can  be  even  more  serious  than  in  the  case  of 
Variable  Endowment  Assurance. 

{b)  Whether  or  not  all  variable  annuity  plans  will  follow 
the  first  British  application  of  the  idea  and  employ 
Unit  Trusts  as  an  investment  medium,  they  require 
a process  of  valuation  of  blocks  of  securities  which 
are  very  similar  to  Trust  units — so  similar  in  fact 
that  the  Securities  and  Exchange  Commission  in  the 
U.S.  holds  that  Insurance  Companies  offering 
“variable  annuities”  are  engaging  in  “Mutual  Fund” 
business  (the  U.S.  equivalent  of  Unit  Trusts)  and 
should  be  subject  to  the  Commission’s  jurisdiction. 

5.  Variable  Assurance  involves  two  processes,  one  of  which 

investment — should  not  be  confined  to  insurance  companies. 

We  submit  that  variable  assurance  involves  considerations 
which  remove  it  outside  the  traditions  of  the  insurance 
industry  : (a)  the  assurance  function  is  relatively  small 
and  subordinate  to  the  investment  function ; (6)  a conflict 
of  interest  between  assurer  and  assured  can  arise  over 
management  of  the  investment  unit*  ; and  (c)  the  investment 
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function,  which  is  dominant,  requires  something  which  is 
in  effect  a Unit  Trust. 

In  the  field  of  Variable  Endowment  Assurance,  we  have 
shown  that  the  genuine  assurance  element  is  small,  but  as 
the  law  stands  a periodical  sum  paid  to  an  Insurance  Company 
as  a premium  can  entitle  the  assured  person  to  income  tax 
relief,  whereas  a similar  payment  to  a Thrift  Plan*  receives 
virtually  no  such  concession.  We  surest  therefore  that  the 
management  company  of  an  Authorised  Unit  Trust  should 
be  allowed  to  offer  a Thrift  Plan  coupled  with  a diminishing 
term  life  assurance,  on  the  same  basis,  so  far  as  concerns 
income  tax  relief,  as  a Variable  Endowment  Assurance 
policy  offered  by  an  Insurance  Company. 

Similarly  in  the  field  of  Variable  Deferred  Annuity 
contracts,  current  tax  legislation  gives  advantages  to  schemes 
operated  by  Insurance  Companies  or  by  such  bodies  as 
trade  or  professional  associations.  Under  the  1956  Finance 
Act  premium  pajroents  up  to  a certain  proportion  of  the 
contributor’s  earnings  are  allowed  full  income  tax  relief,  and 
the  earnings  of  the  Annuity  Fund  are  also  not  subject  to 
income  tax.  These  concessions  are  denied  to  schemes 
organised  in  other  ways,  and  we  su^st  that,  subject  to  the 
restrictions  placed  upon  the  operation  of  annuity  schemes 
run  by  Insurance  Companiest  the  law  should  be  amended 
to  enable  recognised  accumulation  schemes  to  be  operated 
by  any  company  managing  an  Authorised  Unit  Trust,  without 
deduction  of  income  tax  on  the  income  of  the  accumulating 
fund  and  with  remission  of  tax  for  the  participant  in  respect 
of  his  periodic  savings  committed  to  the  future  purchase  of 
an  annuity.  (We  do  not  wish  to  suggest  that  only  companies 
managing  Authorised  Unit  Trusts,  in  addition  to  Insurance 
Companies,  should  be  allowed  to  operate  such  accumulation 
schemes,  but  we  are  not  in  a position  to  speak  for  any  other 
type  of  organisation). 

At  the  end  of  the  accumulation  period  in  a Deferred 
Annuity  Contract,  assurance  becomes  necessary  because  an 
actuarial  risk  then  arises  in  respect  of  the  number  of  annuity 
payments  to  be  made.  We  visualize  therefore  that  the  Fund 
accumulated  for  the  individual  investor  would  be  applied, 
at  the  date  of  his  retirement,  to  the  purchase  fi:om  an 
Insurance  Company  of  an  “immediate”  annuity  in  “cash” 
or  “variable”  terms  on  the  best  possible  terms  available  at 
that  time  in  the  open  market.  But  the  important  point  is 
that  in  the  accumulation  period  itself  no  actuarial  problem 
exists  and  the  existing  monopoly  of  Insurance  Companies 
in  this  field  appears  to  be  imjustified. 

It  may  be  added,  on  the  basis  of  figures  of  the  ratio  of 
expenses  to  premiums  published  by  Insurance  Companies 
in  respect  of  their  Life  Assurance  business,  that  an  accumu- 
lating Fund  offered  by  a Unit  Trust  management  company 
would  have  distinct  advantages  in  cost  for  the  investor. 


* Municipal  and  Ocneral  Securitia! 
Tbriit  Plan  for  the  past  three  years.  It 
savings  in  units  of  “The  M it  G"  < 
reinvesuncnt  of  dividends  in  further  unii 
for  Life  Assur  


Company  Limited  have  operated  a 
provides  for  the  periodic  mvesimeut  of 
snerol  Trust  Fund  and  the  automatic 
. Coupled  with  it  are  optional  fhcilities 
- — — ey  therefore  be  readily  seen 


isely  resembles  Variable  End. 

pud  to  an  Insurance  Comptmy  under  an  endowment  scheme 
of  income  tax  reliaf,  such  thiief  is  limited  to  the  small  element 
premium  included  in  coouibutions  to  “The  M & G”  Th^ 


t In  particular,  that  the  accumulated  fund  for  any  participant  should  not  be 
available  for  any  other  purpose  than  the  purchase  of  an  annuity,  and  that  the 
extent  of  any  person's  participation  should  be  limited  in  relation  to  his  earnings. 


6.  T/te  origins  of  privilege 

In  preparing  this  Memorandum  it  seemed  to  us  right  to 
attempt  to  discover  what  principles,  if  any,  had  limited  the 
concession  of  tax  privileges  exclusively  to  Insurance  Com- 
panies and  their  clients.  The  origins  of  these  concessions 
go  back  at  least  as  far  as  the  year  1799  and  it  is  by  no  means 
easy  to  be  sure  at  this  distance  of  time  what  may  have  been 
the  governing  principles.  The  concessions  seem  to  have 
been  granted  at  one  time  from  the  desire  to  encourage 
savings,  at  another  to  canalize  the  investing  of  savings  into 
government  stocks.  We  have  not  been  able  to  discover 
any  reason  which,  in  the  circumstances  of  today,  would 
justify  these  concessions  being  confined  to  savings  invested 
through  Insurance  Companies. 

7.  The  part  which  Unit  Trusts  can  play 

We  believe  that  the  Unit  Trust,  now  rid  of  certain  abuses 
which  marred  its  early  development  in  some  quarters,  and 
subject  to  effective  regulation  by  the  Board  of  Trade,  has  a 
great  part  to  play  in  the  encouragement  of  savings  in  this 
country.  It  is  a unique  means  of  providing  a freely  marketable 
securify  spread  over  equity  stocks  and  so,  amongst  other 
things,  of  introducing  the  small  investor  to  the  ownership  of 
shares  in  British  industry  without  undue  risk. 

_ We  submit  that  in  the  national  interest  it  is  desirable  to 
give  encouragement,  by  fiscal  means,  to  the  willingness  to 
save  of  those  people  (including  ^e  small  investor)  who 
have  the  greatest  ability  to  save.  We  believe  that  this  object 
would  be  directly  advanced  by  giving  the  same  incentives  to 
sa;mg  in  certain  other  channels  of  investment  and  accumu- 
lation as  are  now  given  only  in  one  relatively  expensive 
channel — ^insurance. 

December,  1957. 

Supplementary  Note 

When  we  submitted  a Memorandum  to  your  Committee 
at  the  end  of  last  year  we  considered  the  advisability  of 
referring  to  the  question  of  taxation  of  the  income  of  Unit 
Trusts  and  we  decided  that  in  the  circumstances  of  the  time 
we  would  not  have  been  justified  in  adding  to  the  Memoran- 
dum, which  was  therefore  confined  to  questions  arising  from 
the  relationship  of  Unit  Trusts  to  certain  Variable  Assurance 
Schemes. 

Since  then  the  circumstances  have  changed  in  two  respects. 
On  the  one  hand  there  has  been  greater  public  interest  in 
and  discussion  of  the  suitability  of  Unit  Trusts  as  a means 
of  encouraging  saving  generally,  and  we  think  that  this  point 
may  now  be  of  interest  to  your  Committee.  On  the  other 
hand  the  alteration  in  the  incidence  of  profits  tax  proposed 
in  the  present  Finance  Bill  has  removed  what  appears  to  us 
the  only  possible  ground  on  which  some  Unit  Trust  Manage- 
ment Companies  might  oppose  a change  in  the  taxation  of 
their  Trusts’  income.  We  therefore  wish  to  bring  to  the 
notice  of  your  Committee  the  Memorandum*  which  we 
submitted  to  the  Royal  Commission  on  the  Taxation  of 
Profits  and  Income. 

May,  1958. 


* This  MemorandOQijWhich  is  not  reprinted  ic  this  record  of  evidence,  proposed 
that  “Authorised  Unit  Trusts  should  be  taxed  in  the  same  loacher  as  an  Invest- 
ment Holding  Company,  that  is  to  say,  they  should  be  entifled  to  the  relief 
given  to  Investment  Holding  Companies  under  Section  33  of  the  Income  Tax 
Act,  191S,  and  be  subject  to  ProSts  Tax  on  'oofranked'  income*'. 
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15.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  BRITISH  OVERSEAS  BANKS  ASSOaATTON 

A.  The  African  Members  (see  Minutes  of  Evidence  Qns.  4327  to  4438) 

B.  The  Canadian  Members  (see  Minutes  of  Evidence  Qns.  4439  to  4520) 

C.  Tm  Australasian  Members  (see  Minutes  of  Evidence  Qns.  4521  to  4632) 

D.  The  Eastern  Exchange  Banks  (see  Minutes  of  Evidence  Qns.  4633  to  4759) 

A.  The  African  Members  of  the  British  Overseas  Banks  Association* 


7.  The  Role  and  Function  of  the  British  Overseas  Banks  in 
the  domestic  monetary  system 

1.  This  may  be  described  as  being  basically  that  of : 

(1)  Exchange  dealers  for  the  financing  of  monetary 
transactions  between  the  United  Kingdom  and  the 
Overseas  territories  in  which  they  are  represented. 

(2)  Providers  of  credit  for  the  financing  of  the  U.K.’s 
export  trade  with  their  overseas  territories  throu^ 
the  negotiation  of  documentary  bills  drawn  thereon. 

(3)  Holders,  at  their  London  Offices,  of  the  surplus 
deposits  raised  from  the  public  abroad  through  their 
branch  systems  in  sterling  territories  overseas  and 
the  agents  through  whom  these  funds  enter  the 
domestic  monetary  system. 

2.  Dealing  with  sub-paragraphs  (a)  and  (b)  of  item  1 of 
the  “Notes  for  guidance”. 

(a)  What  considerations  govern  the  movement  of  funds 
between  offices  in  the  United  Kingdom  and  other 
offices 

(1)  Outside  the  sterling  area 

(2)  Inside  the  sterling  area 

3.  (1)  The  movement  of  funds  between  offices  in  the 
United  Kingdom  and  offices  in  territories  outside  the  Sterling 
Area  consists  almost  entirely  of  settlements  for  commercial 
transactions  transacted  mainly  on  a sterling  basis  with  the 
territory  concerned.  Funds  do  not  generally  remain  on  deposit 
with  the  Banks  in  London  but  (except  for  relatively  small 
working  balances)  are  immediately  paid  over  to  the  account 
in  London  of  die  currency  authority  or  to  the  London 
branch  or  Correspondent  of  a bank  resident  in  the  territory 
concerned,  so  that  a closed  exchange  position  exists  as 
between  our  Banks’  offices  in  the  territory  and  our  offices 
in  the  United  Kingdom.  Net  transfers  from  the  balances 
in  the  United  Kingdom  of  the  accounts  of  overseas  branches 
to  the  account  of  the  overseas  currency  authority  or  to  the 
account  of  a foreign  hank  will  represent  (a)  an  raicess  of 
exports  financed  in  sterling  from  the  overseas  territory  over 
sterling  imports  and  (i»)  sterling  capital  transfers  to  the 
overseas  territory. 

4.  If  the  trade  and  capital  movements  in  sterling  between 
the  overseas  territory  and  the  outside  world  show  a balance 
in  the  reverse  direction,  our  offices  in  the  United  Kingdom 
would  receive  transfers  of  funds  for  account  of  our  overseas 
branches  from  the  United  Kingdom  accounts  of  the  overseas 
currency  authority  or  of  other  banks  resident  in  that 
territory.  These  sums,  however,  would  likewise  not  normally 
imiain  long  with  our  United  Kingdom  branches  as  they 
would  be  required  in  the  United  Kingdom  to  meet  (a)  claims 
for  United  Kingdom  exports  or  sterling  exports  of  other 
countries  and  (b)  Capital  dispositions  in  the  United  Kingdom 
or  elsewhere. 

5.  (2)  The  movement  of  funds  between  our  offices  in  the 
United  Kingdom  and  our  offices  inside  the  sterling  area  is 
also,  basic^y,  determined  by  the  balance  of  payments 
position  on  trading  and  capital  account  between  the  particular 
country  concerned  and  the  outside  world.  The  greater 
freedom  from  exchan^  control  or  transfer  restrictions, 
however,  which  is  enjoyed  within  the  sterling  area,  enables 
better  advantage  to  be  taken  by  the  public  of  disparities  in 
interest  rates  than  is  the  case  with  the  territories  mentioned 
in  the  answer  to  (c)  (1) ; the  availability  and  relative 
profitability  of  local  short-term  investment  opportunities  in 
comparison  with  opportunities  in  London  are  therefore  also 
considerations  affecting  the  movement  of  funds  (see  para, 
(b)  below). 

6.  The  extent  to  which  sterling  funds  accruing  to  the 
Overseas  Banks  in  London  are  retained  by  those  banks 
depends  on  the  degree  of  control  exercised  by  the  authorities 
in  the  overseas  territories  concerned  over  their  territories’ 
external  exchange  resources.  For  instance,  where,  as  in 


■ See  Minutes  of  Evideiux  Qns.  4327  to  443S. 


some  overseas  sterling  territories,  there  is  a central  bank  and 
a degree  of  statutory  control  is  exercised  over  the  commercial 
banks  and/or  the  exchange  rate  between  the  local  currency 
and  sterling  is  controlled  by  the  local  authorities,  U.K.  funds 
representing  payments  for  sterling  exports  from  overseas 
territories  or  investments  of  sterling  capital  in  the  overseas 
territories  may  not  remain  with  the  accounts  of  our  ov^seas 
offices  in  the  U.K.  but  may  have  to  be  transferred  immediately 
to  the  acounts  in  the  United  Kingdom  of  the  overseas  central 
banks  or  of  the  authorities  concerned,  either  to  comply 
with  local  statutory  requirements  or  to  avoid  running  the 
risk  of  a possible  variation  in  the  rate  of  exchange. 

7.  There  remain  those  sterling  area  territories  which  do 
not  have  a central  bank,  do  not  impose  exchange  control 
regulations  requiring  the  surrender  of  sterling  earnings,  and 
have  currencies  linked  to  sterling  at  par  through  the  operations 
of  a currency  board  which  will  buy  and  sell  sterling  against 
the  local  currency,  or  vice  versa,  at  a fixed  charge. 

8.  Any  sustained  surplus  of  sterling  exports  from,  or 
investment  in,  such  territories  is  normally  reflected  by  an 
increase  in  the  sterling  balances  of  our  overseas  branches 
with  our  United  Kingdom  branches  because  there  are  no 
alternative  means  of  employing  cash  reserves  locally.  These 
balances  may  be  diminished  as  a result  of  local  cash  require- 
ments of  the  overseas  brandies  which  are  provided  for  by 
appropriate  transfers  from  the  accounts  of  the  overseas 
branches  with  our  United  Kingdom  branches  to  the  accounts 
in  the  United  Kingdom  of  the  currency  board  concerned 
or,  vice  versa  increased  if  our  branches  have  a surplus  of 
ca^  locally  which  is  paid  over  to  the  currency  board  against 
a corresponding  sterling  credit  from  the  latter  in  London. 

9.  An  excess  of  sterling  exports  to  a particular  colonial 
territory  over  imports  from  that  territory  would  tend  to 
produce  a running  down  of  the  territory’s  sterling  balances. 
In  practice,  however,  these  balances  remain  constant  or,  if 
anything,  tend  to  increase,  largely  as  a result  of  capital 
loans  to  the  territories  both  on  government  and  private 
account  as  a result  of  which  the  necessary  sterling  funds  are 
made  available  to  meet  the  normal  needs  of  local  expansion. 

10.  The  sterling  balances  accumulated  in  London  by  the 
overseas  Banks  in  this  way  are  at  the  Banks’  free  disposition 
and  may  either  be  invested  in  the  Banks’  business  in  other 
sterling  area  territories  where  there  is  a deficiency  of  local 
deposits  or  invested  on  the  London  market  in  medium  or 
short  dated  securities  in  accordance  with  general  considera- 
tions of  policy. 

11.  The  U.K.  overseas  banks  are,  of  course,  not  the  only 
channel  or  even  the  main  channel  by  which  the  sterling 
surplus  funds  of  these  overseas  territories  reach  tlie  London 
market.  In  fact,  the  sterling  balances  retained  by  the  U.K. 
Banks  operating  in  the  Colonies  amount  to  only  a relatively 
small  proportion  of  the  total  sterling  funds  of  those  territories. 
The  Colonial  Office  publication  “The  Digest  of  Colonial 
Statistics”  shows  that  as  attheSlst  December,  1956,  currency 
board  holdings  and  currency  or  other  frmds  held  by  the 
Crown  Agents  on  behalf  of  colonial  governments  amounted  to 
some  four  times  the  total  sterling  balances  with  the  U.K. 
Banks. 

(6)  What  action  is  taken  as  a result  of  a change  in  interest 
rates  in  London  relatively  to  those  prevailing  elsewhere  ? 

12.  When  a change  takes  place  in  the  level  of  the  Bank 
Rate  in  London,  the  information  is  immediately  conveyed 
to  our  overseas  territories.  The  normal  procedure  in  the 
case  of  currencies  firmly  linked  to  sterling  is  for  ffie  local 
banks  to  confer  among  themselves  as  to  the  effect  the  Bank 
Rate  change  has  on  the  local  structure  of  money  rates. 
Hitherto,  local  rates  have  generally  changed  more  or  less 
automatically  with  a change  in  the  London  Bank  Rate.  If 
Bank  Rate  in  London  went  up,  advance  rates  and  deposit 
rates  in  the  territory  would  also  go  up  and  vice  versa. 

13.  More  latterly,  there  have  been  signs  of  increasing 
reluctance  overseas  to  follow  Bank  Rate  changes  automati- 
cally. The  increase  in  national  awareness  in  overseas 
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territories  is  responsible  for  a local  public  opinion  which 
finds  it  difFLctilt  to  understand  why  it  should  suddenly 
become  dearer  to  borrow  for  local  industrial  and  commercial 
purposes  because  the  official  rate  in  London  has  been  rais^. 
It  is  ar^ed  that  as  the  territory  largely  manages  its  own 
economic  affairs,  its  trading  costs  should  not  be  increased  as 
a result  of  action  taken  by  an  overseas  or  "foreign”  authority 
over  which  action  they  can  exercise  no  control.  As  these 
territories  take  an  increasing  control  over  their  own  economic 
and  monetary  affairs,  and  in  some  cases  start  their  own 
central  banks,  there  is  a growing  tendency  for  the  local 
authorities  to  exercise  pressure  in  the  fixing  of  money  rates 
in  conformity  with  their  appraisal  of  the  needs  of  the 
territory’s  economy  without  sole  regard  to  the  change  in 
the  London  official  rate.  In  some  cases,  e.g.  the  Union  of 
South  Africa,  the  authorities  in  overseas  sterling  area 
territories  have  gone  so  far  as  to  prohibit  or  restrict  export 
of  capital  to  London  in  order  to  insulate  their  economies 
from  the  effect  of  higher  money  rates  in  London. 

14.  As  a result  of  these  factors  recent  changes  in  the  Bank 
Rate  since  1951  have  not  invariably  brought  about  a corres- 
ponding increase  or  decrease  in  the  rate  structures  overseas. 
On  occasions  the  actual  changes  have  either  been  tailored 
to  suit  local  conditions  or  no  change  has  been  made  at  all. 
As  an  example,  the  last  decrease  in  the  Bank  Rate,  on  7th 
February,  1957,  from  5i%  to  5%  resulted  in  no  changes 
in  the  rates  quoted  to  the  public  for  advances  or  for  deposits 
in  Cyprus,  East  Africa,  Malta,  Rhodesia  and  West  Africa. 
Nevertheless,  by  and  large  the  trend  is,  and  must  be,  for 
local  rates  to  follow  rates  here,  as  long  as  transfers  between 
the  United  Kingdom  and  the  overseas  territories  of  the 
sterling  area  are  not  subject  to  restriction  by  the  local 
monetary  authorities.  If  capital  is  to  move,  high  interest 
rates  here,  imposed  as  part  of  a credit  squeeze,  sooner  or 
later  attract  surplus  funds  from  overseas  territories  and  lead 
to  a falling  off  in  local  banking  deposits  which  the  local 
banks  cannot  sit  by  and  watch.  Local  credit  interest  rates 
have  then  to  be  increased  in  the  endeavour  to  stop  the 
outward  flow.  At  the  same  time,  local  concerns  which  have 
previously  obtained  finance  from  U.K.  parent  companies 
or  merchants  here  find  this  source  of  finance  curtailed  and 
haveto  turn  to  the  local  banks.  Overdraft  rates  have  therefore 
also  to  be  increased  both  to  meet  the  extra  cost  of  raising 
deposits  and  to  check  the  increasing  pressure  of  demand 
from  local  would-be  borrowers. 

15.  It  is  not  easy  to  see  how  this  trend  could  be  arrested 
in  deference  to  the  wishes  of  overseas  governments  desiring 
to  insulate  their  local  economies  from  the  effect  of  short-term 
variations  in  London  money  market  rates  unless  those 
governments  would  agree  to  repatriate  to  the  Colonies  in 
such  circumstances  part  of  their  own  sterling  holdings  in 
London,  which  are  outside  the  banking  system,  and  put  them 
on  deposit  with  the  banks  locally  to  offset  the  movement  of 
balances  to  London  in  the  private  sector  of  the  local  economy. 

//.  The  Adequacy  of  the  Monetary  System  in  present  conditions 
and  suggestions  for  changes 

16.  We  do  not  feel  that  our  experience  as  colonial  bankers 
gives  us  any  special  qualifications  to  offer  an  opinion  on  the 
wider  implications  of  this  question,  which  appears  to  lie 
more  within  the  field  of  the  economist  and  the  central  banker. 
So  far  as  we  overseas  bankers  mainly  operating  in  &e 
sterling  area  are  concerned  we  have  no  criticism  on  the 
adequacy  of  the  monetary  system  as  it  affects  our  business 
at  present.  It  enables  us  to  use  our  resources  to  the  best 
advant^  as  we  see  it ; that  is  to  say,  subject  to  local 
regulations,  we  can  switch  surplus  funds  freely  from  one 
territory  to  another  and  so  make  the  best  possible  use  of 
them,  and  we  can  readily  find  opportunities  for  lending  in 
London  at  short-term — on  anything  from  an  overnight  loan 
to  a three  months’  bill — sudi  funds  as  we  do  not  want  to 
lend  commercially,  or  invest  or  retain  in  cash.  Our  only 
comment  is  that  the  position  will  be  ^eatly  changed  if 
autarkic  tendencies  in  the  overseas  sterling  area  countries, 
to  which  we  have  referred  above,  are  accentuated  as  may 
well  be  the  case  if  there  should  be  either  wide  fluctuations 
in  the  international  value  of  sterling  or  a prolonged  con- 
tinuance of  high  money  rates  in  the  London  market. 


III.  The  Authorities'  use  of  Monetary  measures  since  1951, 

particularly  as  it  has  affected  the  Overseas  Banks 

17.  One  effect  of  the  restriction  of  credit  in  the  United 
Kingdom  has  been  to  increase  the  demand  for  credit  overseas 
as  already  explained  under  1 (6)  above.  This  increased 
overseas  demand  for  credit  has  been  met  to  some  extent  : 

(a)  by  a take  up  of  the  “slack”  in  the  Banks’  ratios  or 
loans  to  deposits  in  the  earlier  years, 

(h)  by  an  increase  in  local  deposits  stemming  from  the 
credit  expansion  itself, 

but  these  sources  have  not  been  sufficient  to  satisfy  the 
demand  which  has  led  to 
(c)  increasing  pressure  on  bank  liquidity. 

18.  The  inability  to  meet  the  local  demand  at  rates  which 
are  acceptable  locally  is  no  doubt  one  of  the  reasons,  along 
with  considerations  of  prestige,  which  has  led  to  the  growth 
of  central  banks  in.  many  overseas  sterling  territories  during 
the  last  few  years  with  consequences  which  directly  affect  the 
overseas  banks.  This  is  a situation  which  results  from  the 
inclusion  of  a number  of  countries  with  diverse  characteristics 
and  outlooks  in  one  monetary  area,  and  is  not  in  itself  a 
reflection  on  the  ad^uacy  or  inadequacy  of  Ae  London 
money  market,  but  it  is  felt  that  the  repercussions  locally 
of  the  monetary  measures  taken  by  the  authorities  here  in 
recent  years  to  combat  inflation  in  the  U.K.  have  had  the 
effect  of  encouraging  local  governments  overseas  to  take 
measures  to  maintain  a greater  degree  of  control  over  their 
local  economies,  which  has  resulted  in  restricting  the  freedom 
previously  enjoyed  by  overseas  banks  such  as  ourselves  in 
the  use  of  our  resources  and  this,  in.  turn,  can  only  operate 
to  the  detriment  of  the  less  weU-endowed  colonial  territories. 

IV.  The  effectiveness  in  economic  policy  to-day  of  Monetary 

measures 

19.  This  question  also  appears  more  appropriate  for  an 
economist  to  answer  than  ourselves  but  we  comment  as 
follows  : — 

(n)  our  experience  is  that  movements  in  the  short-term 
interest  rates  here  do  tend  to  have  a corresponding  effect 
in  our  overseas  territories  and  by  taking  money  out  of 
the  overseas  local  banking  system,  e.g.  for  investment  in 
Treasury  Bills  here  or  to  take  advantage  of  hi^  rates 
offered  by  for  instance  H.P.  companies,  lead  to  a restriction 
of  credit.  Whether  this  is  a desirable  effect  when  looking 
at  the  consequences  from  the  point  of  view  of  an  important 
but  imder-capitalised  primary  producing  area  with  a 
large  export  potential  is  another  matter. 

(b)  loi^  term  interest  rates  in  the  overseas  territories 
with  which  we  are  concerned,  which  are  in  the  main  short 
of  capital  and  have  to  depend  on  the  U.K.  for  their 
investment  needs,  are  bound  to  foUow  U.K.  rates  but  the 
demand  overseas  for  capital  for  development  is  such  that 
it  is  not  necessarily  deterred  by  high  rates  in  view  of  the 
profits  in  prospect.  If,  however,  the  rates  become  so  high 
as  to  deter  borrowers  or  the  capital  market  in  London  is 
such  that  loans  cannot  be  issue«^  the  effect  will  be  to  cause 
first,  a recession  in  business  in  the  overseas  territories 
and  secondly,  a fall  in  imports  from  the  United  Kingdom 
with  consequent  repercussions  on  domestic  business 
activity  in  tills  country.  As  development  plans  usually 
take  a considerable  time  to  mature  there  may  be  a time 
lag  before  the  effects  of  credit  restriction  are  ffiUy  evident 
and  again  a further  time  lag  before  business  can  recover. 

(c)  and  (d)  Direct  controls  such  as  directives  to  U.K. 
domestic  bankers  and  the  C.I.C.  affect  us  comparatively 
little  because  of  the  nature  of  our  business  and  we  are  not 
concerned  to  comment  on  their  effectiveness  here.  With 
regard  to  (d)  however,  it  is  felt  that  when  any  changes 
are  made  in  rates  or  policy  here  which  wiU  have  an 
influence  on  monetary  conditions  in  overseas  territories 
of  the  Commonwealth,  a clear  and  authoritative  explana- 
tion of  the  necessity  for  the  change,  in  simple  language, 
suitable  for  consumption  in  those  territories,  is  highly 
desirable. 
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77te  role  and  function  of  the  overseas  banks  in  the  domestic 

monetary  system 

1 . A number  of  the  Canadian  banks  maintain  branches 
in  London.  These  branches  do  a general  banking  business 
concerned  principally  with  the  maintenance  and  development 
of  trade  and  the  liquidation  of  financial  transactions  between 
the  U.K.  and  Canada  and  other  countries  where  such  banks 
have  branches.  Their  activities  are  not  by  any  means  confined 
to  such  bilateral  transactions  however.  London  in  the 
sphere  of  cominerce  is  pre-eminent  as  a market  and  distri- 
buting centre  for  raw  materials  and  other  commodities 
from  all  over  the  world.  Customers  of  Canadian  banks  not 
only  in  Canada  but  in  the  Caribbean  area  and  Central 
and  South  America,  may  buy  the  products  of  most  other 
countries  in  London  and  sell  their  own  products  through 
London  merchants  to  buyers  in  other  countries.  London 
branches  of  the  Canadian  banks  may  be  called  upon  to 
finance  any  such  transactions.  Thus  they  do  a substantial 
business  in  commercial  letters  of  credit  and  documentary 
bills  for  coUection,  discounting  bills  or  making  advances 
against  them.  They  form  a part  of  the  London  market  in 
foreign  exchange,  not  only  providing  U.K.  importers  with 
Canadian  dollars  to  pay  for  imports  of  wheat,  timber,  etc., 
and  buying  Canadian  dollars  from  exporters  of  cars,  textiles, 
pottery,  etc.  to  Canada,  but  also  dealing  in  many  other 
currencies  involved  in  transactions  between  their  own  and 
their  branches’  clients  and  traders  in  other  countries. 

2.  While  the  London  branches  of  Canadian  hanks  do 
not  compete  with  U.K.  banks  for  purely  domestic  business, 
they  acquire  accounts  both  current  and  deposit  arising  from 
their  overseas  business  and  connections.  Their  Canadian 
and  other  branches  also  maintain  sterling  balances  so  that, 
in  the  aggregate,  their  sterling  resources  are  not  inconsiderable. 

3.  The  funds  at  the  disposal  of  the  London  branches  of 
the  Canadian  banks  to  the  extent  that  they  are  represented 
by  the  credit  balances  of  other  branches  arise  out  of  trade 
of  the  countries  in  which  these  banks  cany  on  business  and 
also  out  of  the  capital  and  odier  financial  operations  of  those 
countries.  If,  for  example,  Canada  is  selling  to  the  U.K. 
goods  to  a greater  value  than  is  being  imported  into  Canada 
from  the  U.K.,  funds  will  tend  to  accumulate  in  London  for 
the  accoimt  of  Canadian  exporters.  There  is  also  a consider- 
able volume  of  Canadian  bonds,  stocks  and  debentures 
owned  by  investors  in  the  U.K.  in  respect  of  which  funds 
must  be  placed  in  London  for  the  payment  of  dividends  and 
interest.  There  is  also  a flow  of  money  in  both  directions 
for  investment  : British  concerns  establishing  subsidiary 
companies  in  Canada  and  Canadians  buying  fijianci^ 
interests  in  the  U.K.  Emigrants  from  the  U.K.  have  funds 
transferred  to  Canada,  Canadians  with  family  ties  in  the 
Old  Country  make  remittances  in  the  opposite  direction, 
tourists  and  business  men  from  both  sides  of  the  Atlantic 
carry  funds  in  the  form  of  travellers’  cheques  or  letters  of 
credit. 

4.  All  these  money  movements  entail  the  services  of  the 
Canadian  banks  and  to  the  extent  that  the  resultant  sterling 
balances  are  not  required  in  other  directions,  these  funds 
are  employed  in  the  London  Money  Market. 

5.  (<j)  The  considerations  governing  the  movement  of 
funds  between  offices  in  the  U.K.  and  other  offices  inside  or 
outside  the  sterling  area  are  mainly  those  referred  to  in  the 
preceding  paragraphs  but  there  are  of  course  other  influences 
which  may  have  an  appreciable  effect  on  the  volume  of  funds 
resting  in  London  at  any  one  time,  e.g.  : 

Seasonal  and  geographical  factors  affecting  finance  and 
delivery  of  produce  and  merchandise. 

Industrial  factors  affecting  production  and  transport. 

Political  factors  affecting  direction  and  timing  of  orders 
and  remittances. 

Credit  and  exchange  situation  in  the  foreign  country 
and  at  home. 

Comparative  interest  rates. 

6.  The  effect  of  these,  in  the  case  of  the  Canadian  banks, 
is  not  generally  very  noticeable,  although  the  following 
features  may  be  of  interest  : — 

(i)  By  far  the  great  majority  of  branches  of  Canadian 
banks  having  offices  in  London  are  in  Canada  although 
one  has  a chain  of  branches  throughout  the  Caribbean 


• See  Minutes  of  Evidence  Qns.  4439  to  4520. 


territories  and  Central  and  South  America  in  countries 
outside  the  sterling  area,  one  of  the  others  has 
branches  in  Cuba,  Puerto  Rico  and  the  Dominican 
Repuhhc  and  all  are  represented  in  the  United 
States.  Transactions  between  these  branches  and  the 
London  offices  are  governed  by  Exchange  Control 
regulations  here,  whilst  several  of  the  South  American 
countries  also  have  some  form  of  Exchange  Control 
and  consequently  branches  in  those  countries  have 
relatively  small  sterling  balances  and  in  fact  may, 
wiffi  Bank  of  England  approval,  have  temporary 
borrowing  facilities  for  quite  large  amounts  at  the 
London  office  for  financing  e?q>orts  to  the  U.K. 

The  head  offices  in  Canada  and  to  a lesser  extent 
the  New  York  agencies  of  the  Canadian  banks,  are 
important  dealers  in  foreign  exchange  and  conse- 
quently there  are  considerable  fluctuations  in  their 
sterling  balances  in  London.  The  effect  of  a disparity 
in  interest  rates  between  London  and  Montreal  was 
first  seen  to  any  appreciable  degree  at  the  beginning 
of  1955  when  after  the  creation  of  a money  market 
in  Canada,  with  rates  rising  here  and  falling  there 
and  sterling  swaps  against  Canadian  dollars  close  to 
par,  there  was  a very  considerable  investment  on 
Canadian  account  in  U.K.  Treasury  Bills.  This 
diminished  as  the  cost  of  swaps  increased  and 
Canadian  interest  rates  began  to  harden  and  owing 
to  the  growing  monet^  strin^cy  in  Canada  which 
has  since  led  to  credit  restriction,  has  not  been  seen 
again. 

(ii)  Three  of  the  Canadian  hanks  are  represented  in  the 
British  islands  and  mainland  territories  of  the 
Caribbean.  The  currencies  there  are  sterling  or  have 
a fixed  relation  with  sterling  and  funds  surplus  to  the 
requirements  of  the  banks’  branches  which  are  not 
inconsiderable  remain  on  deposit  in  the  London 
offices. 

These  countries  are  basically  agrarian  and  conse- 
quently there  are  seasonal  fluctuations  in  their  balances 
which  tend  to  fall  off  during  the  last  few  months  of 
the  year  owing  to  ihe  increased  demands  for  financing 
crops  and  imports  for  the  following  season  of  greater 
economic  activity  when  balances  in  London  tend  to 
rise  again  as  crops  are  marketed. 

There  is  no  income  tax  or  capital  gains  tax  or 
excess  profits  tax  or  estate  duty  in  the  Bahamas  and 
this  has  led  to  a considerable  tramfer  of  funds  from 
this  country  over  a period  of  many  years.  Presumably 
this  trend  may  be  expected  to  continue  as  long  as 
the  advantages  offered  make  it  worth  while. 

The  Colonial  territories  in  the  Caribbean  area  all 
receive  financial  assistance  in  one  form  or  another 
from  the  U.K.  Government  and  the  increasing 
economic  and  industrial  development  there  encouraged 
by  tax  and  other  benefits  to  pioneer  industries,  is 
creating  a demand  for  investment  capital. 

The  establishment  in  the  near  future  of  the  Federa- 
tion of  the  British  West  Indies  may  be  expected  to 
lead  to  the  creation  of  a Central  Bank  for  the 
territories  concerned  and  this  in  turn  coidd  have  an 
appreciable  effect  on  the  balances  in  London  of 
branches  of  the  Canadian  banks. 

(6)  Action  taken  as  a result  of  a change  in  interest  rates  in 
London 

1.  Changes  in  short-term  interest  rates  in  Loudon  are 
reflected,  but  not  always  to  precisely  the  same  degree,  in 
deposit  and  lending  rates  in  ffie  British  West  Indies.  With 
the  development  of  an  autonomous  monet^  system  in 
the  Federation  of  the  British  West  Indies,  the  existing  relation- 
ship between  rates  in  London  and  those  in  the  Federated 
territories  will  tend  to  disappear. 

8.  At  present  the  London  offices  of  the  Canadian  banks 
employ  rates  current  in  the  London  market  and  consider 
themselves  bound  to  conform  with  any  agreements  or 
conventions  generally  accepted  by  the  domestic  banks 
including  the  agreement  not  to  allow  interest  on  current 
accounts  and  on  the  maximum  rate  of  interest  on  deposit 
accounts.  Changes  in  interest  rates  in  London  are  promptly 
reflected  in  their  deposit  and  lending  rates. 
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9.  Apart  from  the  period  referred  to  under  (d)  (i)  their 
experience  does  not  suggest  that  any  appreciable  movement 
of  funds  occurs  by  reason  only  of  a change  in  rates  although 
the  events  of  that  period  do  suggest  that,  other  factors  being 
favourable,  funds  would  tend  to  gravitate  to  the  higher 
interest  centre. 

10.  At  least  some  of  the  London  branches  of  Canadian 
banks  maintain  fairly  important  deposit  accounts  with 
British  banks,  in  some  cases  as  a reciprocal  gesture  for 
business  passing  between  the  British  and  Canadian  banks 


but,  of  course,  frequently  in  cover  of  trade  commitments. 

11.  The  London  Representative  of  one  Canadian  bank 
has  put  forward  the  viewpoint  that  the  authorities’  use  of 
monetary  measures  since  1951  has  brought  about  a curtail- 
ment of  credit  to  clients,  and  at  the  same  time  has  occasioned 
a decline  in  deposits  by  the  fixing  of  a deposit  rate  out  of 
proportion  to  the  rates  offering  on  Government  Treasuries.t 
November,  1957. 
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C.  The  Australasian  Members  of  the 

Introduction 

The  United  Kingdom  establishments  of  the  Australasian 
banks  are,  with  the  exception  of  the  three  banks  whose 
Head  Offices  are  in  London,  adjuncts  of  their  Australian  and 
New  Zealand  business.  The  banks  do  not  compete  with 
British  banks  for  domestic  business.  This  sub-committee 
has,  therefore,  confined  itself  to  aspects  of  the  monetary  and 
credit  system  with  which  the  Australasian  banks  are  directly 
concerned. 

1 . The  role  and  function  of  the  Overseas  Banks 

The  Australasian  banks  have  established  offices  in  this 
country  primarily  for  the  servicing  of  the  large  volume  of 
trade  and  other  overseas  financial  transactions  of  Australia, 
New  Zealand  and  Fiji.  The  major  part  of  the  finance  for 
trading  between  Australasia  and  the  United  Kingdom  in 
both  directions  is  provided  by  the  Australasian  banks. 
Their  role  is  complementary  to  that  of  the  United  Kingdom 
banks,  with  whom  close  liaison  is  maintained.  Special 
services  are  normally  provided  to  assist  in  the  establishment 
of  new  industries  in  Australia  and  New  Zealand,  to  facilitate 
investment  in  those  coimtries  and  to  assist  visitors. 

(a)  The  considerations  governing  the  movement  of  funds 
between  offices  in  the  United  Kingdom  and  other  offices 

There  are  no  restrictions  on  the  movement  of  funds  from 
the  United  Kingdom  to  Australasia,  but  transfers  of  funds 
to  the  United  Kingdom  are  subject  to  exchange  control  by 
the  Australian  and  New  Zealand  authorities,  and  this  tends 
to  discourage  the  movement  of  funds  to  those  countries 
for  speculative  purposes.  Consequently  movements  of  funds 
by  banks  to  and  from  the  United  IGngdom  are  governed 
by  the  flow  of  trade  and  other  approved  transactions  together 
with  the  flow  of  capital  funds  to  finance  extension  of  industry 
in  Australia  and  New  Zealand. 

The  Australasian  Banks  do  not  maintain  branches  outside 
the  sterling  area. 

(h)  The  action  taken  as  a result  of  a change  in  interest  rates 
in  London 

Changes  in  the  prevailing  level  of  interest  rates  in  London 
are  reflected  in  the  appropriate  interest  rates  applied  by  the 
Australasian  banks  in  London  and  in  the  relevant  buying 
and  selling  rates  in  Australasia  for  sterling.  No  movements 
of  funds  occur,  for  the  reasons  set  out  in  the  preceding 
section. 

2.  The  adequacy  of  the  monetary  system 

The  aspects  of  the  British  monetary  system  which  are  of 
most  significance  to  Overseas  Banks  are  the  international 
status  of  sterling  and  the  unique  facilities  of  the  London 
Money  Market.  Although  we  make  considerable  use  of 
the  facilities  of  the  Market  in  the  employment  of  our  short- 
term sterling  funds,  nevertheless  in  our  position  as  overseas 
banks,  we  do  not  feel  called  upon  to  comment  upon  the 
operation  by  the  authorities  of  the  various  mechanisms  of 
the  Market, 

We  emphasise,  however,  that  in  our  view,  the  maintenance 
of  London’s  position  as  the  leading  financial  centre  and  the 
continued  use  of  sterling  as  the  currency  in  which  the  greater 
part  of  the  external  reserves  of  the  outer  sterling  area  are 
held  call  for,  above  all,  stable  currency  which  will  command 
the  confidence  of  the  world. 

3.  The  authorities'  use  of  monetary  measures  since  1951 

The  tightening  of  credit  conditions  on  the  London  market 

in  recent  years  appears  to  have  been  responsible  for  the 
increased  applications  for  facilities  in  London  which  have 
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been  experienced  by  the  Australasian  banks.  We  point  out 
however  that,  within  the  limited  area  of  their  business  which 
is  affected,  these  banks  conform  with  any  relevant  instructions 
given  to  the  London  Clearing  Banks.  In  all  probability, 
the  tightness  of  credit  also  accounts  for  the  lengthening  in 
the  time  for  which  finance  is  r^uired  : there  has  been  a 
significant  reduction  in  telegraphic  transfer  and  sight  business 
and  an  increase  in  requests  for  terms  up  to  90  days. 

4 (a).  Effectiveness  of  movements  in  short-term  interest  rates 

Increases  in  London  interest  rates  have  had  only  a marginal 
effect  on  the  volume  of  overseas  transactions  handled  by 
the  Australian  and  New  Zealand  banks,  which  has  remained 
at  a high  level  owing  to  the  buoyant  trading  conditions  of 
the  past  decade. 

However,  an  increase  in  London  rates  relatively  to  those 
prevailing  in,  say,  Australia  may  result  in  the  demand  for 
some  types  of  accommodation  being  transferred  from  the 
London  market  to  Australia.  United  Kingdom  importers, 
for  example,  may  endeavour  to  obtain  overdraft  accommo- 
dation in  Australia  instead  of  financing  ffieir  operations  by 
the  use  of  Bills  in  the  normal  way. 

4 (i>).  The  effectiveness  of  movements  in  long-term  interest 
rates 

The  limited  scope  of  the  Australasian  banks  for  the 
employment  of  funds  on  a long-term  basis  in  London  affords 
insufficient  experience  on  which  to  base  any  comment. 

4 (c).  Effectiveness  of  direct  controls 

The  “credit  squeeze”  has  undoubtedly  had  some  success 
in  curtailing  the  volume  of  credit  expansion.  As  noted 
above,  it  has  been  responsible  for  an  increase  in  the  requests 
for  the  services  of  the  Australasian  banks. 

There  has  been  some  limited  experience  of  traders  wanting 
to  borrow  funds  in  Australia  or  New  Zealand  partly  because 
of  lower  interest  rates  and  partly  because  of  ffie  credit 
squeeze  in  operation  here.  It  also  appears  that  there  has 
been  an  increasing  tendency  for  Australian  exporters  to 
obtain  credit  facilities  from  their  banks,  perhaps  by  way  of 
overdraft,  to  finance  transactions  for  which  the  importer 
cannot  raise  credit  in  this  country 

It  is  felt  that  the  control  of  capital  issues  and  the  general 
stringency  of  the  capital  market  in  the  United  Kingdom 
may  have  a considerable  effect  on  the  financial  policies  of 
British  companies  establishing  branches  or  subsidiaries  in 
Australasia.  Many  of  these  appear  to  want  to  use  funds 
from  the  United  !^gdom  to  the  minimum  extent  and  apply 
for  bank  loans  in  Australia  or  New  Zealand  pending  the 
accumulation  of  capital  from  profits  earned  locally,  or  a 
local  flotation  of  capital. 

4 id).  The  effectiveness  of  authoritative  expositions  of  policy 
changes 

The  great  publicity  now  afforded  official  pronouncements 
on  economic  policy,  e.g.  by  the  Chancellor  of  the  Exchequer, 
has  undoubtedly  increased  the  awareness  of  the  general 
public  and,  more  particularly,  the  business  community,  of 
current  policy  changes  and  the  reasons  prompting  them. 
However,  we  express  doubts  as  to  the  effectiveness  of  such 
pronouncements  unaccompanied  by  the  action  necessary  to 
enforce  the  required  economic  policy  on  credit  creating 
organisations  including  Government  departments  concerned 
with  spending.! 

November,  1957. 
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D.  The  Eastern  Exchange  Banks* 


1.  Lord  Radcliffe’s  invitation  to  the  British  Overseas 
Banks  Association  presupposes  the  use  and  necessity  of  the 
British  overseas  banks,  but  inquires  about  their  role  and 
function  in  the  domestic  monetary  system.  In  considering  the 
position  of  the  eastern  exchange  banks  in  connection  with 
this  enquiry,  it  should  be  borne  in  mind  that  not  all  these 
banks  have  their  head  offices  in  this  country. 

2.  The  functions  of  the  eastern  exchange  banks  might  be 
summarised  as  follows  : — 

(а)  The  financing  of  United  Kingdom  exports  to  Asian 
countries.  In  this  field  the  banks  underwrite  the 
del  credere  risks  by  opening,  advising  or  confirming 
credits  on  behalf  of  their  overseas  offices,  or  by 
advancing  against  export  bills  not  drawn  under  credits. 

(б)  The  finance  of  imports  of  Asian  produce  and  manu- 
factures into  the  United  Kingdom.  In  this  field  also 
the  banks  underwrite  the  del  credere  risks  by  opening 
credits  negotiable  in  the  country  of  origin.  It  is 
necessary  to  emphasise  the  extent  to  which  these 
operations  are  financed  by  means  of  bills  of  exchange 
drawn  on  London  which  are  acceptable  in  London 
and  discountable  in  the  London  market. 

(c)  the  British  eastern  banks  in  London  are  repositories 
for  sterling  funds  employed  in  the  eastern  trade,  and 
they  undertake  most  of  the  exchange  transactions 
deriving  from  this  function.  It  is  also  their  respon- 
sibility to  invest  their  organisations’  su^lus  funds 
and  reserves  which  are  mainly  held  in  London. 
In  this  connection  they  facilitate  the  movement  of 
money  between  London  and  abroad,  and  attract 
deposits  in  London  from  customers  overseas.  At 
least  ninety  per  cent  of  the  London  resources,  i.e. 
deposits  and  branch  funds,  of  a typical  eastern  bank 
are  of  overseas  origin  or  associarion. 

(d)  The  British  eastern  banks  engage  in  the  financing 
of  trade  in  both  directions  between  the  Asian  countries 
and  the  Continent  of  Europe.  In  this  field  they 
operate  to  an  important  extent  in  the  continent^ 
exchanges. 

(e)  A very  large  proportion  of  the  trade,  both  import 
and  export,  conducted  by  Asian  countries  with  each 
other  in  sterling  is  settled  through  the  British  eastern 
banks  in  London. 

3.  The  Committee  ask  in  particular  what  considerations 
govern  the  movement  of  funds  between  offices  in  the  United 
Kingdom  and  other  offices,  (a)  outside  the  sterling  area 
and  (6)  inside  the  sterling  area. 

4.  Outside  the  sterling  area  proper,  i.e.  in  the  sterling 
transferable  area  and  the  dollar  area,  the  movement  of  funds 
is  governed  partly  by  trade  considerations  and  also  by  the 
various  exchange  control  regulations  in  force.  At  the  same 
time  there  are  certain  Asian  territories,  such  as  Beirut  and 
to  some  extent  the  Persian  Gulf,  in  which  the  exchanges  are 
free  and  where  the  movement  of  funds  is  by  no  means 
governed  solely  by  the  flow  of  trade.  United  Kingdom 
exchange  control  regulations  govern  all  movements  of  funds 
to  non-sterling  areas,  whilst  as  far  as  the  Asian  non-sterling 
countries  are  concerned,  all  of  which  are  now  independent, 
their  own  regulations  control  the  movement  of  funds  to 
this  country.  Generally  speaking,  sterling  funds  belonging  to 
those  countries  have  official  ownership.  Central  bank  funds 
are  usually  held  by  the  Bank  of  England  and  government 
or  quasi-government  trading  funds  with  one  of  the  Big 
Five  acting  as  commercial  agents  for  the  particular  country 
concerned.  Sometimes  funds  come  the  way  of  the  eastern 
banks,  but  usually  on  a competitive  basis,  rates  being  the 
determining  factor.  Any  facilities  granted  outside  the 
sterling  area  usually  take  the  form  of  credit  lines  and  as 
these  are  apt  to  be  used  spasmodically,  a very  high  degree 
of  liquidity  in  London  is  necessary. 

5.  Inside  the  sterling  area  there  are  certain  special 
considerations  which  make  it  necessary  for  the  majority  of 
overseas  banks  to  maintain  a high  degree  of  liquidity  in 
London.  Thus  they  operate  in  territories  where  political 
instability  may  at  any  time  cause  a demand  for  sterling  so 
far  as  it  is  pennitted  by  exchange  control  regulations.  At 
the  same  time  economic  instability  owing  to  efforts  to 
industrialise  too  quickly  or  to  fluctuating  commodity  prices, 
tends  to  restrict  the  funds  held  in  London  by  such  territories. 

The  eastern  banks  feel  themselves  obliged  for  political 
reasons  to  subscribe  to  government-sponsored  development 

• See  Minutes  of  Evidence  Qns.  4633  to  4759. 


corporations  in  the  territories  in  which  they  operate, 
funds  available  are  being  further  restricted  by  the  formation 
of  central  banks  to  which  government  deposits,  formerly 
used  by  the  eastern  banks  in  financing  trade  and  development, 
are  being  transferred.  Another  factor  affecting  the  normal 
movement  of  funds  through  the  eastern  banks  is  the  action 
of  the  governments  in  some  British  colonial  territories, 
which  have  taken  advantage  of  hi^  rates  ruling  in  London 
if  these  have  persisted  over  a period,  to  remit  their  surplus 
funds  to  London,  instead  of  leaving  them  in  their  own 
territories  to  be  employed  by  the  banks  in  the  financing  of 
trade  and  development. 

6.  In  the  Asian  countries  within  the  sterling  area  the 
volume  of  available  funds  in  the  aggregate  is  much  lar^r 
than  in  the  non-sterling  group  and  so  too  is  the  proportion 
of  purely  commercial  money.  Subject  to  the  considerations 
set  out  in  the  previous  paragraph,  and  with  the  exception 
perhaps  of  the  Middle  East,  surplus  funds  in  commercial 
and  private  hands  have  hitherto  tended  to  find  their  way, 
where  local  exchange  control  regulations  permit,  to  the 
London  market  because  of  a lack  of  remunerative  short-term 
outlet  locally  and  because  of  the  sterling  investment  origin  of 
many  of  these  funds,  which  makes  London  the  natural  and 
convenient  centre  for  their  retention. 

7.  It  will  be  obvious  that  the  eastern  banks  holding  these 
funds,  in  view  of  the  conditions  in  which  they  operate  abroad, 
have  to  maintain  a high  liquidity  ratio  in  London.  Because 
of  this  the  smooth  working  of  the  orga^ation  of  the 
London  money  and  discount  market  is  essential,  for  otherwise 
the  eastern  banks’  surplus  liquid  funds  would  be  lying  idle. 
Without  the  facilities  of  this  particular  market,  the  finance 
of  overseas  trade  would  be  extremely  difficult.  The  essence 
of  the  bill  on  London  is  its  marketability,  which  has  made 
sterling  the  world  wide  currency  which  it  is.  There  are  no 
suitable  short-term  investments  available  in  London  to  the 
eastern  banks  other  than  treasury  bills,  call  money  and  the 
three  to  four  months’  trade  hUl. 

8.  As  to  the  action  taken  as  a result  of  a change  of  interest 
rates  in  London  relatively  to  those  prevailing  elsewhere,  the 
practice  would  normally  be  to  employ  funds  where  they 
would  earn  most  subject  to  considerations  of  exchange 
control,  liquidity  and  the  risks  involved.  Some  countries, 
such  as  India,  Burma,  Pakistan  and  Ceylon,  restrict  remit- 
tances to  London  to  trade  transactions.  These  countries 
have  therefore  been  able  to  keep  official  rates  of  interest 
low  irrespective  of  the  level  of  rates  in  London.  From 
Malaya  and  Hong  Kong,  however,  the  movement  of  funds 
has  so  far  been  unrestricted  and  from  time  to  time  sizeable 
movements  have  taken  place. 

9.  Interest  rates  in  Malaya  have  tended  to  follow  those  in 
London,  largely  because  of  the  close  comiection  between 
the  larger  Malayan  companies  and  the  City  ; the  economy 
of  the  coun^  being  mainly  dependent  on  the  export  of 
rubber  and  tin.  These  large  firms  can  obtain  finance  either 
in  Malaya  or  in  London.  In  Hong  Kong  on  the  other  hand 
the  level  of  rates  has  not  follow^  London.  Most  leading 
commercial  concerns  there  have  their  head  offices  in  the 
colony  and  althou^  a few  of  the  bigger  firms  are  able  to 
obtain  finance  in  London,  this  does  not  apply  to  the  majority. 
Furthermore,  in  recent  years  finance  has  been  required  for 
building  and  industrial  development  of  all  kinds  to  make  up 
for  the  contraction  in  the  entrepot  trade.  The  British  banks 
have  only  supplied  a part  of  this  finance,  and  much  has 
been  obtained  from  Chinese  banks  with  their  own  ideas  of 
interest  rates  which-  bear  no  relation  whatever  to  London 
rates,  1 % and  Ii%  per  month  being  quite  common. 

10.  Thus  in  general  in  the  territories  covered  by  the 
eastern  banks,  wMe  a change  in  interest  rates  in  London  has 
some  effect  on  the  remittance  of  funds  to  this  country,  the 
same  type  of  funds,  if  available,  would  come  no  matter  what 
the  rate  prevailing  here.  High  rates  might  to  a certain  raitent 
accentuate  the  flow.  Conversely  and  as  far  as  the  sterling 
area  is  concerned,  overdraft  facilities  might  be  taken  either 
in  London  or  in  the  eastern  country  concerned,  depending 
upon  which  provides  the  cheaper  accommodation.  A change 
of  interest  rates  in  London  might  also  divert  overdraft 
finance  to  bill  finance,  or  vice  versa,  but  this  tendency  only 
comes  about  as  a rule  throu^  the  action  of  large  companies, 
usually  British,  who  are  large  shippers  and  able  to  command 
first-class  banl^g  service  in  all  centres.  Generally  speaking, 
the  traditional  impact  of  an  alteration  in 'Bank  of  England 
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rate  as  regards  movement  of  funds  is  tninimised  to  a marked 
extent  by  the  exchange  control  regulations  in  many  of  the 
territories. 


11.  In  order  to  determine  the  adequacy  of  the  monet^ 
system  in  present  conditions  from  an  eastern  bank's  point 
of  view,  it  should  be  recalled  (see  paragraph  2 c)  that  the 
resources  in  London,  i.e.  deposits  and  branch  funds,  of  a 
typical  eastern  trading  bank  are  of  at  least  90%  overseas 
origin.  Subject  to  liquidi^  and  other  considerations  and 
also  the  varying  circumstances  of  different  banks,  these 
resources  are  employed  broadly  in  the  following  proportions  : 


Cash  

Lent  to  market 
Lent  to  government 

(a)  Tceasup'  bills 

(b)  Securities  ... 
Sterling  overdrafts 
Foreign  trade  bills 


1 -2% 
10  — 20% 


0 — 20% 
20  — 45% 
10  — 25% 
25  — 30% 


Perhaps  the  most  important  factor  in  this  analysis  is  the 
proportion  of  funds  lent  to  the  discount  market,  for  were 
these  facilities  for  earning  interest  with  surplus  day  to  day 
funds  not  available,  the  eastern  exchange  banks  would  have 
to  keep  unremunerative  balances  with  the  clearing  banks. 


12.  We  are  asked  whether  we  have  any  su^estions  for 
changes,  and  the  main  point  we  would  wish  to  make  ties 
up  to  a certain  extent  with  the  authorities’  use  of  monetary 
measures  because  it  concerns  the  vital  factor  of  the  banks’ 
loss  of  funds.  We  view  with  alarm  the  tendency  for  substantial 
funds  to  be  diverted  from  the  banks  into  other  channels. 
The  eastern  banks’  ability  to  handle  business  in  cormection 
with  the  finance  of  international  trade  is  being  progressively 
reduced  because  of  the  drain  on  their  funds  by  customers’ 
money  diverted  to  deposits  with  hire  purchase  companies 
and  by  private  investment  in  treasury  bills. 


Basically  it  appears  that  the  present  monetary  system  is 
adequate  provided  that  the  authorities  act  quiddy  enough 
and  decisively. 

13.  To  turn  to  the  authorities’  use  of  monetary  measures 
since  1951,  it  may  be  said  that  while  the  increase  in  Bank 
rate  of  11%  to  4%  in  1952  appears  to  have  ^ective, 
the  subsequent  slight  movements  of  a 1 % seem  to  have  had 
little  result  as  dearer  money  has  not  always  meant  tighter 
money.  This  wiU  be  emphasised  if  the  recent  drastic  rise  of 
2%  to  a rate  of  7 % has  a noticeable  effect.  The  effect  upon 
the  eastern  banks  of  changes  in  the  Bank  rate,  insofar  as 
any  genra-alisadon  can  be  made,  is  normally  conditioned  by 
the  factors  already  set  forth  in  paragraph  ten  above.  At 


the  same  time  it  must  be  recognised  that  sudden  and  sharp 
increases  in  the  rate  are  apt  to  undermine  confidence  abroad. 

14.  The  effectiveness  in  economic  policy  today  of  monetaty 
measures  is  something  that  affects  more  particularly  the  Big 
Five  and  ^e  domestic  banks.  However,  the  eastern  banks 
are  obviously  concerned  with  the  maintenance  of  international 
confidence  in  sterling  and  in  this  connection  their  interests 
are  vitally  affected  by  official  monetary  policy  in  the  United 
Kingdom. 

(a)  The  movement  of  short-term  interest  rates,  although 
in  general  it  affects  the  eastern  banks  on  the  lines 
already  indicated  in  paragraph  ten  above,  might  have 
a detrimental  effect  on  the  level  of  funds  at  the  banks’ 
disposal  if  short-term  rates  were  to  get  seriously  out 
of  line  with  deposit  rates. 

(h)  Generally  the  movement  of  long-term  interest  rates 
does  not  affect  the  investment  policies  of  the  eastern 
banks.  Nevertheless  violent  switches  from  cheap  to 
dear  money  might  seriously  impair  the  effectiveness 
of  the  banks’  security  holdings  as  what  may  be 
termed  a second  line  of  defence,  since  the  losses 
which  would  ensue  from  their  sale  could  rot  be 
accepted. 

(c)  Direct  controls  in  the  form  of  requests  to  bankers  to 
limit  loans  to  their  customers  and  directives  to  the 
C.I.C.  are  not  an  undue  embarrassment  to  the  eastern 
banks,  because  only  a small  proportion  of  their 
available  funds  in  London  is  lent  to  customers  in 
the  United  Kingdom  (see  paragraph  11),  and  their 
advance  business  is  mainly  in  cormection  with  the 
financing  of  exports  and  of  ffie  import  of  raw  materials 
for  processing  into  exports. 

(d)  In  regard  to  the  exposition  of  policy  changes  it  is 
surely  clear  that  vague  exhortations  on  the  part  of 
the  authorities  to  the  general  public  are  no  substitute 
for  effective  action  in  the  monetary  sphere.  It  does 
also  appear  that  the  monetary  measures  introduced 
in  recent  years  have  been  vitiated  to  a significant  extent 
and  international  confidence  in  sterling  impaired  by 
excessive  government  expenditure  and  in  particular 
the  policy  of  deficit  financing  followed  consistently 
since  the  fiscal  year  1950/51.  Die  fact  that  the 
eastern  banks  in  London  have  to  undertake  the  task 
of  explaining  to  their  customers  the  shifts  in  govern- 
ment monetary  and  credit  policy  is  often  a source  of 
friction  and  dfeculty. 

November,  1957. 


16.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  COMMITTEE  OF  SCOTTISH  BANK 
GENERAL  MANAGERS* 


The  role  and  function  of  the  Scottish  Banks  in  the  monetary 

system 

1.  The  existence  of  a system  of  banking  in  Scotland, 
separate  and  distinguishable  from  that  of  England  and 
Wales  is  due  to  historical  factors  of  which  the  Committee 
are  doubtless  well  aware.  In  the  course  of  the  twentieth 
century  the  differences  in  me&od  and  practice  between  the 
two  systems  have  materially  lessened  and  those  which 
remain  are  due  mainly  to  differences  between  the  laws  of 
England  and  Scotland. 

2.  There  are  at  present  six  Scottish  Banks.  These  are, 
in  order  of  seniority  : — 

Bank  of  Scotland. 

The  Royal  Bank  of  Scotland,  to  which  are  afiBiliated 
Williams  Deacons  Bank  Limited  and  Glyn  MiUs  & Co. 

The  British  Linen  Bank,  which  is  affiliated  to  Barclays 
Bank  Limited. 

The  Commercial  Bank  of  Scotland  Limited,  which 
owns  the  capital  of  two  hire  purchase  finance  companies, 
namely  the  Scottish  Midland  Guarantee  Tnist  Ltd.  and 
Second  Scottish  Midland  Guarantee  Trust  Ltd. 

The  National  Bank  of  Scotland  Limited,  which  is 
affiliated  to  Lloyds  Bank  Limited. 

Clydesdale  & North  of  Scotland  Bank  Limited,  which  is 
affiliated  to  the  Midland  Bank  Limited. 

The  Commercial  Bank  of  Scotland  and  the  National  Bank 


of  Scotland  have  recently  announced  that  a merger  of  their 
shareholders’  interests  is  under  consideration. 

3.  Among  them  the  banks  maintain  approximately  1,500 
branches,  including  offices  in  Loudon  and  a few  in  the 
Northern  coimties  of  England.  Their  resources  (from  the 
latest  published  balance  sheet  of  each  bank)  are  as  follows: — 

£ million 

Paid-up  Capital  and  Published  Reserves. . . 42 

Deposits  767 

Notes  in  Circulation  115 

Assets : — 

Cash  and  Money  at  Call  322 

Discounts  24 

Investments  356 

Advances  214 

Premises  8 

4.  The  banks  regard  their  role  as  primarily  to  supply 
feancial  services  in  Scotland.  Offices  have  been  established 
in  London  for  the  greater  convenience  of  Scottish  customers 
and  also,  in  the  case  of  City  Offices,  because  of  the  necessity 
for  access  to  the  Money  Market  and  the  Central  Bank. 

5.  The  services  which  the  banks  provide  include  the 
acceptance  of  monies  on  current  account,  against  which 
cheques  are  drawn,  with  the  consequent  maintenance  of  a 
local  clearing  system  in  Scotland.  Monies  are  also  accepted, 
at  interest,  on  Savings  Account  and  Deposit  Receipt. 


• See  Minutes  of  Evidence  Qas.  4760  to5115. 
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16.  The  Committee  of  Scottish  Bank  General  Managers 


Approximately  50%  of  the  total  deposits  are  held  on 
interest-bearing  accounts. 

6.  The  banks  are  the  medium  by  which  currency  is 
distributed  and  exchanged  throughout  the  country,  a function 
which  has  become  more  onerous  in  recent  years  as  a result 
of,  inter  alia,  the  growth  of  wage  payments.  They  play  a 
considerable  part  also  in  the  administration  of  Exchange 
Control  Regulations,  both  by  deciding  for  the  Authorities, 
within  limits,  on  applications  to  make  payments  abroad 
and  in  the  control  of  securities  compulsorily  deposited  under 
the  Exchange  Control  Act. 

7.  Their  lending  activities  make  a highly  important 
contribution  to  the  provision  of  capital  in  Scotland.  Not 
only  by  tradition  but  because  of  the  high  proportion  of  small 
undertakings  and  the  predominance  of  agriculture  in  the 
Scottish  economy,  the  banks  have  been  the  principal,  and 
in  many  cases  the  only  source  of  working  capital  for  many 
of  their  customers. 

8.  The  brandi  systems  have  been  extended  into  the 
remotest  parts  of  the  country  and  many  of  dieir  offices  are 
located  in  small  towns.  Despite  the  fact  that  at  present  day 
costs  some  of  these  branches  have  become  unremimerative, 
they  are  maintained  primarily  because  they  supply  essential 
financial  services  to  the  communities  in  which  they  are 
situated.  At  all  offices  the  banks  supply  full  facilities  for  the 
transfer  of  money  and  the  safe-custody  of  securities,  and 
through  these  branches  customers  have  access  to  the 
specialised  departments  which  handle  stock-exchange  trans- 
actions, foreign  business  and  executor  and  trustee  work. 
These  services  are  supplied  at  rates  which,  it  is  believed, 
compare  favourably  with  those  charged  in  most  other 
countries  in  the  world.  Until  very  recent  times  the  Scottish 
banks  made  no  charge  for  the  primary  service  of  operating 
current  accounts  and  their  charge  for  this  service  is  still 
modest. 

What  action  is  taken  when  a change  in  Bank  Rate  is  announced? 
Are  deposit  or  overdraft  rates  changed  in  any  other 
circumstances  ? 

9.  Rates  of  interest  allowed  on  Savings  Accounts  and 
Deposit  Receipts  and  minimum  lending  rates  charged  in 
Scotland  are  agreed  among  the  Scottish  banks  and  published. 
These  are  stated  as  actual  rates  of  interest  and  are  not  in 
fixed  relation  to  Bank  rate. 

10.  Immediately  upon  a change  of  Bank  rate  the  Com- 
mittee of  Scottish  Bank  General  Managers  reconsider  all 
the  rates.  Changes  are  made  in  sympathy  with  the  movement 
of  Bank  rate  but  not  necessarily  to  exactly  the  same  extent. 
The  new  rates  are  intimated  to  the  public  by  advertisement  in 
the  principal  Scottish  newspapers. 

11.  Scottish  Bank  interest  terms  have,  upon  occasion, 
been  altered  in  the  absence  of  a change  in  Bank  rate,  but  only 
twice  in  the  past  twenty-five  years,  in  the  very  exceptional 
circumstances  at  the  end  of  the  last  War. 

What  have  been  the  effects  of  official  requests  upon  the  total 
and  cornposition  of  bank  advances  ? Would  suspension  of 
official  requests  be  followed  by  a great  increase  in  the 
total  of  bank  advances,  either  immediately  or  through  the 
development  of  new  types  of  business  ? 

12.  Bank  lending  has  now  been  the  subject  of  official 
directives  since  1939  and  over  the  whole  period  their  effect 
on  the  total  and  composition  of  advances  has  undoubtedly 
been  substantial.  In  1945  the  advances  of  the  Scottish  banks 
represented  only  15%  of  their  deposits  and  although  the 
total  has  since  risen,  both  absolutely  and  as  a percentage 
of  deposits,  it  has  not  approached  a proportion  wMch  would 
have  been  regarded  as  normal  prior  to  1939.  The  highest 
percentage  shown  in  the  post-war  period  was  28'9  in  1952. 
In  the  inter-war  period  the  range  was  from  36  to  55%. 

13.  In  considering  the  effects  of  official  requests,  a 
distinction  requires  to  be  drawn  between  those  issued  prior 
to  1955  and  those  which  have  been  in  operation  since  then. 
In  the  earlier  period,  categories  in  which  lending  was 
pennissible  and  others  in  which  it  was  to  be  discouraged 
were  officially  laid  down  and  the  control  was  therefore 
primarily  qualitative  in  intention.  Although  the  directives 
were  never  withdrawn  there  were  periods  when  less  official 
emphasis  was  placed  upon  them.  At  no  time,  however,  has 
there  been  any  relaxation  of  the  ban  on  advances  for  the 
speculative  holding  of  securities  and  commodities,  and  in 
restraining  the  demand  for  these  the  directives  have  had  a 
powerful  effect. 


14.  The  request  made  in  July,  1955,  was  for  a “positive 
and  significant  reduction  in  bank  advances”  and  its  principal 
objective  was  therefore  quantitative  in  intention.  As  is 
known,  the  Scottish  banks  agreed  to  conform  with  this 
requ^.  To  give  it  practical  effect,  however,  involves  a 
restriction  of  the  transfer  of  accounts  from  one  bank  to 
another  ; the  maintenance  of  this  arrangement  beyond  a 
very  short  period  is  regarded  as  extremely  undesirable  and 
over  a term  of  years  well-nigh  impossible. 

15.  The  immediate  effect  of  the  request  was  a decline 
in  the  total  of  Scottish  bank  advances  (other  than  those  to 
Nationalised  Industries)  from  £187  million  in  July,  1955  to 
£169  million  in  January,  1956  (i.e.  9-6%).  This  was  not 
accomplished  without  great  difficulty  and  in  the  process 
there  was  a considerable  re-distribution  of  accommodation 
among  the  different  categories  of  borrower.  Advances  to 
personal  and  professional  customers,  to  hire-purchase  and 
other  financial  borrowers  and  to  retail  traders  were  reduced, 
whfie  those  to  manufacturing  industry,  ship-building  and 
agriculture  increased. 

16.  Throughout  this  period  all  the  Scottish  Banks  declined 
many  applications  which  were  acceptable  on  their  banking 
merits  and,  prior  to  the  recent  increase  in  Bank  rate  to  7 %, 
they  were  satisfied  that  if  all  official  requests  were  withdrawn, 
there  would  have  been  a substantial  demand  for  new  and 
increased  advances.  It  is  too  early  as  yet  to  estimate  what 
effect  this  increase  in  interest  rates  will  have  on  potential 
demand. 

17.  The  banks  have  some  evidence  of  new  businesses  being 
severely  handicapped  by  restrictions  on  lending — particularly 
regrettable  in  the  case  of  those  whose  products  may  have  an 
export  potential  but  which  require  a period  of  trial  on  the 
home  market  in  the  first  instance. 

In  what  circumstances,  other  than  a change  in  official  requests, 
does  the  bank  decide  to  increase,  or  decrease,  its  advances  ? 
Is  the  position  of  the  liquid  assets  ratio  a factor  in  suck 
decisions  7 

18.  Sound  advances  form  the  most  lucrative  part  of  a 
Bank’s  assets  but,  however  attractive  from  the  standpoint 
of  earning,  the  uses  to  which  bank  resources  can  be  put 
are  conditioned  by  the  over-riding  need  to  ensure  that,  when 
a depositor  wants  his  money  back,  he  gets  it.  It  has  generally 
been  accepted  that,  provided  a sound  lending  policy  is 
pursued,  advances  could  go  as  high  as  50%  of  deposits 
without  infringement  of  that  imperative  requirement.  It  is 
recalled  that  in  their  submission  of  evidence  to  the  Macmillan 
Committee  in  1930,  the  Scottish  Banks  stated  that  their 
advances  were  usually  50-55  % of  their  deposits.  To-day  the 
average  proportion  is  below  30%. 

19.  Restrictions  on  lending  apart,  the  Scottish  banks 
cannot  increase  their  advances  in  any  material  degree  simply 
by  deciding  to  do  so.  The  influence  of  a liberal  lending 
policy  is  very  limited  unless  there  is  an  active  demand  by 
customers  for  accommodation.  In  the  absence  of  such 
demand,  not  only  will  the  opportunity  to  increase  advances 
be  denied  but  the  trend  is  likely  to  be  in  the  reverse  direction. 
The  strength  or  weakness  of  demand  is  dependent  upon  the 
economic  climate.  When  this  is  favourable,  customers  are 
disposed  to  extend  their  commitments.  When  unfavourable, 
they  covet  liquidity. 

20.  It  is  not  suggested  that  the  role  of  the  banks  is 
entirely  passive.  Obviously,  in  discussing  with  customers 
tentative  advance  proposals,  the  banks  themselves  must 
always  pay  due  heed  to  the  economic  barometer  in  tendering 
advice  and  in  arriving  at  their  own  decisions.  They  can  and 
do  apply  brakes  to  over-optimism  on  the  part  of  would-be 
borrowers.  The  experience  of  the  Scottish  banks  over  the 
past  twenty-five  years  has  been  that  their  available  resources 
have  always  been  ample  to  meet  the  demands  made  upon 
them  by  credit-worthy  borrowers.  In  practice,  therefore, 
they  have  seldom  experienced  any  need  for  general  restriction 
of  credit,  apart  from  the  incidence  of  official  requests  in 
recent  years. 

21.  'Hie  liquid  assets  ratio  could  be  a major  factor  in 
any  decision  by  a bank  to  curb  its  lending  activities,  particu- 
larly at  a time  when  liquid  funds  could  be  replenished  only 
at  severe  cost  to  the  bank.  Liquid  resources  are  normally 
restored  in  case  of  need  by  sale  of  investments  in  Government 
stocks,  and  where  the  market  prices  of  these  stand  well 
below  the  prices  at  whidi  they  were  bought  there  are  li^ts 
to  the  losses  which  the  bank  would  fed  justified  in  incurring 
in  order  to  meet  fresh  overdraft  requirements  of  customers. 
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In  what  circumstances  does  the  bank  vary  the  total,  or  the 
maturity  distribution,  of  its  investment  portfolio  ? Is  the 
liquid  assets  ratio  a factor  in  such  decisions  ? 

22.  The  total  investment  portfolio  depends  mainly  on 
the  amount  of  deposits  not  employed  in  advances  or  required 
to  maintain  the  ratio  of  liquid  assets.  There  is  no  agreed 
policy  on  investments  but  most  banks  have  stated  in  recent 
times  that  all  their  investments  are  in  “dated”  stocks  and 
there  has  been  a general  tendency  to  invest  in  shorter-dated 
stocks. 

23.  Changes  in  portfolios  are  made  in  the  light  of 
circumstances  at  any  given  time.  Since  investments  have 
come  to  represent  so  large  a proportion  of  bank  assets  their 
yield  is  an  important  factor.  As  indicated  in  para.  21,  the 
power  to  replenish  hquid  assets  is  a material  consideration 
and,  so  far  as  possible,  portfolios  are  arranged  to  provide 
a regular  succession  of  maturities,  variations  in  holdings 
being  made  to  secure  this  objective. 

Does  the  bank  offer  a range  of  interest  rates  for  varying 
notice-terms  of  deposit  accounts  ? What  are  the  policy 
considerations  which  govern  its  practice  ? 

24.  The  Scottish  banks  do  not  offer  a range  of  interest 
rates  for  deposits.  Mon^  is  accepted  at  interest  on  Deposit 
Receipt  and  on  Savings  Accoimts  repayable  in  both  cases 
on  demand.  Interest  on  Deposit  Receipts  is  paid  only  if  the 
money  h^  been  lodged  for  at  least  30  days  and  is  calculated 
on  a basis  of  days.  On  money  in  Savings  Accounts  interest 
is  paid  on  the  minimum  monthly  balance.  Although  the 
same  rate  of  interest  is  paid  on  both  types  of  deposit  at 
present,  for  considerable  periods  in  the  past  a higher  rate 
was  paid  on  Savings  Accounts.  As  these  were  introduced 
primarily  to  attract  small  savings,  limits  are  plac^  on  the 
amount  accepted  at  the  higher  rate  (when  in  operation) 
in  any  one  year  and  on  the  total  sum  on  which  such  rate  is 
paid.  These  arrangements  do  not  apply  at  London  offices 
which  follow  the  practice  of  the  En^ish  Clearing  Banks. 

25.  Bank  earnings  depend  mainly  on  the  margin  between 
deposit  and  larding  rates  and  the  view  of  the  Scottish  banks 
is  that,  while  restrictions  on  advances  remain  in  operation, 
the  cost  of  any  additional  deposits  which  might  be  obtained 
by  the  offer  of  higher  rates  for  fixed  terms  would  be  greater 
than  the  revenue  accnring  from  their  employment. 

How  far,  in  what  circumstances  and  for  what  purposes  is  the 
bank  willing  to  extend  its  advances  beyond  the  customary 
range,  in  order  to  satisfy  customers'  needs  for  long-term 
or  medium-term  finance  ? 

26.  As  a general  principle,  all  Scottish  bank  advances  are 
technically  repayable  on  demand  and  are  reviewed  at  least 
once  per  year.  In  recent  years,  the  Scottish  banks  have 
been  willing  to  make  loans  repayable  over  a period  of  five 
to  seven  years,  but  confine  these  to  a modest  proportion  of 
total  advances.  The  most  common  examples  of  such  lending 
are  loans  for  ship-building  and  for  exports  of  heavy  equip- 
ment. 

27.  The  banks  are  generally  reluctant  to  extend  advances 
beyond  the  period  indicated  and  would  do  so  only  in 
exceptional  cases. 

What  is  the  attitude  of  the  bank  towards  requests  for  advances 
to  other  lenders,  such  as  the  hire  purchase  finance 
companies  ? 

28.  Advances  by  the  Scottish  banks  to  other  lenders  are, 
in  general,  of  an  occasional  and  temporary  character,  but, 
in  normal  circumstances,  th^  are  treated  on  the  same  basis 
as  other  customers,  the  amounts  granted  being  related  to 
their  balance  sheet  positions. 

29.  The  Scottish  banks  have  provided  their  agreed  pro- 
portions of  the  accommodation  made  available,  on  an 
increasing  scale,  to  the  Finance  Corporation  for  Industry 
Ltd.  and  the  Industrial  and  Commercial  Finance  Corporation 
Ltd.  since  the  inception  of  these  bodies.  Much  of  this 
accommodation  has  assumed  a permanent  character. 

30.  Advances  are  also  made  by  the  four  shareholding 
banks  to  the  Scottish  Agricultural  Securities  Corporation 
and  these  are  repaid  from  time  to  time  by  funding  issues  of 
stock. 

31.  Most  Scottish  banks  have  made  lines  of  credit 
available  to  the  larger  hire-purchase  companies.  As  a result 
of  the  Chancellor’s  request  in  July,  1955,  these  were  reduced 
by  15  % and  this  cut  has  not  been  restored.  Credit  restriction 
apart,  however,  the  accommodation  limits  granted  to  such 


companies  are  related  to  their  capital  and  reserves  or  to  the 
amount  of  their  outstanding  hire-purchase  or  credit  trans- 
actions, less  liabilities  to  other  creditors. 

The  adequacy  of  the  monetary  system  in  present  conditions 
and  suggestions  for  changes 

32.  The  monetary  system,  in  this  context,  is  taken  as 
comprising  the  Treasury,  the  Bank  of  England,  the  Discount 
Market,  Accepting  Houses  and  the  Commercial  Banks. 

33.  As  a medoanism  for  distributing  currency,  for  settling 
payments  and  for  providing  a link  between  savers  and 
investors  it  can  be  claimed  that  the  syst«n  works  satisfactorily. 
It  has  shown  great  adaptability  to  changing  conditions  and 
the  banks  would  contend  that,  given  reasonable  freedom, 
it  will  continue  to  do  so.  They  do  not,  therefore,  suggest 
any  changes  in  this  connection. 

34.  As  a mechanism  for  controlling  the  volume  of  pur- 
chasing power  the  system  appears  to  function  less  satisfactorily 
than  at  certain  times  in  the  past.  The  fault,  however,  does 
not  appear  to  arise  from  any  lack  of  powers  to  control  the 
monetary  system  or  in  any  want  of  responsiveness  within 
the  system  itself.  Budgetary  measures  and  the  investment 
programmes  of  the  government  and  nationalised  industries 
can  over-ride  any  restraining  influences  which  can  be 
exercised  through  the  monetary  system.  Decisions  on  these 
matters  ^e  inevitably  subject  to  political  considerations 
and  certain  automatic  checks  on  the  expansion  of  purchasing 
power  no  longer  operate. 

The  authorities'  use  of  monetary  measures  since  1951,  parti- 
cularly as  they  have  affected  the  Scottish  banks 

35.  Monetary  measures  used  by  the  Government  have 
included  (a)  movements  of  Bank  of  England  rate,  {b)  open- 
market  operations,  (c)  funding  issues,  and  (d)  directives  on 
bank  lending. 

36.  The  principal  effects  of  these  on  the  Scottish  banks 
may  be  summarised  as  follows  : — 

(i)  The  high»  interest  rates  ruling  in  the  past  two  years 
have  restricted  rather  than  increased  earnings,  because 
additional  interest  paid  on  deposits  has  been  greater 
than  the  extra  income  derived  from  advances  and 
Money  Market  assets, 

(ii)  Increases  in  Bank  rate  resulted  in  substantial  with- 
drawals of  deposits  by  customers  for  investment  in 
Treasury  Bills. 

(iii)  These  higher  interest  rates  have  also  resulted  in 
substantial  depreciation  in  the  value  of  investments 
acquired  in  the  days  of  cheap  money.  Confidence  in 
the  gilt-edged  market  has  declined  to  a point  at  which 
the  banks  are  obliged  to  rely  mainly  on  maturities 
rather  than  sales  of  investments  for  the  replenishment 
of  their  liquid  assets. 

(iv)  The  directives  on  bank  lending  have  resulted  in  the 
loss  of  goodwill  and  transfers  of  business  to  outside 
lenders,  To  implement  the  request  of  July,  1955, 
the  banks  had  to  agree  to  place  restrictions  on  the 
transfer  of  accounts  from  one  bank  to  another.  As 
already  indicated,  they  regard  this  as  workable  for  a 
short  period  only  and  hold  that  the  long  continuance 
of  such  restrictions  is  extremely  undesirable  and, 
ultimately,  well-nigh  impossible  to  operate. 

(v)  In  the  various  ways  mentioned  bank  income  has  been 
prevented  from  expanding  in  proportion  to  the  rise 
in  deposits,  but  costs  have  continued  to  increase. 

37.  It  will  be  apparent  from  the  above  that  the  direct 
controls  applied  to  bank  lending  have  been  discriminatory 
in  their  effects  and  have  prevented  the  natural  expansion  and 
development  of  banking  business.  Not  only  in  relation  to 
their  own  deposits,  but  in  relation  also  to  National  fficome 
and  to  the  level  of  capital  investment,  the  total  advances  of 
banks  have  continuously  declined.  It  is  not  apparent  that 
this  restriction  has  contributed  in  any  marked  degree  to 
the  restraint  of  inflation  but  there  is  evidence  that  it  has 
progressively  distorted  the  financial  mechanism.  While  bank 
funds  which  would  naturally  be  employed  in  lending  have 
had  to  be  held  in  investments,  there  has  been  an  irirrg.{^se 
in  lending  by  institutions  whose  funds,  from  the  nature  of 
their  business,  would  normally  be  used  for  investment. 
There  has  also  been  a growth  in  lending  by  finance  housesi 
not  only  for  the  hire  purchase  of  consumer  goods  but  also 
for  purposes  which,  in  the  absence  of  restrictions,  would 
have  bwn  financed  by  the  banks.  Restrictions  on  the  supply 
of  capital  to  such  finance  houses  have  also  brought  about 
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a growth  in  the  number  of  small  companies  operating  in 
this  field,  borrowing  from  the  public  at  high  rates  of  interest 
but  holding  little  in  the  way  of  liquid  assets. 

38.  The  Scottish  banks  do  not  object  to  competition  from 
any  quarter,  but  they  believe  that  these  developments  should 
be  viewed  with  concern.  Over  two  centuries  there  has  been 
built  up  in  Britain  a country-wide  banking  system  able  to 
offer  a full  range  of  services,  complete  security  for  depositors 
and  accommodation  to  borrowers  at  reasonable  rates  of 
interest.  By  stultifting  the  natural  development  of  this 
system,  the  restrictions  are  tending  to  encourage  the  growth 
of  smaller  organisations  which  charge  high  rates  of  interest 
but  do  not  provide  services  comparable  to  those  of  the  banks. 
The  effectiveness  in  economic  policy  to-day  of  monetary 

measures,  with  particular  reference  to  : — 

(a)  movements  of  short-term  interest  rates  ; 

(fc)  movements  of  long-term  interest  rates  ; 

39.  Until  recently  movements  of  interest  rates,  either 
short-term  or  long-term,  had  not  by  themselves  exerted  a 
strong  influence  on  the  decisions  of  borrowers.  So  long  as 
there  is  an  expectation  that  depreciation  of  the  currency 
will  continue  in  line  with  the  experience  of  recent  years, 
interest  rates,  even  at  the  present  level,  cannot  be  expected 
to  exert  much  pressure  towards  the  deferment  of  capital 
expenditure. 

40.  Insufficient  time  has  elapsed  since  the  increase  in 
•RanV  rate  to  7 % to  judge  what  influence  this  may  have  on 
the  over-all  demand  for  credit,  but  it  is  the  banks’  experience 
that,  in  a period  of  relatively  dear  money  such  as  the  present, 
some  borrowers  are  inclined  to  defer  ^eir  negotiations  for 
funding  arrangements  in  the  hope  that  these  may  be  concluded 
on  more  advantageous  terms  at  some  time  in  the  future. 

(c)  Direct  controls  {,e.g.  requests  to  bankers  and  directives 

to  C./.C.) 

41.  As  has  been  stated  in  the  answer  to  question  3,  the 
hapV.-!  regard  directives  as  having  been  effective  in  restricting 
bank  lending  but  of  doubtful  value  in  combating  inflationary 
pressures.  Such  controls  can  have  a powerful,  short-term 
effect  but  should  be  kept  for  emergency  use  and  openly 
withdrawn  when  the  immediate  need  has  passed. 

42.  -Similar  remarks  apply  to  instructions  to  the  Capital 
Issues  Committee.  These  have  had  some' effect  in  retarding 
capital  expenditure,  but  as  they  cannot  control  outlays  by 
companies  out  of  retained  profits  the  incidence  of  control 
is  uneven  and  does  not  necessarily  operate  on  the  types  of 
investment  which  the  Authorities  wish  to  restrain.  In  this 
case  also,  toe  indefinite  continuance  of  control  tends  to 
weaken  its  effect. 

(d)  Open  market  operations 

43.  Since  precise  information  is  not  available  regarding 
open  market  operations,  it  is  particularly  difficult  to  comment 
upon  their  effectiveness  under  present  conditions.  Histori- 
cally, there  has  been  ample  evidence  that  these  have  played 
a useM  part  upon  occasion  in  smoothing  out  day-to-day 
fluctuations  in  toe  volume  of  credit  but,  whEe  the  Authorities 
themselves  are  alone  in  a position  to  testify,  it  is  suggested 
that  such  operations  are  essentially  in  the  nature  of  ancillary 
weapons,  incapable  when  used  in  isolation  of  permanently 
restraining  an  inflationary  situation.  In  putting  forward 
this  suggestion,  the  Scottish  Banks  feel  that  they  are  possibly 
on  firmer  ground  as  regards  open  market  operations  in 
Treasury  Bills  than  where  the  operations  are  cbannelied 
through  the  gilt-edged  market  on  the  Stock  Exchange. 
Certainly  it  would  appear  that  the  mass  of  unfunded  Govern- 
ment debt  constitutes  a major  embarrassment  to  toe 
Authorities  in  their  efforts  to  control  the  credit  mechanism. 

(e)  Control  of  liquidity  ratios 

44.  The  Scottish  banks  do  not  regard  compiflsory  and 
variable  liquidity  ratios  as  likely  to  supply  a form  of  control 
suitable  for  the  British,  hanking  system.  They  hold  that 
liquid  reserves  must  be  maintained,  in  the  first  instance,  to 
ensure  that  all  demands  for  repayment  can  be  met  by  toe 
banks.  For  this  purpose  requirements  vary  from  one  season 
of  the  year  to  another.  The  movement  of  deposits  from  one 
bank  to  another  can  be  substantial  and  in  addition  toe 
deposits  and  advances  of  some  banks  are  more  liable  to 
large  fluctuations  than  are  those  of  others  ; control  in  tois 
form  would  therefore  be  somewhat  arbitrary  in  its  effects. 

45.  The  power  to  impose  liquidity  ratios  and  to  alter 
them  would  therefore  introduce  an  element  of  uncertain^ 


against  which  the  banks  would  require  to  protect  themselves 
by  the  creation  of  “excess  liquidity’’. 

46.  A small  increase  in  liquidity  ratios  would  probably 
have  little  effect,  but  a larger  increase  would  result  in 
simultaneous  sales  of  gilt-edged  stocks  on  an  already  strained 
market.  The  alternative  to  this  would  be  toe  recall  of 
advances  which,  from  the  standpoint  of  the  business  com- 
munity, would  be  injurious. 

47.  The  use  of  compulsory  liquidity  ratios  would  appear 
to  be  inappropriate  whai  direct  controls  on  lending  are 
operative,  and  there  might  be  a danger  that,  once  imposed, 
higher  ratios  would  not  be  reduced  until  long  after  toe 
need  for  them  had  terminated.  The  view  of  the  Scottish 
banks,  therefore,  is  that  this  device  might  create  an  illusion 
of  control  without  adding  greatly,  for  more  than  a temporary 
period,  to  the  powers  to  affect  a given  situation  which  the 
authorities  already  possess.  It  would,  however,  create  an 
additional  element  of  uncertainty  and  would  exaggerate 
price  movements  in  the  gilt-edged  market,  to  toe  detriment 
of  confidence  both  at  home  and  overseas. 

(/)  The  authoritative  exposition  of  policy  changes 

48.  Authoritative  exposition  of  policy  changes  is  essential 
if  the  action  of  the  authorities  is  to  be  understood  and  the 
co-operation  of  the  public  is  to  be  obtained,  but  in  the  matter 
of  combating  inflation  an  unfortunate  scepticism  has  been 
allowed  to  develop.  Official  pronouncements  tend  to  be 
scrutinised  by  financial  commentators  and  in  the  foreign 
exchange  markets  abroad  with  an  eye  to  discovering  whether 
the  action  taken  or  presaged  is  likely  to  have  the  effects 
claimed  for  it. 

49.  In  the  particular  case  of  credit  restriction,  the  publicity 
given  to  the  request  in  July,  1955,  was  of  assistance  to  the 
batiks  in  obtaining  the  agreement  of  customers  to  reductions 
in  to^ir  borrowing  limits.  It  is  probable,  also,  that  other 
customers  refrained  from  putting  forward  requests  for 
accommodation  because  they  had  been  convinced  that  it 
would  be  fruitless  to  do  so.  Subsequent  reiterations  of  the 
request  have,  however,  had  less  effect. 

50.  In  general,  therefore,  the  banks  regard  official 
exposition  of  policy  changes  as  valuable  only  if  backed  by 
adequate  and  determined  action. 

Suggestions  for  improving  {if  necessary)  present  arrangements 
for  providing  short,  medium  and  long-term  finance  with 
or  without  guarantees  for  industry,  trade  {including 
exports)  and  agriculture 

51.  The  Scottish  banks  consider  that,  subject  to  the 
limitations  imposed  by  credit  restriction,  the  present  machinery 
is  adequate  to  provide  capital  for  industry,  trade  and  agri- 
culture. In  addition  to  the  banks  and  the  specialised  institu- 
tions set  up  as  a result  of  the  Report  of  the  Macmillan 
Committee,  the  range  of  organisations  concerned  with  the 
supply  of  capital  is  already  wide.  Small  businesses  and  new 
ventures  which  naturally  rely  on  bank  finance  have  been 
placed  at  some  disadvantage  by  credit  restriction.  In  a 
period  when  the  problem  is  to  equate  an  insufficient  supply 
of  savings  to  the  demand  for  capital  expenditure,  however, 
toe  hfinka  do  not  favour  the  provision  of  guarantees,  otlier 
than  those  provided  by  the  Export  Credits  Guarantee  Depart- 
ment. 

Are  there  any  legal  restrictions  affecting  the  giving  of  security 
for  advances  which  the  Committee  would  wish  to  see 
altered  ? 

52.  Because  of  distinctive  features  in  the  law  of  Scotland, 
toe  taking  of  an  equitable  charge  over  the  title  deeds  of 
heritable  property  or  over  moveable  items  such  as  share 
certificates  or  policies  of  assurance,  either  with  or  without 
a memorandum  of  deposit,  is  not  possible  in  Scotland.  To 
obtain  security  in  accordance  with  Scots  law  more  elaborate 
procedures  are  required  and  the  cost,  in  consequence,  is 
higher  than  in  England.  Of  equal  importance  is  the  absence 
of  any  provision  for  the  taking  of  a floating  charge  over  toe 
assets  of  limited  companies  registered  in  Scotland  and  this 
may  have  operated  to  the  disadvantage  of  the  Scottish 
economy.  The  greater  difficulty  in  raising  funds  liable  to 
be  experienced  by  companies  occupying  rented  factories 
can  imlitate  against  a decision  to  establish  a business  in 
Scotland. 

53.  The  Scottish  banks  would  wish  to  see  the  law  amended 
in  toese  respects,  but  they  are  aware  that  fundamental  legal 
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principles  are  involved  and  regard  these  matters  as  suitable  54.  The  Scottish  banks  regard  the  present  arrangements 
for  reference  to  the  Committee  on  Scots  Law  Reform  rather  governing  their  note  issues  as  satisfactory, 
than  as  the  subjects  of  immediate  recommendations. 

Does  the  Committee  regard  the  present  arrangements  governing  hfovember,  1957 . 
the  Scottish  note  issue  as  satisfactory  ? 


17.  MEMORANDUM  OF  EVIDENCE  SUBMITTED 


Introduction 

1 . In  examining  the  behaviour  of  the  gilt-edged  market  in 
any  given  period,  and  in  comparing  it  with  other  periods 
in  which  apparently  similar  conditions  prevaOed,  it  is  easy 
to  overlook  the  dhanges  which  the  years  have  brought 
to  the  background  of  the  market  The  Council  of  the  Stock 
Exchange  think  it  would  be  helpful  to  recall  some  of  them. 
First,  the  departure  from  the  gold  standard  in  1931  imparted 
an  entirely  new  look  to  investment  and  to  the  status  and 
functions  of  the  Bank  of  En^and.  For  nearly  twenty  years, 
from  1932,  with  the  exception  of  a two-month  period  at 
the  outbreak  of  war  in  1939,  Bank  rate  was  to  remain  at 
2%.  This  was  a period  of  very  cheap  money  in  the  latter 
part  of  which  policy  found  expression  in  controls  and  not 
in  the  rate  of  interest. 

2.  The  war  led  to  an  enormous  growth  in  the  National 
Debt  although,  unlike  its  predecessor,  it  was  financed  by 
the  issue  of  consistently  low-interest  securities.  It  was 
inevitable,  therefore,  that  the  gilt-edged  holdings  of  all  types 
of  investor  should  be  quite  disproportionately  increased  on  a 
maturity  and  yield  basis  not  always  suited  to  ^eir  needs. 
This  disproportion  was  soon  to  be  aggravated  by  the  issue 
of  a succession  of  Government  guaranteed  stoc^  as  com- 
pensation for  nationalisation,  and  the  disappearance  of  a 
wide  range  of  popular  securities,  both  prior  charge  and 
ordinary,  which  they  replaced.  Further,  new  financing  of 
the  undertakings  so  acquired  could  in  future  only  be  effected 
by  the  issue  of  still  more  gilt-edged  stock,  destined,  in  the 
first  instance,  for  the  Departments,  and  not  necessarhy 
related  to  the  resources  or  inclinations  of  the  general  body  of 
investors.  It  was  not,  therefore,  surprising  that  after  the 
war  there  was  a widespread  desire  to  return  to  more  normal 
diversification  of  investments.  Impetus  was  given  to  the 
movement  away  from  iow-yielding  fixed-interest  securities 
by  the  shortage  of  capital  and  consumer  goods,  by  the 
accompanying  and  persistent  inflation,  and  by  the  deter- 
mination of  investors  to  adapt  their  policy  as  fai'  as  they  could 
to  a situation  which  attracted  as  well  as  threatened  them. 

3.  Meanwhile  the  traditional  private  investor  had  become 
less  important,  and  small  savings  were  canalised  through 
the  Insurance  Companies  and  Pension  Funds,  whose  dealings 
dominated  most  markets  and  most  issues.  The  critical 
professional  eye  under  which  contemporary  investment 
problems  thus  increasin^y  passed  was  more  and  more  being 
brought  to  bear  also  on  the  portfolios  of  charities,  schools 
and  colleges  and  kindred  public  bodies.  These,  in  growing 
numbers,  together  with  many  private  Trusts,  sought  and 
obtained  relief  from  rigid  investment  clauses  and  became 
sellers  of  gilt-edged  securities.  Prominent  among  those 
switching  into  equity  stocks  were  the  Church  Commissioners, 
whose  change  of  policy,  widely  publicised,  was  also  widely 
copied. 

4.  For  permanent  investors  in  the  gilt-edged  market, 
however,  the  many  years  of  2%  Bank  rate  and  the  long 
succession  of  3 % issues  had  induced  a feeling  that  3 % was 
indeed  a basic  interest  rate.  The  re-introduction  in  1951  of 
the  Bank  rate  as  a monetary  weapon,  therefore,  came  as 
something  of  a shock,  and  many  institutional  funds  had  to 
revise  their  portfolios  drastically.  The  first  half  of  1952 
accordingly  saw  markets  in  which  large  quantities  of  undated 
and  long-dated  stocks  were  jettisoned  in  favour  of  those 
with  medium  and  short  maturities.  Although  the  market 
recovered  in  due  com-se,  imdated  stocks  had  lost  their 
attraction,  and  the  emphasis  was  mostly  ou  stocks  of  middle 
date.  So  much  was  this  the  case  that  more  than  a year 
later  the  authorities  took  advantage  of  the  improvement  in 
the  market  to  issue  over  a period  of  fifteen  months  a series 
of  loans  ranging  (with  one  exception)  over  maturities  between 
1957  and  1969.  Hardly,  however,  had  this  series  been 
concluded  than  a new  credit  squeeze  hit  the  market  with 
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Bank  rate  rising  rapidly  from  3%  to  5J%,  and  heavy  selling 
was  encountered.  On  this  occasion  the  brunt  of  the  selling 
fell  on  the  middle-dated  stocks  which  had  so  recently  been 
put  out  by  the  Treasury.  In  the  first  six  months  of  1955, 
the  investments  of  the  clearing  banks  fell  by  £225  million, 
and  within  eight  months  of  their  issue  Exchequer  2%  1960 
had  fallen  by  10  points  to  90,  and  Funding  3%  1966/8  by 
20  points  to  80.  In  fact,  falls  of  this  magnitude  in  newly- 
issued  securities  have  at  least  temporarily  shaken  the  confi- 
dence of  important  investors,  such  as  the  banks,  and  rendered 
more  difficult  the  action  of  the  Government  itself. 

5.  The  Bank  rate  was  raised  to  7%  on  19th  September, 
1957,  and,  after  the  first  shock,  the  market  has  responded  a 
little  to  this  impressive  show  of  resolution.  It  seems  likely, 
however,  that  the  frustrating  experience  of  recent  years  wUl 
for  long  remain  an  influence  in  the  minds  of  institutional 
investors. 

6.  It  is  against  this  back^ouud  that  monetary  policy 
operated,  open  market  operations  were  conducted  and  the 
Council’s  answers  to  the  Committee  formulated, 


I.  What  effect  does  Monetary  Policy  have  upon  the  Gilt-edged 
Market  ? 

7.  It  is  not  easy  to  state  definitely  the  effect  of  monetary 
policy  on  the  gilt-edged  market  as  there  are  so  many  varying 
factors,  but  certain  points  can  be  made. 

What  are  the  conditions  under  which  these  effects  make 
themselves  felt  and  in  particular  how  long  are  the  intervals 
of  time  involved  ? 

(а)  Changes  in  Bank  rate 

8.  Changes  in  Bank  rate  will  affect  the  price  level  of 
short-dated  Government  bonds  only  to  the  extent  that  it 
affects  the  Bill  rate.  It  is  the  trend  of  changes  ratiier  than  the 
actual  change  that  normally  affects  the  medium  aod  long- 
dated slocks. 

9.  A Bank  rate  change  which  has  followed  the  previous 
movements  of  the  Bill  rate  will  have  little  effect  on  the 
gilt-edged  market,  as  it  will  tend  to  have  been  ffiscounted. 

10.  An  unexpected  Bank  rate  change  will  have  a severe 
and  immediate  effect  on  the  price  levels  of  all  Government 
stocks,  the  degree  of  effect  being  dependent  upon  the  extent 
of  the  surprise  and  the  interpretation  placed  upon  the  change. 
In  such  circumstances  the  initial  adjustment  tends  to  be 
exaggerated  owing  largely  to  the  degree  of  uncertainty 
created  amongst  investors. 

1 1 . The  beliaviour  of  the  market  after  some  recent  changes 
in  the  Bank  rate  is  illustrated  in  the  Booklet  Bank  Rate  and 
the  Gilt-edged  Market  attached  to  this  Memorandum. t 

(б)  Changes  in  Bill  rate 

12.  Any  marked  change  in  the  Bill  rate  should  have  an 
immediate  effect  on  short-dated  securities  but  at  first  little 
effect  on  the  longer-dated  securities,  thou^  they  would 
tend  to  follow  the  movements  of  the  short-dated  securities 
in  a very  much  smaller  d^ee. 

(c)  Directives  to  the  C.I.C. 

3 3.  Directives  to  the  C.I.C.  have  little  effect  on  the  market 
except  in  so  far  as  they  may  provide  an  indication  of  the 
Government’s  monetary  polii^. 

(<0  Open  Market  Operations 

14.  There  is  no  evidence  as  to  the  extent  to  which  open 
market  operations  axe  used  in  their  true  economic  sense  for 
the  increase  and  contraction  of  the  supply  of  mon^. 

15.  Official  operations  by  the  authorities  at  the  present 
appear  to  take  two  main  forms  : — 


t Not  reprinted  in  this  record  of  evidence. 
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(а)  Selling  stock  off  the  Departments  portfolios,  e.g., 
Stocks  recently  issued  and  still  held  by  them, 

(б)  Purchase  of  the  next  maturity  against  sales  of  other 
stocks  probably  short  dated. 

16.  These  operations  and  the  manner  in  which  they  are 
conducted,  have  become  the  predominant  technical  factor 
affecting  the  behaviour  of  the  gilt-edged  market.  There  is 
seldom  any  attempt  to  conceal  them  and  the  existence  of 
most  “taps”  is  generally  known,  and  often  commented  on 
in  the  Press.  Indeed  it  would  be  a rare  issue  which  was  not 
available  from  official  sources  the  moment  dealings  began. 
Issues  are  now  so  large  that  they  continue  on  tap  sometimes 
simultaneously  for  long  periods. 

17.  The  best  method  of  marketing  substantial  lines  of 
stocks  is  to  have  a steadUy  rising  market,  as  there  is  no 
doubt  that  the  majority  of  investors  prefer  to  buy  gilt-edged 
when  there  is  a reasonable  chance  of  higher  prices  showing 
within  a comparatively  short  space  of  time. 

18.  On  a falling  market  official  sales  can,  unless  very 
delicately  handled,  produce  a very  unstable  market  and 
destroy  the  normal  conditions  created  by  supply  and  demand 
with  the  resulting  loss  of  investors’  confidence  in  gUt-edged 
stocks.  Thus  these  operations,  if  persevered  in,  do  have  a 
far  greater  effect  on  a falling  market  than  on  a rising  one. 

19.  These  open  market  operations  do  create  a pattern  of 
market  conditions  which  is  closely  scrutinised  by  a large 
section  of  investors.  Their  interpretation  of  this  pattern, 
which  is  created  by  the  Government’s  monetary  policy, 
has  become  an  important  factor  in  deciding  their  investment 
policy. 

20.  That  the  evidence  is  sometimes  misleading  was 
recently  shown  when  tap  stocks  were  sold  at  rising  prices 
up  to  the  very  eve  of  the  raising  of  the  Bank  rate  to  7%. 

21.  The  Departments,  it  is  believed,  do  from  time  to  time 
buy  stocks  other  than  the  shortest  dated,  but  their  role  in 
this  field  is  so  predominantly  that  of  seller  that  a slightly 
less  rigid  policy  in  this  respect  might  conceivably  further  their 
ultimate  aims. 

The  Interval  of  Time 

22.  The  interval  of  time  between  the  appearance  of  new 
factors  and  visible  effect  in  the  markets  arising  from  them 
depends  almost  entirely  upon  the  magnitude  and  importance 
of  the  change,  and  the  degree  to  which  it  has  been  expected 
and  so  discounted  in  advance. 

23.  Market  reaction  can  be  instantaneous  when  the  new 
factor  has  b«n  unexpected,  or  it  can  be  hardly  visible  at 
all  when  it  has  long  been  expected  and  discussed  and  awaited. 

24.  It  should  be  remembered  that  whilst  the  Stock 
Exchange  market  naturally  reflects  its  own  views  as  to  the 
probable  public  reaction  to  news,  the  actual  course  of  the 
market  is  fin^y  determined  by  the  concrete  actions  of  the 
general  body  of  investors — institutional  and  private — outside 
the  Stock  Exchange. 

II.  Which  and  in  what  order  of  importance  are  the  main 
classes  of  Investors  in  the  Gilt-edged  Market  to-day  ? 
Do  you  see  any  means  of  bringing  new  classes  of  Investors 
into  the  market  to-day  ? 

25.  The  main  classes  of  non-departmental  investors  in 
the  ^t-edged  market  are  the  Banks,  Industrial  Companies, 
Lloyd’s  Underwriters  and  the  Discount  Market,  who  invest 
in  relatively  short-dated  stocks,  and  the  Life  Insurance 
Companies,  The  Crown  Agent,  Building  Societies  and 
Pension  Funds  and  finally  the  general  body  of  private 
Trustees  who  invest  in  longer-dated  stocks.  Of  these  the 
banks  have,  of  course,  in  the  last  year  or  two  been  sellers 
rather  than  buyers  of  securities,  which  has  been  one  of  the 
reasons  for  the  heavy  fall  in  the  short  and  short-njedium 
dated  securities.  All  classes  of  investors  are  important,  but 
it  is  not  possible  to  place  them  in  any  particular  order  of 
importance  as  each  can  be  decisive  through  its  purchases  or 
sales  or  inaction  at  different  times. 

26.  It  is  asked  how  new  types  of  investors  can  be  attracted. 
The  need  is  rather  to  create  conditions  which  will  bring  back 
the  old.  If,  however,  it  is  desired  to  make  a new  appeal, 
a security  enjoying  one  or  more  of  the  advantages  of  4% 
Victory  Bonds,  might  he  successful. 

III.  What  is  the  importance  of  the  Overseas  Investor  in  that 
Market  ? 

27.  The  overseas  investor  is  not  at  present  a major  factor 


in  the  gilt-edged  market,  although  a number  of  overseas 
Central  Banks  and  Currency  Boards  do  hold  a considerable 
amount  of  short-dated  bonds.  The  future  stability  of  the  £ 
and  the  abili^  to  deal  at  all  times  in  the  market  on  a large 
scale  are  factors  essential  to  the  return  of  the  overseas  investor 
to  the  ^t-edged  market.  His  appetite  might  well  be 
stimulated  if  the  concession  of  interest  payable  tax  free  to 
residents  abroad  was  extended  to  a wider  range  of  stocks. 

IV.  To  what  extent  and  in  what  ways  has  the  Gilt-edged 
Market  been  affected  by  the  methods  of  financing  the 
Nationalised  Industries  and  the  Local  Authorities  which 
have  been  adopted  from  time  to  time  ? 

Ca)  The  Nationalised  Industries 

28.  After  nationalisation,  the  capital  needs  of  each  industry 
had  to  be  met  by  the  issue  of  fixed  interest  stocks  guaranteed 
by  the  Government,  each  industry  making  its  own  issue  at 
a time  largely  dependent  upon  the  extent  of  its  indebtedness 
to  the  Ba^. 

29.  When  the  Nationalised  Industries  had  to  finance 
themselves  in  the  gilt-edged  market  their  operations  were 
inclined  to  have  an  adverse  effect,  as  very  often  the  loan 
had  to  he  brought  out  at  a time  when  the  market  was  not 
receptive,  and  although  these  loans  were  always  “under- 
written” by  the  Departments,  the  knowledge  that  they  were 
subsequently  always  for  sale  tended  to  keep  the  market 
down.  It  was  generally  possible  to  guess  when  an  issue  of 
a Nationalised  Industry  was  to  be  made,  as  their  overdrafts 
with  the  Banks  were  broadly  known  and  when  they  reached 
a certain  figure,  fiiey  had  to  be  repaid  by  making  a stock 
issue. 

30.  At  the  present  time,  the  capital  requirements  of  these 
industries  are  financed  by  the  Treasury  to  the  extent  that 
they  cannot  be  met  from  the  resources  of  the  industries 
concerned. 

(6)  Local  Authorites 

31.  Corporation  issues,  being  Trustee  investments,  are  at 
all  times  in  direct  competition  for  funds  which  might  other- 
wise be  invested  in  Government  stocks  and  in  particular 
because  they  are  usually  valued  on  a higher  yield  basis. 

32.  Owing  to  the  enormous  increase  in  their  capital 
requirements,  Corporation  and  Local  Authority  borrowing 
has  now  become  a major  factor. 

33.  Before  the  war  the  larger  borrowers  were  able  to 
meet  their  considerably  smaller  commitments  through  the 
market  with  comparative  ease,  whereas  the  other  borrowers 
satisfied  their  ne^  by  drawing  on  the  Local  Loans  Board. 

34.  Between  1940  and  1952  Corporation  borrowing  was 
met  by  the  Treasury  through  the  Public  Works  Loan  Board, 
and  this  provided  no  problran  to  the  gilt-edged  market. 

35.  When  Corporations  and  Local  Authorities  were 
directed  to  make  their  own  arrangements  for  their  capital 
requirements  and  Treasury  finance  was  only  available  as  a 
last  resort,  an  entirely  new  factor  for  the  gilt-edged  market 
was  created. 

36.  In  these  conditions  the  most  satisfactory  method  for 
a borrower  to  raise  capital  would  appear  to  be  by  public 
issue  or  private  placing  through  the  market.  In  view  of  the 
size  of  the  present  r^uirements  and  the  very  unstable  gilt- 
edged  market  conditions,  it  has  been  foimd  that  this  metood 
can  only  provide  a very  small  part  of  the  funds  required. 
Since  1953  there  have  been  a number  of  occasions  when 
the  market  in  Corporation  stocks  has  become  saturated 
with  an  immediate  adverse  effect  on  the  gilt-edged  market. 
During  this  relatively  short  period  this  market  has  been 
twice  completely  closed  once  for  twelve  months  and  once 
for  six  months. 

37.  In  the  circumstances,  the  “orderly  marketing”  in  the 
interests  of  which  the  timing,  amotmts  and  terms  of  issues 
are  controlled  by  the  Bank  of  England,  may  appear  something 
of  a euphemism  to  those  who  have  waited  longest  in  the 
queue. 

38.  Very  large  amounts  have  been  borrowed  on  short 
or  longer  term  mortgages  which  again  has  a direct  effect 
on  the  gilt-edged  market,  as  a proportion  of  this  money 
would  have  invested  in  Government  stocks. 

39.  It  is  obviously  very  unsound  for  borrowers  to  be 
forced  to  finance  long-term  projects  on  short-term  credit, 
but  it  appears  that  recently  they  have  had  little  option. 
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40.  Corporation  and  Local  Authority  financing  is  at  the 
present  time  one  of  the  most  important  problems  affecting 
the  gilt-edged  market,  and  it  is  suggested  that  every  other 
method  of  raising  new  money  throu^  the  market,  including 
the  issue  to  the  public  by  tender  (which  was  popular  up  to 
fifty  years  ago,  when  it  passed  into  disuse),  should  be  examined. 

41.  Public  appetite  for  municipal  issues  and  indeed  for 
aU  gilt-edged  investment  has  been  impaired  not  only  by 
the  inflation,  but  by  the  vast  amount  of  alternative  trustee 
investments  created  by  the  war  or  diverted  into  the  gilt- 
edged  market  by  subsequent  legislation. 

n 

Are  there  any  impediments  to  the  free  working  of  the  flo'iv  of 
Savings  into  Investment  ? 

42.  Broadly  speaking  it  is  considered  that  the  service 
offered  by  the  Stock  Exchange  in  facilitating  the  flow  of 
savings  into  investment  by  the  offer  of  new  issues  on  the 
market,  works  satisfactorily  for  large  borrowers.  There  are 
some  impediments  which  vary  in  importance  and  may  be 
considered  to  fall  mainly  in  the  fiscal  field. 

43.  These  are  : — 

(1)  High  taxation  has  removed  the  class  of  investor  with 
an  annual  surplus  income.  He  has  been  replaced  by 
increased  pension  and  insurance  funds  on^  as  to 
the  amount  of  money  available  but  not  as  to  its 
direction.  Institutions  are  unwilling  to  invest  in  small 
companies  for  a variety  of  reasons.  Principal  among 
them  are  (a)  either  too  large  a proportion  of  a com- 
pany’s capital  would  be  held,  or  (b)  too  wide  diversi- 
fication would  result  in  the  portfolio. 

As  a result  there  is  great  difficulty  in  the  marketing 
of  securities  of  companies  with  balance  sheets 
totalling  under  £250,000. 

The  Industrial  and  Commercial  Finance  Corporation 
provides  a vehicle  for  capital  for  small  companies. 
We  believe  that  there  is  room  for  expansion  in  this 
field,  but  no  public  company  or  agency  can  replace 
private  capital  for  .small  industry. 


(2)  Two  per  cent  Stamp  Duty  restricts  freedom  in  all 
markets  in  Registered  Securities  and  is  a deterrent  to 
the  foreign  investor. 

(a)  This  Duty  completely  prevents  the  issue  of 
short-dated  indebtedness  outside  the  gilt-edged  market. 
The  effect  on  yield  of  a 2%  tax  which  has  to  be 
written  off  out  of  capital  or  taxed  income  becomes 
impossibly  onerous  over  short  periods.  For  example, 
even  a first-class  Debenture  due  in  six  months  time 
will  seldom  sell  at  above  97i.  At  97J  the  gross 
redemption  yield  for  a two-year  4%  Stock  would  be 
£5  7s.  Od.  % to  the  seller  but  only  £4%  to  the  buyer, 
assuming  total  expenses  of  2i%. 

(£>)  Apart  from  short-dated  indebtedness  the  2% 
Stamp  Duty  has  had  a serious  ^ect  on  the  market 
for  all  registered  fixed  income  securities.  Interposing 
this  tax  between  buyer  and  seller  often  so  widens  the 
gap  in  yield  between  them  that  they  cannot  come  to 
terms  As  a result  turnover  in  fixed  income  securities 
and  their  use  as  a temporary  home  for  funds  has 
been  greatly  reduced 

(3)  The  effect  of  distributed  profits  tax  on  the  channds 
of  investment  can  be  considerable  since  it  may  cause 
companies  to  incur  indebtedness  rather  than  issue 
capital.  The  full  results  of  this  policy  will  only  be 
seen  when  profits  become  harder  to  earn. 

(4)  The  existence  and  functions  of  the  Capital  Issues 
Committee  are  naturally  to  some  extent  an  impediment 
to  the  free  and  unrestricted  issue  of  capital.  In  this 
connection  it  occurs  to  us  reasonable  that  companies 
be  allowed  without  hindrance  to  capitalise  their 
assets  at  will  where  this  does  not  involve  the  issue 
of  capital  entitled  to  a fixed  rate  of  interest. 

(5)  In  general,  Tax  and  Estate  Duty  at  their  present  level 
and  severe  incidence  bear  h^shly  on  the  whole 
community  ; for  the  Stock  Exchange,  the  erosion  of 
capital  they  cause  and  the  deterrent  they  represent 
to  private  investment  are  harsh  and  progressively 
destructive  forces. 

November,  1957. 


18.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  ASSOCIATION  OF 
SUPERANNUATION  AND  PENSION  FUNDS* 


1.  The  Council  of  the  Association  of  Superannuation  and 
Pension  Funds  has  carefully  considered  the  points  enumerated 
in  Lord  Radcliffe’s  letter  of  1st  July,  1957,  and  submits  the 
following  observations. 

2.  The  CouncO  has  not  thought  it  appropriate  to  issue 
a questiormaire  to  all  members,  but  is  of  the  opinion  that 
the  views  set  forth  in  this  memorandum  would  be  acceptable 
to  the  majority  of  the  members.  Representatives  of  the 
Association  would  be  pleased  to  attend  before  your  Com- 
mittee if  so  desired, 

3.  The  Association  of  Superannuation  and  Pension  Funds, 
formed  in  1923,  has  among  its  Objects,  which  are  set  out 
in  the  Constitution,  “to  collect,  collate,  circulate  and 
exchange  information  of  service  and  interest  amongst  the 
members  and  to  assist  and  further  the  development  of 
Superannuation,  Pension  and  similar  Funds”.  The  Associa- 
tion is  the  only  organisation  of  its  kind  in  the  United  Kingdom 
and  is,  today,  officially  recognised  as  the  nationally  represen- 
tative body  concerned  solely  with  retirement  benefit  schemes. 

4.  The  present  membership  of  the  Association  comprises 
some  1,150  schemes,  The  assets  of  schemes  not  arranged 
with  Life  Offices  are  estimated  now  to  total  £1,000  million 
and  to  be  increasing  at  the  rate  of  £100  million  annually. 
The  number  of  members  covered  by  these  schemes  totals 
some  2 million.  Approximately  75%  of  the  schemes  are 
self-administered,  whereas  the  remainder  are  arranged  through 
life  assurance  offices.  In  addition,  the  Association  has 
nearly  370  Associate  Members  who,  in  the  main,  are 
professional  men  whose  occupation  brings  them  into  contact 
with  retirement  benefit  schemes,  e.g.  Accountants,  Actuaries 
and  Solicitors. 

5.  The  statistical  data  in  this  memorandum  and  any 
references  connected  therewith  so  far  as  they  relate  to 
members  of  the  Association  have  been  obtained  from,  or 

* See  Minutes  of  Evidence  Qns,  7702  to  7799. 


are  based  upon,  a questionnaire  which  was  sent  to  all 
Member  schemes  in  May,  1954.  The  replies  received  were 
collated  into  a leaflet  entitled  “Statistics”,  published  by  the 
Association,  a copy  of  which  is  attached.! 

6.  The  estimated  value  of  the  assets  of  all  the  pension 
schemes  in  the  United  Kingdom,  excluding  those  arranged 
with  Life  Offices,  is  about  £1,700  million,  and  these  assets 
axe  believed  to  be  increasing  at  the  rate  of  about  £150  million 
annually.  The  benefits  provided  by  the  schemes  vary  ; 
they  may  consist  of  retirement  benefits  only  ; or  of  members’ 
retirement  benefits  and  widows’  benefits  ; or  of  members’ 
retirement  benefits,  with  both  widows’  and  dependent 
children’s  bentflts  ; and  in  some  cases  a life  assurance 
benefit  is  incorporated.  The  observations  that  follow  refer 
to  self-administered  schemes,  although  the  same  position 
may  exist  with  schemes  arranged  through  a life  assurance 
office. 

I.  The  role  of  the  superannuation  and  pension  funds  as  investors 
of  funds 

1.  It  is  assumed  that  by  the  use  of  the  word  “role”  the 
Committee  wish  to  be  informed  of  the  function  and  operation 
of  pension  schemes  as  investors. 

8.  Pension  schemes  exist  to  provide  specified  benefits  for 
their  members  on  the  occurrence  of  a given  event,  so  that 
it  is  the  function  of  the  Trustees  or  Managers  of  a scheme  : — 

(a)  To  arrange  for  a periodic  review  of  structure 
of  the  scheme  to  ensure  that  it  remains  solvent ; this 
review  is  usually  effected  by  periodical  actuarial 
valuations  every  toee  or  five  years,  when  the  difference 
between  the  present  value  of  all  future  benefits  payable 
by  the  scheme  and  the  present  value  of  all  future 
contributions  receivable  by  it,  is  compared  with  the 


t Not  reprinted  in  this  record  of  evidence. 
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value  of  the  accumulated  funds  as  at  the  date  of  the 
valuation. 

(A)  So  to  invest  monies  becoming  avaOable  as  to  ensure 
the  maxiinum  return  from  the  scheme’s  investments  so 
that  the  overall  rate  of  interest  earned  at  least  covers 
the  rate  of  interest  assumed  by  the  Actuary. 

9 The  last  mentioned  function  acquires  added  importance 
during  a period  of  infiation,  since  for  more  and  more  people 
nowadays  pension  schemes  are  becoming  almost  the  only 
medium  they  can  afford  by  way  of  saving  for  retirement. 

10.  The  number,  and  cumulative  size,  of  pension  schemes 
is  such  that  in  operation  they  have  considerable  sums 
available  for  regular  periodical  investment  and  thus  help  to 
increase  the  “underwriting  strength”  of  the  City  so  far  as 
issues  are  made  which  meet  the  requirements  of  pension 
schemes. 

11.  Some  schemes  invest  in,  and  grant  mortgages  on,  real 
estate,  the  latter  making  a mataial  contribution  towards 
meeting  the  needs  of  potential  borrowers. 

II.  The  circumstances  which  affect  the  distribution  of  invest- 
ments between  different  classes  of  securities,  having 
particular  regard  to  (a)  relative  yields  (b)  views  on 
future  movements  of  prices 

12  (fl).  Probably  the  most  important  single  financial  factor 
is  the  overall  rate  of  interest  obtainable  on  the  investments 
of  a scheme.  Nevertheless,  there  is  no  unanimity  on  the 
question  of  the  proportion  of  monies  to  be  invested  in 
fixed-interest-bearing  securities  and  in  equities.  A factor 
which  influences  the  percentage  invested  in  equities  is  the 
potential  growth  of  that  particular  dass  of  security. 
Undoubtedly  some  schemes  invest  solely  in  “gilt-edged” 
stocks  and  others  follow  a policy  of  spreading  their  invest- 
ments over  a wider  field  if  the  Trust  Deed  allows.  Many 
schemes,  having  large  sums  available  for  investment  for  which 
suitable  trustee  securities  cannot  be  found,  are  seeking  to 
widen  their  investment  powers.  The  Council  is  of  the  opinion 
that  the  continued  growth  of  pension  schemes  warrants  an 
extension  of  the  schedule  of  “trustee  securities”  as  defined 
under  the  Trustee  Act,  1925. 

13  (A).  The  policy  of  pension  schemes  on  the  question  of 
“taking  a view”  on  future  movements  of  prices  differs 
widely.  Some  trustees  do  not  regard  it  as  their  function  to 
endeavour  to  forecast  future  trends  in  prices  but  invest  monies, 
as  and  when  they  become  available,  in  what  appears  to  them 
at  the  time  to  be  the  best  investments.  Nevertheless,  present 
inflationary  tendencies  are  causing  trustees  of  some  schemes 
to  invest  a greater  proportion  of  their  frmds  in  equities  in 
an  endeavour  to  provide  a hedge  against  inflatioD.  In  view 
of  the  many  unpredictable  factors,  not  elaborated  here, 
which  can  affect  individual  equities,  the  widest  possible 
“spread”  is  usually  sought. 

14.  The  long-term  nature  of  the  habilities  of  a pension 
scheme  will  result,  normally,  in  the  fixed  interest  securities 
wMch  they  hold  being  long-dated.  As  these  are  hable  to 
greater  fluctuations  in  price  (owing  to  changes  in  money 
rates)  than  are  medium  and  short-dated  securities,  it  is 
probable  that  when  there  is  a trend  towards  an  increase  in 
money  rates  generally  the  investment  policy  of  schemes  as 
regards  new  money  may  incline,  temporarily,  towards  short- 
dated  securities. 

15.  It  is  perhaps  not  irrelevant  to  include  three  further 
sub-paragraphs  viz  : — 

(c)  inflation 

(d)  taxation 

(c)  long-term  nature. 

16  (e).  Inflation  is  probably  one  of  the  most  important 
factors  which  has  influenced  the  distribution  of  pension  funds 
over  the  different  classes  of  investments  in  recent  years.  If  a 
scheme  provides  benefits  based  on  final  salary,  or  some 
approximation  thereto,  as  many  do,  its  liabili^  increases 
whenever  there  is  a ^neral  upward  revision  in  salaries.  The 
normal  annual  contributions  by  the  employer  and  employee 
would  be  inadequate  to  meet  that  additional  liability.  The 
Actuary  may  make  some  allowance  for  the  effects  of  inflation 
but  it  is  doubtful  whether  any  such  allowance,  even  if  it 
has  been  made,  could,  for  example,  have  proved  sufBcient 
to  keep  pace  with  any  movement  during  the  past  few  years. 
If  the  income  from  investments  were  substantiaUy  greater 
than  the  interest  rate  assumed  by  the  Actuary  the  disposable 
surplus  might  be  available  to  offset,  to  some  extent,  the 


increased  liability  due  to  inflation.  Cons^uently,  trustees 
are  trading  to  invest  to  a growing  extent  in  selected  equity 
shares  in  expectation  of  increasing  dividends  and  capita 
values.  It  win  be  apparent,  therefore,  that  compulsory 
dividend  limitation  would  be  extremely  serious  to  pension 
schemes. 

17.  The  effect  of  inflation  varies  according  to  the  consti- 
tution of  the  scheme.  Thus  : — 

(i)  In  the  “salaiy/service”  type  of  scheme,  where  the 
pension  is  based  on  the  final  salary  (or  the  average 
annual  salary  over  the  last  few  years  before  retirement) 
combined  with  the  number  of  years  of  service,  the 
effects  of  inflation  are  reduced  considerably  from  the 
member’s  point  of  view  in  so  far  as  the  amount  of 
his  pension  is  concerned.  Inflation  can,  however, 
cause  large  deficiences  to  arise  in  this  type  of  scheme, 
which  may  have  to  be  met  by  the  employer  or  the 
employees  (or  both),  or  result  in  reduc^  benefits. 

(ii)  A scheme  which  provides  pensions  on  the  “money- 
purchase”  principle  (where  &e  contributions  paid  each 
year  “purchase”  a fixed  amount  of  prasion  at  retire- 
ment age  according  to  a pre-arrang^  actuarial  table) 
is  likdy  to  provide  little  protection  against  inflation. 
As  a result  the  pension  may  prove  inadequate  in 
terms  of  final  salary  on  retirement,  so  that  some 
employers  have  felt  it  to  be  a moral  obligation  to 
supplement  the  pension  by  a voluntary  allowance. 

(iii)  For  those  members  who  have  retired  and  are  already 
in  receipt  of  pensions,  further  inflation  occurring 
after  their  retirement  has  a vep'  serious  effect  on  the 
real  value  of  the  pensions.  It  is  not  easy  to  deal  with 
this  problem  within  the  framework  of  the  scheme  but 
some  employers  have  sou^t  to  mitigate  cases  of 
hardship  by  making  a volimtary  allowance. 

18.  The  level  of  voluntary  saving  through  the  medium 
of  the  National  Savings  Committee  is  a clear  indication  that 
the  savings  potential  of  the  population  is  still  small.  Mem- 
bers’ contributions  to  a retirement  benefit  scheme  have, 
therefore,  a particular  significance  in  that  they  represent  a 
form  of  saving  which  is,  for  the  most  part,  compulsory,  and 
which  must  tiierefore  have  some  anti-inflationaiy  effect. 

19  (d).  Approved  pension  schemes  are  not  subject  to  tax 
on  their  investment  income,  thus  conforming  with  the  prin- 
ciples which  this  Association  hsis  always  supported,  i.e.  that 
the  build-up  of  the  benefits  should  be  free  of  tax  and  the 
benefits  taxed  when  they  are  received.  It  should  be  mentioned 
here  that  the  “taxation  position”  of  a particular  company 
may  make  a holding  in  that  company  undesirable  for  a 
pension  scheme  as  the  operation  of  Double  Taxation  Relief 
reduces  the  amount  of  U.K.  tax  which  can  be  recovered. 

20  (e).  The  anticipated  future  membership  of  a scheme 
is  a circumstance  which  might  affect  the  distribution  of 
investments  over  the  different  types  of  securities.  For 
example,  a decision  to  close  a scheme  to  new  employees 
may  render  it  necessary  to  change  the  investments  from 
long-dated  securities  to  short-dated  securities  to  coincide 
with  the  maturity  dates  of  the  scheme’s  liabilities.  Again, 
redundancy  of  staff  might  cause  trustees  of  a joint  contributory 
scheme  to  invest  new  money  in  short-dated  securities  so  as 
to  ensure  the  availabiliQ'  of  money  at  the  appropriate  time 
to  meet  the  refunds  of  contributions. 

III.  The  investment  of  funds  in  Treasury  Bills  or  other  very 

short-term  paper,  and  whether  this  is  (a)  a recent 
(f>)  a growing  practice 

21.  Very  few  pension  schemes  would  either  need,  or  want, 
to  invest  in  Treasury  Bills  or  other  very  short-term  paper. 
Pension  schemes  generally,  are  long-term  investors.  The 
occasions  when  a few  schemes  might  invest  in  short-term 
paper  are  : — 

(i)  When  it  is  desired  to  suspend,  or  decrease,  the  volume 
of  permanent  investment  with  the  object  of  “taking  a 
view”  of  market  trends. 

(ii)  When  large  calls  have  to  be  met  a few  months  hence 
and  the  money  is  held  in  readiness  to  meet  those  calls. 

This  is  a subject  on  which  no  evidence  is  available. 

IV.  The  authorities'  use  of  monetary  measures  since  1951, 
in  particular  in  so  far  as  these  measures  have  affected 
the  superannuation  and  pension  funds 

22.  It  is  assumed  that  the  year  1951  is  selected  as  it  was 
in  that  year  that  the  Bank  Rate  commraced  its  climb  from 
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2%  to  the  jcjresent  7%.  The  other  principal  “monetary 
measure”  durtog  this  period  has  been  toe  “credit  squeeze”. 
These  measures  have  caused  heavy  falls  in  the  current 
market  values  of  all  classes  of  securities,  but  particularly 
in  those  of  fix.ed-interest-bearing  stocks.  Securities  of  this 
type  purchaseti  since  the  price  falls  occurred  give  a higher 
yield,  so  that  some  schemes  are  now  finding  more  incentive 
to  invest  in  fixed  interest  securities  than  they  had  hitherto. 
On  the  other  hand,  schemes  which,  through  force  of  circum- 
stance, have  found  it  necessary  to  realise  some  of  tlieir 
securities  purcJiased  before  the  fall  in  prices  took  place, 
have  suffered  very  severe  losses. 

23.  Any  monetary  measure  adopted  by  the  authorities 
may,  on  occasion,  affect  the  role  of  pension  schemes  as 
long-term  investors,  and  require  them  in  their  own  interests 
to  change  from  one  type  of  investment  to  another.  For 
instance.  Government  support  for  a particular  stock,  in  the 
open  market  might  make  its  price  and  relative  yield  less 
attractive  than  that  of  another  stock,  into  which  a scheme 
mi^t  decide  to  switch  some  of  its  existing  holding  of  the 
first  stock  so  as  to  obtain  the  better  yield  offered  by  the 
second  stock.  Conversely,  Govenunent  sales  of  a particular 
stock  may  make  that  stock  more  attractive  and  encourage 
schemes  to  change  into  that  stock. 


V.  Suggestions  for  improving  {if  necessary)  present  arrange- 
ments for  providing  short,  medium  and  long-term  finance 
with  or  without  guarantees  for  industry,  trade  {including 
exports)  and  agriculture 

24.  Some  improvement  might  perhaps  be  achieved,  so 
far  as  pension  schemes  arc  concerned,  in  connection  with 
the  following  matters  : — 

(0  By  increasing  the  list  of  authorised  investments 
which  come  within  the  scope  of  Trustee  securities  as 
defined  under  the  Trustee  Act,  1925. 

(ii)  By  reducing  the  Stamp  Duty  on  Stock  Exchange 
transactions  to  its  pre  1947  level  of  1 %.  A reversion 
to  the  1 % rate  should  assist  materially  in  providing 
money  for  industry  and  trade  because  there  would 
then  be  a readier  market  in  industrial  equities.  In 
paragraph  13  of  this  memorandum  reference  is 
made  to  the  need  for  constant  supervision  and 
revision  of  a pension  scheme’s  portfolio  of  equities. 
The  present  high  rate  of  Stamp  Duty  often  hinders 
and  precludes  such  activities  at  the  present  time. 

6th  December,  1957. 


19.  MEMORANDUM  OF  EVTOENCE  SUBMITTED  BY  THE  TRUSTEE  SAVINGS  BANKS  ASSOCIATION* 


I.  Introduction 

1.  Trustee  Savings  Banks  were  started  in  the  early  years 
of  the  nineteenth  century  by  public-spirited  men  who 
recognised  the  importance  of  individual  thrift  to  the  well-being 
of  the  community.  Their  aim  has  always  been  to  improve 
the  facilities  for  thrift  and  to  increase  the  recognition  of  the 
importance  of  wise  spending  and  wise  saving,  of  self-help 
and  independence. 

2.  The  Banks  are  under  the  direction  of  bodies  of  local 
Trustees  and  Ivlanagers  who  by  law  are  not  permitted  to 
receive  any  payment  for  their  services.  Their  duties  and 
responsibilities  are  set  out  in  Acts  of  Parliament  and  the 
Banks  are  subject  to  Government  supervision,  and  are  also 
inspected  on  behalf  of  the  Trustee  Savings  Banks  Inspection 
Committee — a statutory  body  which  submits  an  annual 
report  to  Parliament,  In  this  way  they  are  able  to  combine 
the  security  whdch  is  inseparable  from  a close  connection 
with  the  State,  -with  the  freedom  which  comes  from  indepen- 
dent management. 

3.  On  20th  November,  1956,  the  funds  of  the  Trustee 
Savings  Banks  in  the  United  Kingdom  of  Great  Britain  and 
Northern  Ireland  and  the  Channel  Islands  were  £1,248,834,000. 

4.  The  Trustee  Savings  Banks  have  three  main  Depart- 
ments. 

(1)  The  Ordinary  Department 

5.  This  Department  is  run  on  parallel  lines  to  the  Post 
Office  Savings  Bank. 

Annual  Limit 

6.  Subject  to  certain  qualifications,  the  Regulations 
permit  deposits  to  an  aggregate  of  £500  per  year. 

Total  Limit 

to  certain  qualifications  the  Regulations  permit 
a total  limit  of  £3,000.  Between  1946  and  1952  the  Regulations 
impoMd  a total  Umit  of  £2,000.  No  total  limit  was  imposed 
by  the  Regulations  (made  under  the  Savings  Banks  Act, 
1920)  between  1920  and  1946. 

Income  Tax 

8.  All  interest  on  deposits  was  liable  to  income  tax  under 
Schedule  D until  April  1st,  1956.  From  this 
date  me  first  £j  5 of  savings  bank  interest  has  been  exempt 
from  income  tax. 

Investment  of  Z>eposits 

National  Debt  Office  invest  the  cash  remitted  to 
mem  m various  Government  Securities  which  form  the 
bund  for  the  Banks  for  Savings.  Any  annual  surplus  of 


• See  Minutes  of  Evidence  Qns.  8076  to  8142. 


income  (after  payment  of  interest  to  the  Trustee  Savings 
Banks  and  after  allowance  is  made  for  depreciation  of 
securities)  is  paid  into,  and  any  annual  deficiency  of  income 
is  withdrawn  from,  the  Exchequer.  There  have  been  annual 
surpluses  which  have  amounted  totally  to  £6,946,744  between 
1950  and  1956.  Unlike  depositors  in  the  Post  Office  Savings 
Bank,  depositors  in  Trustee  Savings  Banks  do  not  epjoy  a 
direct  State  Guarantee  ; the  guarantee  is  to  repay  to  the 
Trustees  the  sums  invested  with  interest  tliereon. 


Interest  Receivable  and  Interest  Allowed 

10.  From  1920  until  1949  the  Banks  received  a rate  of 
interest  of  £2 17s.  6d.  per  cent  per  annum  on  their  investments 
with  the  National  Debt  Commissioners.  Depositors  were 
allowed  interest  at  £2  10s.  per  cent  per  annum  on  monthly 
balances  (the  maximum  allowed  by  the  National  Debt 
(Supplemental)  Act,  1888).  The  balance  was  the  margin 
out  of  which  management  expenses  were  paid.  Annual 
surpluses  were  the  fund  out  of  which  premises,  required  for 
the  purpose  of  the  savings  bank  could  be  bought,  or  loans 
could  be  made  to  other  savings  banks,  and  unexpended 
surpluses  carried  interest  at  £2  17s.  6d.  per  cent  when 
invested  with  the  Commissioners.  From  1949  to  1953  the 
Banks  only  received  £2  16s.  per  cent  on  their  investments, 
but  owing  to  rising  costs  and  to  a slowing  down  in  the  rate 
of  expansion  of  the  Department,  the  nominal  6s.  per  cent 
margin  proved  insufficient  for  management  expenses  and  the 
amount  receivable  was  again  raised  by  order  to  the  statutory 
limit  of  £2  17s.  6d.  per  cent  in  1953.  At  the  present  time 
this  too  has  been  found  to  be  insufficient  to  pay  both 
depositors  (at  £2  10s.  per  cent)  and  expenses  of  management. 


11.  The  Trustee  Saving  Banks  Act,  1958,  includes 
provision  whereby  the  maximum  rate  of  interest  which  may 
be  paid  by  Order  of  the  Treasury  to  Trustee  Savings  Banks 
shall  be  £3  2s,  6d.  per  cent  instead  of  £2  17s.  6d.  per  cent. 

12.  Within  a statutory  framework,  internal  arrangement 
has  been  made  to  enable  the  Banks,  by  a system  of  contribu- 
tions and  grants,  to  redistribute  income  according  to  need. 
The  Banks  are  so  different  in  size  and  costs  of  operation 
that,  without  some  such  arrangement  a uaifoim  rate  of 
interest,  related  to  marginal  needs,  would  produce  a larger 
overall  surplus  than  the  Treasury  would  regard  as  justifiable. 
Apart  from  differential  rates  of  interest,  the  alternative  would 
be  that  the  more  costly  banks  would  be  forced  either  to 
close  or  amalgamate  unless  a high  rate  of  interest  were  to 
be  paid. 

Deposits  in  the  Ordinary  Department 

13.  The  deposits  in  the  Ordinary  Department  have  varied 
since  the  War. 
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19.  The  Trustee  Savings  Banks  Asscqation 


20th  November 

Deposits 

Increase/Decrease 

£ 

£ 

1945  

488,526,684 

1946  

557,695.768 

- 69  169,084 

1947  

621,931,965 

- 64,236,197 

1948  

688  657,929 

- 66,726,964 

1949  

744,353,918 

- 55,695,989 

1950  

793,736,478 

- 49.382,560 

1951  

816,556.246 

- 22,819.768 

1952  

831,340,623 

- 14,784,377 

1953  

824,899,401 

- 6.441,222 

1954  

827.061,166 

- 2,161,765 

1955  

827,329,423 

268,257 

1956  

811,641,614 

- 15,687,809 

Total  increase 

£323,114,930 

20th  November 
1945  

Deposits 

£ 

114,553,313 

Increase/Decrease 

£ 

1946  .. 

112.631,758 

- 1,931,555 

1947  .. 

109.491,524 

- 3,030,234 

1948  .. 

110,521,992 

-r  930,468 

1949  .. 

112,462,984 

4-  1,940,992 

1950  .. 

115,179,318 

+ 2,716,334 

1951  .. 

115,649,790 

4-  470.472 

1952  .. 

122,390,023 

-r  6,740,233 

1953  .. 

143,719,873 

4-  21,329,850 

1954  .. 

192,572,999 

4-  48,853,126 

1955  . 

226,233,308 

-i-  33,660,309 

1956  . 

282,783,058 

4-  56,549,750 

Total  Increase  £168,229,745 


Cost  of  the  Department 

14.  From  the  annual  reports  issued  by  H.M.  Stationery 
Office,  it  would  appear  that  the  actual  interest  paid  by  the 
Govenunent,  over  the  last  six  years,  has  been  as  follows  : — 


Year  Amount 

£ 

1951  22,421,230 

1952  23,025,671 

1953  233)7,805 

1954  23,428,062 

1955  23,618319 

1956  23,116,093 


(2)  The  Special  Investment  Department 

15.  This  Department  is  peculiar  to  Trustee  Savings  Banks, 
there  being  no  similar  department  run  by  the  Post  Office 
Savings  BSik,  and  is  open  to  any  depositor  who  has  £50  in 
the  Ordinary  Department. 


Annual  Limit 

16.  The  Regulations  provide  for  the  imposition  of  an 
annual  limit  but  none  has  been  fixed. 


Cost  of  the  Department 

24.  The  Special  Investment  Department  contributed  to 
the  expenses  of  management  in  roughly  the  ratio  of  the  deposits 
in  the  Special  Investment  Department  to  the  deposits  in 
the  Ordinary  Department.  As  explained  above,  it  is  liable 
to  income  tax.  It  is  not  liable  to  profits  tax.  The  amount  of 
Management  Expenses  mmt  not  exceed  that  sanctioned  by 
the  Commissioners. 

(3)  The  Stock  Department 

25.  This  is  the  Trustee  Savings  Banks  portion  of  the 
Post  Office  Register.  Depositors  can  subscribe  for,  purchase 
and  sdl,  most  government  securities  (including  Defence 
Bonds)  throi^  Trustee  Savings  Banks.  The  scale  of 
cramnismon  is  fixed  by  Regulation.  Interest  is  credited 
direct  to  the  account  of  the  depositor,  but  since  1946  proceeds 
of  sale  of  stock,  or  encashment  of  bonds,  must  be  paid  in 
cash  or  by  cheque  to  tbe  stock  (or  bond)  holder. 

26.  Over  the  same  period  as  set  out  in  the  tables  for  the 
other  two  Departments,  Government  stock  and  bonds  on 
tbe  Trustee  Savings  Bank  Register  have  risen  from  £71,736,297 
in  1945  to  £134,615,295  in  1956. 


Total  Limit 

17.  The  present  total  limit  is  £2,000.  Between  1891 
and  1949  thw  was  a stalutory  limit  of  £500.  In  1949  the 
statutory  limit  was  repealed,  but  Regulations,  made  under 
the  Trustee  Savings  Banks  Act,  1949,  adhered  to  the  limit 
of  £500.  This  was  raised  to  £1,000  in  1953  and  to  £2,000 
in  1956. 

Income  Tax 

18.  All  interest  on  deposits  in  this  Department  is  liable 
to  income  tax  und«  Ca^  III  of  Schedule  D. 

Investment  of  Deposits 

19.  The  investment  powers  and  thdr  use  are  described  in 
dct^  in  Part  II  under  the  beading  (c)  Control  of  tbe  portfolio 
of  investments. 

Interest  Receivable  and  Interest  Allowed 

20.  In  contrast  with  investments  made  of  Ordinary 
Department  funds  throu^  the  Commissioners  of  the  National 
Debt,  the  Trustees  receive  the  whole  of  the  interest  arising 
from  their  investment  of  funds  belonging  to  the  Special 
Investment  Department.  Tedmically,  they  are  liable  to 
income  tax  at  ffie  standard  rate  on  such  income,  but  claim 
repayment  of  tax  on  interest  paid  to  dqxBitors  and  on  their 
management  expenses. 

21.  Rates  of  interest  allowed  to  depositors  vary  from 
bank  to  hank,  and  some  banks  also  vary  the  rate  according 
to  the  different  terms  of  notice  of  withdrawal.  Tbe  Trustees 
are  required  to  reserve  the  right  to  demand  one  month’s 
notice  in  respect  of  withdrawals. 

22.  Tbe  internal  arrangement  for  tbe  distribution  of  the 
income  of  the  Ordinary  Department  does  not  extend  to  the 
income  of  the  Special  Investment  Department.  There  is, 
however,  in  regard  to  the  Special  Investment  Departmoit 
only,  a statutory  guarantee  fund  under  which  the  reserves 
of  aU  banks  are  contingently  charged  to  meet  any  deficiency 
in  the  Special  Investment  Department  of  any  Bank. 

Sums  Received  for  Special  Investment 

23.  The  following  table  shows  tbe  progress  of  the  Depart- 
ment over  the  same  period  as  the  one  given  for  the  Ordinary 
Department 


General 

27.  Since  1945  the  number  of  offices  has  increased  from 
770  to  1,325  in  1956.  Total  funds,  which  include  deposits 
in  the  Ordinary  Department,  the  Special  Investment  Depart- 
ment, tbe  Stock  Department,  and  the  surpluses,  have  risen 
from  £690,560,629  to  £1,248,834,011  between  the  years 
1945  and  1956. 

28.  The  aggregate  amount  of  surpluses  has  risen  from 
£15,745,000  in  1945  to  £19,794,000  in  1956.  In  1945 
£7,366,000  of  the  surplus  related  to  the  Ordinary  Department 
and  ^,378,000  to  the  Special  Investment  Department. 
In  1956  £10,639,000  of  the  surplus  related  to  the  Ordinary 
Department  and  £9,155,000  to  the  Special  Investment 
Department.  The  nominal  value  of  the  surplus  in  the  Spedal 
Investment  Department  is  subject  to  realisation  of  the  book 
values  of  marketable  securities.  Surpluses  in  both  Depart- 
ments are  subject  to  unextinguished  actuarial  deficiencies 
on  Superannuation  Reserve  Funds. 

29.  The  number  of  active  accounts  in  the  Ordinary 
Department  has  risen  from  3,860,459  in  1945  to  7,403,425 
in  1956. 

30.  Tbe  average  deposit  per  bead  in  the  Ordinary  Depart- 
ment is  about  £110. 

31.  Of  the  9,205,298  depositors  in  the  Ordinary  Depart- 
ment, 558,768  had  active  deposits  amounting  to  £282,783,058 
in  the  Spedal  Investment  Department,  or  about  ^06  per 
head.  There  are  also  274,254  Stock  accounts  amounting  to 
£134,615,295  or  about  £490  per  head. 

II.  Replies  to  Speccfic  Questions 
(1)  The  role  and  function  of  Trustee  Savings  Banks  in  the 
monetary  system 

(a)  The  use  made  by  the  public  of  deposits  in  the  Trustee 
Savings  Banks 

32.  The  Trustee  Savings  Banks  are  used  for  the 
accumulation  of  savings  by  a fair  proportion  of  the  popula- 
tion. About  two  persons  in  five  of  the  population  of  Scotland 
have  deposits  in  the  Trustee  Savings  Ba^s,  and  in  England 
the  proportions  vary  from  about  one  in  five  in  the  North  and 
some  counties  in  the  South  like  Devonshire,  to  something 
more  in  the  region  of  one  in  twenty  in  London  and  the  home 
counties. 
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[Continued 


33.  The  following  analysis  of  the  new  personal  accounts 
opened  during  the  three  months  ending  the  20th  August, 
1957,  in  the  48  offices  of  the  Manchester  and  Salford  Trustee 
Savings  Bank  may  serve  to  illustrate  the  general  type  of 
depositors  using  the  Banks.  (In  the  list,  if  a wife  opens  an 
account  the  occupation  of  the  husband  is  given). 

Manual  Workers 2,975 

Clerical  Workers 1,390 

Shopkeepers 214 

No  recorded  occupation 
(inch  Children)  ...  1,851 

6,430 

34.  Of  those  who  opened  accounts  : — 

Males  opened  2,709 

Females  opened  2,575 

Children  opened 1,146 

6,430 

35.  Deposits : These  come  from  various  sources  : — 

(1)  Regular  savings  from  income 

(2)  Windfalls  such  as  the  distribution  of  the  estates  of 
deceased  persons,  proceeds  of  endowment  policies, 
the  sale  of  assets  such  as  house,  or  the  falling  due  of 
securities  and  the  sale  of  securities. 

(3)  From  Schemes,  such  as  Direct  Transfer  Schemes  or 
Salary  Credit  Schemes. 

36.  Repayments  : These  are  usually  : — 

(1)  For  holidays  in  summer  and  for  Christmas  spending 

(2)  For  the  purchase  of  expensive  articles  such  as  houses, 
motor  cars,  furniture,  television  sets,  etc. 

(3)  For  re-investment  in  other  securities. 

(4)  In  the  case  of  “Schemes”  withdrawals  are  made  to  a 
considerable  extent  for  current  expenses. 

(5)  For  deceased  estates. 

(6)  Relations  with  Clearing  Banks  and  other  Financial 
Institutions 

37.  In  England  and  Wales  relations  are  generally  satis- 
factory. If  clients  come  to  the  Trustee  Savings  Banks  for 
facilities  which  are  the  function  of  the  Commercial  Banks, 
they  are  sent  with  a personal  introduction  to  ie  nearest 
Commercial  Bank  with  whom,  in  almost  all  cases,  there  are 
mutual  relations.  And  of  course,  vice  versa. 

38.  Trustee  Savmgs  Banks  do  not  handle  business  accounts, 
however  small.  The  payment  of  Salary  Credits  takes  place 
through  both  the  Clearing  and  the  Trustee  Savings  Banks, 
but  these  are  not  really  competitive.  Savings  Banib  handle 
salaries  in  the  lower  salary  bracket,  people  who  do  not 
require  cheque  books  and  such  like  Clearing  Bank  facilities. 
These  would  hardly  be  commercially  profitable  to  the 
Clearing  Banks  and,  in  consequence,  practically  no  competi- 
tion exists  in  England  and  Wdes,  or  in  Northern  Ireland. 

39.  In  Scotland,  where  the  Savings  Banks  have  a very 
much  stronger  hold,  more  competition  appears  to  exist. 

40.  Savings  Banks  have  no  close  relations  with  any  other 
financial  institutions,  except  the  Birmingham  Municipal 
Bank,  the  National  Savings  Committee  and  the  Post  Office 
Savings  Bank,  with  whom  Trustee  Savings  Banks  are  partners 
in  their  endeavours  to  promote  savings. 

(c)  Control  of  the  portfolio  of  investments 

41.  The  Trustees  of  Savings  Banks  hitherto  had  power  to 
invest  funds  received  for  spwial  investment  in  a range  of 
securities  laid  down  by  section  41  of  the  Trustee  Savings 
Banks  Act,  1954.  In  certain  cases  the  quantity  of  any 
particular  type  of  security  which  may  be  held  is  also  covered 
by  that  section  and  by  Regulations  made  under  it.  ^ch 
transaction  of  purchase  or  sale  of  investments  required  the 
approval  of  the  National  Debt  Commissioners  under  section 
40  of  the  Act.  Subject  to  these  restrictions,  which  did  not 
impose  a rigid  pattern,  the  Trustees  were  free  to  plan  their 
own  investment  policy.  The  principal  types  and  quantities 
of  investments  so  allowed  were  as  follows  : — 

Government  stocks  maturing  within  3 
years  No  limit. 

Other  trustee  securities  maturing 
within  one  year  No  limit. 


Government  stocks  maturing  ini 

three  to  40  years  I 

Municipal  stocks  maturing  in  1 tor 
15  years  j 

Local  authority  mortgage  loans  repay- 
able on  six  months’  notice  

Local  authority  temporary  loans  on  sbc 
months’  or  shorter  notice  


50  % of  deposits 
of  which  Muni- 
cipal stocks 
must  not  exceed 
10%. 

No  limit. 

No  limit. 


42.  The  Trustee  Savmgs  Banks  Act,  1958,  removes  the 
quantitative  limitations  on  marketable  stocks  and  the  15 
year  maturity  limit  on  Municipal  stocks.  It  places  a limit 
of  40  yeaiE  on  the  life  of  all  permitted  securities.  The  list 
of  jsermissible  securities  is  extended  to  include,  in  particular, 
Commonwealth  and  Colonial  stocks  ; stocks  of  certain 
Water  Boards,  of  the  Agricultural  Mortgage  Corporation 
and  the  Scottish  Agricultural  Securities  Corporation.  The 
Act  empowers  the  Treasu^  to  make  regulations  which  could 
be  used  to  impose  limitations  on  the  permitted  life  or 
quantity  of  particular  types  of  investment. 

43.  To  comply  with  the  requirement  (which  dates  back 
to  1918)  that  mort^e  loans  must  be  repayable  on  six 
months’  notice,  the  mortgage  deed  contains  a "stress”  clause 
which  enables  the  Trustees  to  call  in  moa^  on  six  months’ 
notice  should  an  exceptional  demand  arise  on  the  Bank 
Such  loans  may  be  repayable  by  instalments  or  in  one  amount 
on  maturity.  They  possess  the  advantages  of  carrying  rates 
of  interest  somewhat  above  those  of  gilt-edged  securities  ; 
they  are  not  exposed  to  the  danger  of  depreciation  if  it 
should  be  necessary  to  recall  them  under  the  stress  clause, 
and  they  can  easily  be  fitted  into  whatever  spread  of  maturity 
dates  is  desired.  On  the  other  hand,  they  are  not  so  readily 
marketable  and  appropriate  provision  for  liquidity  is  neces- 
sary. In  case  of  need  they  may  be  lodged  with  Joint  Stock 
Banks  as  security. 


44.  The  National  Debt  Commissioners  have  used  their 
povyers  of  supervision  of  special  investment  departments  to 
limit  purchases  of  stocks  to  those  maturing  within  30  years 
except  to  the  amount  of  the  market  value  surplus  of  assets 
(if  any)  of  the  particular  Bank  at  the  time  the  piuehase  is 
made.  They  have  also  encouraged,  and  in  some  cases 
insisted  upon,  reasonable  minimum  standards  of  liquidity 
based  on  (u)  cash  and  temporary  loans  to  local  authorities 
(6)  loans  falling  due  within  12  months  or  which,  by  the 
exercise  of  a mutual  break  clause  (which,  where  it  exists, 
is  additional  to  the  “stress”  clause),  can  be  treated  as 
available  within  12  months  and  (c)  aggregate  marketable 
securities  maturing  within  (i)  5 and  (ii)  10  years. 

(2)  CoTTunents  on  Monetary  Measures  since  1951 


45.  Three  certainly  significant  facts,  so  far  as  Savings 
Banks  are  concerned,  have  been  (i)  the  higher  level  of  interest 
rates  (ii)  the  encomagement  of  local  authority  borrowing  on 
the  mortgage  loan  market  with  a corresponding  discourage- 
ment of  local  authority  borrowing  through  the  Public  Works 
Loans  Board ; and  (iii)  the  tax  concession  in  respect  of 
interest  up  to  £15  in  the  Ordinary  Department. 


46.  Bearing  in  mind  that  there  are  now  over  1,300  Savings 
Bank  Offices  with  management  expenses  running  at  an  annual 
rate  of  over  £5  millions,  it  is  evident  that  at  least  a stable 
aggregate  of  deposits  is  highly  desirable.  It  may  accordingly 
seem  strange  that  the  rate  of  interest  allowed  on.  Ordinary 
Deposits  should  have  been  virtually  fixed  at  £2  10s.  per  cent 
for  a long  period.  Can  it  be  that,  for  some  reason.  Savings 
Banks  are  an  exception  to  the  elementary  rule  that  if  the 
price  is  fixed  the  quantity  is  variable  ? To  some  extent  we 
believe  that  this  may  be  so,  and  the  matter  is  further  referred 
to  below.  But  the  great  stabiliser  is  the  existence  of  the 
Special  Investment  Department  where  rates  of  interest  are 
variable.  In  the  case,  however,  of  the  Special  Investment 
Department  a quick  adjustment  to  current  rates  is  not  possible. 
Money  invested  at  current  rates  is  limited  to  new  deposits 
and  the  reinvestment  of  maturing  investments.  As  explained 
above,  loan  investments  tend  to  mature  more  slowly  after 
a period  of  low  rates  of  interest.  The  average  yield  will, 
therefore,  tend  to  rise  much  more  slowly  than  the  current 
rate.  But  if  the  rate  of  interest  allowed  to  depositors  is- 
raised,  it  cannot  be  raised  by  mote  than  the  expected  increase 
in  the  average  yield.  Although  even  the  existence  of  a 
Special  Investment  Department  does  not  enable  the  Savings 
Bank  wholly  to  escape  from  the  problems  of  rising  interest 
rates,  especially  if  ffie  rise  is  fairly  rapid,  the  following 
figures  show  that  in  fact  the  Special  Investment  Department 
has  acted  as  a stabiliser. 
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Year 


Rate  of  Growth  % of  Balances  due  to 
Depts.  at  beginniiig  of  the  years. 


Ordinary  and 

Ordinary  Dept.  S.I.  Departments 


1946 

1947 

1948 

1949 

1950 

1951 

1952 

1953 

1954 

1955 

1956 


14  11 

11  9 

19  9 

8 7 

6 6 

3 2 

2 2 

- 1 2 

0 5 

0 3 

-2  4 


47.  The  second  significant  fact  has  been  the  opening  up 
of  the  mortgage  loan  market.  For  some  time  difficulty 
was  experienced  because  loans  could  not  be  made  for  less 
than  seven  years  and  a break  period  of  less  than  seven  years 
was  also  impossible.  The  result  tended  to  be  a concentration 
of  loans  maturing  after  seven  years  and  the  liquidity  position 
over  the  first  seven  years  was  difficult.  Many  Banks  attempted 
to  overcome  the  difficulty  by  lending  on  instalment  loans, 
but  as  these  were  less  favoured  by  local  authorities  than 
maturity  loans  some  sacrifice  in  the  rate  of  interest  usually 
had  to  be  made.  It  was  therefore,  a ^eat  advantage  to 
the  Savings  Banks  when  the  seven  year  minimum  was  dropped 
and  most  of  them  quickly  took  advantage  of  the  opportunity 
of  rectifying  their  liquidity  position. 

48.  The  third  significant  fact  is  the  element  of  tax  free 
interest  in  the  Ordinary  Department.  During  the  first  year 
of  operation,  this  concession  has  not  produced  very  marked 
movements  between  the  Ordinary  and  the  Special  Investment 
Department,  nor  has  it  led  to  a considerable  accession  of 
new  money  in  the  Ordinary  Department  from  outside.  We 
think  that  the  reasons  are,  firstly,  that  a 2i%  tax  free  rate 
up  to  £15  does  not  compete  successfully  with  the  Building 
Societies  and  those  who  are  tax  conscious  probably  fmd  it 
more  convenient  to  make  a deposit  with  the  Building 
Societies.  Secondly  that  those  depositors  who  are  not  liable 
to  the  standard  rate  of  income  tax  continue  to  be  attracted 
to  the  Special  Investment  Department. 

49.  It  is,  however,  the  future  potential  effect  of  the  con- 
cession which  seems  to  us  to  be  important.  If  it  is  correct 
to  assume  (1)  that  the  future  standard  rate  of  income  tax 
is  not  likely  to  fall  very  materially  ; (2)  that  the  Treasury 
is  not  likely  to  reduce  the  2i%  rate  of  interest  which  has 
stood  in  the  case  of  the  Post  Office  Saving  Bank  for  nearly 
one  hundred  years  ; (3)  that  the  level  of  interest  rates  is 
more  likely  to  fall  than  to  rise,  then  the  Ordinary  Department 
on  part  of  its  deposits  may  be  exjrected  to  yield  a grossed-up 
rate  of  about  4%,  and  the  Special  Investment  Department 
is  not  likely  over  a long  period,  to  be  in  a position  to  pay 
and  may  not  be  permitted  to  pay,  so  high  a rate.  On  those 
assumptions,  there  might  be  a long-term  tendency  for  the 
Special  Investment  Department  to  decline  relatively  to  the 
Ordinary  Department. 

(3)  Relations  between  rates  of  interest  and  the  Public’s 
disposition  to  save 

50.  We  are  very  doubtful  whether,  up  to  now,  our  public’s 
disposition  to  save  has  been  materially  affected  by  variations 
in  the  rate  of  interest.  We  have  not  noticed  any  marked 
{dteration  in  the  inclination  to  save  between  the  time  when 
general  interest  rates  were  2\%  and  the  present  day.  This 
opinion  may  not  be  held  in  its  entirety  throughout  Savings 
Banks  because  conditions  in  areas  vary  somewhat. 


(4)  The  possibility  of  encouraging  small  saving  by  offering 
more  attractive  terms  for  long-period  investment 

51.  From  our  experience  we  do  not  think  that  higher 
rates  of  interest  for  present  forms  of  long-term  investment 
has  much  attraction  for  the  majority  of  depositors.  At  the 
same  time  we  do  not  close  our  minds  to  the  fact  that  something 
that  has  appeal  may  evolve  in  the  future. 

52.  For  example.  Defence  Bonds  have  been  designed  to 
offer  attractive  terms  for  fairly  long-term  investment,  and 
have  been  continually  altered  to  make  them  more  attractive. 
In  1947  the  total  remaining  invested  reached  its  peak,  and 


was  about  £1,100  million.  This  has  decreased  year  by  year, 
and  is  now  under  £750  million. 

Comments 

53.  We  should  like  to  preface  our  comments  with  the 
observation  that  Trustee  Savings  Banks  were  originaily 
conceived  to  carry  out  a social  purpose,  namely,  tihe  encoura^- 
ment  of  thrift  amongst  the  poorer  classes  of  the  community. 
This  was  regarded  as  socially  desirable  because  it  would 
reduce  the  dependence  of  those  classes  on  the  Poor  Law 
and  would  in  fact  contribute  greatly  to  their  welfare.  Towards 
the  realisation  of  this  end,  the  Trustees  of  Savings  Banks 
enjoyed  the  protection  and  encouragement  of  the  State  in 
their  conduct  of  the  Savings  Banks  and  for  their  part  they 
gave  their  services  freely.  Although  a century  and  a half  has 
gone  by,  the  constitution  of  Trustee  Savings  Banks  is  virtually 
the  same  to-day.  To  serve  a social  purpose  and  to  serve  no 
private  end,  remains  ffie  hallmark  of  every  lYustee  Savings 
Bank.  We  believe  that  the  great  social  and  econontic  changes 
of  recent  years  have  created  new  opportunities  for  the  Trustee 
Savings  Banks  and  that,  if  they  are  enabled  to  take  advantage 
of  them,  with,  as  in  the  early  days,  the  encouragement  of 
the  State,  they  can  add  greatly  to  the  welfare  of  the  community 
and  in  some  measure  assist  in  making  available,  through 
voluntary  private  saving,  the  heavy  requirements  of  central 
and  local  authorities  for  new  capital  formation. 

54.  (fl)  There  is  a vast  new  body  of  wage  and  salary 
earners  who,  for  the  first  time,  have  a margin  over  their 
essential  needs.  We  believe  our  task  is  to  help  to  guide  and 
encourage  them  in  the  wise  handling  of  their  money. 

55.  In  order  to  do  this  they  must  get  used  to  dealing  with 
Banks,  and  so  long  as  they  require  only  the  relatively  simple 
hanking  facilities  supplied  by  the  Trustee  Savings  Bank  at  a 
very  low,  or  no  cost,  we  bdieve  we  are  providing  an  almost 
essential  service  in  these  days  by  providing  them.  As  soon 
as  they  desire  the  more  dahorate  and  necessarily  more 
costly  service  given  by  the  Clearing  Banks,  which  include 
cheque  books  and  other  facilities,  they  change  over  to  them. 

56.  Though  Salary  Credit  Schemes  may  have  a strong 
element  of  current-account  business,  the  table  appended 
shows  it  results  in  useful  saving. 

57.  The  Trustee  Savings  Banks  have  found  means  of 
rendering  these  services  fairly  economically  after  several 
years  of  experience.  So  long  as  the  Banks  remain  careful 
to  use  feasonable  discretion  in  accepting  this  business  as 
they  do  at  present,  it  is  most  desirable  from  a public  point  of 
view  that  they  should  he  encouraged. 

58.  (fi)  It  may  be  of  some  interest  to  the  Committee  to 
note  that  year  by  year  a considerable  amount  of  money  is 
saved  on  a long-term  basis.  Many  depositors  accumulate 
over  a period  and  when  their  savings  have  accumulated  to 
some  substantial  sum  they  may  either  withdraw  and  buy 
some  other  security  they  fancy,  or  they  may  leave  the  money 
with  us. 

59.  It  is  difficult  to  tell  with  any  sort  of  exactness  how 
much  is  withdrawn  yearly  for  this  purpose,  but  we  should 
estimate  that  it  is  quite  as  much  as  is  left  with  the  Banks. 

60.  The  increase  in  combined  Ordinary  Department  and 
Special  Investment  Department  totals  over  the  last  three 
years  has  been  as  follows  : — 

20th  November  Deposits  Increase/Decrease 

£ £ 

1953  968,619,274 

1954  1,019,634,165  + 51,014,891 

1955  1,053,562,731  -H  33,928,566 

1956  1,094,424,672  40,861,941 

The  average  increase  per  annum  is  £42  million. 

61.  (c)  A considerable  number  of  new  branches  have 
been  o^ned  in  the  last  ten  years.  As  funds  become  available 
it  is  intended  to  continue  the  policy  of  expansion  where  the 
population  warrants  it.  There  is  still  ample  room  for  develop- 
ment. 


62.  (d)  The  table  showing  the  result  of  Direct  Transfer 
Schemes  indicates  that  there  are  comparatively  heavy  expenses 
involved  as  compared  to  our  usual  type  of  business. 
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Appendix  A 


Salary  Credits  and  Withdrawals  at  18  Banks,  Quarter  ended  31st  March,  1957 


Bank 

No.  of 
Salary 
Credits 

Amount 

No.  of 
Withdrawals 

Amount 

Balance 

remaining 

Balance 
as  % of 
Credit 

£ 

£ 

£ 

A 

16,730 

485,810 

25,941 

385,930 

99,880 

20 '6 

B 

4,074 

167,418 

8,091 

141,679 

25,739 

15-4 

C 

2,877 

119,178 

5,224 

1M.257 

9,921 

8-3 

D 

4,209 

186,162 

9,065 

151,226 

34,936 

18-8 

E 

11,972 

407,813 

22,976 

322,290 

85,523 

21  0 

F 

1,681 

80,423 

4,020 

80,940 

- 517 

- -6 

G 

76,110 

2,500,495 

139,616 

2,358,486 

142,009 

5-7 

H 

18,562 

610,631 

37,253 

555,441 

55,190 

9 0 

I 

1,518 

63,069 

2,816 

56,349 

6,720 

10-6 

J 

3,342 

142,176 

7,728 

130,852 

11,324 

80 

K 

36,167 

1,314,684 

68,473 

1,185,291 

129,393 

9-8 

L 

39,778 

1,849,663 

112,055 

1,786,110 

63,553 

3-4 

M 

62,473 

1,568,193 

93,732 

1,350,365 

217,828 

13-9 

N 

3,564 

172.197 

8,189 

148,500 

23,697 

13-8 

O 

752 

23,583 

932 

21,181 

2.402 

10-2 

P 

5,770 

222,568 

12,121 

201,887 

20,681 

9-3 

Q 

5,460 

233,214 

16,507 

215,450 

17,764 

7-6 

R* 

2,619 

107,522 

5,416 

109,460 

- 1,938 

- 1-8 

297.658 

10,254,799 

580,155 

9,310,694 

944,105 

9-2 

• Sample 
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Comparison  of  Average  Balances  and  Transacitons  per  Account  in 
DiREcr  Transfer  Schemes  With  Ordinary  Department  Account 


Ordinary  Dept. 

including 
D.T.  Schemes 

Direct 

Transfer 

Schemes 

Ordinary  Dept. 

excluding 
D.T.  Schemes 

Number  of  Active  Accounts 

20th  November,  1952  ...  . 

5,699,253 

581,861 

5,117,392 

20th  November,  1955  ...  . 

6,673,810 

732,422 

5,941,388 

Balances  due  Depositors 

20th  November,  1952  ...  . 

£780,813,513 

£16,863,648 

£763,949,865 

20th  NovembCT,  1955  ...  . 

£766,555,134 

£27,964,658 

£738,590,476 

Average  Balances 

20th  November,  1952  ...  . 

£137-68 

£28-98 

£149-29 

20th  November,  1955  ...  . 

£114-86 

£38-18 

£124-31 

Transactions 

Year  1951/52  

44,882,349 

15,138,470 

29,743,879 

Year  1954/55  

53,948,651 

15,898,658 

38,049,993 

Transactions  per  Account 

Year  1951/52  

7-88 

26-02 

5-82 

Year  1954/55  

8 08 

21-71 

6-40 

Note  : — Care  must  be  exercised  in  making  comparisons  between  aggregate  figures  because 
the  coverage  depends  on  number  of  Banks  which  submitted  information  about 
Direct  Transfer  Schemes.  Information  was  available  from  more  Banks  for  1952 
than  for  1955.  However,  comparisons  between  figures  for  Average  Balances  and 
Transactions  per  Account  can  be  made  satisfactorily. 
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1.  The  Association  of  British  Chambers  of  Commerce 


1.  MEMORANDA  OF  EVIDENCE  SUBMITTED  BY 
THE  ASSOCIATION  OF  BRITISH  CHAMBERS  OF  COMMERCE* 


A MAIN  MEMORANDUM 

This  memorandum  is  in  three  parts.  The  main  body  of 
the  evidence  is  prefaced  by  some  general  observations, 
which  the  Association  think  are  relevant  to  the  main  task 
of  the  Radcliffe  Committee,  and  will  provide  a background 
against  which  the  Association’s  main  evidence  should  be 
studied.  The  main  body  of  the  evidence  is  concerned  with 
the  effects  of  specific  monetary  measures  upon  industry  and 
commerce,  together  with  suggestions  for  the  improvement 
of  the  existing  monetary  system.  This  is  followed  by  a 
statistical  case  study  made  by  the  Birmingham  Chamber 
of  Commerce. 

I.  General 

1.  Viewing  the  evidence  as  a whole  presented  by  its 
affiliated  Ommbers,  the  Association  concludes  that  the 
monetary  measures  since  1951,  and  particularly  those  since 
1955,  have  had  some  but  no  really  substantial  restrictive 
effects  upon  industry  and  commerce.  It  is  also  apparent 
that  the  effects  have  been  more  serious  upon  small  firas  and 
particularly  upon  progressive  and  expanding  companies. 

2.  This  general  conclusion  arises  partly  because  of  the 
inherent  difficulty  in  isolating  what  are  purely  monetary 
effects  from  the  complicated  network  of  forces  which  affect 
business,  and  partly  because  the  Association  is  convinced 
that  the  monetaiy  measures  so  far  applied,  have  been  less 
significant  in  then  effects  upon  business  high  rates  of 
taxation  and  the  general  fiscal  policy  pursued  by  the 
Government, 

Penal  rates  of  taxation  have  distorted  business  activity, 
inhibited  capital  development,  and  have  seriously  affect^ 
the  viability  of  the  medium  and  small  firm,  which  is  so 
dependent  on  private  risk  capital.  Not  only  has  taxation 
seriously  affected  business  it  has  also  blunted  the  normal 
effects  of  some  of  the  monetary  measures,  for  example,  the 
high  interest  rate  policy  since  1955.  High  interest  rates 
tend  to  be  ignored  when  the  burden  of  income,  profits  and 
sur-taxes  are  so  high,  since  the  extra  cost  can  be  largely  offset. 

3.  The  evidence  in  Sections  H and  HI  of  this  Memorandum 
should  be  viewed  against  the  general  inflationary  trend  in 
the  economy  today.  In  such  a situation,  which  is  expected 
to  continue,  businessmen  will  find  a way  to  use  money,  if 
it  exists,  and  if  they  want  to  use  it,  and  up  to  the  present, 
there  is  every  indication  they  do  want  to  use  it. 

The  Association  wishes  to  point  out  that  the  evidence 
summarised  in  the  following  sections  was  collected  before 
the  raising  of  the  Bank  Rate  to  7 %.  If  ffie  business  commimity 
because  of  this  and  other  recent  events,  were  to  expect  a 
deflationary  trend,  then  the  conclusions  might  weU  be  quite 
different.  The  Association  proposes  to  carry  out  a survey 
among  its  affiliated  Qiambers  early  in  1958,  to  find  out 
the  reactions  of  their  members  “to  7%”  and  other  recent 
restrictions.  This  evidence  must  be  thought  of  as  an  interim 
statement  to  be  confirmed  or  amended  in  the  hght  of  that 
survey,  the  results  of  which  will  be  made  available  to  the 
Committee.t 

II.  Effects  of  Monetary  Measures  upon  Industry  and 

Commerce,  and  suggestions  for  the  Improvement  of 

THE  Monetary  System 

(_A)  The  Effects  of  specific  monetary  measures  upon  Industry 

and  Commerce 

(1)  Effects  on  Stocks  of : — 

(а)  The  restriction  of  bank  advances 

There  has  been  no  directive  to  banks  to  restrict  overdraft 
facilities  for  normal  stocking  purposes.  Restriction  in  bank 
credit  has  had  relatively  httle  effect  on  stocks,  particularly 
where  exports  are  concerned. 

(б)  Movements  in  rates  of  interest 

High  interest  rates,  at  least  before  the  Bank  Rate  was 
raised  to  7%,  have  had  no  observable  effect  on  spending 
on  stocks. 

(c)  Directives  to  the  Capital  Issues  Committee 

Have  no  specific  relationship  to  the  holding  of  normal 
stocks. 


id)  Changes  in  the  terms  of  which  hire  purchase  finance 
is  available 


Stocks  of  those  products  commonly  bought  on  hire 
purchase  are  very  sensitive  to  changes  in  hire  purchase 


See  Minutes  of  Evidence  Qns.  1U14  to  11180. 
See  SupplemenUry  mmorandum,  page  88. 


terms.  The  raising  of  minimum  deposit  rates  causes  stocks 
in  the  hands  of  manufacturers  to  build  up  quickly.  Frequent 
changes  in  hire  purchase  terms  have  an  important  effect 
on  consumer  demand,  and  hence  upon  those  industries 
catering  for  that  demand,  which  is  unsettling  and  makes 
long  term  planning  difficult  and  even  hazardous. 

(e)  The  availability  of  finance  otherwise  than  from  the 
banks  and  hire  purchase  finance  companies 
The  view  has  already  been  expressed  under  paragraph  (a) 
that  restriction  on  bank  credit  has  had  relatively  little  effect 
on  stocks.  It  is  considered  also  that  the  availability  of 
finance  from  other  sources  has  had  a similarly  small  effect. 
These  other  sources  of  finance  are  less  conservative  in  their 
approach  than  the  banks  and  are  less  subject  to  direction. 
If,  therefore,  the  present  policy  of  the  bsmks  should  harden, 
it  is  possible  that  the  avaUabihty  of  finance  from  oth^ 
sources  might  play  a more  significant  part  on  spending  on 
stocks. 

if)  Changes  in  the  use  of  trade  credit 
In  our  experience  there  have  been  changes  in  the  use  of 
trade  credit  ; there  are  definite  indications  in  recent  months 
that  some  customers  axe  seeking  and  obtaining  extra  finance 
from  their  suppliers  in  the  form  of  extended  credit.  Any 
undue  growth  of  this  tendency  must  have  some  effect  on 
spending  on  stocks.  In  particular,  in  the  retail  trade  and 
among  small  firms,  the  lengthening  of  trade  credit  is  affecting 
stocks.  In  the  retail  trade  the  manufacturer  is  now  being 
forced  to  hold  stocks. 

(2)  Effects  on  Capital  Extensions  and  Replacements  of: — 
(a)  Bank  Advances 

The  fact  that  specific  bank  advances  over  £10,000  have 
been  brought  within  the  purview  of  the  Capital  Issues 
Committee  indicates  that,  in  the  opinion  of  the  authorities, 
bank  credit  was  being  unduly  extended.  Long-term  lending 
has,  of  course,  never  been  a normal  practice  of  British 
baridng,  but  in  so  far  as  there  has  been  a tendency  in  this 
direction  in  recent  years,  restriction  of  bank  advances  has 
had  an  appreciable  effect  on  plans  for  capital  extensions  or 
replacements.  Doubts  as  to  the  availabUity  of  bank  credit 
have  led  to  the  abandonment  of  schemes  for  capital  extensions, 
(i)  Movements  in  rates  of  interest 
In  a normal  economy  the  raising  of  interest  rates  has  a 
profound  effect  on  capital  long-term  borrowing.  At  one 
time  interest  rates  were  directly  related  to  the  volume  of 
money  but  when  the  volume  of  money  is  varied  arbitrarily 
(as  has  been  the  case  in  recent  years)  and  inflation  is  expected 
to  continue,  high  interest  rates  have  a much  smjJler  effect 
even  on  long-term  borrowing.  The  normal  effect  of  hi^ 
interest  rates  is  not  only  offset  by  inflation  but  blunted  by 
the  high  levels  of  taxation. 

(c)  Directives  to  the  Capital  Issues  Committee 
It  is  felt  that,  on  the  whole,  the  directives  to  the  Capital 
Issues  Committee  have  been  wisely  and  effectively  carried 
out  in  the  national  interest.  The  broad  effect  of  the  work  of 
the  Committee  has  been  to  channel  expenditure  in  the  right 
direction,  particularly  to  the  benefit  of  the  export  trade. 
id)  Changes  in  Hire  Purchase  Terms 
Changes  in  the  terms  of  hire  purchase  finance  appear 
to  have  had  little  effect  on  capital  investment  or  replacement, 
(e)  Availability  of  other  Finance 
Money  has  been  made  available  for  the  financing  of 
capital  expenditure,  particularly  for  large  finns,  from  sources 
apart  from  batiks  and  hire  purchase  finance  companies — a 
certain  amount  from  building  societies  and  a great  deal 
from  insurance  companies.  Money  made  available  by  those 
institutions  has  been  chiefly  used  for  the  purchase  of  property. 
Whether  the  money  thus  made  available  is  in  the  form  of 
a direct  loan,  or  is  used  for  the  purchase  of  property  owned 
by  a company  and  leased  back,  the  effect  is  to  free  funds  for 
use  in  other  ways.  Another  way  in  which  money  has  been 
made  available  is  through  industrial  hanidng  companies 
(often  concerned  with  hire  purchase)  and  formed  often  with 
capitals  of  less  than  £50,000.  It  should  he  pointed  out, 
however,  that  there  is  little  private  mortgage  money  available 
to  small  firms,  whose  borrowing  must  of  necessity  be  confined 
to  bank  loans. 

(/)  Use  of  Trade  Credit 

There  have  been  changes  in  the  use  of  trade  credit ; there 
are  definite  indications  that  some  customers  are  seeking  and 
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obtaining  extra  finance  from  their  suppliers  in  the  form  of 
extended  credit.  As  in  the  case  of  stocks  any  iindue  growth 
of  this  tendency  would  be  bound  to  have  some  effect  on 
plans  for  capital  extensions  or  replacements. 

(B)  Suggestions  for  improving  the  present  arrangements  for 
providing  short,  medium  and  long-term  finance  with  or 
without  guarantees  for  industry  and  trade  (including 
exports) 

1.  There  would  seem  to  be  no  justifiable  demand  for 
increased  short-term  facilities. 

2.  It  is  suggested,  however,  that  friere  is  scope  for  providing 
additional  facilities  for  medium  and  long-term  finance. 
The  Kcisting  facilities  for  the  financing  of  capital  projects 
available  through  the  Industrial  and  Conomercial  Finance 
Corporation  Limited  and  the  Finance  Corporation  for 
Industry  Limited  are  felt  to  be  inadequate  on  occasion, 
due  to  the  fact  that  their  policy  is  in  effect  that  of  a “super- 
bank”. No  criticism  is  implied  by  this  observation  because, 
although  the  resources  of  both  these  organisations  are  large, 
they  are  not  unlimited,  and  the  Corporations  must  of  necessity 
select  only  the  best  of  the  projects  submitted  to  them.  It  is 
felt  that  in  the  process  there  must  be  a number  of  worthwhile 
projects  which  cannot  be  carried  out  because  finance  cannot 
be  made  available.  This  was  borne  out  by  a recent  statement 
of  the  Chairman  of  I.C.F.C.  in  presenting  the  accounts  of 
the  Corporation  for  the  year  ended  31st  March,  1957,  who 
said,  “the  volume  of  investment  was  maintained  at  a high 
level,  but  the  Corporation  was  short  of  funds  to  deal  with 
all  the  applications  whichmight  justifiably  have  been  accepted” . 

The  I.C.F.C.  claims  that  its  facilities  are  of  particular 
interest  to  private  companies  and  to  new  and  expanding 
companies  and  it  is  this  aspect  in  which  the  Association  is 
particularly  interested,  espec^y  with  regard  to  the  finance 
of  small  firms.  CTb®  F.C.I.  being  concerned,  of  course, 
with  large  capital  projects). 

It  is  felt  that  if  some  more  comprehensive  and  adequate 
form  of  ffrance  throu^  the  existing  Corporations,  and  if 
necessary  by  the  establishment  of  new  ones,  could  be 
established,  it  would  enable  those  worthwhile  plans  to  be 
carried  out  which  the  two  Corporations  are  unable  or 
reluctant  to  finance  in  present  circumstances.  The  develop- 
ment of  a more  comprehensive  form  of  finance  could  be, 
the  Association  feels,  of  very  material  assistance  to  the 
very  many  private  companies  which  play  such  a vital  role 
in  the  country’s  economy  and  which,  it  seems  are  hampered 
now  in  their  development  throu^  the  lack  of  adequate 
finance. 

The  Association  is  not  advocating  unrestrained  lending 
of  money  but  the  establishment  of  some  system  of  finance 
for  commercially  sound  projects  which  cannot  be  financed 
at  the  present  time,  at  any  rate  without  great  difficulty. 
This  difficulty  is  particularly  felt  in  medium  to  smsffi  firms 
who,  at  present,  have  no  outside  source  of  finance  except 
the  hanks.  If,  because  of  either  the  limitation  on  advances, 
or  the  risky  nature  of  the  business,  the  banks  cannot  accom- 
modate such  companies,  they  must  remain  bereft  of  capital. 

It  is  becoming  more  and  more  difficult  to  find  the  necessary 
financial  backing  to  start  up  a new  venture  which  cannot 
offer  much  security,  but  which  may  hold  out  great  promise 
for  long-term  development,  i.e.  Ae  form  of  risk  capital 
which  was  provided  by  private  individuals  in  the  past  and 
whidi  was  without  doubt  the  foundation  of  many  of  the 
large  and  prosperous  businesses  of  today. 

3.  The  pressure  for  longer  term  credit  in  export  markets 
reveal  the  need  for  better  facilities  for  the  exporter  of  a 
kind  which  would  provide  him  with  greater  assistance  in  the 
problems  of  finance.  An  organisation  (possibly  on  the  lines 
of  the  American  Import/Export  Bank)  is  infficated  which 
would  take  over  debts  wheii  goods  were  dispatched.  The 
Export  Credits  Guarantee  Department,  useful  as  its  services 
are,  only  covers  part  of  the  problem,  and  does  not  relieve 
the  manufacturer  of  the  problems  coimected  with  the 
financing  of  the  exports. 

In  this  coimection,  the  Association  would  like  to  point 
out  the  need  for  an  investigation  by  the  Radcliffe  Committee 
as  to  whether  the  banks,  or  some  special  agency  could  provide 
a rediscounting  facility  for  bills  which  have  three  to  four 
years  to  run  ; the  need  for  the  use  of  such  bills,  particularly 
for  the  export  of  capital  goods,  makes  consideration  of 
this  point  necessary. 


TIT.  Statistical  Case  Study  made  by  the  Birmingham 
Chamber  of  Commerce 

1.  It  should  be  pointed  out,  that  this  study  does  of 
necessity  refiect  conffitions  in  Birmingham,  although  many 
of  the  points  under  Sections  I and  II  above  are  substantiated 
by  it. 

2.  The  Birmingham  Chamber  of  Commerce  survey  was 
carried  out  in  October,  1957.  Questionnaires,  a copy  of 
which  is  attached  to  this  memorandum  together  with  a 
statistical  analysis  of  the  replies,  were  sent  out  to  3,400 
member  firms  and  replies  received  from  610,  which  is 
approximately  18%. 

The  analysis  of  questionnaires  returned  according  to 
number  of  employees  and  capital  was  : 


Capital 

Total  No. 
of  firms 

No.  of 

Under 

Under 

Over 

employees 

£100,000 

£250,000 

£250,000 

Under  100 

349 

11 

__ 

360 

Under  1,000  ... 

86 

79 

42 

207 

Over  1,000 

1 

4 

38 

43 

Total  Returns  ... 

436 

94 

80 

610* 

* 18-8%  of  returns  were  from  non-manufacturers. 


For  purposes  of  comparison  the  Ministry  of  Labour 
statistics  for  the  size  of  manufacturing  units  in  Birmingham 
according  to  number  of  employees,  at  the  31st  August, 
1957,  were 

No.  of  Employees  No  of  Firms 

Over  1,000  51 

Between  100  and  1,000  498 

Between  10  and  99  1,820 


Total 2,369 


The  sample  can  therefore  be  regarded  as  representative  of 
Birmingham  manuftcturing  industry. 

3.  The  results  of  the  survey  show  a variety  of  reasons  for 
business  contraction,  apart  from  those  listed  in  the  question- 
naire, which  include  the  following  in  order  of  frequency. 

(1)  Loss  of  exports  due  to  import  restrictions  imposed  by 
foreign  and  Commonw^th  countries  ; exchange 
control  restrictions  ; and  inability  to  meet  foreign 
competition  due  to  high  wages  and  increased  raw 
material  costs  and  overheads. 

(2)  Reduction  in  expenditure  on  capital  schemes  due  to 
credit  restrictions  and  curtailment  of  Government 
expenditure  on  defence  and  in  other  departments. 

(3)  Temporary  recession  in  the  Motor  Car  Industry. 

(4)  Incidence  of  Purchase  Tax. 

(5)  Shortage  of  labour. 

(6)  High  taxation  and  increasing  costs  of  production. 

(7)  Reluctance  of  customers  to  buy  for  stock,  owing  to 
lack  of  capital  and  uncertainty  due  to  fluctuations  in 
the  non-ferrous  metals  market. 

(8)  Imports  from  the  Continent. 

(9)  Strikes  and  unrest  in  industry. 

(10)  The  Suez  crisis. 

(11)  Over-production. 

The  analysis  shows  that  out  of  a total  of  610  members 
who  completed  the  questionnaire  256  (or  41-9%)  have 
experienced  a reduction  in  turnover  since  1955,  and  that 
the  reduction  has  been  more  marked  in  the  case  of  firms  of 
under  £100,000  capital.  The  reasons  given  for  this  recession 
are  : first,  increased  competition  and  tightness  of  money 
among  customers  ; and  secondly,  hire  purchase  restrictions 
and  shortage  of  capital, 

Further,  it  seems  clear  from  statements  made  by  members 
that  a significant  factor  in  this  business  contraction  is  loss 
of  export  orders  due  to  import  restrictions,  exchange  control, 
and  inabili^  to  meet  foreign  competition  on  account  of 
hi^  taxation  and  constantly  rising  costs  of  production. 

The  returns  seem  to  show  that  the  restrictions  on  borrowing 
have  not  affected  many  firms  directly  as  only  10'3%  state 
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tliat  they  have  had  their  bank  overdraft  facilities  or  advances 
seriously  restricted  and  a small  additional  number  have 
experienced  some  slight  restriction.  Here  again  it  would 
seem  that  the  firms  who  have  suffered  most  are  those  in  the 
capital  groups  under  £100,000. 

The  impact  of  the  Government’s  monetary  policy  appears 
to  have  made  itself  felt  most  directly  through  the  curtailment 
of  Government  expenditure  on  defence  and  in  other  Depart- 
ments, and  the  general  reduction  which  has  taken  place  in 
expenditure  on  capital  schemes  of  development.  It  will  be 
seen  from  the  analysis  that  30  ’3  % of  the  members  who  have 
completed  the  Questionnaire  have  themselves  postponed  or 
canceled  plans  for  development  since  1955  and  that  the 
principal  reasons  given  for  this  are  a falling-off  in  demand 
and  the  increase  in  interest  rates  on  borrowed  capital.  Of 
these  postponed  plans  approximately  42-5  % were  intended 
to  promote  exports  either  directly  or  indirectly. 

Where  members  have  responded  to  the  invitation  to  make 
a general  statement  as  to  the  effect  of  recent  monetary  or 
taxation  policy  on  their  businesses,  the  matter  about  which 
most  concern  has  been  expressed  is  the  present  high  level  of 
taxation,  which  is  regarded  as  the  ^eatest  single  factor 
restricting  expansion  of  trade.  Combined  with  the  policy 
of  financial  restrictions  it  discourages  expansion  and  re- 


equipment which  mi^t  assist  in  meeting  increased  costs  by 
greater  production.  The  effect  of  the  Government’s  policy 
in  these  two  directions  is  felt  particularly  severely  by  the 
smaller  firms  who  have  not  the  financial  resources  of  the 
larger  combines. 

One  of  the  effects  of  the  shortage  of  capital  resulting 
from  the  Government’s  dearer  money  policy  to  which 
constant  reference  is  made  is  the  reluctance  of  customers  to 
purchase  goods  for  stock.  There  is  also  a tendency  to  take 
longer  credit. 

Whfle  the  hire  purchase  restrictions  and  the  imposition  of 
purchase  tax  have  resulted  in  reducing  demand,  attention 
is  drawn  to  some  of  the  defects  of  these  measures  to  curb 
inflation.  It  is  pointed  out  in  a number  of  cases  ^at  reduction 
in  home  demand  has  made  it  more  difficult  for  firms  to 
compete  in  the  export  field,  as  a strong  home  market  en- 
courages mass  production  and  enables  a manufacturer  to 
reduce  his  prices. 

Distributors  are  also  reluctant  to  cany  stocks  of  goods 
which  carry  purchase  tax,  owing  to  the  additional  capital 
absorbed  and  the  risk  of  capital  depreciation  if  the  tax  is 
reduced. 

6th  December,  1957. 


Confidential 


Name  of  Member 
Address  


Birmingham  Chamber  of  Commerce  (Incorporated) 
COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 
Questionnaire  to  Members 


Please  mark  with  X whichever  is  applicable 


Number  of  Employees 

under  100 

under  1,000 

over  1,000 

under 

under 

under 

over 

Capital 

£10,000 

£100,000 

£250,000 

£250,000 

Has  your  turnover  been  reduced  since  1955  ? Yes  No 

If  “Yes”  do  you  attribute  this  to  : 


Has  your  turnover  been  reduced  since  1955  ? Yes  No 

If  “Yes”  do  you  attribute  this  to  : 

(u)  tightness  of  money  among  your  customers  Yes  No 

(i>)  hire  purchase  restrictions  Yes  No 

(c)  increased  competition  Yes  No 

(cO  shortage  of  capital  Yes  No 


What  is  the  most  important  single  cause  of  any  contraction  in  your  business  since  1955  ? 

Have  your  normal  bank  overdraft  facilities  or  advances  been  seriously  restricted  since  June,  1955  ? 

Have  you  used  alternative  sources  of  short-term  advances,  such  as  societies,  finance  companies,  etc.,  since  June,  1955,  which 

previously  you  would  have  obtained  from  your  bank  ? 

Have  you  postponed  or  cancelled  any  plans  since  1955  for 

(a)  new  factory  or  office  buildings  ? 

(i)  extensions  to  existing  buildings  ? 

(c)  replacement  of  machinery  or  equipment  ? 

(d)  orders  for  new  machinery  or  equipment  ? 

If  so,  do  you  attribute  this  to  : 

(а)  a fall  off  in  the  general  level  of  demand  ? 

(б)  increase  in  interest  rates  on  borrowed  capital  1 

(c)  restrictions  on  hire  purchase  or  mortgage  facilities  1 

(d)  restrictions  on  leading  throu^  the  Capital  Issues  Committee  ? 

(e)  any  other  cause  (specify)  

Were  any  of  your  proposed  plans  that  have  been  curtailed  designed  to  promote  exports  ? 

Would  you  care  to  make  any  general  statement  as  to  the  general  effects  of  recent  monetary  or  taxation  policy  on  your  business, 

or  any  suggestions  for  improving  arrangements  by  which  short,  medium,  and  long-term  finance  is  provided  for  industry 
and  commerce  (including  ecport)  with  or  without  guarantees  ? 
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Birmingham  Chamber  of  Commerce  (Incorporated) 


Analysis  of  Questionnaire  Completed  by  Members 


Registered  Capital 

under 

under 

under 

over 

Total 

£10,000 

£100,000 

£250,000 

£250,000 

Number  of  Questionnaires  completed  

Number  of  members  who  have  experienced  a reduction  in  turnover 

184 

252 

94 

80 

610 

since  1955  

79 

123 

31 

23 

256 

fNumber  of  members  who  attribute  the  reduction  to  : — 

(42%) 

(48-8%) 

(32-9%) 

(28-7%) 

(41-9%) 

(a)  Tightness  of  money  among  customers 

60 

55 

14 

14 

143 

(b)  Hire  purchase  restrictions  

22 

41 

11 

8 

82 

(c)  Increased  competition  

40 

87 

23 

16 

166 

(d)  Shortage  of  capital  

31 

24 

4 

2 

61 

Number  of  members  whose  bank  overdraft  facilities  or  advances 

63 

have  been  seriously  restricted  since  June,  1955  

Number  of  members  who  have  used  ^temative  sources  of 

24 

25* 

7 

7 

(10-3%) 

Short-term  advances  

Number  of  members  who  have  postponed  or  cancelled  plans 

12 

10 

4 • 

4 

30 

since  1955  for  : 

(a)  New  factory  or  office  buildings  

29 

21 

12 

8 

70 

(4)  Extensions  to  existing  buildings  ...  

■ 27 

30 

8 

12 

77 

(c)  Replacement  of  machinery  or  equipment  

39 

43 

13 

11 

106 

(d)  Orders  for  new  machinery  or  equipment  

46 

49 

18 

12 

125 

Total  number  of  members  who  have  postponed  or  cancelled  plans 

185 

since  1955  for  (a),  (4),  (c)  or  (d) 

Number  of  members  attributing  cancellation  or  postponement  to  ; 

71 

73 

22 

19 

(30-3%) 

(a)  A fall  in  the  general  level  of  demand 

29 

30 

9 

10 

78 

(4)  Increase  in  interest  rates  on  borrowed  capital  

29 

27 

10 

6 

(c)  Restrictions  on  hire  purchase  or  mortgage  facilities 

(d)  Restrictions  on  lending  through  the  Capital  Issues 

26 

15 

3 

2 

46 

Committee 

10 

7 

8 

2 

27 

Number  of  cases  where  postponed  plans  were  designed  to 

promote  exports  

26 

34 

12 

7 

79 

(42-5%) 

* A fiirther  ten  members  state  overdraft  facilities  slightly  restricted  but  not  seriously, 
t See  note  attached. 


B.  SUPPLEMENTARY  MEMORANDUM 
I.  Introduction 

1 . The  Association  stated  clearly  in  its  previous  memoran- 
dum that  the  views  expressed  there  applied  to  the  period 
before  the  raising  of  Bank  Rate,  etc.,  in  September,  1957. 
The  Association  then  went  on  to  say  : “If  the  business 
community  because  of  this  and  other  recent  events  were  to 
expect  a deflationary  trend,  then  the  conclusions  might  well 
be  quite  diflerent.  The  Association  proposes  to  carry  out 
a survey  among  its  affiliated  Chambers  early  in  1958,  to 
find  out  the  reactions  of  their  members  to  ‘7%’,  and  other 
recent  restrictions.  This  evidence  must  be  thought  of  as 
an  interim  statement  to  be  confirmed  or  amended  in  the  light 
of  the  survey,  the  results  of  which  will  be  made  available  to 
the  Committee”. 

2.  The  Survey  was  carried  out  in  March  1958,  and  the 
complete  results  are  attached  to  this  supplement  as  Appendix 


In  January,  1958,  a questionnaire  designed  to  test  the 
effects  of  the  credit  squeeze,  since  1957,  on  industry  and 
commerce  was  prepared.  In  March,  16,000  of  these  question- 
naires were  sent  out  by  post  to  individual  member  companies 
through  72  affiliated  Chambers  of  Commerce,  and  by  ^e 
middle  of  April  just  over  3,600  completed  forms  were  returned 
from  68  Chambers  of  Commerce.  Chambers  of  Commerce 
were  advised  to  send  out  the  questionnaire  to  all  or  a repre- 
sentative sample  of  their  members,  bearing  in  mind  that  die 
questions  could  be  best  answered  by  manufacturing  and 
merchanting  members. 

The  completed  questionnaires  were  then  analysed  and  the 
Survey  prepared  by  staff  of  the  National  Institute  of  Economic 
and  Social  Research,  to  whom  the  Association  wishes  to 
acknowledge  its  gratitude  for  undertaking  this  work. 


n.  General  Observations  on  the  Survey 

1.  Quite  fortuitously  the  Survey  was  taken  at  the  end  of 
what  may  indeed  become  a classic  period  in  our  recent 
monetary  history — the  6 months  from  September,  1957  to 
March,  1958,  when  the  Bank  Rate  stood  at  7%. 

2.  The  Survey  appears  broadly  to  support  the  general 
conclusion  reached  in  Section  I (1)  of  the  Association’s 
Memorandum  submitted  to  the  Committee  on  6th  December, 
1957.  On  inspecting  the  results,  two  main  conclusions  seem 
inescapable. 

(fl)  The  raising  of  Bank  Rate  to  the  “punitive  level  of 
7%”  and  other  measures  restricting  credit  have  had 
surprisingly  little  direct  effect  upon  industry  and 
commerce,  The  indirect  effect  has  however  been 
very  considerable  and  this,  together  ‘with  other 
happenings,  changed  the  economic  climate  in  which 
industry  and  commerce  must  operate. 

(6)  Small  companies  were  more  adversely  affected  by 
the  credit  squeeze  than  large. 

3.  The  Association  in  its  Memorandum  of  6th  December, 
1957  included  a statistical  case  study  carried  out  by  the 
Birmingham  Chamber.  Although  there  is  some  resemblance 
between  the  questions  asked  by  the  Birmingham  Chamber 
and  those  designed  for  the  later  Survey,  the  results  are  not 
strictly  comparable.  It  should  also  be  pointed  out  that  the 
Birmingham  Chamber  was  unable  to  take  part  in  this  Survey. 
Nevertheless,  the  Birmingham  case  study  does  appear  to 
show  the  same  trend  as  the  Survey,  and,  in  particular, 
the  adverse  effects  of  the  credit  squeeze  on  the  small  firm! 

4.  The  following  table  summarises  the  replies  and  is 
reproduced  for  the  convenience  of  the  Committee. 

July,  1958, 
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Summary  Table  op  selected  Replies  hiom  the  A.B.C.C.  Survey 


(Percentage  of  replies  saying  “Yes”) 


By  size  of  Firm 
number  of  employees 

By  Industrial  Group 

Total 

Under  100 

100-250 

250-1000 

Over  1000 

Metals  & 

1 Engineering 

1 

Other 

Manuf’g. 

Retail  & 
Wholesale 

Other 

Services 

Turnover  reduced  

53 

58 

51 

50 

39 

47 

66 

39 

58 

55 

Stocks  or  work-in-progress  reduced 

37 

43 

37 

31 

21 

37 

43 

28 

41 

39 

Fixed  investment  projects  reduced 

24 

24 

25 

25 

23 

28 

25 

22 

18 

30 

Fixed  investment  projects  postponed  

32 

31 

35 

34 

30 

36 

33 

32 

24 

41 

Asked  to  reduce  overdraft  

13 

16 

13 

8 

8 

11 

13 

12 

16 

14 

Had  overdraft  limits  reduced  

12 

14 

11 

8 

7 

9 

12 

12 

15 

12 

Taken  steps  to  reduce  overdraft  

30 

31 

30 

29 

28 

25 

32 

28 

38 

31 

Other  short-term  finance  obtained 

7 

7 

8 

6 

3 

7 

3 

6 

9 

14 

Machinery  purchased  on  instalment  terms  

6 

6 

9 

4 

5 

8 

3 

7 

4 

13 

Credit  squeeze  affected  ability  to  carry  out  export 

business  

S 

10 

8 

6 

3 

7 

9 

6 

12 

2 

Forecast  contraction  for  1958  

43 

46 

44 

42 

33 

37 

59 

32 

46 

39 

Appendix  A 


Report  on  A.B.C.C.  Survey  on  the  eifects  of 
THE  Credit  Squeeze 
Prepared  by  the 

National  Institute  of  Economic  and  Social  Research 
General 

The  total  number  of  questionnaires  analysed  was  3,404, 
and  relates  to  Chambers  of  Commerce  in  68  towns  in  Great 
Britaua.  A certain  number  of  questionnaires,  amounting 
to  a further  5 %,  were  received  but  not  analysed  because  of 
inconsistencies  or  other  inadequacies  in  the  replies.  Die 
questionnaires  were  classified  into  5 industrial  groups  (on 
toe  basis  of  information  given  on  the  questioimaire  or  from 
trade  directories,  etc.:  the  classification  adopted  is  set  out 
in  the  attached  guide),  and  into  4 size  groups  according  to 
number  of  employees. 

Examination  of  the  replies  showed  that  for  parts  of  certain 
questions  there  was  a possible  ambiguity  in  their  meaning  ; 
these  were  either  omitted  in  the  analysis,  or  amalgamated 
with  other  parts  of  the  same  question  where  this  was  possible. 
For  example,  in  the  original  questionnaire,  firms  were  asked 
whether  they  had  (a)  reduced  or  (h)  paid  off  their  bank 
borrowing.  In  analysing  the  replies  these  two  alternatives 
were  amalgamated,  so  that  a comparison  could  be  made 
between  those  that  had,  and  those  that  had  not,  reduced  their 
bank  borrowing. 

Further,  though  the  original  questionnaire  only  provided 
for  the  answer  “Yes”  of  “No”,  on  analysing  the  question- 
naires it  was  found  necessary  to  provide  also  for  an  answer 
of  “N,a.,”  that  is  “Not  applicable,”  or  “No  answer”.  This 
was  recorded  on  the  analysis  sheet  whenever  indicated 
explicitly  or  implicitly  (e.g.  by  crossing  out  both  “Yes”  and 
“No”)  ; in  general,  there  was  a fair  amount  of  difficulty 
in  interpreting  toe  answers,  and  whenever  there  was  any 
doubt  the  answer  was  coded  as  “N.a.”. 

One  of  the  questions — relating  to  C.I.C.  applications — ^was 
omitted  entirely  from  the  analysis,  partly  because  of  ambiguity 
in  the  wording  of  the  question,  and  partly  because  so  very 
few  firms  (perhaps  1 %)  have  anything  to  do  with  the  C.I.C. 
that  a sample  of  this  size  cannot  yield  useful  information. 

The  paragraphs  that  follow  set  out  certain  warnings  that 
have  to  be  kept  in  mind  in  examining  the  results. 

A.  Turnover  and  Investment 

1.  About  half  the  companies  report  reduced  turnover. 
Those  answering  “No”  to  this  question  will  have  had  either 
unchanged  or  increased  turnover.  Note  that  if  turnover  is 
unchanged  on  average,  it  is  to  be  expected  that  half  will 
report  increases  and  half  decreases.  This  caution  applies 
throughout  the  questionnaire. 

2.  Reduced  stocks  or  work-in-progress  might  be  the 
result  of  lower  activity.  But  those  replying  “No”  (i.e.  having 
stable  or  increased  stocks)  may  have  had  unsellable  stocks 
on  their  bands  as  a result  of  toe  credit  squeeze. 


3 and  4.  Those  replying  “No”  to  question  3 (fixed  invest- 
ment projects  not  reduced)  may  have  postponed  their  projects. 
Similarly,  for  question  4,  mutatis  mutandis. 

5.  Note  that  reasons,  (ii),  (iiQ,  etc.,  all  lead  to  slack 
business  and  may  therefore  appear  as  reason  (i). 

B.  Bank  Borrowing 

Note  that  at  least  25  % of  firms  do  not  have  bank  loans 
and  hence  the  questions  do  not  apply  to  them  (it  is  impossible 
to  be  sure  about  the  percentage  not  having  loans  since 
some  who  answered  “No”  may  have  intended  to  indicate 
“N.a.”).  Question  4 replies  not  on  the  experience  of  the 
companies  but  on  their  impressions  ; the  replies  must  be 
treated  with  reserve. 

C.  Other  short-term  finance 

Very  little  recourse  to  other  sources  of  finance  is  shown  ; 
sampling  fluctuations  and  biases  may  be  more  serious  here. 

D.  Trade  credit 

Note  that  the  question  related  only  to  “changes”  without 
stating  whether  they  were  up  or  down. 

B.  Hire-purchase 

Very  small  numbers  are  involved  here.  Again,  only  the 
“change”  in  terms  is  the  subject  of  question  2. 

F.  Export  trade 

The  75%  who  answer  “No”  to  this  question  may  have 
had  increased  exports,  perhaps  because  toe  credit  squeeze 
has  contracted  home  demand. 

A.B.C.C.  Survey,  1958 

Classihcation  Gtjtoe  for  Industries 
(1)  Metals  and  Engineering 
Blast  Furnaces. 

Iron  and  Steel  Melting,  Rolling,  etc. 

Iron  and  Steel  Founding. 

Iron  and  Steel  Concerns. 

Iron  and  Steel  Tubes 

Tin  Plate,  Teme  and  Black  Plate. 

Copper  and  Brass  Smelting,  Rolling,  etc. 

Copper  and  Brass  Manufactures. 

Lead,  Tin,  Zinc,  Aluminium  and  Magnesium,  Smelting, 
Rolling,  etc. 

Refining  of  Precious  Metals,  Plate,  Jewellery,  Spoons,  Forks. 
Other  Metals,  Smelting,  Rolling,  etc. 

Machine  Tools. 

Agricultural  Machinery. 

Marine  Engineering  and  Marine  Boilers. 

Constructional  Engineering  and  Prefabricated  Houses. 
Textile  Machinery. 

Electric  Wires  and  Cables. 

Electrical  Engineering  and  Goods. 

Miscellaneous  Engineering  Trades. 
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(1)  Metals  and  Engineering  (continued) 

Motor  and  Motor  Cycle  Manufacture  and  Repair,  Motor 
Body  Builders,  Tractors. 

Cycles  and  Accessories. 

Aircraft  Manufacture  and  Repair,  Aero  Engmes. 

Parts  and  Accessories  for  Motor  Vehicles  and  Aircraft. 
Motor  Boats,  Rowing  Boats,  Yachts. 

Shipbuilding  and  Repairing,  Barges. 

Railway  Engines,  Carriages,  Wagons,  Manufacture  and 
Repair,  Trams,  Trolley  Buses. 

Ordnance  and  Small  Arms. 

Tools,  Implements  and  Cutlery. 

Nuts,  Bolts,  Rivets,  Screws,  Nails. 

Anchors,  Chains,  Laminated  Springs,  Iron  and  Steel  Forgings, 
Blacksmiths. 

Wire,  Wire  Nails,  Rivets  and  other  Manufactures. 

Hollow  Ware  : Tiimed  and  Japanned  Goods. 

Miscellaneous  Metal  Manufactures,  Ironmongety. 

Scientific  and  Surgical  Instruments,  Camaras,  Cinematograph 
Apparatus,  Lens  Grinding. 

Clocks,  Electric  Qocks,  Watches,  Stop  Watches,  Manufacture 
and  Repair. 

Wireless  Apparatus,  Television,  Gramophones,  Records, 
Batteries,  Accumulators,  Radar. 

(2)  Textiles 
Cotton  Spinning. 

Cotton  Weaving,  etc. 

Wool  and  Worsted,  Spinning  and  Weaving  : Alpaca,  Mohair. 
Carpets. 

Rayon  and  Nylon  Manufacture  ; Rayon,  Nylon  and  Silk 
Weaving,  Throwing  and  Spinning. 

Flax,  Linen,  Hemp. 

Jute,  Rope,  Twine,  Net. 

Lace,  Lace  Articles,  Muslin,  Curtains. 

Sacks,  Bags,  Canvas,  Sails,  Tarpaulins,  Tents,  Marquees. 
Other  Made-up  Textiles  : Handkerchi^s,  Ties,  Tablecloths, 
Bedspreads,  Parachutes. 

Hosiery  and  Other  Knitted  Goods. 

Bleaching,  Dyeing,  Printing  and  Finishing. 

Narrow  Fabrics  and  Other  Textile  Industries. 

Leather  Tanning  and  Dressing  ; Fellmongery. 

Leather  Goods,  Handbags,  Cases,  Goods  of  Substitute 
Leather. 

Fur. 

Bespoke  TaOoring  and  Ready-made  Clothes,  Raincoats, 
Lather  Coats. 

Dress  Making  and  Blouse  Making. 

Overalls,  Shirts,  Underwear. 

Misc^aneous  Oothing. 

Boots,  Shoes,  Slippers,  Qogs,  Rubber  Footwear. 

Boot  and  Shoe  Repairing. 

(3)  Other  Manufacturing 

Coke  Oven  and  By-product  Works. 

Dyes  and  Dyestuffs. 

Fertilisers,  Disinfectants. 

Drugs,  Methylated  Spirits  and  Other  Chemicals. 
Pharmaceutical  Preparations,  Patent  Medicines,  Malt  Extract. 
Toilet  Preparations  and  Perfumery. 

Explosives,  Fireworks  and  Ammunition  (Small  Arms). 

Paint,  Colour,  Varnish. 

Polish,  Soap,  Candles,  Glycerine,  Matches,  Ink. 

Mineral  Oil  Refining. 

Other  Oils,  Grease,  Glue. 

Grain  Milling 
Biscuit  Manufacture. 

Bread  and  Flour  Confectionery  : Bakers. 

Meat  and  Meat  Products,  Bacon  Curing,  Sausages. 

Sugar  and  Glucose,  Syrup,  Molasses  and  Invert  Sugar. 
Cocoa,  Chocolate  and  Sugar  Confectionery. 

Preserving  of  Fruit  and  Vegetables. 

Milk  Products,  Infant  Foods. 

Other  Food  Industries. 


(3)  Other  Manufacturing  (continued) 

Mixed  Food  Industries  not  Separable. 

Brewing  and  Malting. 

Spirit  Distilling  and  Rectifying. 

Mineral  Waters,  Ciders  and  British  Wines. 

Wholesale  Bottling. 

Tobacco  and  Snuff. 

Timber  and  Allied  Trades. 

Furniture,  Upholstery,  Soft  Furnishings  : Cabinet  Makers. 
Brashes,  Brooms  and  Mops. 

Paper  and  Board,  Wallpaper,  Bags,  Cardboard  Boxes, 
Stationery,  Cellulose  Wrappings. 

Printing  and  Publishing  of  Newspapers,  Periodicals  and 
Music. 

Other  Printing  and  Publishing,  Book-Binding,  Engraving, 
Type-Founding,  Die-Sinking,  Stereotyping. 

Miscellaneous  Stationers’  Goods. 

Building  Materials  and  Non-Metallic  Mining  Manufactures. 
Pottery,  China,  Earthenware,  Glazed  Tiles. 

Glass  and  Glass  Articles,  Vacuum  Flasks,  Optical  Glass. 
Rubber  and  Synthetic  Rubber  and  Goods. 

Plastic  Moiddmgs  and  Articles  : Bone  and  Ivory. 

Musical  Instruments. 

Toys,  Games,  Sports  Requisites. 

Photographic  Paper  and  Films. 

Film  Production,  Film  Studios’  Printing  Laboratories. 
Other  Miscellaneous  Manufacturing  Industries. 

Iron  Ore  Mines. 

Stone  Quarries. 

Slate  Mines. 

Clay,  Sand,  Gravel  and  Chalk  Pits. 

Oa  Wells. 

(4)  JRetail  and  Wholesale 

Wholesale  Distribution  of  Food  and  Drink. 

Builders’  Merchants  : Wholesale  Coal  and  Agricultural 
Merchants. 

Other  Wholesalers. 

Retail  Distribution  of  Food  and  Drink. 

Retail  Coal  and  Agricultural  Merchants. 

Other  Retailers. 

(5)  Other  Services 

Building  and  Civil  Engineering  (excluding  Constructional 
Engineering). 

Jobbing  Building  : Carpenters,  Plumbers,  Gasfitters,  Deco- 
rators. 

Electric  Wiring  and  Contracting. 

Gasworks. 

Electricity  (Light,  Heat  and  Power)  : Electric  and  Hydro- 
electric Power  Stations. 

Hire  of  Power,  Room  and  Power. 

Waterworks  and  Hydraulic  Power. 

Hot  Water  Supply. 

Railways. 

Tramway  and  Omnibus  Services,  Taxis,  Car  Hire  Services, 
Coach  Tours. 

Goods  Transport  by  Road. 

Shipping. 

Docks,  Canals,  Bridges,  Ferries,  Harbours,  Salvage,  Light- 
houses. 

Air  Transport. 

Telephones,  Telegraph  and  Wireless. 

Other  Transport  and  Communications. 

Storage,  Safe  Deposits,  Public  Warehouses. 

Garages. 

Theatres,  Cinemas,  Concerts,  Amusement  Arcades,  Fairs, 
B.B.C.,  Radio  Diffusion. 

Public  Houses. 

Restaurants,  Cafes,  Caterers,  Road  Houses,  Night  Qubs. 
Launderies,  Dyers  and  Qeaners 
Hairdressing,  Manicure,  Turkish  Baths. 

Building  Societies. 

Finance  Companies  and  Agencies. 
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Strictly  Confidential.  No  information  given  on  this  form  will 
be  disclosed. 

Questionnaire  of  the  effects  of  the  Credit  Squeeze, 
SINCE  September,  1957,  on  Industry  and  Commerce 
Name  of  Finn 
Address 
Business 

The  following  questions  should  be  answered,  except  where 
otherwise  indicated,  by  Striking  out  either  the  word  Yes 
or  No. 

Section  1 

1 .  Number  of  employees  : 


Under  100 

100-249 

250-1,000 

Over  1,000 

Registered  Capital : 


Under 

£10,000 

£10,000- 

£99,000 

£100,000- 

£250,000 

Over 

£250.000 

Please  mark  the  appropriate  box  with  an  X. 

2.  Have  you  since  September,  1957,  experience  : 

(i)  a reduction  (other  than  seasonal)  in  your 

turnover  Yes  No 

(ii)  a reduction  (other  than  seasonal)  in  your 

stocks  and/or  work  in  progress.  Yes  No 

(iii)  reduced.  Yes  No 

or  (iv)  postponed  fixed  investment  projects  ? Yes  No 

(Note  : — Fixed  Investment  means  new  buildings,  extensions 

to  existing  buildings,  replacement  of  plant  and 
machinery,  orders  for  new  plant  and  machinery). 

3.  If  the  answer  to  any  of  the  questions  in  2 above  is  Yes 
please  number  in  order  of  importance  the  principal  con- 
siderations KO  to  (ix)]  below  which  have  affected  the  decisions 
recorded. 

(i)  a general  slackening  of  business  i 


(ii)  tightness  of  money  among  your  customers 


(iii)  hire  purchase  restrictions 


(iv)  the  increased  cost  of  borrowing 

(v)  greater  difficulty  in  obtaining  finance  (res- 
trictions on  bank  credit  ; capital  issues 
control.) 

(vi)  increased  competition 


(vii)  an  altered  assessment  of  trading  prospects 


(viii)  cuts  in  the  investment  programme  of  the 
Government,  public  authorities,  and  nation- 
alised industries 

(ix)  any  other  cause  (please  specify) 


4.  Since  September,  1957  have  you 
(i)  been  asked  to 


(a)  reduce 

or  (b)  pay  off  your  bank  borrowing 

(ii)  had  your  overdraft  limits  reduced 

(iii)  been 

(a)  refused 

or  (b)  only  granted  in  part,  a request  for 
increased  bank  borrowing 

(iv)  taken  steps  to 
(a)  reduce 

or  (b)  pay  off  bank  borrowing  because  of 
the  increased  costs 

(v)  been  able  to  borrow  as  much  as  you 
wished  from  the  banks  ? 

5.  Since  September,  1957  have  you 

(i)  sought 

(ii)  obtained 
short-term  finance  (which  you  would  otherwise 
have  sought  or  obtained  from  a bank)  from 
alternative  sources,  e.g. 

(fl)  finance  companies  Yes  No 

(b)  insurance  companies  Yes  No 

(c)  building  societies  Yes  No 

(d)  any  other  source  (please  specify)  Yes  No 

6.  Since  September,  1957  have  you  experienced  a sig- 
nificant change  in  : 

(i)  the  average  amount  due  to  trade  creditors 
or  (ii)  the  average  amount  due  from  trade 
debtors  (expressed  as  a proportion  of 
turnover) 

or  in  (iii)  the  terms  on  which  trade  credit  is 
obtained  or  allowed  ? 

7.  Since  September,  1957  have  you  : 

(i)  purchased  machinery  on  instalment 

terms 

and  (ii)  if  so,  have  these  purchases  been  in 
accord  with  previous  practice  ? 

8.  Has  the  credit  squeeze,  since  September, 

1957  seriously  affected  your  ability  to  accept  or 
cany  out  export  business  ? 

9.  Since  September,  1957  have  you  been  : 

(i)  refused 

(ii)  granted  only  in  part 

(iii)  deterred  from  making  an  application  to 
the  Capital  Issues  Committee  for  per- 
mission to  obtain  capital 

(a)  from  a bank 

(b)  by  the  issue  of  ordinary  or  preference 

shares,  or  of  debentures  ? 

Section  2 

10.  (f)  What  is  your  forecast  for  your  business  in  1958 

(a)  contraction  Yes  No 

(b)  stability  Yes  No 

(c)  expansion  Yes  No 

(ii)  If  you  anticipate  further  contraction 

what  do  you  regard  as  the  main  considera- 
tion affecting  your  business  in  this  respect  ? 

1 1 . Would  you  care  to  make  a general  statement  on  the 
effects  the  credit  squeeze  has  had  on  your  business  since  the 
raising  of  the  Bank  Rate  to  7%,  and  other  measures,  in 
September,  1957. 


Note  : — When  corty>leted  this  Questionnaire  should  be  returned 
to  the  Secretary  of  your  Chamber  of  Commerce. 


Yes  No 
Yes  No 
Yes  No 

Yes  No 
Yes  No 

Yes  No 

Yes  No 

Yes  No 

Yes  No 
Yes  No 


Yes  No 

Yes  No 
Yes  No 

Yes  No 
Yes  No 

Yes  No 

Yes  No 
Yes  No 

Yes  No 
Yes  No 

Yes  No 
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GRAND  TOTAL 

A.B.C.C.  Survey  on  the  effects  of  the  Credit  Squeeze 
Summary  of  Replies 

(Except  for  section  G,  all  replies  relate  to  experience  since 
September,  1957) 

Grand  Total : No.  of  firms  analysed  ...  3404 
A.  Turnover  and  investment 

Yes  No.  N.A.  %Yes 

1.  Turnover  reduced  1800  1581  23  53 

2.  Stocks  or  work-in-progress 

reduced  1274  2043  87  37 

3.  Fixed  investment  projects 

reduced  827  2000  577  24 

4.  Fixed  investment  projects 

postponed  1103  1906  395  32 

5.  The  principal  consideration  leading  to  a reduction  or 
postponement  was  : 


UNDER  100  EMPLOYEES 
A.B.C.C.  Survey  on  the  effects  of  the  Credit  Squeeze 
Summary  of  Replies 

(Except  for  section  G,  all  replies  relate  to  experience  since 
September,  1957) 

Size  Group  A : No.  of  firms  analysed  ... 

A.  Turnover  and  investment 


Yes 


1,679 

No.  N.A. 


%Yes 


1 . Turnover  reduced 

2.  Stocks  or  work-in-progress 

reduced  726  886  67  43 

3.  Fixed  investment  projects 

reduced  405  902  372  24 

4.  Fixed  investment  projects 

postponed  526  879  274  31 

5.  The  principal  consideration  leading  to  a reduction  or 
postponement  was  : 


B.  Bank  borrowing  Yes  No.  N.A.  % Yes 

1.  Asked  to  reduce  or  pay  off 

overdraft  437  2193  774  13 

2.  Had  overdraft  limits  reduced  396  2215  793  12 

3.  Taken  steps  to  reduce  or  pay 

off  overdraft  because  of  in- 
creased costs  1030  1509  865  30 

4.  Been  able  to  borrow  as  much 

as  wished  from  banks 1258  890  1256  37 

C.  Other  short-term  finance 

Sought  and  Sought  and  Not 

obtained  not  obtained  sou^t 
No.  ...  225  84  3096 

% ...  7 2 91 

When  obtained,  it  has  been  from  : No.  % 

(fl)  finance  companies  109  48 

(fi)  insurance  companies 18  8 

(e)  building  societies 18  8 

(rf)  other  specified  sources  80  36 

Total  225  100 

D.  Trade  credit 

1.  Change  in  amount  due  to 

trade  creditors  

2.  Change  in  amount  due  to 

trade  debtors  

3.  Change  in  terms  on  which 
credit  is  obtained  or  granted 

E.  Hire-purchase 

1.  Machinery  purchased  on  in- 
stalment terms  

2.  If  purchased,  terms  have  been 

as  before  

P.  Export  trade 

Credit  squeeze  has  affected  ability 
to  carry  out  export  business...  271  2567  56l 

G.  Forecast  for  1958 

Down  Same  Up  NA. 

No.  ...  1476  1257  426  245 

% ...  43  37  12  7 

Industrial  distribution 

No. 

1.  Metals  and  engineering  977  ; 

2.  Textiles  874  ; 

3.  Other  manufacturing  735  ; 

4.  Retail  and  wholesale  624 

5.  Other  services  194  * 

Total  3,404  1( 

Size  distribution  {numbers  employed) 


No. 

2546 

1644 

2189 


117  500  2787 


(a)  Under  100 
(A)  100-250  ... 
(c)  250-1000  ... 
{a)  Over  1000... 


r pay  off 


B.  Bank  borrowing 

1.  Asked  to  reduce 
overdraft  ...  . 

2.  Had  overdraft  limits  reduced 

3.  Taken  steps  to  reduce  or  pay 

off  overdraft  because  of  in- 
creased costs  

4.  Been  able  to  borrow  as  much 

as  wished  from  banks 

C.  Other  short-term  finance 

Sought  and  So 


Yes  No.  N.A.  % Yes 


543  498  638  32 


No.  . 

% 


120 


Not 

sought 

1509 


When  obtained,  it  has  been  from  : 
(a)  finance  companies 
(A)  insurance  companies 

(c)  building  societies 

(d)  other  specified  sources 

Total  ...  . 

D.  Trade  credit 

1.  Change  in  amount  due  to 

trade  creditors  

2.  Change  in  amount  due  to 

trade  debtors  

3.  Change  in  terms  on  which 
credit  is  obtained  or  granted 

E.  Hire-purchase 

1.  Madiinery  purchased  on  in- 
stalment terms  

2.  If  purchased,  terms  have  been 

as  before  

F.  Export  trade 

Credit  squeeze  has  affected  ability 
to  carry  out  export  business... 


Yes  No.  N.A.  % Ym 
396  1162  121  24 


1133  : 

N.A. 


Industrial  distribution 


1.  Metals  and  engineering 

2.  Textiles  

3.  Other  manufacturing 

4.  Retail  and  wholesale 

5.  Other  services 


Total  1,679 

Size  distribution  {numbers  employed) 


(a)  Under  100 
(A)  100-250  ... 

(c)  250-1000 

(d)  Over  1000... 


s of  bank  credit : CI.C.  it 


IS  (see  Minutes  of  Evidence,  footnote  to  Qn,  11119), 
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I.  The  Association  of  British  Chambers  of  Commerce 


[Continued 


100-250  EMPLOYEES 

A.B.C.C.  Survey  on  the  effects  of  the  Credit  Squeeze 
Summary  of  Replies 

(Except  for  section  G,  all  replies  relate  to  experience  since 
September,  1957) 

Size  Group  B:  No  of  firms  analysed  ...  725 
A.  Turnover  and  Investment 

Yes  No  N.A.  % Yes 

1.  Turnover  reduced  368  353  4 51 

2.  Stocks  or  work-in-progress 

reduced  270  447  8 37 

3.  Fixed  investment  projects 

reduced  182  442  101  25 

4.  Fixed  investment  projects 

postponed  250  413  62  34 

5.  The  principal  consideration  leading  to  a reduction  or 
postponement  was  : 


250-1000  EMPLOYEES 

A.B.C.C.  Survey  on  the  effects  of  the  Credit  Squeeze 
Summary  of  Replies 

(Except  for  section  G,  all  replies  relate  to  miperience  since 
^ptember,  1957) 

Size  Group  C:  No.  of  firms  analysed  ...  685 
A.  Turnover  and  Investment 


1.  Turnover  reduced  

2.  Stocks  or  work-in-progress 

reduced  


4.  Fixed  investment  projects 

postponed  232  413 

5.  The  principal  consideration  leading  to 
postponement  was  : 


Yes  No  N.A.  % Yes 
340  337  8 50 


Yes  No  N.A.  % Yes 


264  204  257 


B.  Bank  borrowing 

1.  Asked  to  reduce  or  pay  off 

overdraft  

2.  Had  overdraft  limits  reduced 

3.  Taken  steps  to  reduce  or  pay 

off  overdraft  because  of  in- 
creased costs  

4.  Been  able  to  borrow  as  much 

as  wished  from  banks 

C.  Other  short-term  finance 

Sought  and  Sou. 
obtained  not  c 
No.  ...  56 

% ...  8 

When  obtained,  it  has  been  from  ; 

(a)  finance  companies  ...  . 

(i)  insurance  companies 

(c)  building  socienes 

(d)  other  specified  sources 

Total  ...  . 

D.  Trade  credit 

1.  Change  in  amount  due  to 

trade  creditors  143 

2.  Change  in  amount  due  to 

trade  debtors  334 

3.  Change  in  terms  on  which 

credit  is  obtained  or  granted  1 89 

E.  Hire-purchase 

1.  Machinery  purchased  on  in- 
stalment terms  67 

2.  If  purchased,  terms  have  been 

as  before'  38 

F.  Export  trade 

Credit  squeeze  has  affected  ability 
to  cany  out  export  business. . . 57 

G.  Forecast  for  1958 

Down  Same  Up 
No.  ...  316  271  91 

% ...  44  37  13 

Industrial  distribution 

1.  Metab  and  engineering  

2.  Textiles  

3.  Other  manufacturing  

4.  Retail  and  wholesale  

5.  Other  services  


Total  725 

Size  distribution  {numbers  employed) 
No. 

(a)  Under  100  — 

(4)  100-250  725 

(c)  250-1000  — 

(d)  Over  1000 — 


No.  186  56  2 34 


16  20  31  15  287 


B.  Bank  Borrowing 

1.  Asked  to  reduce  or  pay  off 

overdraft  

2.  Had  overdraft  limits  reduced 

3.  Taken  steps  to  reduce  or  pay 

off  overdraft  because  of  in- 
creased costs  

4.  Been  able  to  borrow  as  much 

as  wished  from  banks 3 

C.  Other  short-term  finance 

d Not  Sought  and  Soug] 

sd  sought  obtained  not  ol 

652  No.  ...  41  1 

^ % ...  6 

No.  % When  obtained,  it  has  been  from  : 

...  35  62  {a)  finance  companies  

...  4 7 (4)  insurance  companies 

1 2 (c)  building  societies 

•••  16  29  (d)  other  specified  sources 

56  100  Total 

No  N.A.  % Yes  d.  Trade  credit 

1.  Change  in  amount  due  to 

557  25  20  trade  creditors  12Z 

,,  ,,  2.  Change  in  amount  due  to 

355  36  46  trade  debtors  306 

3.  Change  in  terms  on  which 

484  52  26  credit  is  obtained  or  granted  152 

E.  Hire-purchase 

1.  Machinery  purchased  on  in- 

6^6  12  9 stalment  terms  28 

2.  If  purchased,  terms  have  been 

186  501  5 as  before  18 

F.  Export  trade 

Credit  squeeze  has  affected  ability 
574  94  8 to  carry  outexport  business...  40 


Yes  No  N.A.  % Yes 


193  322  168  28 


Yes  No  N.A.  %Yes 


Industrial  distribution 

No. 

1.  Metals  and  engineering  238 

2.  Textiles  221 

3.  Other  manufacturing  150 

4.  Retail  and  wholesale  52 

5.  Other  services  24 

Total  685 

Size  distribution  {numbers  employed) 
No. 

{a)  Under  100  — 

(4)  100-250  — 

(c)  250-1000  685 

(d)  Over  1000 — 
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OVER  1000  EMPLOYEES 
A.B.C.C.  Survey  on  the' effects  of  the  Credit  Squeeze 
Summary  of  Replies 

(Except  for  section  G,  all  relies  relate  to  experience  since 


September,  1957) 
Size  Group  D ; No  of  firms  analysed  .. 
A.  Turnover  and  Investment 


315 


Yes  No  N.A.  % Yes 

1.  Turnover  reduced  123  191  1 39 

2.  Stocks  or  work-in-progress 

reduced  65  247  3 21 

3.  Fixed  investment  projects 

reduced  71  214  30  22 

4.  Fixed  investment  projects 

postponed  95  201  19  30 

5.  The  principal  consideration  leading  to  a reduction  or 
postponement  was  : 


INDUSTRY  GROUP  No.  1 : METALS  & ENGINEERING 
A.B.C.C.  Survey  on  the  effects  of  the  Credit  Squeeze 
Summary  of  Replies 

(Except  for  section  G,  all  replies  relate  to  experience  since 
September,  1957 

Ind.  Gp.  No.  1 ; No.  of  firms  analysed  ...  977 
A.  Turnover  and  investment 

Yes  No  N.A.  % Yes 


1.  Turnover  reduced  461  512 

Z Stocks  or  work-in-progress 

reduced  360  608 

3.  Fixed  investment  projects 

reduced  272  577 

4.  Fixed  investment  projects 

postponed  352  556 

5.  The  principal  consideraUon  leading  to  a 
postponement  was  : 


47 


B.  Bank  borrowing 

1.  Asked  to  reduce  or  pay  off 

overdraft  

2.  Had  overdraft  limits  reduc^ 

3.  Taken  steps  to  reduce  or  pay 
off  overdraft  because  of  in- 


Yes  No  N A.  % Yes 


B.  Bank  borrowing 
1.  Asked  to  reduce  or  pay  off 

overdraft  

Z Had  overdraft  limits  reduced 
3.  Taken  steps  to  reduce  or  pay 
off  overdraft  because  of  in- 


4.  Been  able  to  borrow  as  much 
as  wished  from  banks 

C.  Other  short-term  finance 

Sought  and  Sou; 
obtained  not  i 
No.  ...  8 

% ...  2 

When  obtained,  it  has  been  from  : 
(fl)  finance  companies  ...  . 
(.b)  insurance  companies 

(c)  building  societies 

(d)  other  specified  sources 

Total 

D.  Trade  credit 

1.  Change  in  amount  due  to 

trade  creditors  

2.  Change  in  amount  due  to 

trade  debtors  

3.  Change  in  terms  on  whi^ 
credit  is  obtained  or  grant^ 

E.  Hire-purchase 

1.  Machinery  purchased  on  in- 
stalment terms  

2.  If  purchased,  terms  have  bera 

as  before  

F.  Export  trade 

Ci^t  squeeze  has  affected  ability 
to  carry  out  export  business... 

G.  Forecast  for  1958 
Down  Same 


4,  Been  able  to  borrow  as  muci 

as  wished  from  banks 

C.  Other  short-term  finance 

Sou^t  and  Sought  and 
obtained  not  obtained 


Yes  No  N.A.  % Yes 


240  461  276  25 


No.  . 

% 


25 


254  394  34 


Not 

sou^t 


Yes  No  N.A  % Yes 


No.  , 

% . 


104 


132 

42 


Industrial  distribution 


1.  Metals  and  engineering 141 

Z Textiles  72 

3.  Other  manufacturing  78 

4.  Retail  and  wholesale  7 

5.  Other  services  17 

Total  315 

Size  distribution  (numbers  employed) 
No. 

(a)  Under  100  _ 

(b)  100-250  _ 

(c)  250-1000  _ 

(d)  Over  1000 315 


When  obtained,  it  has  been  from  ; 

(a)  finance  companies  

(i)  insurance  companies  

ic)  building  sotaeties 

(d)  other  specified  sources  

Total  

D.  Trade  credit  Yes 

1.  Change  in  amount  due  to 

trade  creditors  222 

2.  Change  in  amount  due  to 

trade  debtors  435 

3.  Change  in  terms  on  which 

credit  is  obtained  or  granted  218 

E.  Hire-purchase 

1.  Machinery  purchased  on  in- 
stalment terms  78 

2.  If  purchased,  terms  have  bera 

as  before  45 

F.  Export  trade 

Cre^t  squeeze  has  affected  abilL^ 
to  cany  out  export  business...  67 


Industrial  distribution 


3.  Other  manufacturing  — 

4.  Retail  and  wholesde  — 

5.  Other  services  

Total  977 

Size  distribution  (numbers  employed) 
No. 

(а)  Under  100  382 

(б)  100-250  216 

(c)  250-1000  ...  238 

(d)  Over  1000 141 


No  N.A.  % Yes 


Total 


315 


Total 


977 


* See  footnoie  on  p.  92. 
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1.  The  AssodATioN  of  British  Chambers  of  Commerce 


[Continued 


INDUSTRY  GROUP  No.  2 : TEXTILES 


INDUSTRY  GROUP  No.  3 : OTHER  MANUFACTURING 


A.B.C.C.  Survey  on  the  effects  of  the  Credit  Squeeze 
Summary  of  Replies 


A.B.C.C.  Survey  on  the  effects  of  the  Credit  Squeeze 
Summary  or  Replies 


(Except  for  section  G,  all  replies  relate  to  experience  since 
September,  1957) 


Ind.  Gp.  No.  2 : No.  of  firms  analysed 
A.  Turnover  and  investment 

Yes 


1.  Turnover  reduced  581 

2.  Stocks  or  work-in-progress 

reduced  379 

3.  Fixed  investment  projects 

reduced  220 

4.  Fixed  investment  projects 

postponed  285 


5.  The  principal  consideration  leading 
postponement  was  : 


874 

No 

285 

480 

504 

490 
to  a 


N.A.  % Yes 
8 66 

15  43 

150  25 

99  33 

reduction  or 


(Except  for  section  G,  all  replies  relate  to  experience  since 
^ptember,  1957) 


Ind.  Gp.  No.  3 ; No.  of  firms  analysed  ...  735 
A.  Turnover  and  investment 


1 . Turnover  reduced  

2.  Stocks  or  work-in-progress 

reduced  

3.  Fixed  investment  projects 

reduced  

4.  Fixed  investment  projects 

postponed  

5.  The  principal  consideration 
postponement  was  : 


Yes  No  N.A.  % Yes 
285  443  7 39 

208  518  9 28 

163  489  83  22 

235  454  46  32 

leading  to  a reduction  or 


I.  Slack  1 

Business 

n.  Tight 
Money  | 

in.  H.P.  1 

Restrictions  I 

IV.  Higher  Costs  I 
of  Borrowine  1 

V.  Difficult  1 

to  Finance*  | 

VT.  Increased  I 
Competition 

1 vn.  Altered  I 
Trading  Prospects  | 

Vin.  Cuts  in  Govt.  ] 
Invt,  Programme 

IX.  Other  I 

Specified  Causes  | 

< 

Z 

I.  Slack 

; Business  | 

n.  Tight 
Money 

m.  H.P.  1 

; Restrictions  | 

a 

8 g- 

Ig 
> ® 

V.  DiflBcuit  1 
I to  Finance*  I 

VI.  Increased  I 
Competition  | 

VII.  Altered 
Trading  Prospects  1 

vm.  Cuts  in  Govt. 
Invt.  Programme  I 

^ DC.  Other 
' Specified  Causes  1 

< 

"Z 

No. 

369 

115 

2 

24 

28 

27 

22 

2 

17 

268  No, 

141 

69 

6 

33 

61 

21 

18 

24 

16 

346 

% 

42 

13 

0 

3 

3 

3 

3 

0 

2 

31  % 

19 

9 

1 

5 1 8 

3 

2 

3 

2 

47 

B.  Bank  borrowing 

Yes 

No 

N.A.' 

%Yes 

B.  Sank  borrowing 

Yes 

No 

N.A. 

%Yes 

1.  Asked  to  reduce  or  pay  off 
overdraft  

116 

572 

186 

13 

1.  Asked  to  reduce  or  pay  off 
overdraft  

90 

474 

171 

12 

2.  Had  overdraft  limits  reduced 

101 

581 

192 

12 

2.  Had  overdraft  limits  reduced 

89 

471 

175 

12 

3.  Taken  steps  to  reduce  or  pay 
off  overdraft  because  of  in- 
creased costs  

282 

381 

211 

32 

3.  Takensteps  to  reduce  or  pay 
off  overdraft  because  of  in- 
creased costs  

208 

331 

196 

28 

4.  Been  able  to  borrow  as  much 
as  wished  &om  banks 

356 

204 

314 

41 

4.  Been  able  to  borrow  as  much 
as  wished  from  banks 

231 

200 

304 

31 

. Other  short-term  finance 

Sought  and  Sought  and 

obtained  not  obtained 

No,  ...  30  14 

% ...  3 2 

When  obtained,  it  has  been  from  : 

(a)  finance  companies  

Not 

sought 

830 

95 

No. 

9 

% 

30 

C Other  short-term  finance 

Sought  and  Sought  and 

obtained  not  obtained 

No.  ...  44  29 

% ...  6 4 

When  obtained,  it  has  been  from  : 

(a)  finance  companies  

Not 

sought 

662 

90 

No. 

17 

3^ 

(b)  insurance  companies 

(b)  insurance  companies  ... 

3 

7 

(c)  building  societies 

I 

(c)  building  societies 

(d)  other  specified  sources 

20 

67 

(d)  other  specified  sources 

24 

55 

Total 

30 

100 

Total 

44 

100 

).  Trade  Credit 

Yes 

No 

N.A. 

%Yes 

D.  Trade  credit 

Yes 

No 

N.A. 

%Yes 

1.  Change  in  amount  due  to 
trade  creditors  

178 

661 

35 

20 

1.  Change  in  amount  due  to 
trade  creditors  

no 

597 

28 

15 

2.  Qiange  in  amount  due  to 
trade  debtors  

466 

367 

41 

53 

2.  Change  in  amount  due  to 
trade  debtors  

294 

411 

30 

40 

3.  Change  in  terms  on  which 
credit  is  obtained  or  granted 

278 

509 

87 

32 

3.  Change  in  terms  on  which 
credit  is  obtained  or  granted 

142 

518 

75 

19 

. Hire-purchase 

1.  Machinery  purchased  on  in- 
stalment terms  

23 

824 

27 

E.  Hire-purchase 

1.  Machinery  purchased  on  in- 
stsdment  terms  

•51 

673 

11 

7 

2.  If  purchased,  terms  have  been 
as  before  

12 

209 

659 

2.  If  purchased,  terms  have  been 
as  before  

28 

102 

605 

4 

. Export  trade 

Credit  squeeze  has  affected  ability 
to  carry  out  export  business. . . 

82 

698 

94  9 

F.  Export  trade 

Creffit  squeeze  has  affected  ability 
to  carry  out  export  business... 

42 

572  121 

. Forecast  for  1958 

Down  Same 

Up 

NA. 

G.  Forecast  for  1958 

Down  Same 

Up 

N.A. 

No.  ...  516  260 

49 

49 

No.  ...  234  299 

145 

56 

% ...  59  30 

6 

6 

% ...  32  41 

20 

8 

Industrial  distribution 
1.  Metals  and  engineering  

No. 

% 

Industrial  distribution 
1.  Metals  and  engineering  

No.  % 

2.  Textiles  

874 

100 

2.  Textiles  

3.  Other  manufacturing 





3.  Other  manufacturing 

735  100 

4.  Retail  and  wholesale 

4.  Retail  and  wholesale 

5.  Other  services 

— 

— 

5.  Other  services  

— — 

Total  874  100 


Total  735  100 


Size  distribution  (numbers  employed) 
No. 

a)  Under  100  343 

b)  100-250  238 

(e)  250-1000  221 

(d)  Over  1000 72 


Size  distribution  (numbers  employed) 
No. 

(a)  Under  lOO  336 

(b)  100-250  171 

(c)  250-1000  150 

(d)  Over  1000 78 


% 

46 

23 

20 

10 


Total  ...  874  100 


Total  735  100 


* See  footnote  os  p.  92. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


96  COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued]  1.  The  Association  op  British  Chambers  of  Commerce 


INDUSTRY  GROUP  No.  4 : RETAIL  AND  WHOLESALE 
A.B.C.C.  Survey  on  the  effects  of  the  Credit  Squeeze 
Summary  of  Replies 

(Except  for  section  G,  all  replies  relate  to  experience  since 
September,  1957) 

Ind.  Gp.  No.  4;  No  of  firms  analysed  ...  624 
A.  Turnover  and  investment 

Yes  No  NA.  % Yes 

1.  Turnover  reduced  364  260  — 58 

2.  Stocks  or  work-in-progress 

reduced  254  330  39  41 

3.  Fixed  investment  projects 

reduced  110  332  182  18 

4.  Fixed  investment  projects 

postponed  150  322  152  24 

5.  The  principal  consideration  leading  to  a reduction  or 
postponement  was  : 


. Taken  steps  to  reduce  or  pay 
off  overdraft  because  of  in- 
creased costs  238  2 

4.  Been  able  to  borrow  as  mu^ 

as  widied  from  banks 265  1 

C.  Other  shorUterm  finance 

Sought  and  Sought  and 
obtained  not  obtained 
No.  ...  57  11 

% ...  9 2 

When  obtained,  it  has  been  from  : 

(a)  finance  companies  

(A)  insurance  companies  

(e)  building  societies 

(d)  other  specified  sources  


Total 

D.  Trade  credit 

1.  Change  in  amount  due  to 

trade  creditors  

2.  Change  in  amount  due  to 

trade  debtors  

3.  Change  in  terms  on  which 
credit  is  obtained  or  granted 

£ Hire-purchase 

1.  Machinery  purchased  on  in- 
stalment terms  

2.  If  purchased,  terms  have  be^ 

as  before  

F.  Export  trade 

Credit  squeeze  has  affected  ability 
to  carry  out  export  business,.. 


Industrial  distribution 


1.  Metals  and  engineering  . 

2.  Textiles  

3.  Other  manufacturing 

4.  Retail  and  wholesale 

5.  Other  services  ...  . 


Total  624 

Size  distribution  {numbers  employed) 


(а)  Under  100 

(б)  100-250 

(c)  250-1000 

(d)  Over  1000... 


INDUSTRY  GROUP  No.  5 : OTHER  SERVICES 
A.B.C.C.  Survey  on  the  effects  of  the  Credit  Squeeze 
Summary  of  Replies 

(Except  for  section  G,  all  replies  relate  to  experience  since 
&ptember,  1957) 

Ind.  Gp.  No.  5:  No  of  firms  analysed  ...  194 
A.  Turnover  and  investment 

Yes  No  N.A.  % Yes 

1.  Turnover  reduced  107  86  1 55 

2.  Stocks  or  work-in-progress 

reduced  75  103  16  39 

3.  Fixed  investment  projects 

reduced  59  98  37  30 

4.  Fixed  investment  projects 

postponed  80  85  29  41 

5.  The  principal  consideration  Iea<fing  to  a reduction  or 
postponement  was  : 


B.  Bank  borrowing 

1.  Asked  to  reduce  or  pay  off 

overdraft  

2.  Had  overdraft  limits  reduc^ 

3.  Taken  steps  to  reduce  or  pay 
off  overdraft  because  of  in- 


C.  Other  Short-term  finance 
Sought  and 
obtained 


No.  . 

%. 


14 


Yes  No...  N.A.  %Yes 

130  437  57  21 

286  274  64  46 

178  362  84  29 


76  379  169  12 


When  obtained,  it  has  been  from  : 

(а)  finance  companies  

(б)  insuranre  companies 

(c)  building  societies 

(d)  other  specified  sources 

Total 

D.  Trade  credit 

1.  Change  in  amount  due  to 

trade  CTeditors  

2.  Change  in  amount  due  to 

trade  debtors  

3.  Change  in  terms  on  which 
credit  is  obtained  or  granted 

£ Hire-purchase 

1.  Machinery  purchased  on  in- 
stalment terms  

Z If  purchased,  terms  have  been 
as  before  

F.  Export  trade 

Cr^t  squeeze  has  affected  ability 
to  carry  out  export  business , . . 

G.  Forecast  for  1958 
Down  Same 


Yes  No  N.A.  % Yes 


No.  , 

% . 


75 
39 

Industrial  disiribulion 


40 


1.  Metals  and  engineering 

2.  Textiles  

3.  Other  manufacturing 

4.  Retail  and  wholesale 

5.  Other  services 


Total  194 

Size  distribution  {numbers  employed) 


{a)  Under  100 
{b)  100-250  ... 

(c)  250-1000 

(d)  Over  1000... 
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2.  The  Council  of  Scornsa  Chambers  of  Commerce 


2.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  COUNCIL  OF 
SCOTTISH  CHAMBERS  OF  COMMERCE* 


Membership  of  the  Council  and  its  Functions 

1 . The  Council  of  Scottish  Chambers  of  Commerce 
(hereinafter  referred  to  as  “The  Council”)  has  in  membership 
sixteen  Chambers  in  Scotland  and  represents  collectively 
about  seven  thousand  Scottish  firms  giving  employment  to 
many  thousands  of  people.  It  is  thus  widely  representative 
of  every  aspect  of  Scottish  manufacturing  industry,  trade  and 
commerce.  The  Chambers  which  are  represented  on  the 
Council  are  autonomous  bodies  and  most  of  them  are  also 
members  of  the  Association  of  British  Chambers  of  Com- 
merce. Details  of  these  Chambers  and  their  membership 
are  given  in  Appendix  “A”t  to  this  Memorandum.  The 
function  of  the  Council  is  to  provide  a ready  means  of 
effective  consultation  and  joint  action  by  Scotti^  Chambers 
in  matters  where  Scottish  interests  are  particularly  concern^. 

2.  The . Council  received  with  pleasure  the  invitation 
from  the  Committee  on  the  Working  of  the  Monetary 
System  (hereinafter  referred  to  as  “the  Committee”)  to 
submit  evidence  to  it  and  in  its  turn  appointed  a committee 
which  for  the  past  few  months  has  been  reviewing  the 
matters  which  are  the  subject  of  the  Committee’s  inquiry. 
In  doing  so  the  Council  has  had  a survey  made  of  the  whole 
field  but  has  tried  to  have  particular  regard  to  any  aspects 
of  these  matters  which  mi^t  be  peculiar  to  Scotland. 
Background  of  the  Inquiry — the  U.K.  Economy  1931-1957 

3.  The  last  inquiry  of  the  type  undertaken  by  the  Com- 
mittee was  that  of  the  Committee  on  Finance  and  Industry 
appointed  in  1929  under  the  Chairmanship  of  the  Right 
Hon.  H.  P.  Macmillan,  K.C.  (as  the  late  Lord  Macmillan 
then  was).  It  is  interesting  to  recall  that  the  circumstances 
which  called  the  Macmillan  Committee  into  being  were  to 
a large  extent  the  converse  of  those  which  exist  at  the  present 
time,  since  the  United  Kingdom  was  then  suffering  severely 
from  the  effects  of  deflation,  including  unemployment  on  a 
mass  scale,  It  is  interesting  also  to  note  that  the  Macmillan 
Committee  presented  its  Report  in  the  summer  of  1931, 
on  the  eve  of  a very  great  crisis  in  the  country’s  internal 
affairs. 

4.  It  is  instructive  to  consider  some  of  the  developments 
in  the  sphere  of  financial  and  monetary  affairs  which  have 
affected  the  United  Kingdom  since  that  time.  The  period 
divides  itself  readily  into  three  parts  : — 

(<j)  From  1931  till,  at  any  rate,  1937  the  economy  of  the 
country  was  characterised  by  depressed  conditions 
which  improved  only  slowly.  During  this  period  the 
policy  of  “cheap  money”  was  developed  by  the 
Government  of  the  day  and  maintained.  Despite 
this  there  was  no  complete  alleviation  of  die  burden 
of  unemployment  until  the  threat  of  war  began  to 
increase  industrial  activity  about  1936/37. 

(b)  During  the  Second  World  War  commerce,  industry 
and  &iance  were  subject  to  rigorous  governmental 
control.  It  should  be  noted,  however,  that  in  tWs 
period  inflation  was  kept  within  reasonable  bounds. 
During  these  six  years  costs  did  not  rise  by  more 
than  about  60%. 

(c)  From  1945  to  the  present  time  the  most  significant 
feamre  of  the  economic  scene  has  been  the  continuance 
of  inflation  which  has  developed  under  two  Govern- 
ments with  entirely  different  monetary  policies. 
Sometimes  this  development  has  been  highly  progres- 
sive ; at  other  times  its  pace  has  slowed  ; W it 
has  always  been  present.  The  base  of  the  cost  of 
living  index  has  been  changed  several  times  since  the 
end  of  the  War,  making  dnect  comparisons  difficidt, 
but  it  would  probably  be  generally  accepted  that  by 
the  beginning  of  the  present  year  costs  had  risen  to 
about  three  times  1938  levels.  This  general  figure, 
of  course,  conceals  some  wide  variations  in  particular 
items. 


5.  A number  of  other  matters  have  had  an  important 
influence  on  economic  developments.  Taxation  rose  to 
extremely  high  levels  during  the  War  ; and  althou^  there 
have  been  some  reductions,  direct  and  indirect  taxation  are 
both  stUl  very  considerably  above  pre-war  rates.  There  have 
been  substantial  reliefs  for  lower  incomes  but  special  features, 
such  as  a high  rate  of  tax  on  distributed  business  profits, 
have  made  an  appearance.  The  varying  fiscal  policies  on 


initial  capital  allowances  and  investment  allowances  have 
had  a disturbing  effect  on  business  planning. 

6;  The  nationalisation  of  important  sections  of  industry 
has  also  had  a profound  effect,  if  only  because  of  the 
considerable  priority  demands  which  the  nationalised  insti- 
tutions have  made  on  the  banks,  the  capital  market  and  the 
national  resources. 

7.  Another  significant  trend,  and  one  which  has  not  by 
any  means  been  universally  welcomed,  has  been  the  tendency 
for  wages  to  be  fixed  on  a national  basis  for  whole  industries 
or  even  groups  of  industries,  and  with  little  regard  to  the 
conditions  prevailing  in  particular  areas.  This  rigid  policy 
has  had  a distorting  effect  on  the  economy  which  has  to 
some  extent  been  concealed  by  the  high  level  of  employment 
subsisting,  and  it  has  contributed  to  immobihty  of  labour 
since  it  prevents,  in  theory  at  least,  the  most  efficient  firms 
from  attracting  labour  to  them.  It  also  creates  difficulties 
for  firms  operating  in  the  export  field.  Thus,  in  1he  prevailing 
conditions  of  overfull  employment,  development  is  constricted 
at  those  points  in  the  economy  where  expansion  is  most 
desirable. 

8.  In  banking  there  has  been  no  return  to  the  freedom 
with  which  bankers  formerly  conducted  their  affairs.  The 
Treasury  and  the  Bank  of  En^and  through  directives  to 
the  joint  stock  banks  have  exercised  a dominating  influence 
on  the  level  of  advances.  The  capital  market  too  has  been 
controlled  by  the  activities  of  the  Capital  Issues  Committee 
from  which  body  sanction  must  be  obtained  for  all  capital 
issues  or  proposes  to  borrow  in  other  ways  in  excess  of — at 
the  present  time — £10,000,  other  than  borrowing  from  a 
bank  in  the  ordinary  coiurse  of  banking  business. 

9.  Hire  purchase,  thou^  not  developed  to  the  same 
extent,  as  for  example,  in  North  America,  has  assumed  an 
increased  importance,  and  not  merely  in  financing  the 
purchase  of  consumer  goods  alone.  Much  plant  and 
^uipment — particularly  motor  vehicles — designed  solely  for 
industrial  use  is  now  acquired  on  this  basis,  The  importance 
of  hire  purchase  in  the  monetary  field  is  now  sudj  that  the 
Government  in  recent  years  has  felt  compelled  to  make 
regulations  designed  to  control  the  amount  of  spending  done 
iu  this  way. 

10.  Finally,  reference  may  be  made  to  the  difficulties 
which  the  United  Kingdom,  weakened  as  it  tmdoubtedly 
was  by  its  war  effort,  has  consistently  encountered  in  achieving 
a balance  in  its  international  payments.  In  many  of  the 
post-war  years  substantial  adverse  balances  have  arisen  and 
the  situation  has  only  been  saved  from  collapse  on  more  than 
one  occasion  by  the  intervention  of  some  external  circumstance 
such  as  aid  from  the  United  States.  Even  so,  sterling  had 
to  be  devalued  in  terms  of  the  dollar  and  certain  other 
currencies  in  1949,  while  very  strict  exchange  control  regu- 
lations are  still  a matter  of  necessity. 

11.  Such,  then,  is  the  ^neral  background  against  which 
the  Committee  was  appointed  and  in  which  the  Council 
started  its  survey.  One  further  circumstance  should  be 
referred  to.  About  the  time  the  Council’s  investigations 
began  the  position  of  the  United  Kingdom’s  gold  and  hard 
currency  resources  began  to  deteriorate  very  rapidly,  and  a 
few  weeks  ago,  primarily  in  an  endeavour  to  protect  sterling, 
the  bank  rate  was  sharply  raised.  The  Council’s  review  has, 
therefore,  been  carried  out  in  conditions  almost  amounting 
to  crisis.  Psychologically  this  has  been  an  unfortunate  time 
to  be  conducting  an  enquiry  into  the  monetary  system. 
When  the  pound  is  under  sevore  intemation^  attack  all 
responsible  opinion  must  back  the  Government  in  its  efforts 
to  achieve  a stable  currency.  It  is  appreciated  that  the 
Government  is  in  duty  bound  to  take  strong  action  to 
retrieve  matters,  and  there  is  a willingness  to  accept  strict 
measures  which,  in  other  circumstances,  might  be  called  in 
question.  It  is  generally  agreed  that  there  can  be  no  relaxation 
of  policy  in  these  matters  until  the  clouds  clear  away.  This 
situation  subtly  affects  thinking  on  practically  all  die  issues 
which  the  Committee  has  been  investigating, 

Points  for  Inquiry 

12.  The  Committee  has  asked  particularly  to  be  advised 
on  the  following  points  : — 

(1)  The  Authorities’  use  of  monetary  measures  since  1951, 
in  so  far  as  these  measures  have  affected  members 
[of  Chambers  of  Commerce],  In  particular  the 
Committee  has  said  that  it  would  welcome  information 
on  the  effects,  upon  spending  on  stocks  of  commodities 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued] 


1.  The  CouNcaL  of  Scottish  Chambers  of  Commerce 


or  on  plans  for  capital  extension  or  replacement,  of  : 

(a)  the  restriction  of  bank  advances, 

(i)  movements  in  rates  of  interest, 

(c)  directives  to  the  Capital  Issues  Committee, 

(d)  changes  in  the  terms  on  which  hire  purchase 
finance  is  available, 

(e)  the  availability  of  finance  otherwise  than  from  the 
banks  and  hire  purchase  finance  companies. 

(/)  changes  in  the  use  of  trade  credit. 

(2)  Suggestions  for  improving  (if  necessary)  present 
arrangements  for  providing  short,  medium  and 
long-term  finance  with  or  without  guarantees  for 
industry  and  trade  (including  exports). 

The  Council  has  reviewed  all  these  matters  and  in  this 
memorandum  attempts  to  give  its  reply  to  the  questions 
posed. 

Restriction  of  Sank  Advances 

13.  Lending  by  the  banks  has  been  controlled,  in  greater 
or  lesser  degree,  sinc»  the  outbr^  of  the  Second  World 
War  in  1939.  The  method  employed  has  been  a series  of 
requests  by  the  Chancellor  of  the  Exchequer  to  the  Governor 
of  the  Bank  of  England  and  through  him  to  the  joint  sto^ 
banks.  Such  requests  have  related  to  the  quantity  of  bank 
advances  and  have  also  indicated  priorities  in  which  loan 
propositions  should  have  consideration.  What  has  become 
popularly  known  as  “the  credit  squeeze”  was,  however, 
inaugurated  in  July,  1955,  by  a request  from  the  then 
Chancellor  for  “a  positive  and  significant  reduction  in 
advances”.  This  the  banks  interpret^  it  is  understood,  as 
a reduction  of  10%  by  31st  December,  1955,  exclusive  of 
reductions  by  national^ed  industries,  and  it  would  appear 
from  the  figures  available  that  they  came  fairly  close  to 
achieving  this  result.  From  August,  1955  to  August,  1957, 
there  have  been  substantial  reductions  in  advances  under 
the  heads  of  Personal  and  Professional,  Retail,  and  Food 
and  Drink,  but  the  greatest  cuts  have  b^n  achieved  in  the 
nationalised  industries.  Since  the  passing  of  the  Finance 
Act,  1956,  these  institutions  have  obtained  any  new  fin^ce 
from  the  Treasury  and  when  this  is  taken  into  account  it 
is  at  least  open  to  doubt  whether  the  reduction  in  lending, 
taking  one  source  with  another,  has  been  on  anything  like 
the  scale  suggested  by  a simple  scrutiny  of  the  bank  returns. 
Finally,  as  part  of  the  recent  measures  taken  by  the  Govern- 
ment, ^e  banks  have  been  told  not  to  permit  ttieir  advances 
to  rise  above  the  average  level  of  the  twelve  months  before 
September,  1957. 

14.  The  Council  has  considered  three  questions  ; — 

(a)  Was  the  Chancellor’s  action  in  restricting  advances 
correct  from  the  point  of  view  of  the  economy 
generally  ? 

(b)  Was  his  action  effective  or  was  borrowing  simply 
turned  into  other  channels  ? 

(c)  How  did  the  policy  opiate  in  practice  ? For  example, 
did  its  effects  fall,  as  is  sometimes  alleged,  mainly  on 
the  small  trader,  while  the  large  company  was  per- 
mitted to  go  on  as  before  ? 

15.  On  the  first  of  these  questions,  the  opinion  of  the 
Council  is  that  the  Chancellor’s  action  was  warranted. 
Indeed  it  has  been  suggested  that  action  should  have  b«n 
taken  earlier  and  that  the  Government  had  allowed  things 
to  drift  too  far.  It  is  probably  true  to  say  that  in  1951  and 
for  a few  years  thereafter  the  belief  of  the  Government  was 
that  expansion  and  freedom  from  controls  were  the  cure  for 
our  economic  ills  and,  particularly,  that  increased  production 
was  the  remedy  for  inflation.  It  was  hoped  that  a due 
proportion  of  ie  increased  production  would  be  exported 
and  would  not  merely  go  to  increase  consumption  at  home. 
In  the  event,  for  various  reasons,  some  national  and  some 
international,  things  did  not  work  out  that  way.  The 
Government  therefore — and  it  may  be  belatedly — ^had  to 
take  monetary  action  in  accordance  with  its  declar^  financial 
policy.  However  that  may  be,  its  recent  actions  are  accepted 
as  ri^t  in  the  circumstances  that  had  developed.  Ecpansion 
and  the  creation  of  productive  capacity  are  desirable,  indeed 
essential,  if  this  country  is  to  hold  its  own  in  world  markets  : 
but  first  things  must  come  first  and  in  the  present  context 
this  means  that  inflation  must  be  dealt  with. 

16.  That  said,  it  is  obvious  that  present  restrictive  policies 
in  banking  matters  cannot  be  continued  indefinitely  without 
damage  to  the  economy.  As  things  are,  projects  which  would 
be  useful  to  the  economy  are  having  to  be  cut  back  because 
bank  finance  is  not  available. 


17.  On  the  question  of  the  effectiveness  of  the  restrictions 
h has  been  found  difficult  to  obtain  a straightforward 
answer.  There  is  no  doubt  that  recourse  has  been  had  to 
every  possible  source  which  offers  the  prospect  of  overcoming 
the  effect  of  the  restrictions  imposed  on  the  banks.  Hire 
purchase  finance  companies,  insurance  companies  and  other 
purveyors  of  credit  have  to  some  extent  filled  the  ^p.  This 
point  has  been  emphasised  by  Bank  Chairmen  in  recent 
speeches.  Bills  of  Exchange  have  been  reintroduced  or 
increased  in  certain  trades  to  a considerable  volume.  How- 
ever, the  institutions  above  referred  to  are,  to  a laige  extent, 
themselves  subject  to  the  Qiancellor’s  request  and  it  is 
impossible  for  the  Coimcil  to  determine  whether  the  amounts 
obtained  from  such  sources,  following  refusals  by  joint  stock 
banks,  are  significant  in  total  volume  in  the  economy.  There 
are,  however,  indications  that  this  may  be  so. 

18.  There  seems  no  doubt  that  the  restrictions  on  bank 
advances  have  had  some  effect  on  the  holding  of  stocks 
and  on  plans  for  capital  extension  and  replacement,  but  the 
Council’s  impression  is  that  the  effect  has  not  been  so  great 
as  might  have  been  expected.  The  situation  may  be  illustrated 
as  foDows.  When  a man  goes  to  buy  an  article  in  the  shops, 
he  is  shown  normally  a dozen  or  more  different  qualities 
and  patterns  from  which  to  choose.  Had  the  restrictions 
on  credit  operated  smoothly  and  automatically,  his  choice 
would  have  been  reduced  to  a much  smaller  range  ; but 
in  fact  it  is  as  wide  as  ever.  One  reason  for  this  is  referred 
to  later  in  this  memorandum  imder  the  heading  of  trade 
credit.  Credit  is  undoubtedly  being  stretched  all  the  way 
throu^  the  industrial  and  commercial  structure.  The  retailer 
is  taking  much  longer  to  meet  his  payments  and  the 
manufacturex  is  in  effect  having  to  cany  the  stocks  for  him. 
To  do  this  the  mantifacturer  is  having  to  employ  all  his  own 
liquid  resources  and  obviously  there  must  be  a limit  to  that 
process  also.  Even  as  it  is,  there  is  an  impact  on  the  economy 
in  that  companies  with,  perhaps,  plans  for  development  of 
fixed  assets  have  had  to  shelve  these  because  liquid 
resources  earmarked  for  expansion  are  now  being  used  in 
the  business.  This,  no  doub^  is  one  effect  that  the  Chancellor 
intended,  but  it  affects  good  projects  and  bad  projects  alike. 

19.  On  the  way  in  which  the  restrictions  are  applied  in 
practice,  the  Council  has  been  assured  that  no  distinction 
is  made  by  the  banks  between  large  and  small  companies. 
Thfa  is  a point  on  which  there  is  nevertheless  some  doubt. 
It  is  felt  that  large  companies  have  easier  access  to  other 
sources  of  credit  and  that  in  any  case  they  are  not  subjected 
to  the  same  pressure  from  the  banks  as  the  small  concern 
is  apt  to  be.  This  may  well  be  due  to  the  fact  that  few 
concerns  are  engaged  in  export  business  or  in  work  that  is 
in  the  direct  national  interest.  It  is  dfficult,  however,  to 
see  what  can  be  done  about  this  situation.  The  small  business 
has  many  disadvantages  as  compared  with  large  scale  enter- 
prise, and  this  latest  difficulty  may  have  to  be  accepted  as 
another  of  the  harsh  facts  of  modem  economic  life.  The 
Council  would  point  out,  however,  that  the  effect  on  a small 
business  of  a refusal  by  the  bank  is  more  acute  than  in  the 
case  of  a big  company  which  at  least  has  access  to  other 
sources. 

20.  Although  the  restrictions  on  bank  lending  are  accepted 
as  necessary  and  it  is  felt  that  tho'  are  working  in  the  right 
direction,  to  some  extent  at  any  rate,  the  CouncU  is  of  opinion 
that  useful  results  will  not  be  forthcoming  unless  the  state 
undertakings  and  local  authorities  are  compdled  to  play 
their  part  in  cutting  down  spending.  A feeling  exists,  and 
^th  justification,  that  when  restrictions  were  imposed  on 
industry  in  the  past,  these  parts  in  public  ownership  were 
allowed  to  escape  the  effects.  There  are  welcome  signs 
however,  that  on  this  occasion  these  bodies  are  to  be 
subject  to  restriction  in  the  same  way  as  the  private  sector 
of  industry.  The  Council  hopes  that  this  will  be  the  case 
Business  concerns,  affected  as  they  all  are  by  Government 
regulations,  do  not  accept  the  necessity  for  these  the  more 
readily  when  they  see  national  and  local  authorities  con- 
tinuing to  spend  vast  sums  without  restraint  and  in  some 
cases  apparently  without  results  beneficial  to  the  country’s 
economy. 

21.  The  general  question  has  been  discussed  as  to  whether 
the  close  control  which  the  Treasury  has  exercised  over  the 
banks  since  the  War  has  caused  some  of  the  country’s 
difficulties,  inasmuch  as  the  economy  had  not  been  permitted 
to  function  according  to  normal  economic  laws  bearing  in 
mmd,  of  course,  that  as  a matter  of  business  pmdence  banks 
will  Imd  only  to  credit-worthy  borrowers,  The  Council’s 
view,  however,  is  that  in  post-war  conditions  it  was  essential 
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for  the  Treasury  to  have  a fairly  close  control  over  the 
lending  activities  of  the  banks  and  that  the  difficulties  of  the 
country  could  not  be  attributed  to  this  fact. 

Interest  Rates 

22.  From  1932  to  1951  the  bank  rate  as  an  instrument 
of  monetary  policy  was  more  or  less  in  disuse.  Its  re- 
emergence  as  a component  of  policy  and  the  use  made  of 
it  have  therefore  been  of  particular  interest.  In  particular 
the  effect  on  business  enterprise  of  high  interest  rates  has 
been  a matter  for  close  study. 

23.  The  Council  realises  that  the  position  of  sterling  as 
an  intemational  currency  made  the  recent  decision  to  intro- 
duce a very  high  rate  inevitable,  regardless  of  its  effect  on 
the  internal  situation  in  the  United  Kingdom.  Nevertheless, 
it  is  considered  that  the  effect  of  a hi^  rate  of  interest  is 
bad.  It  is  a severe  burden  on  national  and  local  governments 
and  is  in  itself  inflationary.  It  imposes  an  undue  burden  also 
on  genuine  and  legitimate  private  borrowers,  particularly 
long-term  borrowers. 

24.  It  is  too  early  for  the  effects  of  the  latest  increase  in 
bank  rate  to  become  really  noticeable  and  results  have  at 
this  stage  to  be  estimated  largely  by  the  response  of  individuals 
to  the  Chancellor’s  steps.  However,  it  is  possible  to  say  that 
the  effect  so  far  is  less  than  might  have  been  expected. 
Where  business  is  profitable  some  concerns  will  be  prepared 
to  pay  very  hi^  rates  and  it  is  understood  that  some  finance 
companies  are  offering  10%  for  deposits  and  lending  money 
at  14%  to  16%.  It  is  ^so  reported  that  bills  are  being 
discoimted  on  account  of  forei^  houses  at  as  high  a rate 
as  15  % and  that  the  Chancellor  is  contemplating  a regulation 
to  stop  this  practice  which  amounts  to  borrowing  abroad  at 
a time  when  borrowing  is  under  severe  restrictions  at  home. 

25.  It  seems  to  the  Coimcil  that  the  main  question  to 
answer  is,  assuming  the  present  bank  rate  is  not  high  enough, 
can  the  process  be  taken  any  further  ? Could  the  country 
bear,  for  example  a 10%  rate  if  this  were  considered  necessary 
to  protect  sterling  ? 

26.  Even  in  terms  of  abstract  theory,  there  must  come  a 
time  when  the  net  cost  of  borrowing  makes  it  uneconomic. 
That  statement,  however,  proceeds  from  certain  assumptions. 
If  in  fact  the  borrower  can  and  does  add  the  extra  cost  to 
his  selling  price  and  if  increasing  incomes  permit  customers 
to  buy  his  goods,  then  interest  rates  have  little  or  no  effect. 
That  process  is,  of  course,  precisely  what  has  been  happening 
over  the  past  sbc  years,  during  which  the  bank  rate  has  risen 
from  2%  to  5i%  with  no  visible  effect  on  spending  ; rather 
the  reverse.  \^y  should  this  be  so  ? 

27.  It  appears  to  the  Council  that  since  last  the  bank  rate 
worked  effectively,  a number  of  features  have  developed 
which  have,  individually  and  cumulatively,  had  a potent 
effect  on  the  economy.  These  are  : — 

(a)  Enormous  public  expenditure  on 

(i)  Defence  and 

(ii)  Social  services  (including  a huge  housing  pro- 
gramme by  local  authorities  in  respect  of  which 
economic  rents  are  not  always  charged). 

(h)  The  development  of  nationalised  undertakings  which 
have  placed  undue  reliance  on  short-term  borrowing 
to  finance  long-term  capital  projects  and  trading 
losses.  (Incidentally,  this  method  of  financing  capit^ 
expenditure  is  a device  to  which  local  authorities 
have  had  constant  recourse  in  recent  years,  and 
many  of  them  are  now  finding  themselves  in  a difficult 
situation  when  long-term  interest  rates  have  risen 
sharply  and  short-term  finance  is  so  expensive.  Some 
of  these  programmes  of  investment  have  been  pro- 
secuted with  a certain  disregard  for  the  cost  of 
finance). 

(c)  The  high  level  of  taxation,  which  has  made  the  nett 
cost  of  borrowing  less  keenly  felt. 

28.  For  all  these  reasons  the  bank  rate  has  not  been 
completely  effective  by  itself,  so  that  the  Chancellor  has  had 
to  employ  other  measures  such  as  restrictions  on  bank 
advances  and  capital  borrowings.  At  one  time  a rise  in  the 
bank  rate  brought  gold  and  currencies  into  the  countp'  but 
whatever  may  have  been  the  position  in  the  past  this  will 
not  happen  now,  nor  in  the  future,  unless  the  foreigner  has 
confidence  in  the  pound.  The  present  Chancellor  has  said 
that  the  foreigner  will  only  have  confidence  in  the  pound 
if  people  in  this  country  also  have  confidence  in  it.  To  the 
Council  that  seems  to  state  the  position  exactly. 


29.  It  is  against  this  background  that  the  question  must 
be  asked  whether  the  latest  rise  in  the  bank  rate  will  succeed 
where  earlier  ones  have  not  been  effective.  Externally,  the 
immediate  effect  seems  to  have  been  beneficial.  Sterling  has 
rallied  strongly  and  foreigners  are  beginning  to  hold  sterling 
balances  again.  Internally  the  effects,  as  has  been  said  above, 
are  not  yet  fully  obvious. 

30.  It  is  of  course  known  that  the  Government  has  pro- 
mised to  reduce  the  undue  burden  of  the  circumstances 
mentioned  in  paragraph  27  above.  Capital  programmes  are 
in  fact  being  re-phased  and  cut  back.  It  may  be  that  if  the 
action  is  energetic  enough,  the  latest  rise  in  interest  rates 
have  a chance  to  operate  in  a way  that  earlier  increases  did 
not.  High  taxation,  however,  will  still  be  with  us  and  its 
effect  in  mitigating  the  burden  of  a hi^  rate  of  interest 
should  not  be  underestimated. 

31.  Finally  the  question  may  be  asked  if  despite  all, 
despite  penal  borrowing  rates,  inflation  goes  on,  what  should 
be  the  next  move — could  a bank  rate  oflO  % be  contemplated  ? 
The  view  of  the  Council  is  that  monetary  policy  is  now  being 
used  virtually  to  its  maximum  extent.  If  vendors  of  consumer 
goods,  and  especially  luxury  articles,  can  discount  bills  at 
15  % via  Zurich  and  still  make  a profit,  it  may  be  said  that 
they  are  going  to  go  on  doing  so  at  18  %.  If,  in  turn,  private 
incomes  can  still  keep  pace  with  the  prices  charged,  the  rake’s 
progress  will  continue.  This  road  inevitably  leads  towards 
the  devaluation  of  the  currency,  and  in  due  course,  heavy 
xmemployment  and  a destruction  of  living  standards.  A 
concomitant  result  would  be  enormous  losses  to  holders 
of  Government  securities  and  other  fixed  interest  obligations 
and  an  even  heavier  burden  would  be  placed  on  all  businesses 
where  established  trade  practice  necessitates  seasonal 
borrowing.  Beyond  the  7%  bank  rate  in  the  view  of  the 
Coimcil  is  not  a higher  rate  but  a re-appraisal  of  policy  to 
produce  more  selective  effects,  thus  bringing  the  whole 
economy  back  to  conditions  of  stability. 

Capital  Issues  Committee 

32.  The  function  of  the  Capital  Issues  Committee  is  to 
review  all  proposals  for  new  capital  issues  or  for  borrowing  in 
other  ways  (for  example,  from  the  Finance  Corporation  for 
Industry  or  the  Industrial  and  Commercial  Finance  Corpora- 
tion) but  not  from  the  banks  in  ordinary  course  of  business. 
Under  present  regulations  all  proposed  borrowings  of  £10,000 
or  more  fall  to  be  so  reviewed.  In  carrying  out  its  duties 
the  Capital  Issues  Committee  has  regard  to  Government 
policy  on  physical  investment  as  communicated  to  it  from 
time  to  time.  A recent  directive  asked  it  also  to  consider 
whether  the  finance  sought  was  a requirement  which  would 
normally  be  met  by  bank  lending,  and  if  so,  to  refuse  it 
This  presumably  was  to  close  a possible  loophole  in  the 
credit  control  mechanism. 

33.  On  the  general  effect  of  the  Capital  Issues  Committee’s 
operations  there  is  little  to  be  said  which  is  not  covered  by 
the  remarks  on  bank  advances  and  interest  rates.  The 
control  exercised  by  file  Capital  Issues  Committee  is  thought 
by  the  CouncU  to  be  necessary  imder  post-war  conditions. 
Its  operations  are  thou^t  to  have  been  fair  and  reasonable 
and  not  oppressive.  Reports  have  daclosed  that,  un^ 
receit  moniiis,  between  85  % and  95  % of  aU  applications  were 
approved. 

34.  A view  was,  however,  expressed  that  the  «rmallp.r 
business  is  at  a disadvantage  when  it  comes  to  seeking 
C.I.C.  consent.  Once  again  this  may  be  due  to  the  fact 
that  the  smaller  firms  tend  to  be  in  lines  of  business  which 
are  not  given  priority  by  the  authorities  at  the  present  time. 
This  has  been  aggravated  by  the  lowering  of  the  limit  requiring 
C.I.C  approved  from  £50.000  to  £10,000  and  any  difficulty 
experienced  would  probably  disappear  as  soon  as  the  previous 
limit  can  be  restored. 

35.  The  following  detailed  points  have  been  noted  : — 

(а)  The  Capital  Issues  Committee  gives  no  reason  for 
its  decisions,  Md  no  “case  law”  has  therefore  been 
built  up.  This  is  not  considered  wrong,  since  the 
factors  affecting  the  policy  which  the  Capital  Issues 
Committee  must  implement  are  constantly  changing. 

(б)  The  limit  of  £10,000  is  too  low.  It  is  suggested  that 
this  should  be  raised  again  to  £50,000  as  soon  as 
circumstances  permit. 

(c)  The  subsidiary  piurpose  of  the  Capital  Issues  Com- 
mittee— ^that  of  ensuring  orderliness  in  the  capital 
market  by  regulating  the  timing  of  large  issues — is 
commended. 
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(d)  It  is  (UQkult  to  criticise  the  Capital  Issues  CtHnmittee 
in  existing  credit  conditions  when  the  Committee 
must  obviously  observe  the  greatest  strictness  in  its 
decisions.  Eighteen  months  ago  or  earlier  a committee 
considmng  to  matter  might  have  take  a different 
view  since  the  policy  of  the  Capital  Issues  Committee 
is,  and  has  always  been,  so  closely  controlled  by  the 
Government  of  the  day. 

Jfire  Purchase  Finance 

36.  Hire  purchase  trading  has  become  extremely  important 
in  this  country.  For  example,  the  high  cost  of  setting  up  a 
home  now  means  that  this  is  commonly  done  on  hire  purchase 
or  some  other  deferred  payment  terms.  Even  the  best 
retail  houses  are  now  prepared  to  operate  the  system  and 
any  opprobrium  which  may  once  have  tinged  such  transactiems 
is  now  fast  disappearing.  The  Govemment  has  recognised 
the  importance  of  hire  purchase  trading  and  by  rr^tlarinn 
has  sought  to  control  i^  mainly  by  varying  the  size  of  the 
deposit  required.  This  now  amounts  to  50%  of  the  purchase 
price  in  tl«  case  of  a considerable  range  of  goods. 

37.  The  Council  sought  evidence  of  the  effect  of  increasing 
the  deposits  required.  There  is  no  doubt  that  su^  an 
increase  has  an  immediate  effect  in  slowing  down  s^.  but 
this  appears  to  last  only  over  a comparatively  tort  period, 
after  which  sales  start  to  rise  again.  This  trmd  may  not  be 
general  over  the  whole  field  of  hire  purchase  trading  but 
it  seems  to  be  characteristic  of  a substantial  part  of  it.  The 
Council  understands  that  there  is  doubt  as  to  whether 
money  not  used  on  hire  purchase  deposts  in  these  circum- 
stances is  in  fact  saved.  In  some  cases  no  doubt  it  is,  at 
any  rate  tmtil  the  amount  of  the  new  depo^  has  been 
accumulated  ; but  the  indications  are  that  in  many  cases 
it  ^ simply  consumed  in  other,  and  perhaps  sexually  less 
desirable  ways.  This  arises  from  the  fact  that  many  house- 
holds with  large  money  incomes  under  present  day  conditions 
just  do  not  have  the  habit  of  saving.  Subject  to  one  point 
noted  in  paragraph  38  below,  it  is  difficult  to  see  any  more 
effective  way  of  cxMitroUing  hire  purdiase  and  the  Council 
has  no  suggestion  to  offer. 

38.  With  regard  to  the  financing  of  hire  purchase  trans- 
actions, the  banks  haw  been  told  that  increased  overdraft 
fadlides  are  not  to  be  panted  to  finance  hire  purchase 
sales.  This  must  be  difficult  for  a banker  to  control.  The 
Council  has  noted,  too,  that  hire  purchase  finance  companies 
continue  to  advertise  for  deposits  at  rates  wMch  must  be 
very  attractive  to  those  with  large  or  small  snme  of  money 
to  lend.  It  would  appear  that  such  companies  are  stiU 
finding  a use  for  the  money.  Other  ways  in  which  large 
retailers  are  managing  to  finance  hire  purchase  in  face  of  the 
credit  squeere  is  by  increased  credit  from  manufacturers  and 
“sale  or  return”  arran^ments  which  many  of  tbm  are 
prepared  to  offer.  The  impression  is  that  rttailers  are  able, 
by  one  method  or  anotba,  to  financa  all  or  most  of  the 
hire  purchase  business  they  can  find  in  face  of  the  highi^ 
depots.  In  this  re^d  the  question  of  interest  rates  may 
merit  investi^tion  ty  the  autbeuities.  It  is  know  that  to 
hire  purchase  companies  are  taking  money  at  10%,  and 
obviously  to  can  i^y  be  profitable  if  an  extremdy  high  rate 
of  interest — often  cloaked  by  such  terms  as  “service 
charge” — is  charged  to  to  purchaser  of  to  goods.  In  to 
retaU  trade,  to  Council  was  informed  that  customers  almost 
never  what  the  rate  of  interest  is,  and  look  only  to  to 
amount  of  to  weekly  payment  in  rdatkm  to  to 

they  have  available. 

39.  In  the  opinion  of  the  Council,  control  by  means  of 
to  dq>osit  would  appear  to  have  reached  its  practical 
limit  at  50%.  If  there  were  any  furtho-  increase,  to  trans- 
action could  scaredy  be  termed  hire  purchase  at  ail. 
Availability  of  finance  other  than  from  Banks 

40.  The  Council  assumes  that  to  activities  of  such 
institutions  as  merchant  or  industrial  banks,  dimunt  houses 
and  so  on  were  comprised  in  this  heading.  As  already 
stated,  it  has  recently  been  suggested  that  to  amounts 
raised  from  such  sources,  instead  of  from  the  joint  stod: 
banks,  are  rising  steadily.  At  one  time  to  insurance  companies 
may  have  been  investing  relatively  lar^  amounts  of  capital 
in  industry,  without  being  subject  to  any  review  by  the 
Capital  Issues  Committee,  but  to  lowering  of  the  exemption 
limit  to  £10,000  has  had  the  effect  of  bringing  such 
transactions  within  its  scope.  It  is  well  known  that  insurance 
companies  are  disinclined  to  make  small  advances  because 
of  difficulty  in  control  and  supervision. 


Changes  in  the  use  of  Trade  Credit 

41.  There  is  no  doubt  that  restrictions  on  bank  advances 
and  to  rise  in  interest  rates  have  together  caused  substantial 
changes  in  practice  in  the  field  of  trade  credit.  As  stated 
earlier,  extended  credit— now  an  increasing  force — is  probably 
to  most  important  way  in  which  retailers  and  others  overcome 
to  refusal  of  their  banks  to  increase  or  even  to  maintain 
to  levd  of  their  overdrafts.  This,  of  course,  only  shifts 
to  problem  one  stage  further  back ; but  so  far  the 
manufacturers  and  wholesalers,  with  their  greater  resources, 
have  managed  to  accept  this  added  burden  ^ough  sometimes 
at  to  expense  of  projected  development  in  their  own  busi- 
nesses. Obviously  a limit  will  be  reached  in  due  course, 
but  meantime  this  process  is  probably  one  of  the  main  reasons 
why  to  credit  squeeze  has  been,  on  the  surface,  of  limited 
effect  up  till  now.  Cumulatively,  the  longer  credits  which 
retailers  have  been  able  to  obtain  must  constitute  an 
important  factor. 

42.  Alterations  in  trade  credits  have  also  blunted  the 
effect  of  hitter  interest  rates.  Once  the  overdraft  rate 
passes  a certain  point,  cash  discounts  on  normal  terms 
become  unattractive,  and  traders  prrfer  to  take  longer  credit, 
even  although  some  suppliers  are  charging  interest  on  overdue 
balances.  Stocks,  therefore,  continue  to  be  carried  where 
otherwise  they  would  have  to  be  reduced.  Somewhere,  of 
course,  restriction  must  take  place,  and  the  Council  believes 
that  at  present  this  is  done  by  manufacturers  cancelling, 
reducing  or  postponing  plans  for  investment.  This  is  not  in 
itself  a desirable  development  although  it  may  conform  with 
GovemnKnt  policy  at  the  present  time.  A regulation  designed 
to  ensure  that  traders  paid  their  bills  within  a certain  number 
of  days  would  be  difficult  to  frame  and,  in  to  view  of  the 
Committee,  an  undesirable  form  of  control. 

Suggestions  for  improving  Short,  Medium  and  Long-Term 

Finance 

43.  It  is  assumed  that  to  Committee’s  request  for 
suggestions  for  improving,  if  necessary,  arrangements  for 
providing  short,  mrfium  and  long-term  finance  for  industry 
and  trade,  including  exports  refers  to  some  future  state  of 
things  when  present  difficulties  have  beeu  overcome.  The 
matter  is  therefore  considered  in  this  context. 

44.  The  Macmillan  Report  of  1931  drew  attention  to 
what  was  then  considered  a weakness  in  the  capital  market 
for  home  investment.  The  proposals  then  made  and 
subsequent  developments  have  rectified  this  wealmess ; 
and  it  could  today  be  said  that — given  normal  conditions — 
to  sources  from  which  a sound  business  enterprise  can  secure 
capital  on  appropriate  tenns  are  adequate  and  attractive. 
In  particular,  institutions  have  been  created  which  cater 
for  the  needs  of  smaller  businesses,  and  it  may  in  passing 
be  noted  that  the  impact  of  death  duties  causes  many 
companies  of  relatively  small  size  to  seek  a stock  exchange 
quotation  often  under  the  sponsorship  of  such  institutions. 

45.  One  or  two  small  points  have  however  been  noted. 
The  Industrial  and  Commercial  Finance  Corporation  was 
instituted  with  the  purpose  of  supplying  risk  capital  of  a 
more  pennanent  type  than  the  banks  could  individually 
give,  in  order  to  assist  developing  companies  until  they 
were  in  a position  to  go  to  the  market  themselves.  It  has 
been  su^ested  to  to  Council  that  the  Corporation  seems 
to  some  extent  to  have  lost  sight  of  its  original  purpose  and 
to  have  become  too  concerned  with  producing  improved 
results  from  its  own  activities — ^in  opposition  to  the  risk 
function  which  it  originally  assumed.  This  is  a trend  that 
seems  to  overtake  aU  organisations  of  this  kind  and  to  an 
extent  it  is  understandable.  Some  adjustment  of  policy  is 
perhaps  necessary. 

46.  There  is  evidence,  too,  of  a gap  whidi  apparently 
exists  in  the  capital  market,  namely,  for  the  provision  of 
permanent  capi^  for  the  small  company  in  need  of  from 
say,  £5,000  to  £20,000.  Formerly  this  gap  may  have  been 
filled  by  private  friends  of  the  proprietors  who  were  prepared 
each  to  lend  or  invest  a few  hundred  or  a few  thousand 
pounds.  The  view  was  expressed  that  this  is  a field  which 
should  be  served  by  the  banks,  but  it  was  also  argued  that 
the  provision  of  permanent  capital — i.e.  capital  sunk  in 
fixed  assets— is  no  part  of  the  function  of  a bank  and -further- 
more that  to  difficulty  of  repaying  such  capitsd  borrowings 
out  of  taxed  revenue  is  a very  real  one.  One  possibili^ 
which  was  suggested  to  to  Council  is  the  formation  of  a 
company  or  institution  for  to  hiring  of  plant  and  machineiy 
to  smaller  businesses  which  are  not  able  to  buy  outright  or 
even  on  hire  purchase  terms.  It  is  understood  that  this 
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practice  is  employed  successfully  and  on  quite  a large  scale 
in  the  United  States  of  America.  It  was  also  pointed  out 
that  if  a floating  charge  over  assets  could  be  created  in 
Scotland,  as  in  England,  certain  of  the  needs  of  such 
companies  could  be  met.  The  subject  of  security  over  move- 
ables is  dealt  with  separately  below.  On  the  more  general 
point  the  Council  is  not  of  opinion  that  bank  leading  is 
the  proper  solution.  It  is  a question  which  the  Committee 
may  find  worth  considering,  if  there  is  further  evidence  that 
the  problem  is  a serious  one. 

Additional  Matters 

47.  In  addition  to  considering  the  topics  spedfically 
raised  by  the  Committee,  the  Council  devoted  attention  to 
certain  other  matters  of  which  mention  may  now  be  made. 
Impact  of  Taxation 

48.  The  CouncU  considered  the  impact  of  taxation  on 
monetary  policy.  It  is  the  view  of  the  Council  that  hfgh 
taxation,  both  direct  and  indirect,  is  of  itself  inflationary 
and  has  an  effect  on  costs  and  therefore  on  prices.  It  is 
agreed,  however,  that  inequities  in  the  taxation  law  and 
recommendations  to  deal  with  these  are  not  matters  of 
concern  to  the  Committee.  Some  more  general  conclusions 
are,  however,  recorded  : — 

(а)  The  high  level  of  personal  and  business  taxation 
colours  the  outlook  of  people  on  every  social  level 
and  tends  to  encourage  waste  and  evasion. 

(б)  ^ inordinate  amount  of  time  in  business  is  spent 
in  considering  the  taxation  implications  of  every 
decision  at  a time  when  all  the  energies  of  proprietors 
and  managers  should  be  devoted  to  producing  more 
and  selling  more. 

(c)  The  high  level  of  taxation  retards  business  expansion 
as  it  is  difficult  to  accumulate  capital  for  the  purchase 
of  new  assets. 

Statistics 


49.  The  Council  recognises  the  value  of  the  up-to-date 
information  yielded  by  statistics  and  statistical  method  and 
therefore  reviewed  the  statistics  available  to  the  Government 
and  to  business.  Consideration  was  given  as  to  whether 
they  were  adequate  and  were  produced  with  sufficient 
promptitude  to  enable  informed  decisions  to  be  taken  in 
the  field  of  monetary  and  financial  policy  and  in  other 
business  fields.  The  general  view  is  that  the  statistics  now 
available  are  as  comprehensive  and  are  produced  as  speedily 
as  can  reasonably  be  looked  for  and  are  certainly  adequate 
for  the  purpose  of  informing  those  responsible  for  decisions 
on  trends  in  matters  vital  to  the  economy  of  the  United 
Kingdom.  It  is  the  opinion  of  the  Council,  therefore,  that 
there  is  no  major  deficiency  in  this  field,  but  it  is  a field  in 
which  there  will  always  be  progress  of  which  the  increasing 
use  of  electronic  devices  is  one  example. 

Security  over  moveables 


50.  The  Coimcil  appreciates  that  the  Committee  will  wish 
to  be  informed  of  any  aspects  of  monetary  and  credit  policy 
in  which  a distinctively  Scottish  problem  exists  or  where 
the  point  of  view  of  Scottish  industry  and  commerce  mighr 
differ  from  that  of  the  United  Kingdom  generally.  In  fact, 
a surprisingly  small  number  of  points  of  purely  Scottish 
inter«t  has  emerged.  This  no  doubt  arises  from  the  fact 
that  in  monetary  and  fiscal  matters  there  is  a common  poliq^ 
and,  broadly  speaking,  a common  legislative  code  for  the 
whole  of  the  United  Kingdom. 

51.  One  important  point,  however,  arose  and  this  concerns 
the  methods  of  creating  a security  over  moveables  in  Scotland 
and  in  particular  the  question  of  whether  the  introduction 
of  a floating  charge  would  be  beneficial.  There  are  in  England 
two  forms  of  security  which  have  no  counterpart  in  Scottish 
law  and  practice. 


(a)  The  Floating  Charge 

The  first  of  these  is  the  system  of  the  floating  charge 
by  which  a company  in  i^gland  can  create  a securi^ 
over  its  plant  and  machinery,  hs  stock  and  work  ii 
progress  and  its  book  debts  while  still  retaining 
possession  of  the  security  subjects.  In  Scots  law  g 
valid  securi^  over  moveables  cannot  in  general  b< 
CTMted  without  physical  possession.  In  England  bj 
this  method  a company  can  obtain — ^restrictions 
apart — bank  advances  to  a Jsum  broadly  equivalem 
to  the  realisable  value  of  its  whole  assets.  It  car 
thus  double  up”  on  its  capital,  as  the  method  has 
been  colloquially  described. 


(6)  Equitable  Security 

In  England  delivery  to  jt  creditor  of  documents  of 
title,  for  example  a share  certificate,  a life  assurance 
policy  or  titles  to  land,  confers  on  the  recipient  an 
equitable  title  recognised  as  such  in  bankruptcy  and 
liquidation.  In  Scotland  the  execution  of  a deed  and 
its  registration  with  attendant  cost,  often  including 
stamp  duty,  is  essential. 

52.  In  the  first  of  these  cases  little  procedure  is  required 
to  create  the  security  and  in  the  second  none  at  all  is  strictly 
necessary  although  commonly  a letter  is  exchanged.  Both 
methods  are  therefore  relatively  inexpensive  and  they  greatly 
facilitate  borrowing  in  England,  particularly  from  the  banks. 
On  the  other  hand  the  banks  have  a preferred  claim  on, 
usually,  most  or  all  of  the  assets  of  the  borrower,  and  ordinary 
trade  creditors  tend  to  find  themselves  without  recourse  of 
any  kind.  Since,  however,  a floating  charge  must  be  registered, 
trade  creditors  can  obtain  a fore-knowledge  of  the  position. 

53.  It  has  been  urged  upon  the  Council  that  the  inability 
of  Scottish  companies  to  create  a floating  charge  over  their 
assets  is  a great  handicap  from  which  English  firms  do  not 
suffer  : that  this  disadvantage  should  be  relieved  by  the 
introduction  of  the  floating  charge  and  also  the  recognition 
of  an  equitable  security  in  Scotland.  This  view  is  understood 
to  be  strongly  held  in  Scottish  banking  circles  and  many 
manufacturing  companies  share  it.  The  advantages  are  not, 
however,  free  from  doubt.  The  position  of  the  ordinary 
trade  creditor  who  knows  that  under  the  present  law  he 
ranks  pari  passu  with  the  bank  in  a liquidation  would  alter 
markedly  for  the  worse.  He  fears  that  he  would  still  be  ex- 
pected to  provide  credit,  although  he  would  have  little  hope 
of  recovering  anything  if  bankruptcy  should  supervene. 

54.  Some  interests  did  not  therefore  view  with  pleasure 
ffie  situation  which  would  arise  if  floating  charges  were 
introduced  in  Scotland.  Nowadays  hire  purchase  is  widely 
used  in  the  acquisition  of  industrial  plant.  A company, 
therefore,  nught  in  an  extreme  case  have  half  of  its  plant 
being  acquired  under  hire  purchase  arrangements  while 
the  rest  of  the  plant  and  most  of  its  other  assets  were  subject 
to  a floating  charge  ; such  a firm  would  yet  look  for  credit 
from  its  suppliers.  It  may  be  that  modem  conditions  force 
aixeptance  of  this  situation  but  to  those  in  Scotland  who 
hold  to  the  traditional  ways  it  is  none  the  less  a distasteful 
state  of  affairs. 

55.  Strong  reservations  would  also  be  expressed  by  some 
interests  with  regard  to  equitable  security.  It  is  felt  that 
this  proced^e  attaches  too  much  importance  to  the  document 
itself  as  distinct  from  the  legal  right  which  it  represents 
wA  coi^uent  risks  following  its  loss  or  unauthorised  use. 
Difficulties  may  also  arise  as  to  the  reason  why  a document 
has  been  handed  over  : for  example,  it  may  be  merely  for 
safe  keeping  or,  if  in  security,  there  may  be  doubt  as  to  what 
obligation  it  secures.  On  such  matters  it  may  be  necessary 
to  fall  back  on  parole  evidence. 

56.  The  Council  is  aware  that  there  are  many  who  on 
national  and  personal  grounds  alike  would  be  glad  to  see 
coi^ercial  law  and  practice  in  Scotiand  and  England 
assimilated.  In  fact,  this  has  largely  been  achieved  already, 
and  many  of  the  measures  passed  during  the  last  eighty 
years  have  been  in  most  particulars  common  to  both  coimtries. 
When,  however,  one  is  dealing  with  a subject  like  security, 
some  may  feel  that  there  is  more  than  mere  commercial  law 
involved.  In  such  a question  fundamental  matters  touching 
pCTSonal  rights  are  raised  and  it  may  be  argued  that  the 
subject  is  too  important  to  be  dealt  with  purely  on  the  issue 
of  satisfactory  commercial  practice.  The  value  of  facilities 
of  the  English  type  to  developing  businesses  is,  however, 
incontrovertible  and  the  question  resolves  itself  into  one  of 
decidmg  priorities. 

57.  The  majority  opinion  might  be  that  the  floating 
charge  is  recognised  as  possessing  great  advantages  and 
that  Its  introduction  into  Scotland  is  worth  close  investigation 
It  IS  considered,  however,  that  this  is  not  a matter  which 
could  be  settled  by  a body  such  as  the  Committee  which 
has  a much  wider  purpose  and  deals  with  matters  affecting 
the  whole  of  the  United  Kingdom.  Such  a basic  reform  in 
ffie  law  of  Scotland  would,  it  is  felt,  have  to  be  dealt  with 
by  a pmely  Scottish  Committee  representing  industrial, 
commercial,  banking  and  legal  interests.  It  is  suggested  that 
the  Committee  should  consider  making  a recommendation 
to  that  effect. 
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Changes  in  Fiscal  Policy 

58.  An  unsettling  feature_  of  the  economic  scene  since 
the  war  has  been  the  repeated'alterations  in  the  laws  governing 
investment  allowances  and  initial  allowances  and  the  constant 
changes  in  rates  of  purchase  tax.  These  alterations  have 
made  it  difficult  for  firms  to  plan  investment  and  production 
in  orderly  fashion,  since  decisions  taken  at  one  time  may  have 
to  be  carried  out  in  completely  changed  conditions.  In 
purchase  tax  matters  also,  the  disturbing  effect  of  such 
changes  on  the  public  must  not  be  overlooked.  It  is  appre- 
ciated that  the  Government  of  the  day  must  have  full 
freedom  of  action  in  giving  effect  to  its  financial  policy, 
but  it  is  thought  that  the  Committee  should  take  Ihe 
opportunity  of  stressing  the  real  difficulties  created  for 
industry  and  commerce  by  such  frequent  changes. 

Savings 

59.  One  further  point  which  the  Council  has  considered 
is  the  effect  on  the  economy  of  the  savings  of  individuals 
and  businesses. 

60.  The  savings  of  businesses  can  only  be  regarded  as  a 
temporary  feature  in  most  concerns,  although  it  is  recognised 
that  they  may  make  a valuable  contribution  at  a time  such 
as  the  present  when  the  need  to  exercise  restraint  in  capital 
projects — and  indeed  to  cut  back  such  projects — has  been 
stressed  by  the  Government.  The  point  has  already  been 
made,  however,  in  this  memorandum  that  in  many  businesses 
amounts  originally  set  aside  for  fixed  asset  investment  of 
one  sort  or  another  have  become  absorbed  into  working 
capital  by  reason  of  the  need  to  grant  longer  credit  to 
customers  and  the  high  cost  of  financing  stocks,  both  brought 
about  by  the  credit  squeeze. 

61.  Guided  by  the  important  activities  of  the  National 
Savings  Movement,  individual  savings  are  a factor  of 
permanent  importance  in  the  monetary,  and  indeed  in  a 
wider  sphere.  The  Council  recognises  the  various  steps 
which  have  been  taken  by  the  Government  in  recent  years 
to  increase  the  attractiveness  of  various  forms  of  savings — 
Defeice  Bonds,  new  issues  of  National  Savings  Certificates, 
exemption  from  tax  of  the  first  £15  of  Trustee  and  Post 
Office  Savings  Bank  interest  and,  most  recently,  the  novelQ' 
of  the  Premium  Bond.  It  is  a paradox  of  the  present  situation 
that  those  who  have  invested  their  savings  in  marketable 
Government  securities  such  as  War  Loan  and  Savings  Bonds 
have  not  fared  so  well. 

62.  In  the  field  of  individual  savings,  the  position  of  the 
Trustee  Savings  Banks  appears  to  the  Council  rather  anoma- 
lous. The  value  and  usefulness  of  ffiis  simple  method  of 
5aving_  over  a very  long  period  of  years  needs  no  stressing, 
but  it  is  at  least  open  to  question  whether  the  interest  structure 
is  properly  geared  to  modem  conditions.  The  rate  of  interest 
which  the  Trustee  Savings  Banks  are  permitted  to  pay  to 
ordinary  depositors  has  ranained  the  same  since  1888— 
“unchanged,”  as  the  Financial  Secretary  to  the  Treasury 
said  recently,  “through  all  banking  vicissitudes  at  the 
figure  of  2i%”.  The  Financial  Secretary  who  was  speaking 
in  the  House  of  Commons,  in  the  debate  on  the  Trustee 
Savings  Bank  Bill  (a  measure  which  does  not  change  the 
rate  payable  to  depositors)  went  on  to  say  that  the  Tnjstee 
Savings  Banks  Association  was  quite  clear  and  unanimous 
that  ffiis  was  right  and  ou^t  to  continue.  The  Association 
did  not  wish  the  rate  of  interest  to  ordinary  depositors  to 
move  up  and  down,  and  ©cperience  and  the  success  of  the 
banks  had  shown,  it  was  claimed,  that  depositors  shared 
this  point  of  view  and  this  preference. 


63.  The  Council  appreciates  the  ratio  of  the  fixed  rate. 
The  depositors  have  complete  security  combined  with 
complete  liquidity.  They  have  the  advantage  of  a free 
banking  service  and  they  now  enjoy  the  first  £15  of  interest 
tax  free.  However,  the  Government  has  made  clear  the 
necessity  for  raising  personal  savings  to  the  highest  possible 
level.  The  Council  takes  the  view  that  this  object  can  only 
be  achieved  in  one  way,  namely,  by  making  it  outstandingly 
attractive  for  people  to  save.  This  view  is  not  particularly 
related  to  the  present  high  bank  rate  although  it  may 
legitimately  be  asked  if  the  Government  is  justified  in  taking 
people’s  savings  at  2i%  with  the  bank  rate  at  7 %.  There  is 
a wider  issue.  In  the  fight  against  inflation  the  country 
needs  a large  volume  of  savings,  the  maximum  amount  that 
can  be  induced.  It  appears  inconsistent  that  the  monetary 
weapon  should  not  be  used  in  this  important  part  of  the 
field  also,  and  although  frequent  changes  would  cause 
administrative  inconvenience  to  the  Savings  Banks,  there 
seems  no  reason  why  depositors  should  not  get  the  benefit 
of  a hi^er  rate  at  times  like  the  present.  This  should  of 
course  apply  to  deposits  in  the  Post  Office  Saving  Ba^  also. 

64.  There  is  one  other  suggestion  which  the  Council 
think  should  be  considered.  In  the  returns  of  National 
Savings  and  in  public  pronoimcements  on  this  subject, 
reference  may  frequently  be  seen  to  the  rate  of  encashments 
of  Savings  Certificates.  The  current  issue  has  to  be  held  for 
ten  years  for  the  full  advantages  to  be  obtained.  This,  under 
modem  conditions,  is  a long  time  for  many  people.  The 
CouncU  suggests  that  a five-year  Certificate  with  an  attractive 
rate  of  interest  would  be  highly  appropriate  at  the  pr^ent 
time,  and  that  even  possibly  a toee-year  term  might  be 
considered.  The  advantage  of  this  appears  to  be  that  if 
the  economic  position  improves,  the  short-term  issue  could 
be  dropped  and  a new  issue  with  a Iowct  interest  rate 
substituted.  The  maximum  advantage  would  only  be 
obtained  from  the  point  of  view  of  savings  if,  say,  500  of 
the  short-term  Certificates  could  be  held  in  addition  to  the 
present  maximum  holding.  It  is  believed  that  such  an  issue 
would  attract  a considerable  amount  of  money  and  would 
be  a useful  aid  to  the  authorities  in  the  fight  against  inflation. 
Conclusion 

65.  Modem  conditions  have  brou^t  many  features  to 
the  economy  which  have  tended  to  outmode  the  operation 
of  the  so-called  classical  economic  laws  and  monetary 
theories.  It  is  difficult  to  avoid  the  conclusion  that  in  the 
conditions  of  to-day,  purely  monetary  disciplines  are  not 
enough. 

66.  In  this  regard  it  is  in  the  opinion  of  the  Council 
regrettable  that  the  two  main  political  parties  have  placed 
themselves  in  diametrically  opposed  positions  in  their 
approach  to  this  central  problem.  On  one  side  physical 
controls  are  of  the  essence  ; for  the  other  they  are  abhorrent 
and  a negation  of  freedom.  To  the  Coimcil  it  seems  unlikely 
that  any  complete  solution  to  the  problem  can  be  found, 
either  by  one  method  or  the  other.  \^ere  the  State  has 
assumed  such  great  responsibilities  in  so  many  parts  of  ffie 
field— a process  approved  by  both  political  parties— it  may 
on  occasion  have  to  employ  even  greater  powers  iintil  normi 
times  return,  including,  it  may  be,  a rationing  of  capital 
expenditure.  The  Council  does  not  feel  c^ed  upon  to  be 
more  specific,  but  it  feels  sure  that  monetary  control  will 
have  to  be  twanged  from  the  blunt  instrument  it  is  to  a 
sharper  weapon  capable  of  selective  use  in  the  vast  complex 
that  goes  to  make  up  the  modem  industrial  state. 

11th  November,  1957 


3.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  BRITISH  FEDERATION  OF 
COMMODITY  ASSOCIATION* 


1.  The  British  Federation  of  Commodity  Associations  was 
established  in  1943  at  a time  when  the  free  commodity 
markets  were  closed  and  their  functions  taken  over  by  the 
war-time  paraphernalia  of  state  trading.  Thought  was  then 
being  given  to  the  problem  of  reopening  these  markets  and 
of  their  liberation  from  war-time  controls.  This  primary 
aim  achieved,  the  Federation  has  remained  in  existence  as 
a means  of  maintaining  a link  between  the  24  trade  associa- 
tions that  comprise  its  membership.  These  associations  in 
their  turn  comprise  a membership  of  several  hundred 


* See  Minutes  of  Evidence  Qii5.  8S70to86l6. 


individual  firms.  The  British  Federation  acts  as  the  spokesman 
for  its  members  in  such  negotiations  as  require  a collective 
approach  to  the  authorities.  The  trade  associations  which 
the  Federation  represents  provide  rules  for  membership  and 
a framework  of  discipline  and  a power  of  sanctions  that 
have  been  found  essential  in  the  arrangements  made  between 
the  commodity  markets  and  the  Bank  of  ^^and  for  applying 
exchange  control  to  their  activities. 

2.  Functions  of  members  of  the  Federation.  There  is  wide 
variety  in  the  functions  and  nature  of  the  individual  fiTtrui 
that  comprise  membership  of  the  commodity  associations 
which  the  Federation  represents.  Some  are  merchants 
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dealing  botti  in  the  spot  and  terminal  markets  ; some  act 
only  as  brokers  ; some  combine  banking  with  their 
merchanting  activities  ; some  are  represented  in  London 
only  ; some  are  the  centre  of  a far-flung  group  of  associated 
or  subsidiary  firms  with  interests  in  the  production  of  the 
commodities  in  which  they  deal ; some  mix  their  meml^antine 
with  shipping  ; some  are  parts  of  great  industrial  enter- 
prises, interest^  not  only  in  merchanting  but  in  production, 
processing  and  even  in  the  retailing  of  the  produce  dealt 
in  on  the  commodity  markets. 

3.  Methotis  of  Finance.  There  is  as  much  variety  in  their 
methods  of  financing  their  operations  as  there  is  in  the 
firms’  composition.  Those  which  combine  their  men-ihantlng 
with  banking  or  with  such  parallel  or  ancillary  activities  as 
shipping,  are  able  to  finance  part  of  their  commodity 
transactions  from  resources  available  within  their  own 
firm  or  group.  Certain  firms,  though  purely  merchants, 
have  sufficient  cash  resources  at  their  disposal,  not  only  to 
finance  their  own  operations  and  to  be  virtually  independent 
of  any  assistance  from  their  banks,  but  to  extend  credit 
to  their  buyers  at  home  and  overseas.  Most  of  the  commodity 
traders,  however,  are  substantial  thou^  fluctuating  users 
of  coimnercial  credit. 

These  credit  facilities  fall  into  two  broad  categories  : 
acceptance  credits  and  cash  credits  or  overdrafts.  There 
has  over  the  years  been  a tendency  to  shift  away  from 
acceptances  and  bills  into  cash  advances  and  overdrafts. 
This  shift  has  been  induced  in  the  main  by  the  convenience 
and  elasticity  of  the  latter.  Cash  advances  and  overdrafts 
do  not  have  to  be  repaid  on  a specific  due  date.  The  amoimt 
used  can  be  varied  from  day  to  day  whereas  with  an  accep- 
tance credit  the  whole  amoimt  represented  by  bills  drawn 
and  discouQted,  is  utilised.  In  recent  times  it  has  been 
slightly  cheaper  in  terms  of  rates  quoted  to  borrow  on 
overdraft  than  on  acceptance  credits. 

The  mam.  variety  of  ways  in  which  London  commodi^ 
business  is  financed  may  be  summarised  as  follows  : — 

(a)  a common  method  is  a simple  bank  overdraft  arrange- 
ment, either  secured  with  some  collateral.  This 
collateral  is  not  necessarily  related  to  current  business, 
an  arrangement  which  leaves  the  trader  fr^  to  dispose 
of  his  various  documents  of  title  without  reference 
to  the  lender.  This  type  of  finance  is  particularly 
useful  where  volume  and  money  requirements  fluctuate 
and  whae  peak  requirements  are  outstanding  for  a 
short  period  of  time  only. 

ib)  Acceptance  credits  may  be  used  for  the  financing  of 
commodities  from  their  origin  or  point  of  sffipment 
to  their  destination.  Under  these  acceptance  credits 
drafts  are  drawn  which  allow  the  shipper  a sufficient 
period  of  credit  to  ship,  deliver  and  collect  proceeds 
from  his  buyer,  30,  60  or  90  days  ahead,  accordng 
to  circumstances. 

(c)  The  overseas  shippff  may  draw  on  his  own  house  in 
London  and  negotiate  the  bills  locally.  The  bills 
are  then  remitted  to  London  for  collection. 

id)  Where  credit  requirements  are  reasonably  constant, 
commodity  dealers  arrange  to  draw  bills  against 
acceptance  credits  opened  with  one  of  the  London 
banks  against  specific  shipments  of  merchandise. 
These  bills  usuaUy  for  30,  60  or  90  days  can  be 
discounted  in  the  London  Money  Market.  This  was 
the  traditional  “Bill  on  London”  which  at  one  time 
was  the  most  popular  means  of  financing  merchandise 
trade.  With  current  rates  of  discount,  acceptance 
commission  and  bill  stamps,  the  cost  in  terms  of 
interest  tends  to  exceed  rates  quoted  for  other  forms 
of  credit.  Nonetheless,  these  acceptance  credits  are 
still  gin  important  method  of  financing  commodity 
trade  and  are  widely  used  to  finance  exports  of 
merchandise  to  overseas  buyers. 

(e)  Certain  firms  utilise  unsecured  day-to-day  call  money 
facilities  which  are  available  in  the  City.  These  are 
subject  to  private  arrangements  and  are  available  only 
to  firms  of  considerable  size  and  to  which  longer 
term  Credit  lines  are  available.  Such  day-to-day 
borrotving  is  probably  the  cheapest  method  of 
financing  merchandise  but  it  has  its  obvious  dangers 
unless  kept  within  very  dose  bounds. 

4.  Effect  of  Changes  in  Credit  Policy.  At  no  time  during 
the  recent  credit  squeeze  have  the  commodity  markets  been 
seriously  hampered  in  their  operations  by  inadequacy  of 
the  credit  facilities  available  to  them. 


[Continued 


There  is  evidence,  however,  that  tight  mon^  conditions 
which  have  been  exi^enced  almost  throu^out  the  world 
have  had  a marked  influence  in  lowering  flie  prices  of  the 
commodities  in  which  th^  trade.  Consumers  have  been 
encouraged  to  reduce  their  inventories,  not  only  by  dear 
money  but  by  the  shift  towards  lower  prices  to  which  dear 
money  has  contributed.  Producers  and  merchants  have  been 
anxious  sellers  for  the  same  reasons. 

For  non-resident  borrowers  in  the  London  market,  the 
rigours  of  dear  money  have  to  a large  extent  been  mitigated 
by  the  substantial  discount  at  which  sterling  has  been  quoted 
in  the  forward  exchange  market.  When  overseas  importers 
of  sterling  commodities  finance  their  purchases  by  acceptance 
credits  opened  in  London  they  normally  cover  the  sterling 
that  will  be  required  to  meet  the  bills  on  maturity  by  the 
appropriate  forward  purchases  of  this  currency.  When 
sterling  can  be  bou^t  at  an  appreciable  discount  in  terms 
of  other  currencies,  as  has  recently  bem  the  case,  the  cost 
of  borrowing  in  London  is  correspoadin^y  reduced. 

5.  Sterling  as  the  Trading  Currency.  By  far  the  largest 
proportion  of  the  total  international  trade  in  commodities 
is  transacted  throughout  in  sterling.  Trade  between  London 
and  merchants  is  conducted  exclusively  in  sterling,  though 
there  is  a provision  which  allows  transactions  in  Philippine 
Copra  to  be  contracted  on  dollar  terms. 

The  bulk  of  the  commodities  dealt  in  is  of  sterling  area 
origin  ; but  even  where  the  commodities  are  of  non-sterling 
origin,  flie  rule  is  for  the  transactions  in  London  to  be 
invoiced  and  financed  in  terms  of  sterling 

Purchases  from  overseas  territories  are  sometimes  expressed 
in  terms  of  dollars  or  other  currencies,  but  in  such  cases 
the  London  merchant  covers  the  exchange  and  so  brings  all 
his  trading  operations  on  to  a sterling  denominator. 

During  the  period  of  high  interest  rates  in  Loudon  and 
of  the  consequent  widening  of  the  forward  premium  at  which 
many  currencies  have  been  quoted  in  terms  of  sterling,  there 
has  been  a certain  tendency  to  invoice  exports  in  terras  of 
dollars,  marks  or  other  currencies.  By  selling  these  currencies 
forward  the  seller  has  secured  the  benefit  of  the 
premium.  The  extent  of  this  switch  from  sterling  into 
foreign  currency  invoicing  has  so  far  been  comparatively 
modest ; but  it  is  a reminder  that  abnormally  dear  money 
in  the  London  market  and  the  attendant  discount  on  forward 
sterling  must  in  the  long  nm  be  inimical  to  the  use  of  sterling 
as  the  currency  most  widely  used  in  international  commodi^ 
trading. 

6.  Contributions  to  the  earnings  of  the  City.  The  London 
commodity  markets  make  a substantial  contribution  to  the 
invisible  earnings  that  help  the  United  Kingdom  balance 
of  payments,  The  bulk  of  the  trade  handled  by  these  markets 
is  in  commodities  that  never  touch  the  shores  of  tMs  country. 
The  earnings  of  these  markets  fall  into  two  main  categories  : 
the  dealing  margins  made  by  these  Anns  in  their  day-to-day 
operations  ; commissions  and  brokerages  which  accrue  to 
them  in  executing  orders  for  their  customers. 

The  total  turnover  of  these  markets  has  varied  considerably 
in  recent  years  with  the  fluctuations  in  the  level  of  commodity 
prices.  Over  the  past  four  years  it  has  probably  varied  within 
limits  that  may  be  set  at  £750  million  to  £1,000  million  a 
year.  The  overseas  earnings  derived  dirertly  from  these 
transactions  are  very  difficult  to  estimate  with  any  precision 
but  may  be  put  at  somewhere  between  £20  million  and 
£30  million  a year.' 

These  direct  earning  are  only  part  of  the  contribution 
which  these  markets  make  to  the  balance  of  payments. 
The  trade  in  commodities  brings  in  a great  deal  of  ancillary 
business  such  as  shipping,  insurance  and  finance  which 
would  not  otherwise  be  transacted  and  which  in  their  turn 
contribute  to  the  earnings  of  the  City  of  London. 

Mention,  should  also  be  made  of  the  fact  that  the  terminal 
markets  in  which  manufacturers  can  cover  the  risk  of 
fluctuations  in  the  prices  of  commodities  they  have  to  stock 
give  valuable  service  to  commerce  and  industry.  A ^ance  at 
the  recently  published  reports  of  companies  in  many  processing 
industries  will  reveal  which  firms  have  availed  themselves  of 
the  facilities  of  these  terminal  markets  and  which,  by  failing 
to  do  so,  have  sustained  the  inventory  losses  that  inevitably 
occur  over  a period  of  falling  commodity  prices. 

7.  Commodity  Trading  and  Exchange  Control.  Commodity 
markets,  whose  operations  are  as  world-wide  as  those  in 
Britain,  depend  for  their  functioning  on  freedom  of  payments 
to  and  from  the  outside  world.  Sterling  exchange  control 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


104 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued] 


3.  The  British  Federation  of  Commodity  Associations 


would,  at  first  sight,  appear  to  be  incompatible  with  the 
freedom  that  is  essential  to  these  markets.  It  has,  however, 
been  found  possible  to  reconcile  exchange  control  with 
freedom  of  international  commodity  dealings,  by  virtue  of 
the  “commodity  scheme  accoimts”  operated  through  the 
Bank  of  England.  These  provide  the  freedom  required  for 
commodity  dealings  in  every  part  of  the  world,  indi?riing 
the  American  Account  Area,  and  substitute  peri<^ic  post-hoc 
inspection  of  these  accounts  for  the  prior  authorisation  of 
deals  that  would  otherwise  be  requirei  It  would  be  outside 
the  terms  of  reference  of  this  evidence  to  describe  the 
functioning  of  these  commodity  scheme  accounts,  but  we 
should  like  to  take  this  opportunity  of  acknowledging  the 
readiness  with  which  the  Bank  of  England  has  understood 
our  problems  and  bent  the  exchange  control  niles  to  meet 
our  requirements.  The  officials  concerned  have  not  only 
been  approachable  but  have  made  themselves  fully  conversant 
with  the  intricacies  of  each  market.  These  commodity 
schemes  have  worked  exceptionally  smoothly  and  have 
provided  the  best  kind  of  example  of  the  marrying  of  freedom 
with  controls.  If  controls  are  necessary  at  all,  this  is  the 
way  in  which  they  should  be  operated. 

8.  Multiple  Exchange  Rates.  Although  the  problem  of 
multiple  exchange  rates  is  not  of  immediate  topical  interest. 


we  would  like  to  remind  the  Committee  of  the  losses  and 
inconvenience  suffered  by  commodity  traders  some  years 
ago  through  the  disparities  in  die  rates  of  exchange  at  whicji 
various  types  of  sterling  were  then  quoted.  When  transferable 
sterling  fell  to  an  appreciable  discount  in  terms  of  rates 
quoted  in  the  official  market,  it  became  possible  for  foreign 
merchants  who  had  access  to  the  cheaper  forms  of  sterling 
to  buy  sterling  area  commodities  and  sell  them  to  hard 
currency  countries  on  terms  which  undercut  British  merchants 
to  whom  the  use  of  transferable  sterling  was  denied.  In 
this  way  Britain’s  gold  and  doUar  reserves  were  deprived  of 
hard  currency  e^ings  that  should  have  been  flowing  to 
them  and  in  addition  British  merchants  found  long  established 
trading  connections  overseas  damaged  by  competition  that 
was  based  on  wholly  artificial  factors.  This  “commodity 
shunting”^  has  disappeared  now  that  the  rates  for  transferable 
mid  official  stmling  have  been  brought  sufficiently  close 
together  to  make  it  unprofitable.  But  as  long  as  the  two 
separate  of  sterling  persist  and  while  there  is  a possibility 

of  future  divergence  in  toir  rates,  a potential  danger  to  the 
British  commodity  markets  and  to  all  th^  mean  in  the 
context  of  the  balance  of  payments,  can  be  said  to  exist. 

2Sth  March,  1958. 


4.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  EXPORT  GROUP  FOR  THE 
CONSTRUCTIONAL  INDUSTRIES* 


I.  Introduction 

1.  This  Memorandum  deals  with  those  aspects  of  the 
Monetary  and  Credit  System  of  the  United  Kingdom  related 
to  the  provision  of  finance  for  overseas  constructional 
projects. 

n.  The  CoNsiRucnoNAL  Industry 
Overseas  Works 

2.  The  types  of  constructional  work  carried  out  overseas 
by  members  of  the  Group  fall  within  the  following  broad 


Power  Projects 

Hydro-electric,  Thermal  and  Nuclear  Power  Stations 
and  Transmission  and  Distribution  Systems. 
Tran^ortation 

Highways,  Railways,  Pipelines,  Airports,  Bridges, 
Tunnels,  Ports  and  Subways. 

Buildings 

Industrial  (including  completely  equipped  factories 
and  industrial  installations)  Educational,  Commercial, 
Health  and  Housing. 

Minerals,  Oils  and  Chemicals 

Mining,  Prospecting,  Oil . Refineries  and  Chemical 
Works. 

Waterworks 

Pipelines,  Irrigation,  Reservoirs  and  Sewers. 

3.  It  will  be  seen  that  while  the  majority  of  these  consist 
wholly  of  civil  engineering  construction,  for  which  construc- 
tional plant  and  materials  are  required  in  substantial 
quantities,  there  are  many  which  involve  other  important 
interests  such  as  manufacturers  of  boilers,  constructural 
steel,  cranes  and  handling  equipment,  electrical  and  on 
(recovery  and  processing)  equipment. 

4.  Censuses  taken  by  the  Ministry  of  Works  for  the 
twelve  month  periods  ended  March,  1955,  1956  and  1957, 
revealed  that  the  Value  of  Overseas  Contracts  obtained  by 
British  contractors  and  the  number  of  British  contractors 
who  executed  new  work  to  a value  exceeding  £1  million  were 
as  follows  : — 

Overseas 

Value  of  No.  of  Contractors 
Contracts  Executing  New  Work 
12  months  to  : Obtained  in  Excess  of  £1  nm. 

£ million 

March,  1955  72  13 

March,  1956  109  20 

March,  1957  92  23 

5.  The  value  of  new  building  and  civil  engineering  works 
executed  in  the  United  Kingdom  in  the  years  to  December, 

* Se«  Minutes  of  Evidence  Qo5.  6996  to  7074. 


1954,  1955  and  1956,  and  the  number  of  contractors  who 
executed  new  work  to  a value  exceeding  £1  million  was  as 
follows  : — 

United  Kingdom 

Value  of  No.  of  Contractors 
Contracts  Executing  New  Work 
Year  Executed  in  Excess  of  £1  mn. 

£ million 

1954  1,070  100/110  (estimate) 

1955  1,170  „ „ 

1956  1,340  „ 

A list  of  Members  of  the  Group  accompanies  this  Memoran- 
dum, t 

Value  to  National  Economy 

6.  As  the  spearhead  of  British  trading  interests,  the 
Members  of  the  Group  have  an  export  role  which  transcends 
the  actual  figures  of  their  own  contribution  to  the  export 
drive.  Earners  of  foreign  currency  for  &e  services  they 
provide  abroad,  they  also  provide  employment  for  British 
woikers  at  home  by  their  purchases  of  British  plant,  equip- 
ment and  materials  for  the  overseas  projects  5iey  execute. 

7.  While  the  British  content  of  an  overseas  project 
inevitably  varies,  depending  upon  its  nature  and  location 
where  a British  conttactor  is  successful  a large  portion  of 
the  project  will  (e.g.  in  the  case  of  an  oil  refinery)  consist  of 
machinery,  equipment  and  materials  purchased  in  the 
United  Kingdom.  The  staff  and  workers  sent  overseas  by 
Members  also  engender  “Buy  British”  habits  in  the  developing 
areas  of  the  World  and  promote  the  sales  prospects  of  the 
whole  range  of  British  products.  In  these  various  ways  the 
Members  of  the  Group  make  a valuable  contribution  to 
the  National  Economy. 

8.  Major  constructional  projects  also  have  considerable 
pptige  value.  At  the  end  of  the  nineteenth  and  beginning 
of  the  twentieth  centuries  British  contractors  were  con- 
structmg  railways,  canals,  dams,  barrages,  ports,  harbours 
bridges,  tunnels,  power  stations,  in  countries  such  as  Brazil’ 
Argentina,  Belgium,  Spain,  Colombia,  Chile,  Egypt.  Mexico’ 
China,  Persia,  Turkey,  Greece,  Borneo,  U.S.A.  and  Russia’ 
as  well  as  the  many  countries  forming  what  is  now  known 
as  the  British  Commonwealth.  The  Sydney  Bridge  the 
Hudson  Tunnel,  the  Aswan  Dam,  the  Singapore  Dock  are 
a few  of  the  more  striking  examples  of  works  which  helped 
to  create  and  sustain  British  prestige  abroad. 

9.  Prior  to  1913  British  contractors  had  constructed  many 
thousands  of  miles  of  railways  abroad  and  at  that  date 
between  a thud  and  a half  of  Britain’s  total  investment 
overseas  was  in  railway  securities. 

10.  The  United  Itogdom  still  provides  considerable 
sums  for  oveneas  constructional  projects.  Little  of  this 
however,  now  takes  the  form  under  whicffi  the  equity  in  the 
project  was  secured  or  a concession  for  its  operation  taken  g 

t Not  reprinted  in  this  record  of  evidence. 
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system  which  generally  ensured  that  the  nationals  of  the 
investor  or  concessionaire  supplied  the  goods  and  services. 
In  the  main,  investment  is  now  made  by  loan  to  Common- 
wealth governments  or  agencies  who  then  frequently  invite 
international  competitive  bids  for  the  project  thus  financed. 
Risks  and  Rewards 

11.  Constructional  Engineering  is  an  Industry  where 
above  average  physical  and  financial  risks  are  encountered. 
If  it  is  accepted  that  those  who  take  the  greatest  risks  are 
entitled  to  the  highest  rewards  then  any  i±arge  upon  profits 
must  bear  most  heavily  upon  the  risk-takers.  In  the  period 
following  the  Second  World  War,  owing  to  the  hi^  rate 
of  United  Kingdom  taxation,  the  rewards  have  not  been 
commensurate  with  the  risks.  This  has  limited  very  severely 
the  number  of  British  contractors  who  have  worked  overseas 
and  the  extent  of  the  risks  that  those  who  have  done  so 
could  accept  with  prudence. 

Capital  Structure  of  the  Industry 

12.  The  contractor  has,  by  comparison  with  manufacturing 
industry,  a small  standing  organisation  ; he  does  not  need 
to  finance  his  operations  by  means  of  a large  equity  capital. 
Nor,  if  capi^  is  to  be  used  economically,  ou^t  he  to  do  so. 
When  working  in  the  United  Kingdom  a contractor  provides 
his  own  working  capital  but  is  not  required  to  tod  finance 
for  the  project  as  such.  To  take  account  of  the  circum- 
stances— peculiar  to  the  constructional  industry — ^where  the 
contractor  executes  work  upon  ground  belonging  to  or 
under  the  control  of  the  Employer,  it  is  customary  for  the 
contractor  to  receive  periodical  (monthly)  instalment  pay- 
ments on  account  of  Ae  value  of  Ae  work  done.  In  this 
way  the  contractor  secures  finance  for  work  in  progress  and 
protection  against  the  fact  that  the  property  in  the  Works 
passes  immediately  to  the  Employer. 

13.  In  the  case  of  an  overseas  project  where  the  provision 
of  credit  is  not  involved,  similar  conditions  prevail.  Where 
the  provision  of  credit  is  involved  the  contractor,  as  well 
as  providing  his  own  working  capital,  is  obliged  to  tod  a 
source  of  finance  for  the  project 

in.  Tied  Loans 

Money  as  a Trading  Commodity 

14.  A “tied  loan”  gives  expression  to  the  fact  that  money 
is  a trading  commodity.  Such  a loan  secures  the  sale  of 
the  lender’s  goods  and  services  and  produces  a return  in 
the  form  of  interest  on  the  sum  loaned.  Much  more  important, 
however,  it  ensures  that  the  goods  and  services  are  sold  at 
remunerative  prices.  Where  the  alternative  is  international 
competitive  bidding  the  prospects  of  securing  remunerative 
prices  are  infinitely  less.  A substantial  loss  on  a contract 
financed  by  an  “untied”  loan  may  exceed  the  interest  earned 
on  the  sum  loaned,  resulting  in  a net  loss  to  the  National 
Exchequer. 

Foreign  Export-lngtort  Ranks  and  Export  Credits  Agencies 

15.  Without  exception  the  major  trading  countries,  by 
means  of  Export-Import  Banks  and/or  Export  Credits 
Agencies,  operate  the  principle  of  tied  loans.  While  the  form 
may  vary  slightly  the  results  achieved  are  the  same.  The 
more  important  institutions  of  this  kind  are  ; — 

(i)  United  States  Export-Import  Bank  (Exim-bank) 

(a)  Objects 

The  Exim-bank  was  established  in  February,  1934,  to 
promote  the  exports  of  United  States  materials  or  services 
destined  for  projects  abroad.  Only  U.S.  contractors  and 
suppliers  are  eligible  to  compete  for  the  projects  financed 
by  the  Exim-bank. 

A report  to  Congress  for  the  period  July-December, 
1956,  emphasised  the  benefits  derived  by  the  U.S.  Economy 

from  the  Exim-bank’s  activities  in  the  following  manner  ; 

“First,  the  manner  in  which  the  Bank’s  loans  enable 
borrowers  overseas,  public  or  private,  to  purchase  for 
export  United  States  materials,  products,  or  technical 
services  for  purposes  of  industrial  or  economic  develop- 
ment ; 

Second,  the  fact  that  United  States  exports,  not  the 
Bank’s  dollars  go  overseas  ; and 
Third,  the  aspect  that,  although  the  Bank’s  loans 
usually  are  identified  by  the  countries  to  which  the  financed 
exports  go,  the  direct  and  immediate  beneficiaries  of  these 
credits  are  United  States  labor  and  industry.” 
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(6)  Capital 

The  Exim-bank  has  a capital  of  $1,000  million  subscribed 
by  the  Secretary  of  the  Treasury  and  may  borrow  up  to 
84,000  million  at  any  one  time  from  the  Treasury  of  the 
United  States  at  rates  of  interest  fixed  by  the  Secretary  of 
the  Treasury, 

(c)  Management 

The  Exim-bank  is  administered  by  a Board  of  Directors, 
consisting  of  a President,  Vice-President,  and  three  additional 
Directors,  all  appointed  by  the  President  of  the  United 
States.  Of  the  5 members  of  the  Board  not  more  than 
three  can  be  members  of  any  one  political  party.  In  addition, 
there  is  an  Advisory  Committee  of  9 members,  appointed 
by  the  Board  of  Directors  on  the  recommendation  of  the 
President  of  the  Exim-bank,  who  axe  broadly  representative 
of  production,  commerce,  finance,  agriculture  and  labour. 

(d)  Nature  of  Activities 

The  Exim-bank  makes  development  loans  for  overseas 
projects,  grants  lines  of  credit  to  U.S.  exporters  and  issues 
guarantees  to  exponers  or  commercial  banks  in  the  United 
States  covering,  if  desired,  all  risks  of  repayment. 

(c)  Development  Loans 

By  value  development  loans  represent  fully  95%  of  the 
Exim-bank’s  activities. 

During  the  23  years  of  its  existence,  the  Exim-bank  has 
authorised  development  loans  as  follows  : — 

8mn.  8mn. 

Loans  authorised  g 352 

Disbursements  : $ mn. 

Repayments  received  ...  2,641 

Loans  outstanding 2,636 

5,277 

Participations  and  Cancellations  ...  1,532 

Authorisations  not  yet  disbursed  ...  1,553 

8,362  8,362 

to  making  development  loans,  it  is  the  practice  of  the 
Exim-bank  to  make  the  loan  to  the  foreign  government  or 
foreign  private  entity  without  recourse  to  the  United  States 
supplier  or  contractor  who  supplies  the  goods  or  provides  the 
services. 

The  rate  of  interest  charged  by  the  Exim-bank  varies 
between  3i  and  6 %.  The  periods  for  repayment  of  loans 
vary  in  accordance  with  the  circumstances  of  each  case. 
In  general  loans  for  constructional  projects  such  as  hi^ways, 
railways,  power  development,  port  works,  water  supply,’ 
are  made  for  periods  falling  within  the  15  to  20-year  bracket! 

Development  Loan  authorisations  made  on  request  of 
Overseas  Purchasers  in  the  six  months  period  July-December, 
1956,  induded  two  for  Japan,  three  for  France,  two  for 
Italy,  toe  credit  of  $500  million  to  the  U.K.  Government, 
a credit  of  $100  million  to  toe  Government  of  Argentina, 
a credit  of  1100  million  to  the  Government  of  Brazil  for 
railroad  improvements  and  five  other  loans  in  Brazil,  two 
for  Chile,  three  for  Mexico,  one  for  Nicaragua,  one  for 
Paraguay  and  one  for  Australia.  These  totalled  $893,239,000. 

(/)  Exporter  Credit  Lines 

The  value  of  exporter  credit  lines  authorised  by  the 
Exim-bank  totals  $189-8  million. 

(g)  Participation  by  Commercial  Banks 

The  Exim-bank  seeks  to  secure  the  participation  of 
commercial  banks.  To  facilitate  this  the  Exim-bank  is 
prepared  to  issue  guarantees  covering  the  risks  (e.g.  repay- 
ment, dollar  transfer,  etc.)  involved.  As  a result  commercial 
hanks,  with  the  nsk  underwritten  by  the  Exim-bank,  have 
provided  $455T  million  for  development  loans  and  $1-9 
milhon  for  exporter  credit  lines. 

(A)  Atomic  Power  Plants 

In  October,  1956,  the  Bank  and  the  Atomic  Energy 
Commission  announced  a plan  to  assist  financially  in  the 
construction  of  atomic  power  plants  for  nations  which 
entered  into  an  agreement  for  co-operation  with  the  United 
States. 

(0  International  Co-operation  Administration 

The  Bank  also  acts  as  agent  for  the  International  Co- 
operation Administration,  for  whom  it  establishes  and 
administers  credits. 
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(/)  Trading  Experience 


Between  1934  when  it  was  established  and  3Ist  December, 
1956,  the  trading  experience  of  the  Exim-bank  has  been  as 
follows  : — 


Gross  Earnings  

Interest  paid  to  U.S.  Treasury 

Other  Expenses  

Losses  

Reserves  

Dividends  paid  to  U.S.  Treasury 


Smn. 

178-0 

13-1 

0-4 

435-1 

150-9 


$ mn. 
777-5 


777-5  777-5 


A copy  of  Part  1 of  the  Export-Import  Bank’s  Report*  to 
the  Congress  for  the  twelve  months  ending  June  30th,  1957, 
accompanies  this  Memorandum. 


(ii)  The  International  Bank  for  Reconstruction  and  Bevelap- 
ment — {World  Bank) 

The  World  Bank  commenced  its  operations  on  25tfa  June, 
1946.  Like  the  U.S.  Export-Import  Bank  the  World  Bank 
makes  loans  covering  the  whole  range  of  constructional 
projects  for  periods  which  in  general  range  &om  10-20  years. 
A comparison  between  the  activities  of  the  Exim-bank  and 
the  World  Bank  reveals  the  following : — 


World  Bank 

Exim-bank 

Period 

Loans 

Loans 

authorised 

authorised 

U.S.  $mn. 

U.S.  $ mn. 

February,  1934  to  Jime 

30th,  1945  

July  1st,  1945  to  June  30th, 

- 

1,268-8 

1946  

July  1st,  1946  to  December 

— 

2,197-0 

31st,  1956  

2,977-8 

4,896-7 

2,977-8 

8,362-5 

In  the  period  June,  1946 

to  December, 

1956,  credits 

authorised  by  the  Exim-bank 

have  exceeded  World  Bank 

Loans  by  $1,918  -9  million. 

Between  25th  June,  1946,  when  it  commenced  operations 

and  31st  December,  1956,  the  World  Bank 

has  granted 

loans  as  follows  : — 

Loans  Granted 

$mn. 

Africa  

347-2 

Asia  

486-7 

Europe  

1,074-6 

Western  Hemisphere  (Latin  America)  . . . 

698-1 

Oceania  

318-2 

2,924-8 

Refundings  

53-0 

2,977-8 

M at  December,  1956,  the  Exim-bank’s  active  credits 
(including  those  made  before  June,  1946 — date  World  Bank 
commenced  operations)  were  as  follows  : — 

Active  Credits 
»mn. 

Africa  220-9 

Asia  772-7 

Europe  2,368-9 

Latin  America  (Western  Hemisphere)  . . . 2,071  -9 

Oceania  22-4 

Canada  0-7 

5,457-5 

The  “tied”  loans  made  available  by  the  Exim-bank  enable 
American  contractors  to  establish  themselves  with  remunera- 
tive contracts  in  overseas  countries.  Thus  established  and 
with  the  loc^  knowledge  and  experience  so  obtained,  they 
are  in  an  extremely  advantageous  position  when  a project 
financed  by  a World  Bank  loan  (for  which  non-American 
competition  is  permitted)  comes  forward  in  that  country. 

The  McGraw-Hill  publication  entided  “Major  Latin 
American  Construcdon  Projects” — 7th  Edition  (copy  sub- 
mitted herewith*)  reveals  that  planned  construction  in  that 


* Not  reprinted  in  this  record  of  evidence 


area  as  contained  in  their  1957  Survey  amounts  to  $12,204-3 
million.  Participadon  by  British  contractors  is  limited  to 
one  project — port  works  at  Salaveny,  Peru,  value  $6-1 
million  6jage  75  of  publication).  Latin  America  (with  the 
exception  of  Venezuela)  is  essentially  a credit  market. 

(iii)  Germany 

The  official  German  export  credit  corporation  is  the 
Ausfuhrkredit-Aktiengesellschaft  (AKA). 

AKA  has  at  its  disposal  two  lines  of  credit : — 

Fund  A 

CeiIing_DM.  270,000,000. 

Source  of  Funds— -Consordura  of  leading  German 
private  banks. 

Credits  Granted— 12  to  48  months. 

Rate  of  hiterest — 8%  (April,  1957). 

Fund  B 

Ceiling— DM.  600,000,000. 

Source  of  Funds — ^Bank  deutscher  Lander — German 
Centr^  Bank  ^dL). 

Credits  Granted — 6 to  24  mondis. 

Rate  of  Interest — 6%  (April,  1957). 

AKA  invariably  requires  the  exporter  to  obtain  insurance 
cover  from  Hermes  Kreditversicherungs-Akdengesellschaft 
(German  equi'ralent  of  E.C.G.D.). 

AKA  does  not  participate  in  the  financing  of  local  labour 
costs  or  the  purchase  of  foreign  materials. 

To  obtain  an  assured  source  of  supplies  German  Industry 
frequently  makes  investments  overseas  on  a near  barter 
basis.  TTie  associadon  between  Industry  and  Commercial 
Banks  in  Germany  appears  to  be  closer  than  in  the  United 
Kingdom  and  greatly  facilitates  this  ^e  of  investment. 

(iv)  France 

The  official  French  export  credit  organisadon  is  the 
French  Bank  for  Foreign  Commerce  in  associadon  with 
the  Bank  of  France,  the  Export  Credit  Department  and  the 
members  of  the  Bankers’  Association. 

An  export  credits  policy  must  first  be  obtained  before 
credit  will  be  made  av^able.  Rates  of  Interest  at  December, 
1955,  were  : — 

Foreign  Public  Administration — 4-675%  per  annum  ; 

Foreign  Private  Administration — 5-275%  per  annum. 
In  the  Report  of  the  French  Bank  for  Foreign  Commerce 
for  the  year  ended  31st  December,  1955,  it  was  stated  that 
credits  afforded  for  exports  had  increased  to  a total  of 
221,600  millinn  francs.  Of  this.  Public  Works  represented 
26,900  million  francs  or  12-1%  of  the  total. 

The  conditions  attaching  to  the  provision  of  medium- 
term  credit  for  Public  Works  are  briefly  as  follows  : — 

Provision  of  medium-t^m  credit  is  restricted  to  cost-plus 
contracts. 

Credit  is  restricted  to  that  part  of  the  contract  which 
represents  the  export  of  goods  or  services  from  France. 

Fimds  in  respect  of  local  expenditure  must  be  provided 
by  the  foreign  dient. 

The  contract  must  contain  some  provision  for  monthly 
certification  of  the  work  done  and  credit  is  made  available 
against  such  certification. 

(v)  Japan 

TTie  official  Japanese  export  credit  organisation  is  the 
Japanese  Export-Import  Bank.  It  was  recently  reported 
that  the  Japanese  Export-Import  Bank  Law  is  to  be  amended 
to  improve  and  widen  the  services  it  provides  and  an 
announcement  by  the  Japanese  Ministry  of  Trade  speaks  of 
a comprehensive  export  promotion  proyamme  providing 
easier  credit  terms  and  greater  tax  benefits  aimed  at  facilitating 
exports  of  capital  goods  by  offering  liberal  payment  terms 
to  foreign,  markets. 

(vi)  Italy 

It  would  appear  that  few  credits  are  extended  by  Italy  for 
overseas  constructional  projects.  Where  international  com- 
petitive tenders  are  invited,  however,  Italian  employers 
generally  secure  a considerable  advantage  due  to  the  lower 
wages  and  standards  accepted  by  their  employees. 

(vii)  Norway 

The  Norwegian  Engineering  Export  Organisation  ‘ ‘Noreno” 
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is  supported  by  “Noreno  Garantikonsortium”  which  is  an 
institution  working  in  a similar  way  to  Lloyds  Underwriters 
in  financing  through  guarantees,  etc.,  Norwegian  engineering 
firms  working  abroad.  This  consortium  comprises  26  of 
Norway’s  leading  insurance  companies,  bai^,  shipping 
and  industrial  firms.  A request  for  credit  is  considered  by 
Noreno  which,  if  satisfied  on  the  technical  and  economical 
aspects  of  the  project,  recommends  accordingly  to  the 
consortium  which  settles  the  tenns  of  credit. 

United  Kingdom— Export  Credits  Guarantee  Department 

16  In  December,  1954,  it  was  agreed  that  the  Export 
Credits  Guarantee  Department  should  devise  a Special 
Constructional  Works  Policy  for  overseas  projects  and 
negotiations  between  the  Department  and  the  Group  have 
proceeded  for  over  two  years 

17.  Consideration  of  the  activities  of  E.C.G.D.  in  relation 
to  the  provision  of  finance  for  overseas  constructional 
projects  can  best  proceed  under  the  broad  heads  of  (i)  Normal 
Cover  and  (ii)  Bankers’  Guarantees. 

(i)  Normal  Cover 

18.  In  two  cases  British  contractors  undertook  contracts 
involving  the  provision  of  medium-term  credit  relying  upon 
the  normal  covct  issued  by  E.C.G.D.  to  facilitate  the  dis- 
counting of  foreign  Government  bonds  accepted  in  payment. 

19.  In  both  cases  it  was  found  that  the  normal  cover 
granted  by  E.C.G.D.  was  not  adequate  to  facilitate  the 
discounting  of  these  bonds.  The  effect  upon  the  British 
contractors  concerned  was  to  deprive  them  for  a considerable 
period  of  a substantial  sum  forming  part  of  their  normal 
working  capital. 

(iO  Bankers'  Guarantees — Acceptance 

20.  It  became  apparent  at  an  early  stage  of  the  negotiations 
that  it  would  not  be  possible  for  contractors  to  meet  the 
conditions  regarding  “acceptance”  of  the  Works  laid  down 
by  E.C.G.D.  as  a condition  precedent  to  the  issue  of  a Bankers’ 
Guarantee  policy  designed  to  assist  the  financing  on  extended 
credit  terms  of  large-scale  capital  projects,  and  as  a result 
contractors  have  been  effectively  deprived  of  access  to 
such  funds  as  are  available  to  finance  overseas  projects 
where  medium-term  credit  is  involved. 

21.  The  Group’s  suggestion  was  that  periodical  certificates, 
issued  against  value  of  work  done,  should  for  E.C.G.D.’s 
pmposes  constitute  “acceptance"  to  the  full  extent  of  their 
value  notwithstanding  the  fact  that  it  is  not  customary  for 
the  Employer  to  grant  an  irrevocable  acceptance  until  the 
project  has  been  completed  and  the  Maintenance  Period 
has  expired.  Under  reference  to  the  Standard  Conditions  of 
Contract  for  overseas  constructional  works  which  provide 
that  acceptance  of  the  work  shall  take  place  on  the  signing 
and  delivery  of  the  Employer’s  maintenance  cer^cate, 
E.C.G.D.  stated  that  their  bank  guarantees  would  be  available 
to  supplement  their  normal  form  of  cover  from  that  stage 
in  the  life  of  the  contract. 

22.  Taking  an  overseas  contract  which  is  to  be  executed 
over  a period  of  four  years  it  would  mean  that  a contractor 
would  require  to  find  finance  from  his  own  resources  for  a 
period  of  five  years  (assuming  the  customary  maintenance 
period  of  one  year)  accepting  in  the  meantime  bonds  issued 
by  the  Employer  which  he  would  be  unable  to  borrow  against 
or  discount  due  to  the  fact  that  they  were  not  backed  by 
an  unconditional  bankers’  guarantee.  A contractor  doing 
so  would  very  quickly  deprive  himself  of  bis  working  capital 
and  put  himself  out  of  business. 

23.  In  contradistinction,  a contractor  working  in  the 
United  Kingdom  normally  receives  monthly  instalment 
payments  on  account  of  the  value  of  work  done  thereby 
securing  finance  for  work  in  progress  and  protection  against 
the  fact  that  the  property  in  the  Works  passes  immediately 
to  the  Employer.  In  the  case  of  a manufacturing  process 
carried  out  in  the  manirfacturer’s  premises  the  manufacturer 
retains  the  property  in  the  product  up  to  the  time  of  delivery 
at  which  stage  “acceptance”  of  quabty  by  the  Employer  can 
generally  be  catered  for. 

24.  E.C.G.D.  further  stated  that  where  contractors  were 
able  to  secure  in  negotiation  an  undertaking  by  the  Employer 
to  accept  the  work  or  any  part  thereof,  at  an  earlier  stage, 
then  E.C.G.D.,  where  they  were  satisfied  that  the  Employer 
was  to  that  extent  committed  to  the  quality  of  the  work  done 
would  be  prepared  to  implement  the  bank  guarantee  up  to 
an  appropriate  value.  As  due  to  the  nature  of  the  work  it 

H 


is  virtually  impossible  to  obtain  a binding  acceptance  of 
quality  of  the  work  done  before  the  expiration  of  the  main- 
tenance period,  this  is  of  no  value  to  contractors.  The 
universal  attitude  of  Employers  on  the  question  of  acceptance 
of  quality  of  work  is  indicated  by  the  following  conditions 
taken  from  H.M.  Government’s  “General  Conditions  of 
Government  Contracts  for  Building  and  Civil  Engineering 
Works”,  Form  CCC/Wks/1  (Edition  8) 

“Any  certificate  relating  to  work  done  or  materials 
delivered  may  be  modified  or  corrected  by  any  subsequent 
interim  Certificate  or  by  the  final  certificate,  and  no 
interim  certificate  of  the  S.O.  shall  of  itself  be  conclusive 
evidence  that  any  work  or  materials  to  which  it  relates 
are  in  accordance  with  the  Contract”. 

Recourse 

25.  Contractors  are  willing  to  stand  to  the  quality  of 
their  work  and  in  the  case  of  United  Kingdom  contracts 
and  overseas  contracts  where  the  provision  of  credit  is  not 
involved  this  does  not  present  a major  problem, 

26.  In  both  cases  it  is  not  unknown  for  the  contractor 
to  meet  frivolous  condemnation  of  work  such  as  is  referred 
to  later  in  this  paragraph  by  refusing  to  execute  further 
work  imtil  the  Employer  has  complied  with  his  obligations 
to  pay  for  work  already  executed  and  in  most  instances  such 
action  proves  effective. 

27.  In  the  case  of  overseas  contracts  where  credit  is 
arranged  by  the  contractor,  the  position  is  materially 
different.  In  general,  the  Employer  is  not  obliged  to  find 
any  substantial  sum  from  his  own  resources  imtil  the  contract 
is  well  advanced,  or  possibly  even  completed,  with  the 
result  that  when  the  Employer  refuses  to  pay,  the  contractor 
loses  the  protection  he  has — where  the  provision  of  credit 
is  not  involved — of  refusing  to  continue  to  execute  the 
Works,  because  it  is  probable  that  the  Works  are  by  then 
completed,  or  nearly  so.  In  such  a case  an  Employer,  for 
political  or  economic  reasons,  may  be  tempted  to  conceal 
his  inability  or  unwillingness  to  make  payments  due  undei 
the  contract  by  a frivolous  condemnation  of  work  done  by 
the  contractor,  in  the  knowledge  that  attempted  enforcement 
by  the  contractor  of  his  contractual  ri^ts  at  arbitration 
or  in  the  courts  of  the  foreign  country  is  likely  to  prove  both 
lengthy  and  expensive. 

28.  It  will  be  seen  that,  by  reason  of  the  fact  that  a 
contractor  has  been  instrumental  in  arranging  credit  facilities 
(truly  a banker’s,  not  a contractor’s,  function)  he  has,  due 
to  E.C.G.D.’s  insistence  upon  a ri^t  of  recourse  against 
the  contractor,  assumed  an  additional  contingent  liability 
which  will  probably  have  an  adverse  effect  upon  his  credit 
standing  with  his  own  bankers. 

29.  If,  as  is  the  practice  of  the  U.S.  Exim-bank,  the 
credit  were  made  available  to  the  foreign  Employer  without 
recourse  to  the  contractor  then  what  is  a banker’s  risk 
would  not  be  imposed  upon  the  contractor. 

Independent  Technical  Assessor 

30.  The  Group’s  suggestion  to  meet  the  situation  where 
the  Employer,  with  a view  to  avoiding  payment,  condemned 
the  work  done  on  frivolous  grounds  was  that  an  independent 
Technical  Assessor  should  be  brought  in  to  determine  the 
contractor’s  rights  under  his  E.C.G.D.  policy,  leaving 
E.C.G.D.  to  exercise  the  normal  right  of  subrogation  where 
a payment  was  made  under  the  policy.  E.C.G.D.’s  attitude 
was  that  it  would  be  wrong  for  them  to  accept  the  d^ision 
of  anyone  other  than  the  arbitrator  provided  for  in  the 
contract  and  that,  if  the  facts  were  in  dispute,  the  dispute 
must  be  resolved  in  the  manner  in  which  the  parties  to  the 
contract  had  agreed  it  should  be  resolved. 

General 

31.  There  is  little  or  no  difference  between  E.C.G.D.  and 
the  Group  as  to  the  nature  of  the  risks  encoimtered  in 
overseas  contracting.  The  point  of  difference  lies  in  the 
manner  in  which  die  risks  should  be  shared.  The  effect 
from  the  contractors’  point-of-view,  having  regard  to  the 
manner  in  which  constructional  projects  are  normally 
financed,  is  to  make  the  Bankers’  Guarantee  ineffective  as 
a means  of  raising  finance  for  overseas  projects  where 
medium-term  credit  is  involved.  It  is  further  pointed  out 
that  the  period  of  cover  granted  by  E.C.GD.  under  their 
medium-term  cover  is  generally  limited  to  not  more  than 
five  years  post-shipment.  This  quite  arbitrary  period  takes 
no  account  of  the  fact  that  many  constructional  projects 
do  not  reach  a revenue  earning  stage  for  some  considerable 
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time  and  cannot  amortise  the  capital  outlay  involved  over 
such  a short  period.  In  recognition  of  this  the  U.S.  Export- 
Import  Bank  and  the  World  Bank  provide  for  repayment  of 
loans  made  for  such  projects  over  periods  ranging  from 
10-20  years. 

IV.  Finance  for  Overseas  CoNSTRUcnoNAL  Projects 
Accepting  Houses  Committee 

yi.  Early  in  1956  a suggestion  that  a Finance  Corporation 
should  be  created  to  find  finance  for  overseas  constructional 
projects  where  credit  was  required  was  considered  by  the 
Government  and  the  Bank  of  England  but  rejected.  It  was 
stated  that  funds  for  such  projects  were  available  in  the 
Ci^  but  a link  was  missing  between  contractors  and  the 
sources  of  such  finance.  Following  this,  the  Accepting 
Houses  Committee  appointed  a Sub-Committee  to  study  the 
possibilities  of  arranging  banking  credits  for  this  purpose 
and  the  Group  had  discussions  with  that  Sub-Committee. 

33.  During  these  discussions  the  Sub-Committee  indicated 
that,  in  their  view,  an  E.C.G.D.  unconditional  bankers’ 
guarantee  was  essential  to  the  banks  if  contracts  of  the 
nature  under  discussion  were  to  be  financed.  The  discussions 
also  established  that  in  relation  to  their  inability  to  secure 
medium-term  credit  for  overseas  constructional  projects  the 
fault  did  not  lie  with  contractors. 

V.  General  Observations 

34.  Most  underdeveloped  countries  lack  the  necessary 
capital  to  finance  their  own  development  and,  as  a result, 
there  are  many  cases  where  provision  of  credit  is  a condition 
precedent  to  the  award  of  a contract.  If  British  contractors 
are  to  be  in  a position  to  seek  and  obtain  a share  of  this 
work  they  must  obtain  access  to  such  funds  as  are  available 
for  the  provision  of  credit  under  conditions  which  recognise 
the  peculiarities  of  the  Industry. 

35.  While  the  case  submitted  by  the  Group  has  been 
illustrated  by  figures  related  to  Latin  American  countries 
(where  British  participation  is  virtually  non-existent),  the 
same  conditions  apply  in  most  under-^evdoped  countries 
throughout  the  world.  The  Group  is  satisfied  that  the  acute 
and  ^most  universal  shortage  of  funds  in  underdeveloped 
countries  for  development  projects  is  within  the  knowledge 
of  the  Committee. 

36.  In  many  cases  it  is  difficult,  if  not  impossible,  for 
British  manufacturers  of  equipment  to  sell  their  goods 


unless  they  are  in  a position  to  offer  a package,  bid,  covering 
supply  and  construction.  It  will  be  appreciated  from  this 
that  the  adverse  effects  resulting  from  the  inability  of  con- 
tractors to  secure  credit  impose  a considerable  handicap  on 
manufacturers  of  British  equipment. 

37.  Although  obviously  contrary  to  the  National  friteiest, 
in  the  constructional  industry  the  position  is  heavily  wei^ted 
in  favour  of  the  contractor  who  works  in  the  United  Kingdom. 
A contractor  working  in  the  United  Kingdom  provides  his 
own  working  capital  but  is  not  required  to  find  finance  for 
the  project  as  such  ; is  in  a position  to  secure  speedy  and 
impartial  justice,  and  does  not  affect  his  credit  by  an 
accumulation  of  contingent  liabilities  such  as  would  arise 
under  “bankers’  unconditional  guarantees”  as  at  present 
proposed — assuming  always  that  the  other  difficulties  at 
present  attaching  to  this  form  of  policy  could  be  overcome. 

A contractor  working  in  the  United  Kingdom  is  also 
immune  from  the  added  risks  and  discomforts  attaching  to 
overseas  work. 

38.  It  is  appreciated  that  the  funds  available  for  the 
provision  of  medium-term  credit  are  limited  but  the  Group 
feels  stron^y  that  contractors  willing  to  accept  the  many 
hazards  associated  with  overseas  contracting  should  not 
be  asked  to  accept  much  less  favourable  conditions  in  relation 
to  payment  and  incur  more  onerous  liabilities  than  contractors 
who  confine  their  activities  to  the  United  Kingdom.  Were 
such  funds  available,  British  contractors  could  treble  the 
value  of  constructional  work  done  overseas.  If  such  funds 
are  not  made  available  it  is  anticipated  that  the  value  of  work 
done  ovCTseas  by  British  contractors  is  likely  to  fall. 

VI.  Recommendation 

39.  To  ovarcome  the  difficulties  inherent  in  the  industry, 
to  ensure  that  British  contractors  secure  a reasonable 
proportion  of  their  overseas  work  at  remunerative  prices, 
and  to  stimulate  interest  by  British  contractors  in  overseas 
contracting,  the  Group  recommends  that  a special  institution 
such  as  a Finance  Corporation  should  be  established  to 
provide  finance  for  overseas  constructional  projects  where 
credit  is  required  in  a manner  which  would  not  involve 
recourse  upon  contractors. 

November,  1957. 
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1.  The  facts  confcontmg  this  country  are  that  we  have  a 
population  of  51  millions  and  the  capacity  to  produce  at 
home  little  more  than  half  the  food  need^  for  this  population. 
The  balance  of  the  food  required  and  a large  proportion  of 
the  raw  materials  necessary  for  the  clothing  of  this  population 
have  to  be  imported  from  the  outside  world.  So  also  has 
much  material  for  a host  of  other  commodities  and  articles 
which  are  now  considered  to  be  necessities  of  life  and  whii^ 
form  part  of  the  standard  of  living  which  the  inhabitants  of 
this  country  regard  as  essential  and  to  which  they  feel 
entitled. 

To  pay  the  bill  for  the  required  imports  can  only  be  done 
by  exporting  and  these  exports  in  their  turn  require  further 
imports  of  those  raw  materials  which  are  not  native  to  the 
U.K.  At  to-day’s  prices  the  bill  for  imports  is  approximately 
£3,500  to  £3,600  million  per  annum  and  om  visible  exports 
have  in  recent  years  always  been  in  deficit  of  our  imports, 
the  balance  be^  offset  by  invisible  eiqjorts,  e.g.  banking, 
insurance,  shipping,  tourism  and  other  services  and  the  net 
income  from  overseas  investment.  In  many  years  there 
have  been  deficits  necessitating  extreme  measures  being 
taken  by  the  Government  of  the  day  either  to  restrict  imports 
or  to  restrict  home  consumption  in  order  to  stimulate  exports, 
or  by  both  measures  in  alliance.  Because  of  the  vulnerable 
position  of  the  country  which  must  either  import  or  starve, 
it  is  rightly  felt  that  it  is  vital  to  maintain  a surplus  on 
normal  trading  balance  in  order  to  guard  against  the  unfore- 
seen and,  having  regard  to  the  importance  of  new  overseas 
investment,  in  general  an  annual  credit  on  balance  of 
payments  of  between  £300  millions  and  £350  millions  is 
necessary. 

This  outline  of  the  general  position  is  obviously  guilty 


of  over-sjmpMcation,  but  it  is  intended  to  paint  the  general 
picture  of  the  problem  which  is  constantly  exercising  the 
minds  and  the  attention  of  Government  and  industry.  For 
obvious  reasons  connected  with  survival  the  problem  is  of 
the  first  priority. 

2.  In  addition  to  ensuring  survival  the  country  has  been 
encouraged  for  many  years  to  assume  : — 

(а)  that  the  standard  of  living  for  the  masses  can  be 
progressively  raised  at  a quickening  tempo  ; 

(б)  that  the  services  of  the  welfare  state  covering  education, 
health,  pensions,  etc.,  can  not  only  be  maintained 
in  quality  and  perionnance  but  may  even  be  improved  ; 

(c)  that  there  will  be  no  unemployment  other  than 
transitional  unemployment ; 

(<0  that  the  coimt^  will  continue  to  discharge  all  ffie 
duties  and  obligations  incurred  by  its  international 
commitments  as  a great  power. 

The  implications  of  these  four  principles  require  the  most 
careful  study,  more  particularly  as  one  of  the  unfortunate 
results  of  the  pursuit  of  the  policy,  persistent  and  rapid 
inflation,  is  already  there  for  aU  to  see.  It  is  clear  that  the 
resources  of  the  country  are  overstrained  and  the  reason  is 
not  far  to  seek.  Of  the  existing  population  of  51  millions 
rather  more  than  9 millions  are  employed  in  manufacturing 
industries  ; in  aH  industries  and  services  about  24i  millions 
are  “gainfully  employed”.  This  term  covers  the  whole  of 
those  who  are  engaged  in  industry,  trade  and  employment 
of  whatever  type,  and  excludes  only  the  very  young,  the 
pensioner,  the  house-wife  who  does  not  take  part-time 
work,  the  permanently  sick  or  crippled  and  those  com- 
paratively few  in  number  who  are  possessed  of  sufficient 
means  and  who  choose  to  follow  no  occupation. 
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3.  During  the  past  ten  years  unemployment  in  the  United 
Kingdom  has  at  its  seasonal  maximum  generally  been 
between  360,000  and  430,000  (If  to  2%  of  the  number  of 
employees).  Twice  only  has  the  maximum  been  higher 
(in  1952  and  1953  when  it  exceeded  500,000  or  nearly 

and  twice  (in  1955  and  1956)  it  has  been  below  340,000 

(14%). 

The  seasonal  minimum  has  generally  been  between  250,000 
and  310,000  (li  to  14%).  Only  once  has  the  minimum  been 
higher  (in  1952  when  it  was  over  430,000  or  2%)  and  twice 
(1951  and  1955)  it  has  been  below  220,000  (1  %). 

These  figures  may  be  compared  with  the  estimates  put 
forward  by  Lord  Beveridge  in  his  book  “Full  Employment 
in  a Free  Society”.  According  to  Lord  Beveridge  “full 
employment  means  that  unemployment  is  reduced  to  short 
intervals  of  standing  by,  with  the  certainty  that  very  soon 
one  will  be  wanted  in  one’s  old  job  again  or  will  be  wanted 
in  a new  one  that  is  within  one’s  powers”  (page  18).  Lord 
Beveridge  came  to  the  conclusion  that,  in  view  of  seasonal 
unemployment  and  changes  of  employment  incidental  to 
progress  and  to  fluctuations  of  overseas  demand,  “3  % appears 
as  a conservative,  rather  than  an  unduly  hopeful,  aim  to 
set  for  the  average  unemployment  rate  of  the  future  under 
conditions  of  full  employment”  (page  128). 

Thus,  in  only  two  years,  has  unemployment  at  its  seasona 
maximum  risen  to  more  than  two-thirds  of  what  Lord 
Beveridge  had  expected  would  be  the  average  level  of 
unemployment.  The  annual  average  over  these  ten  years 
has  been  below  ljf%  in  all  but  two  years  (1952  and  1953 
when  it  was  respectively  just  over  2%  and  just  over  14%). 

The  numbers  of  vacancies  notified  to  the  Ministry  of 
Labour  and  remaining  unfilled  have  fluctuated  over  the 
past  year  between  240,000  and  340,000  (earlier  figures  are 
not  comparable  because  of  the  effect  of  the  Notification  of 
Vacancies  Order  in  force  until  May,  1956).  As  an  indication 
of  the  total  number  of  available  jobs  at  any  time,  these 
figures  are  subject  to  the  reservations,  Ihe  effect  of  which 
cannot  be  assessed,  that,  on  the  one  hand,  vacancies  which 
do  exist  are  often  not  notified  by  employers  who  know  or 
expect  that  suitable  pCTsons  cannot  be  provided  by  the 
employment  exchanges  and,  on  the  other  hand,  that  in  some 
cases  employers  do  not  cancel  notifications  of  vacancies 
they  no  longer  wish  to  fill  or  they  overstate  their  r^uirements 
in  order  to  obtain  a larger  share  of  such  labour  as  is  available. 
In  detail,  the  geographical  distribution  of  the  vacancies 
notified  to  the  Ministry  differs  considerably  from  that  of 
the  registered  unemployed.  Moreover,  it  is  believed  that 
many  of  the  vacancies  notified  are  for  persons  having 
particular  skills  while  unskilled  labourers  form  a high 
proportion  of  the  registered  imemployed.  The  fact  that  in 
present  conditions  nearly  40%  of  ^e  unemployed  have 
been  out  of  a job  for  more  than  ei^t  weeks  suggests  that  a 
considerable  proportion  must  be  regarded  as  verging  on  the 
unemployable. 

What  these  figures  illustrate  is  that  the  labour  force  has 
been  continuously  overstretched,  with  the  result  that  in 
certain  districts  and  industries  employer  has  been  bidding 
against  employer  for  such  labour  as  was  available.  Hence 
has  arisen  the  continuous  increase  in  wages  independently 
of  increase  in  production,  with  its  inflationary  pressure  upon 
our  whole  price  structure. 

4.  The  effect  of  the  conditions  described  has  been  to 
attract  labour  into  those  industries  and  occupations  in  which, 
in  inflationary  conditions,  it  has  been  easiest  for  the  employers 
readily  to  pass  on  the  increased  cost  of  higher  wages  to  flieir 
own  customers.  In  such  circumstances  the  best  possible 
use  is  almost  certainly  not  being  made  of  the  available 
labour  supply.  In  a free  society  direction  of  labour  cannot 
be  contemplated  in  peace-time  and  the  remedy  must  be 
sought  in  the  direction  of  removing  the  excess  pressure  of 
demand. 

5.  Taking  the  man-power  position  of  the  country,  therefore 
it  can  be  said  that ; — 

(a)  not  only  are  the  present  man-power  resources  of 
244  million  fully  employed,  but  the  general  demand 
for  labour  pwsistently  exceeds  the  supply  and  for 
so  long  as  this  overfull  employment  continues  ; 

(i)  the  labour  force  cannot  be  distributed  according  to 
the  economic  needs  of  the  country  ; and 

(c)  any  additions  to  the  man-power,  either  by  increase 
in  the  number  of  school-leavers  (expected  to  reach 


its  peak  in  1962)  or  from  release  from  the  services 
or  from  immigration,  will  not  necessarily  fill  those 
gaps  where  their  services  would  be  to  the  greatest 
economic  good  of  the  coimtry  ; 

(d)  it  follows  that  owing  to  the  limits  of  the  present 
man-power,  even  though  supplemented  by  new 
recruits  as  in  (c)  above,  it  is  largely  upon  improved 
productivity  of  the  individual  that  the  country  must 
rely  for  the  increased  production  and  expansion  in 
exports  and  services  needed  to  enable  it  to  pay  its  way. 

6.  In  seeking  the  causes  for  the  over-full  employment,  with 
its  accompaniment  of  wage  inflation,  from  which  we  are 
suffering,  it  is  relevant  to  examine  all  those  things  which 
the  country  is  endeavouring  to  do  at  one  and  the  same 
time.  These  are  : — 

(a)  to  develop  our  exports  in  order  to  pay  for  our  necessary 
imports  and  maintain  a satisfactory  surplus  in  balance 
of  payments  ; without  this  as  a country  we  should 
have  no  future  nor  indeed  any  tolerable  existence  ; 

(b)  to  maintain  the  services  and  amenities  of  the  welfare 
state  ; 

(c)  to  satisfy  the  requirements  of  the  home  market  ; 

(d)  to  expand  and  improve  at  a high  rate  the  services 
provided  by  the  nationalised  industries  ; 

(c)  to  expand  the  services  and  social  amenities  provided 
by  the  local  authorities  ; 

(/)  to  maintain  armed  services  on  a scale  sufficient  to 
meet  our  international  commitments  and  undertakings. 
Recent  severe  cuts  have  been  announced  in  this  field, 
but  so  long  as  it  is  regarded  as  obligatory  to  retain 
the  status  of  a first  class  power,  then  the  country 
must  needs  face  all  the  disadvantage  and  expense 
attaching  thereto. 

The  policy  above  has  been  followed  by  Governments  of 
whatever  complexion  since  the  end  of  the  war  and  it  is 
necessary  to  examine  how  this  programme  has  been  financed. 
In  general,  items  (a)  and  (c)  have  been  left  to  private  enter- 
prise ; items  (6)  and  (/)  have  been  covered  by  the  Budget  ; 
support  of  items  (d)  and  (e)  has  been  effected  toough  below- 
the-Iine  expenditure. 

7.  The  treatment  of  private  enterprise  in  its  appointed 
sphere  has  varied  forcibly  from  time  to  time.  It  has  enjoyed 
encouragement  to  expand  followed  by  restriction  against 
overspending,  the  two  treatments  alternating  in  close  relation 
to  a su^lus  or  a deficit  in  the  balance  of  payments  and 
being  reinforced  in  the  case  of  a deficit  by  direct  restriction 
of  imports  and  hire  purchase  facilities.  Among  the  measures 
taken  to  discourage  overspending  in  the  private  sphere  have 
been  a credit  squeeze,  a high  bank  rate,  and  a ti^tening  up 
of  the  regulations  under  which  the  Capital  Issues  Committee 
can  authorise  the  raising  of  fresh  capital.  It  has  to  be 
remembered,  however,  that  owing  to  the  nationalisation  of 
coal,  gas,  transport  and  electricity,  the  private  sector  of 
the  nation’s  economy  has  been  materially  reduced  as  com- 
pared to  pre-war  days.  Monetary  measures  have,  therefore, 
a reduced  impact  on  the  country  as  a whole.  A credit  squeeze 
is  inevitably  to  some  extent  a blind  instrument  hitting  both 
the  just  and  the  imjust,  and  has  no  effect  upon  such  of  the 
larger  companies  as  are  still  in  possession  of  surplus  funds 
and  need  not  go  to  the  banks,  nor  for  that  matter  to  the 
Capital  Issues  Committee. 

Budgeting  for  a material  surplus,  a policy  which  has  been 
followed  in  many  years  by  Government,  whfle  definitely 
disinflationary  in  one  way,  has,  because  of  the  high  taxation 
involved,  a direct  effect  upon  the  cost  of  living  and  to  that 
extent  is  apt  to  defeat  its  own  object. 

Bdlow-the-line  expenditure  in  respect  to  sums  required 
by  local  authorities  has  greatly  diminished  recently,  although 
this  has  not  been  accompanied  by  any  similar  decrease  in 
local  authorities’  capital  borrowings  as  a whole.  (In  1956 
local  authorities’  borrowings  were  £413  millions,  slightly 
more  than  in  1955).  But  while  there  has  been  some  reduction 
of  late  in  the  Exchequer’s  needs  on  Budget  account,  the 
finance  of  Government  in  the  last  few  years  has  clearly 
played  a large  part  in  inflation.  The  rise  in  Treasury  Bills 
wiffi  the  clearing  banks  alone — £237  millions  from  March, 
1952  to  March,  1957 — and  an  increase  of  £525  millions  in 
the  fiduciary  note  issue  in  the  same  period  are  good  indications 
that  the  Government’s  financial  needs  as  a whole,  including 
in  these  the  long-term  capital  requirements  of  nationalised 
industries,  have  far  exceeded  the  amount  raised  by  National 
Savings  and  sales  of  Government  stock.  The  Committee 
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win  no  doubt  be  better  aware  what  are  the  precise  ways  in 
which  governmental  finance  has  b^n  raised,  but  it  is  evident 
even  from  the  figures  quoted  above  that  a level  of  Government 
borrowings  in  excess  of  the  savings  which  have  been  attracted 
into  Government  stock  and  into  National  Savings  has 
notably  contributed  to  the  forces  making  for  an  expansion 
in  the  supply  of  money  and  for  inflation. 

8.  Neither  the  target  which  the  country  has  set  itself 
nor  the  inflationary  borrowing  by  the  Exchequer  has 
seemed  to  pay  any  regard  whatsoever  to  the  available  labour 
force  in  the  country  as  a whole.  As  stated  previously  the 
total  of  those  following  gainful  employment  just  exceeds  the 
24  million  mark  and  except  for  fortuitous  immigration  and 
the  additions  to  the  labour  force  due  to  reductions  in  the 
armed  services  and  the  temporary  increase  in  the  juvenile 
population  (due  to  the  higher  birth  rate  during  flie  war 
years),  it  cannot  be  increased  nor  can  it  produce  more 
simply  through  the  outpouring  of  more  money  in  vast 
programmes  of  expenditure  and  devdopment.  A limifprf 
increase  in  production  can  be  looked  for,  but  over  recent 
years  this  has  only  averaged  about  3 % per  anmim  and  it 
would  not  be  wise  to  coimt  on  any  higher  figure  in  the  future — 
indeed  it  might  well  be  less. 

9.  Faced  with  convincing  proof  of  overstress  of  both  the 
economy  and  the  labour  force,  the  present  Government 
introduced  in  September  certain  drastic  corrective  measures. 
It  is  not  within  the  scope  of  this  paper  to  discuss  these 
critically  but,  insofar  as  they  are  direct^  towards  relief  of 
the  overstrain  upon  the  labour  force  and  do  achieve  this 
object,  th^  will  be  welcome.  It  must  not  be  assumed, 
however,  that  the  effect  of  these  measures  will  be  other  than 
gradual, 

For  nearly  twenty  years  the  working  population  of  the 
country,  whether  salaried  or  weekly  paid,  has  bren  accustomed 
to  expect  periodical  upward  adjustments  in  pay,  justified 
by  the  depreciating  pmchasing  power  of  the  ctirrency,  as 
well  as  by  the  recognition  that  there  was  some  call  for  a 
bettK’  distribution  of  wealth  between  the  various  sections 
of  the  community.  Latterly  there  has  been  an  increase  in 
the  frequency  until  yearly  claims  and  adjustments  have  become 
the  rule,  and  a growing  distrust  in  the  stabili^  of  the  pound 
sterling  has  played  a considerable  part.  A large  part  of  the 
population  of  these  islands  holds  the  conviction  that  the 
continuation  of  inflation  is  inevitable  and  this  will  be  most 
difficult  to  eradicate.  Further,  so  long  as  there  continues  to 
be  a demand  for  labour  in  excess  of  supply,  the  scales  will 
be  weighted  in  favour  of  those  who  present  demands. 


10.  Here  the  Confederation  would  wish  to  make  it  clear 
that  there  is  in  its  view  nothing  reprehensible  in  the  principle 
that  the  labourer  is  worthy  of  his  hire.  The  law  of  supply 
and  demand  operates  »:tensively  throughout  markets  and 
industry,  and  in  principle  the  labour  market  is  little  different 
from  any  commodity  market  where  in  times  of  shortage 
prices  show  a tendency  to  rise.  In  commodity  markets, 
however,  shortages  are  more  easUy  corrected  both  by  nature 
and  by  man-made  developments,  whereas  the  shortage  in 
this  country’s  labour  force  appears  most  unlikely  to  be  met 
by  any  expansion,  and  adjustment  in  operation  of  the  law 
of  supply  and  demand  seems  only  possible  by  restriction  of 
the  latter.  Before  wage  negotiations  can  become  once 
more  realistic  to  the  extent  that  the  pay  packet  is  related  to 
the  productivity  of  the  individual  and  the  production  of 
the  country  as  a whole,  the  demand  for  labour  must  be 
brought  into  balance  with  the  resources  avaflable. 

There  are  two  ways  in  which  this  balance  can  be  achieved. 
The  first  is  by  relating  the  demand  to  the  supply  ; it  would 
appear  that  the  present  Government  measures  are  directed 
towards  this.  Even  if  these  are  successful,  the  Confederation 
is  of  opinion  that  the  results  will  not  necessarily  be  imme- 
diately apparent,  althou^  in  the  long  term  the  remedy  should 
be  effective.  The  other  alternative  is  a continuance  of  the 
present  inflation,  a growing  distrust  in  British  currency  both 
at  home  and  abroad,  inability  to  buy  imports  in  sufficient 
quantity,  and  a consequent  army  of  unemployment ; this 
would  certainly  adjust  the  srales,  but  only  ^ough  disaster. 

In  conclusion  the  Confederation  is  of  opinion  that  the 
material  factor  in  the  present  inflationary  condition  is  the 
attempt  to  drive  the  country  too  hard  and  in  too  many 
directions  at  the  same  time.  The  Confederation  supports 
whole-heartedly  a policy  of  full  employment  but,  in  the 
attempt  to  undertake  too  much  and  to  achieve  the  impossible, 
excessive  demands  have  been  made  upon  the  avaUable  labour 
force  with  consequent  over-full  employment  and  wage  infla- 
tion. In  the  CoofMeration’s  view  it  is  not  practicable  to 
divorce  the  study  of  monetary  policy  from  that  of  manpower. 
Each  has  an  immediate  influence  and  reaction  upon  the  other 
and  they  cannot  be  treated  in  isolation.  The  Confederation 
would  therefore  urge  that  the  monetary  policy  of  the  coimtry, 
including  methods  of  Governmental  finance,  should  be  su^ 
as  will  avoid  the  provision  of  monies  for  programmes  of 
development  with  litfle  or  no  regard  for  the  man-power 
available  and  required. 

3rd  February,  1958 


6..  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  ENGINEERING  INDUSTRIES  ASSOCIATION* 


I.  frrtRODUCnON 

1.  The  Engineering  Industries  Association  has  a member- 
ship of  3,5(W  Anns  of  all  sizes,  representative  of  most  sections 
of  the  engineering  industry  in  ffie  United  Kingdom. 

n.  The  Effects  on  Plans  for  Capital  ^cpansion  or 
Replacement 

(a)  Restriction  of  Bank  Advances 

2.  The  “Credit  Squeeze”  has  led  many  engmeering 
businesses  (particularly  small  and  medium  siz^  businesses) 
to  postpone  or  cancel  plans  for  new  plant  and  for  the 
expansion  of  sales.  While,  in  general,  the  Banks  have 
skilfully  applied  the  restrictive  policy  imposed  on  them, 
successive  “squeezes”  have  made  it  clear  that  it  is  not  safe 
to  rely  on  Bank  overdrafts  as  a means  of  financing  eocpansion. 
■^e  continued  and  unpredictable  imposition  of  such  restric- 
tions is  therefore  harmful  : it  is  extremely  difficult  for 
businesses  to  make  long-term  plans  when  monetary  policies 
(hange  so  frequently. 

3.  While  it  is  no  part  of  the  function  of  the  Banks  to 
supply  permanent  capital,  it  has  been  ffie  custom  for  many 
engineering  concerns  to  utilise  overdraft  facilities  for  capiti 
purposes  in  the  past — ^particularly  for  the  acquisition  of 
plant  and  machinery.  They  have  estimated,  no  doubt,  that 
the  improved  resultant  efficiency  and  increase  in  output 
resulting  from  their  acquisitions  would  enable  them  to 
repay  the  Bank  advances  within  a reasonable  period. 


■ SeeMinutei  of  Evidence  Qni.  6308  to  6*11. 


4.  Small  and  medium  sized  firms  complain  that  plans 
for  the  modernisation  of  flieir  plant  and  expansion  of  their 
sales  involving  capital  expenditure  on  buildings  and  machinery 
have  been  frustrated  bemuse  of  the  refusal  by  ffie  BanVe  to 
grant  them  additional  overdraft  facilities  for  capital  expen- 
diture. There  are  few  complaints  to  the  effect  fliat  the  Banks 
have  refused  temporary  overdraft  facilities  required  to  cover 
increased  turnover  obtained  from  present  capital  resources  ; 
but  the  restriction  on  capital  expansion  has  naturally  tended 
to  restrict  the  amount  of  trade  done.  In  consequence,  these 
small  and  medium  sized  firms  have  been  discouraged  from 
even  considering  expansion,  and  they  have  often  been  forced 
to  “make  do”  with  machinery  which  ou^t  to  be  replaced. 
There  is  a feeling  among  small  and  medium  sized  firms 
that  they  are  being  prevented  from  increasing  their  efficiency 
factor  and  thus  reducing  their  costs.  They  are  prevented 
from  offering  genuine  competition  in  markets  wWch  are 
monopolised  by  larger  producers  who,  because  of  their  age, 
have  financial  resources  which  are  not  available  to  the  smaller 
and  younger  firms. 

5.  It  is  true  that  Bank  facilities  are  not  necessarily  the 
only  sources  from  which  these  firms  can  obtain  additional 
funds  for  capital  expansion,  and  their  attitude  to  the  alter- 
native sources  is  deit  with  in  paragraph  (e). 

(b)  Movements  in  the  Rate  of  Interest 

6.  In  general,  changes  in  interest  rates  have  a cmallnr 
effect  than  the  restrictions  on  Bank  advances.  A firm  which 
has  decided  to  embark  upon  capital  expenditure  for  moderni- 
sation or  expansion  is  more  concerned  with  obtaining  the 
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necessary  fluids  than  it  is  with  the  amount  of  interest  whidi 
it  has  to  pay.  This  is  a dangerous  situation  because  such 
firms  tend  to  regard  a high  rate  of  interest  as  an  overhead 
expense  which  must  be  recovered  in  the  selling  price  of  the 
goods. 

7.  However,  the  recent  drastic  increase  in  the  Bank  rate 
to  7%  has  had  decided  effects  : — 

(i)  The  increase  has  been  taken  as  a clear  signal  that  the 
modernisation  of  basic  industrial  equipment,  long 
overdue,  must  again  be  postponed.  The  doubts 
about  expansion  which  arose  because  of  restricted 
Bank  advances  have  been  converted  into  certainties. 

(ii)  Heavy  capital  expenditure  is  common  in  the  engineering 
industries,  the  cost  of  plant  in  relation  to  output 
being  exceptionally  hi^.  The  interest  rate  of  8-10% 
makes  many  new  projects  impossible  : such  a hi^ 
rate  may  make  price  increases  inevitable,  or  give 
overseas  markets  away  to  foreign  competitors. 

(iii)  The  problems  of  smaller  stocks  and  extended  credit 
mentioned  in  paragraphs  16  and  17  are  being  inten- 
sified. 

8.  It  is  recognised  that,  in  general,  changes  in  interest 
rates  are  better  than  detailed  controls,  but  the  recent  steep 
increase  has  emphasised  that  fundamental  difficulties  have 
not  yet  been  solved. 

(c)  Directives  to  the  Capital  Issues  Committee 

9.  The  necessity  for  rationing  capital,  and  for  forming 
a queue  of  eligible  borrowers,  arises  because  savings  as  a 
whole  are  inadequate.  While  uncertainty  about  the  decisions 
of  the  Capital  Issues  Committee  is  regretted,  the  remedy  is 
to  cure  the  underlying  problem — a shortage  of  savings. 

10.  The  decisions  of  the  Capital  Issues  Committee 
geoerafiy  affect  only  the  larger  manufacturers,  who  are  in 
a position  to  seek  additional  capital  by  way  of  Capital 
Issues.  In  consequence,  the  Association  has  not  received 
complaints  from  the  small  and  medium  sized  businesses. 
(d)  Changes  in  the  Terms  on  which  Hire-Purchase  Finance 

is  available 

11.  Sudden  new  restrictions  in  this  field  have  probably 
done  more  damage  in  many  sections  of  the  engineering 
industries  than  Bank  credit  restrictions  or  inCTcases  in 
interest  rates.  Frequent  alterations  of  policy  have  bad 
catastrophic  results.  They  have  caused  violent  fluctuations 
in  the  demand  for  finished  gjwds,  and  these  fluctuations 
have  interfered  with  the  smoo^Bow  of  production  required 
by  sub-contractors  and  manufacturers  of  components,  if 
there  is  to  be  economy  within  industry,  and  costs  are  to 
be  kept  down.  Hire-purchase  restrictions  relating  to  capital 
equipment  have  caused  many  firms  to  retrain  from  embarking 
upon  modernisation  and  expansion  of  toeir  plant.  Thus  the 
fluctuations  in  hire-purchase  finance  restrictions  and  the 
drastic  nature  thereof  have  dislocated  production,  on  the 
one  hand,  prevented  modernisation  and  expansion,  on  the 
other  hand,  and  played  havoc  with  industrial  planning. 

Ce)  The  Availability  of  Finance  otherwise  than  from  the  Banks 
and  Hire-Purchase  Finance  Companies 

12.  The  small  and  medium  sized  firms  which  have  not 
been  able  to  obtain  Bank  finance  for  capital  expenditure 
have  often  been  at  their  wits’  end,  and  have  therefore 
abandoned  schemes  which  might  well  have  resulted  in 
reduced  costs  or  increased  production  for  racpon  markets. 

13.  The  use  of  revolving  credits  secured  against  work  in 
progress  for  export,  and  subject  to  E.C.G.D.  guarantee,  is 
not  greatly  used  by  small  and  medium  sized  who  ^d 
the  procedure  too  complicated 

14.  Facilities  offered  by  private  Banking  Houses,  Merchant 
Bankers  and  Finance  Houses  are  usually  too  expensive  to 
attract  the  small  and  medium  sized  firms. 

15.  The  I.C.F.C.  and  .similar  organisations  have  played 
a valuable  part  in  the  finance  of  a fairly  linited  number  of 
firms.  In  general,  industry  is  not  aware  of  the  very  flexible 
nature  of  the  facilities  offered  by  I.C.F.C.,  and  requirements 
of  less  than  £10,000  are  usually  regarded  as  being  outside 
the  function  of  LC.F.C.,  although  this  may  not  necessarily 
be  true. 

(/)  Changes  in  the  use  of  Trade  Credit 

16.  There  seems  to  be  no  doubt  whatever  that  now  more 
credit  is  taken  and  more  credit  is  given  Ihrou^out  the 
engineering  industry.  This  state  of  affairs  leads  to  apprehen- 
sion and  uncertainty  in  regard  to  the  current  assets  position. 


and  freezes  fimds  which  could  otherwise  be  available  for 
desirable  capital  expenditure. 

17.  The  sub-contractor  and  small  component  manufacturer 
is  particularly  vulnerable  here.  This  type  of  engineer, 
usually  working  on  a small  profit  margin,  has  to  suffer 
from  the  fact  that  his  customer  is  taking  increasing  credit, 
while  he  stUl  has  to  pay  his  wages  each  week,  and  must 
often  pay  for  his  materials  promptly.  To  add  to  his  difficulties, 
there  has  been  a considerable  tendency  for  customers  to 
withdraw  the  facility  of  free  issue  material.  Thus  the  -gmai] 
firms  who  can  least  afford  it  are  having  to  take  on  .■cnme  of 
the  burden  which  should  he  borne  by  the  customers  who 
give  them  their  orders,  and  they  are  left  short  of  worlong 
capital  which  th^  have  difficulty  in  making  good.  One  of 
the  results  of  this  tendency  is  the  temptation  to  sell  out 
sm^  sub-contracting  business  to  larger  concerns,  a trend 
which  may  cause  the  disappearance  of  independent  craftsmen, 
and  lead  to  the  industry  losing  its  valuable  flexibility. 

ni.  The  Effects  uron  Spending  on  Stocks  of  Commodities 
OF  the  Various  Measures  dealt  with  in  Part  I. 

18.  It  is  not  necessary  to  deal  with  the  effects  of  the 
individual  monetary  measures  upon  expenditure  oo  stocks 
of  commodities  because  the  trend  may  be  attributable  to 
the  cumulative  effects  of  all  such  measures. 

19.  There  is  a general  complaint  that  the  monetary 
restrictions  have  eiiforced  reduction  in  stocks  in  many 
sectors  of  the  engineering  industry.  This  has  had  to  be 
achieved  by  buying  supplies  in  smaller  quantities  than  is 
desirable,  at  prices  that  are  less  economical.  On  the  sales 
aide,  it  has  led  to  shorter  order  books  and  a lesser  degree 
of  security  as  regards  future  production  requirements.  All 
these  factors  tend  towards  less  economical  production  and 
higher  costs. 

rv.  The  Effeciiveness  of  Monetary  Measures,  Tradi- 
tional AND  NON-TRADITIONAL,  ON  ECONOMIC  POLICY 
To-day. 

(a)  Taxation  and  the  Financing  of  Industry 

20.  The  whole  course  of  industrial  finance  has  been  much 
affected  by  excessively  heavy  taxation  which  has  now  continued 
for  many  years.  Taxation  is  often  levied  on  profits  which 
are  not  true  profits  in  a commercial  sense.  The  health  of 
British  Industry  would  be  improved  if  it  were  found  possible 
to  implement  more  of  the  recommendations  of  the  Royal 
Commission  on  Taxation. 

21.  There  is  much  evidence  that  companies  are  not  able 
to  ret^  sufficient  resources  to  provide  for  the  replacement 
of  their  fixed  assets  in  due  time.  The  “real”  profit  margins 
on  many  businesses  are  too  low  for  the  cost  of  replacing 
both  fixed  assets  and  working  capital. 

22.  The  reform  of  taxation  on  profits,  long  ov«due, 
would  enable  progressive  businesses  to  finance  their  own 
development  programmes  to  an  increasing  extent,  and  would 
enable  them  to  make  long-term  plans  for  development. 

23.  Small  family  businesses  are  often  affected  by  Estate 
Duty  burdens,  and  by  anticipation  of  Estate  Duty  burdens. 
When  a large  shar^older  dies  without  having  made  adequate 
provision  for  Estate  Duty,  the  whole  future  of  the  company 
may  be  in  doubt. 

(i)  Savings  and  Inflation 

24.  All  the  evidence  received  indicates  that  the  ad  hoc 
monetary  measures  which  have  been  taken  in  recent  years 
have  failed  to  solve  two  fundamental  and  related  problems  ; — 

How  to  increase  savings. 

How  to  combat  excessive  inflation. 

25.  Those  in  charge  of  industrial  undertakings  of  all 
types  and  sizes  are  conscious  of  tbe  following  ; — 

(i)  Inflation  is  perhaps  inevitable  if  wages  increase  at 
a higher  rate  than  production.  It  is  hoped  that  the 
steps  which  are  being  taken  by  H.M.  Government 
will  draw  attention  to  the  effects  of  inflation,  and 
that  they  will  now  be  more  successful  than  they  have 
been  in  the  past.  It  is  hoped  that  there  wiU  be  further 
attempts  in  every  sector  of  British  Industry  to  revise 
wage  structures  so  that  anomalies  are  removed  and 
incentives  provided  in  relation  to  increased  production. 

(u)  A major  factor  in  inflation  is  Government  expenditure. 

- Here  the  reduction  in  defence  expenditure  may  provide 
an  opportunity  for  real  economy,  if  it  is  combined 
• with  other  measures  to  curtail  avoi«3able  expenditure. 
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More  realistic  methods  of  financing  the  Nationalised 
Industries  should  be  employed.  At  the  moment 
they  seem  to  suffer  little  from  monetary  restrictions, 
as  compared  with  those  engaged  in  commerce. 

(iii)  The  reform  of  taxation  already  suggested  would 
enable  company  savings  to  be  increased,  and  company 
savings  are  particularly  important  at  present.  There 
is  no  more  effective  way  of  ensuring  that  progressive 
companies  have  the  power  to  expand. 

(iv)  Personal  savings  are  severely  affected  by  excessive 
taxation  and  by  a lack  of  faith  that  the  £ will  maintain 
its  v^ue.  Again,  the  remedy  lies  in  the  direction  of 
reduced  Government  expenditure,  tax  reform  and 
successful  methods  of  combating  inflation. 

(v)  The  continued  postponement  of  proper  capital 
expenditure  means  in  effect  that  we  are  choosing  to 
live  at  a higher  standard  of  living  than  we  are  earning. 

(vi)  Excessive  taxation  has  not  checked  inflation.  It  has 
become  a factor  in  price  fixing,  thus  contributing 
towards  infiation. 

26.  There  is  probably  no  single  remedy  and  no  simple 
cure.  It  has  proved  impossible  so  far  to  attain  simultaneously 
full  employment,  stable  internal  prices  and  a stable  £. 
Attempts  to  impose  artificial  restrictions  on  the  movement 
of  any  of  these  factors  have  led  only  to  a building  up  of 
pressure  and  to  sudden  changes  of  direction  to  avoid  disaster. 
Flexible  and  quick  adjustment  to  changing  circumstances 
might  be  less  paiifful  and  more  rewarding. 

(c)  Relationship  of  Monetary  Measures  to  other  Measures 
necessary  for  the  control  of  Inflation 

27.  The  difficulties  which  have  arisen  in  the  Enginet^g 
Industries  relate  not  to  the  principle  of  using  monetary 
measures  : such  measures  are,  inde^,  preferred  to  physic^ 
controls  such  as  licences,  quotas  and  restrictions.  The 
complaints  relate  rather  to  the  manner  in  which  monetary 
measures  have  been  used.  There  has  been  a failure  to  de^ 
with  the  imderlying  difficulties,  with  the  result  that  monetary 
measure  have  had  to  be  used  belatedly  and  drastically. 

28.  Politicians  have  taken  the  easiest  course  by  imposing 
drastic  monetary  measures  with  little  or  no  warning  instead 
of  facing  up  to  the  fundamentals  of  the  problem  of  inflation. 
The  real  remedy  is  clearly  the  relating  of  the  level  of  wages 
to  the  level  of  production.  Successive  govenunents  since 
the  end  of  the  war  have  failed  to  tackle  this  problem  in 
conjunction  with  the  Trade  Unions  and  employees,  and 
having  failed,  have  resorted  to  monetary  measures  which 
have  done  much  to  interfere  with  the  efficiency  of  industry 
and  the  smooth  flow  of  production.  It  is  to  be  hoped  that 
the  current  efforts  to  reconcile  wage  levels  with  production 
will  meet  with  more  success  than  has  been  attained  in  the 
past. 

29.  The  average  small  or  medium  sized  firm  is  anxious 
to  finance  efficiency  and  expansion  out  of  its  own  savings, 
and  is  anxious  to  keep  its  costs  down  to  a minimum,  so  that 
it  can  embark  upon  healthy  competition,  and  be  given  the 
opportunity  to  sell  more  goods  by  virtue  of  their  quality 
related  to  their  price.  This  it  is  prevented  from  doing  by 
constant  demands  for  increased  wages.  The  wage  increases 
and  the  consequent  increases  in  the  price  of  material  and 
components  must  be  financed  out  of  the  selling  price  of  the 
goods  which  are  produced.  Monetary  restrictions  prevent 
these  increases  from  being  financed  out  of  any  other  source. 
Although  these  firms  are  willing  to  stabilize  their  profits 
and  their  dividends,  it  is  impossible  for  them  to  finance 
higher  production  costs  if  the  profit  margin  is  to  be  subject 
to  limitations. 

30.  Although  the  question  as  to  whether  recent  monetary 
measures  have  been  desirable  is  probably  outside  the  terms 
of  reference  of  a Committee  which  is  examining  the  Working 
of  the  Monetary  System,  it  is  thought  fit  to  repeat  that  the 
Government  has  sou^t  to  achieve  too  much  through 
monetary  measures  which  carry  with  them  so  many  harmfril 
features. 

V.  Long  Term  Problems  of  Financinq  Industry 

31.  So  far  this  memorandum  has  dealt  with  problems 
which  have  arisen  in  recent  years  through  short-term  changes 
in  monetary  policy.  The  final  question  on  which  views  have 
been  taken  relates  to  improvements  in  the  procedure  for 
providing  long-term  finance  for  industry  and  trade. 

(0  The  work  done  by  the  many  organisations  set  up  to 
close  the  “Macmillan  Gap”  (organisations  such  as 


the  I.C.F.C.)  has  been  successful  in  meeting  many  of 
the  difficulties  which  were  apparent  twenty  or  thirty 
years  ago.  Hire  purchase  facilities  have  sdso  greatly 
increas^  in  relation  to  plant  purchases. 

(ii)  The  main  need  now  is  probably  for  a body  which  can 
provide  relatively  small  sums  (say,  up  to  £10,000) 
on  a three  to  seven  years  loan,  to  aid  a developing 
business.  Banks  traditionally,  and  by  directive, 
decline  to  finance  capital  developments,  and  the  amount 
requir^  is  too  small  to  interest  finance  houses. 

(iii)  The  need  might  be  met  by  Industrial  Banks  (on  the 
Continental  model)  or  by  local  finance  companies, 
with  officers  familiar  with  local  conditions.  The  need 
here  is  much  increased  by  the  virtual  disappearance 
of  the  wealthy  investor  who  was  prepared  to  take  a 
chance  with  investments  in  small  promising  companies 
before  penal  taxation  made  inroads  upon  his  resources. 

32.  In  general,  however,  new  machinery  for  bringing 
together  lenders  and  borrowers  is  less  needed  that  a new 
monetary  policy — a policy  which  will  encourage  higher 
savings  : which  will  create  a climate  in  which  enterprise 
can  flotuish  : and  which  wUl  reduce  the  necessity  for  sudden 
changes  in  tempo  and  direction. 

VI.  Monetary  Measures  and  Exports 


(a)  The  adverse  effect  of  present  monetary  measures  on 
export  trade 

33.  From  the  foregoing  paragraphs  it  is  clear  that  the 
monetary  measures  enumerated  have  been  effective  in 
restricting  capital  expansion  or  replacement,  and  the  Asso- 
ciation takes  the  view  that  a continuation  of  this  policy  of 
r«trictions  must  cause  harm  to  the  national  economy, 
particularly  through  the  ultimate  effect  which  it  will  have 
upon  our  abili^  to  ejqjort. 

34.  The  engineering  industries  have  in  the  last  ten  years 
increased  their  exports  more  substantially  than  any  other 
group  of  industries.  Restrictions  on  expansion  are  therefore 
serious.  British  Industry  as  a whole  is  indeed  expanding 
ts  capacity  much  less  rapidly  than  other  countries,  as 
illustrated  by  the  following  figures  : — 

Gross  fixed  capital  formation  of  the  years,  stated  as 
percentages  of  the  gross  national  product  of  the  same  year 


Country  1954 

U.K 15 '4 

Belgium  15'9 

France  16 '2 

Italy  19'7 

HoUand  21-6 

Sweden  20'8 

W.  Germany  ...  210 
*N.A. — ^Not  available. 


1955 


16- 5 

17- 1 
20-3 
22-8 
20-3 
22-7 


(6)  Some  specific  remedies  for  exports 


1956 

16-2 

•N.A. 

17-3 

20-8 

24-5 

205 

22-2 


35.  Insofar  as  the  monetary  measures  extend  through 
restrictions  to  export  trade,  they  are  bound  to  be  harmful 
to  the  national  economy.  Adverse  effects  on  exports,  therefore, 
need  to  be  countered  by  special  measures,  in  addition  to 
the  general  proposals  outlined  in  Parts  III  and  IV  of  this 
Report. 

36.  The  Association  advances  the  following  suggestions : — 

(i)  It  should  be  emphasised  that  restrictions  on  Bank 
Overdrafts  should  not  be  applied  to  credit-worthy 
engineers  making  products  or  components  for  export. 

(ii)  It  should  be  made  known  that  the  Capital  Issues 
Committee  gives  special  consideration  to  applications 
which  are  relative  to  export. 

(iii)  Consortiums  have  been  formed  by  finance  houses 
and  large  engineering  imdertakings  to  promote  export 
trade.  Experiments  should  he  made  with  smaller 
engineering  concerns. 

(iv)  There  may  be  a case  for  an  Exports  Finance  Corpora- 
tion on  the  same  lines  as  I.C.F.C.,  working  in  close 
conjunction  with  E.C.G.D. 

(v)  Medium-sized  engineering  companies  should  be 
encouraged  to  make  increasing  use  of  Promissory 
Notes. 


37.  The  Export  Credits  Guarantee  Department  should  be 
encouraged  to  expand  its  work  by  greater  publicity  and 
increasing  services,  backed  by  ample  financial  resources. 


November,  1957 
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7.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  BRITISH  ENGINEERS’  ASSOCIATION* 


1.  The  British  Engineers’  Association  which  is  the 
representative  Trade  Association  for  the  mechanical  engineer- 
ing industry  states  below,  for  the  information  of  the 
Committee,  some  considerations  with  regard  to  Export 
Finance.  Engineering  exports  today  account  for  nearly  40% 
of  the  total  visible  exports  of  the  U.K.  Within  the  engmeering 
field  the  major  section  is  the  mechanical  engineering  industry. 

A.  Provision  of  Finance  for  Export 

2.  In  the  post-war  period  many  factors  have  combined 
to  make  the  task  of  the  exporting  manufacturer  more  difficult 
than  it  was  before  the  war.  Engineering  exporters  who  are 
engaged  in  exporting  have  found  that,  increasingly,  purchasers 
seek  to  place  on  the  exporter  the  responsibility  of  himself 
providing  finance,  or  obtaining  finance  from  other  sources, 
to  cover  the  p^od  between  ffie  delivery  of  the  goods  and 
that  point  of  time  when  the  purchaser  finds  himself  able  to 
make  payment.  A manufacturer  who  seeks  finance  from 
banking  or  other  sources  finds  himself  in  the  difficulty  that 
there  exists  in  the  U.K.  no  central  organisation  within  the 
banking  system  to  which  he  can  turn.  At  the  present  time 
in  many  markets  the  exporter  is  the  unwilling  provider  of 
finance.  If  he  is  faced  eithCT  by  a demand  from  overseas 
for  a co-ordinated  composite  tender  embodying  not  only 
his  own  products  but  also  those  of  other  manufacturers  or 
by  a demand  for  finance  in  connection  with  the  supply  of 
particular  capital  goods,  he  must  undertake  to  make  the 
necessary  arrangements  himself  While  these  difficulties  have 
to  be  faced  by  all  exporters  of  engineering  products,  the 
smaller  company,  whose  financial  reserves  may  be  less 
extensive,  is  least  able  to  surmount  them. 

3.  E.C.G.D.  cover  having  been  obtained,  the  financing 
of  the  contract  is  the  responsibility  of  the  manufacturer 
involved,  and  it  seems  obvious  ffiat  the  present  Government 
poliQ'  of  restriction  on  overdrafts  by  restricting  the  financial 
resources  of  companies  will,  to  some  extent  affect  their 
ability  to  export.  A company  is  not  always  in  a position  to 
finance  the  contract  from  its  own  resources,  and  may  be 
unable  to  raise  additional  overdraft  facilities  to  carry  out 
the  work.  Where  overdraft  facilities  are  necessary  and 
available  the  present  cost  of  those  facilities  due  to  the  high 
Bank  rate  is  one  which  has  to  receive  very  careful  consideration 
before  embarking  on  contracts  involving  long-term  credit, 
When  long-term  finance  facilities  are  granted  for  5 to  7 
years,  movements  in  the  Bank  rate  in  an  upward  direction 
can  soon  absorb  a material  proportion  of  the  profit  margin 
particularly  when  operating  in  a very  competitive  market. 
In  view  of  this  position  contractors  endeavour  to  cover 
themselves  against  known  costs  arising  from  ffie  pr^nt 
Bank  rate,  and  also,  insofar  as  is  possible,  to  make  some 
allowance  for  the  future  movement  of  interest  rates.  Care 
has  to  be  taken  to  make  certain  that  they  are  in  a position 
to  meet  all  the  obligations  with  regard  to  financing,  make  a 
profit,  and  still  offer  a competitive  price. 

4.  Some  method  should  therefore  be  found  to  finance 
these  long-term  contracts  and  so  relieve  the  contractor  from 
the  difficulty  of  obtaining  the  appropriate  overdraft  facilities 
and  also  by  means  of  a fixed  sc^e  of  charges  for  the  facility, 
reheye  the  contractor  of  the  problem  which  he  faces  regarding 
varying  interest  rates  and  at  the  same  time  provide  a 
co-ordinating  organisation  to  which  the  financial  requirements 
of  exporters  can  be  directed.  Having  noted  the  example 
of  the  Export-Import  Bank  of  Washington,  U.S.A.,  8ie 

B. E.A.  takes  the  view  that  the  above  needs  can  be  met  by 
the  formation  of  a new  Export  Finance  Corporation  through 
which  medium  and  long-term  finance  might  be  channelled, 
This  Corporation  should,  on  the  one  hand,  be  able  to  satisfy 
the  legitimate  financial  requirements  of  exporters,  and  on 
the  other  hand,  be  able  to  offer  tied  loans  direct  to  potential 
purchasers  overseas.  While  we  do  not  wish  to  submit  any 
detailed  recommendations  for  the  constitution  of  such  an 
organisation,  it  is  felt  that,  given  encouragement,  it  should 
not  be  beyond  the  ability  of  the  institutions  of  the  City  of 
London  to  form  such  an  organisation. 

E.  Export  Credits  Guarantee  Department 

5.  The  scope  and  availability  of  the  insurance  policies 
of  the  E.C.G.D.  are  an  important  influence  in  deterniiamg 
whether  or  not  an  engineering  exporter  is  able  to  imdertake 
export  business.  Below  are  set  out  some  considerations 
relative  to  the  possible  improvement  of  1he  service  offered 
by  E.C.G.D.  It  is  only  proper,  however,  at  thte  stage  to 


* See  Minutes  of  Evidence  Qos,  6249  to  6307. 


make  it  clear  that  ^eat  respect  is  felt,  by  members  of  the 
B.E.A.  for  the  way  in  which,  within  its  present  limitations, 
the  E.C.G.D.  has  consistently  sought  to  give  service  to 
industry. 

6.  While  some  exporters  find  no  difficulty  in  obtaining 
quotations  from  E.C.G.D.  within  24  hours,  it  is  clear  that 
there  are  many  substantiated  complaints  about  the  fact 
that  it  is  difficult  to  obtain  advice  sufficiently  quickly  from 
E.C.G.D.  about  its  intentions.  A case  which  was  followed 
up  by  the  B.E.A.  and  which  does  not  appear  to  be  exceptional, 
was  of  a contract  for  which  the  tendered  price  was  about 
£140,000  and  for  which  full  details  were  given  to  E.C.G.D. 
The  Department  required  a little  less  than  two  months  to 
give  a firm  offer  of  cover. 

7.  Another  aspect  of  slowness  of  operation  is  that 
E.C.G.D.  is  imable  to  give  advice  to  clients  sufficiently  early 
in  the  negotiations  for  a contract.  Where  extended  terms  of 
payments  are  likely  to  be  required  it  is  difficult  to  obtain 
from  E.C.G.D.  an  indication  of  its  attitude  towards  the  terms 
proposed  imtil  specific  terms  have  been  negotiated. 

8.  It  is  suggested  that  Exporters  should  have  the  option 
of  either  taking  the  existing  E.C.G.D.  policy  that  covers 
both  commercial  and  political  rislra,  or  the  option  of  splitting 
these  risks  and  taking  either  a commercial  risk  policy  or  a 
political  risk  policy  at  an  appropriate  premium.  (In  political 
risk  is  included  the  inability  of  the  customer  to  obtain  from 
his  Government  the  foreign  exchange  to  meet  the  transaction). 
We  are,  of  course,  well  aware  that  we  are  here  asking,  as 
again  in  the  case  of  other  points  below,  that  the  exporter 
should  be  allowed  an  element  of  choice  in  the  risks  which  he 
insures.  The  commercial  risk  and  the  political  risk  do  not 
necessarily  arise  in  respect  of  the  same  countries.  An 
exporter  may  well  be  willing  to  himself  underwrite  the 
commercial  integrity  of  a customer  in  a country  in  respect 
of  which  he  would  be  unwilling  to  shoulder  the  political  risk 
and  vice  versa. 

9.  It  is  also  desirable  that  E.C.G.D.  should  be  able  to 
quote  rates  for  insuring  particular  consignments  to  particular 
markets  in  the  short-term  and  extended  term  fields.  The  fact 
that  whole  turnover  must  be  insured  may  account  for  the 
relatively  low  proportion  of  U.K.  foreign  trade  which  is 
insured  with  E.C.G.D.  E.C.G.D.  has  already  accepted 
the  principle  of  choice  in  the  case  of  medium-term  policies, 
to  the  extent  that  the  exporter  is  free  to  insure  or  not  to 
insure  any  particular  contract.  It  appears  that  no  additional 
service  to  clients  is  achieved  by  requiring  them  to  insure 
risks  which  are,  or  appear  to  be  ne^gible,  and  which  th^ 
have  no  desire  to  cover.  It  is  appreciated  that  the  insistence 
that  exporters  must  insure  all  their  transactions  (other  than 
when  prepayment  is  made)  results  in  a good  spread  of  good 
and  bad  rislm  with  a resultant  lower  average  level  of  premiums. 
It  is  suggested  that  those  exporters  who  so  desire  should 
be  able  to  continue  to  insure  under  edsting  rules  but  that 
policies  should  be  available  at  higher  premiums  for  the 
special  alternative  ''acilities  suggest  d above. 

10.  At  present  E.C.G.D.  policies  cover  85%  of  the 
contract  value  in  respect  of  the  commercial  risk,  90%  of 
the  contract  value  in  respect  of  the  political  risk  before 
shipment,  and  95%  of  the  contract  value  in  respect  of  the 
political  risk  after  shipment.  It  is  suggested  that  the  exporter 
should  be  able  to  take  out  an  additional  policy,  at  an 
appropriate  premium,  to  cover  the  balance  of  his  risk  of 
15%,  10%  and  5%  respectively.  Moreover,  when  capital 
is  turned  over  many  times  in  the  year  the  sum  at  risk  overseas 
may  be  considerable,  and  in  fact  may  approach  the  nett 
worth  of  the  company.  In  such  circumstances,  should  a 
major  slump  arise,  the  uncovered  15%  of  the  commercial 
risk  would  (in  fact  under  present  conditions  definitely  wilf) 
wreck  many  companies.  In  other  words  this  uncovered  15  % 
is  a serious  disincentive  to  the  maximum  effort  being  made 
to  export.  It  is  appreciated  that  it  can  be  contended  that 
the  Exporter  should  bear  a percentage  of  the  commercial 
risk,  as  otherwise  certain  transactions  might  be  entered  into 
with  a fraudulent  intent.  It  is  suggested  that  the  admini- 
stration of  the  E.C.G.D.  would  quickly  become  aware  of 
firms  adopting  such  practices  and  would  only  grant  these 
special  policies  covering  the  remaining  15%  in  those  cases 
where  ffiey  were  satisfied  of  the  bona-fi^  intention  and 
standing  of  the  insurer.  The  possibility  of  fraud,  which  it 
should  be  within  the  competence  of  the  insurer  to  minimise, 
is  no  sound  argument  for  not  taking  steps  to  cover  this  15%. 
This  would  so  greatly  assist  the  vast  majority  of  straight- 
forward and  honest  firms.  As  regards  the  10%  or  5% 
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uncovered  political  risk,  there  should  be  no  possible  objection 
to  a cover  of  100%  for  a policy  covering  political  risks  only. 

11.  The  length  of  time  of  the  creditworthiness  of  a 
transaction  under  E.C.G.D.  rules  should  not,  as  at  present, 
be  in  relation  to  the  size  or  value  of  each  item.  One  can 
appreciate  that  quickly  consumable  goods  are  not  worthy 
of  long  credit,  but  some  quite  small  items,  for  example, 
sewing  machines,  can  last  20  years  and  can  physically  be 
recovered  in  case  of  default  by  the  purchaser,  whereas  an 
expensive  item  like  a bridge  or  a railway  tunnel  cannot  Im 
picked  up  and  re-exported  for  sale  elsewhere  and  to  this 
extent  is  not  such  a good  risk  as  a small  and  easily  moveable 
and  reasonably  durable  item.  Rexibility  is  required. 

12.  WhUe  it  is  appreciated  that  the  Guarantees  to  Bankers 
are  an  innovation  and  are  still  in  an  experimental  stage,  the 
B.E.A.  looks  forward  to  the  time  when  the  possession  of  an 
E.C.G.D.  policy  in  respect  of  a contract  having  a value 
below  £250,000  will  mean  that  the  exporter  is  able,  more 
easily,  to  obtain  finance  from  his  Banker. 

13.  E.C.G.D.  facilities  should  be  co-ordinated  on  a 
reciprocal  basis  with  those  of  other  members  of  the  Berne 
Union  to  cover  the  business  of  subsidiaries  operating  in 


the  home  country  of  the  foreign  export  credit  organisation, 
e.g.  it  is  desirable  that  cover  for  the  export  business  of  a 
subsidiary  in  Germany  of  a U.K.  Company,  should  be 
available  from  E.C.G.D. 

14.  At  present  no  E.C.G.D.  cover  is  available  to  U.K. 
exporters  on  equipment  purchased  by  them  abroad  and  then 
incorporated  together  with  equipment  of  U.K.  manufacture 
in  plant  sold  by  them  to  third  countries.  It  is  desirable  that 
such  cover  should  be  available. 

15.  Apart  from  the  above  recommendations  which  relate 
to  the  scope  of  the  policies  and  services  of  E.C.G.D.  it  is 
also  suggested  that  the  Banks  should  be  permitted  by  the 
Bank  of  England  to  discount  certain  Bills  of  Exchange  for 
at  least  the  period  covered  by  the  relevant  policy  of  the 
E.C.G.D.  It  appears  that  where  E.C.G.D.  may  grant  cover 
over  one  or  two  years  it  may  yet  be  impossible  to  discount 
a Bill  of  Exchange  on  the  buyer  concerned,  for  a length  of 
time  longer  than  3 months.  This  puts  Exporters  to  the  trouble 
of  renewing  Bills  every  3 months  entailing  much  additional 
clerical  work  and  stamp  duty  on  each  occasion. 

12th  December,  1957. 
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A.  PRINCIPAL  MEMORANDUM 
I.  Industry’s  Recent  Experience  of  the  Effects  of 
Monetary  Measures 

1.  The  observations  in  this  section  of  the  Federation’s 
evidence  are  in  part  founded  on  the  answers  to  a question- 
naire which  was  sent  to  the  Federation’s  memb^  (not 
including  subsidiaries  or  olher  companies  in  a group  which 
do  not  take  decisions  on  investment  and  borrowing).  The 
questions  to  which  answers  were  sou^t  concerned  the 
sources  and  supply  of  funds,  the  influence  of  taxation,  the 
impact  of  the  credit  squeeze,  and  the  effect  of  interest  rates 
on  investment  decisions  during  the  period  1951-mid  1957. 

2.  The  companies  which  made  the  returns,  numbering 
nearly  1,600,  were  not  necessarily  a representative  sample  of 
industry,  nor  was  it  possible  to  devise  a system  for  weighting 
the  results  according  to  some  measure  of  relative  importance 
among  the  companies.  Hence  the  questionnaire  was  not 
expected  to  provide  any  statistically  accurate  account  of  the 
matters  under  study,  and  its  results  were  used  mainly  as  a 
means  of  testing  the  views  of  the  Federation’s  advisers  and 
of  suggesting  lines  of  enquiry  which  might  be  pursued  in 
other  ways. 

3.  Before  the  recent  rise  of  Bank  Rate  to  7%  movements 
of  interest  rates  do  not  appear  to  have  had  an  important 
direct  effect  on  spending  decisions  in  industry.  The  effect 
of  the  recent  rise  in  interest  rates  cannot  be  assessed.  Ihe 
rise  in  Bank  Rate  in  1955  wai  probably  a major  factor  in 
shaping  business  decisions  for  only  a small  proportion  of 
finm.  The  fall  in  the  rate  in  February,  1957,  was  a major 
factor  for  only  a tiny  minority.  In  itself,  however,  this  does 
not  mean  that  rates  of  interest  are  not  of  critical  importance. 
The  information  provided  by  the  Federation’s  members 
sugg^ts  that  judgments  of  the  profitability  of  new  investment 
are  influenced  in  a substanti^  proportion  of  cases  by  the 
prevailing  rate  of  interest.  The  information  provided 
concerning  movements  in  1955-mid  1957  merely  shows  that 
they  were  then  not  large  enough  to  be  of  substantial  impor- 
tance. Nor  does  it  mean  that  rates  of  interest  may  not  have 
been  of  importance  in  other  sectors  of  the  economy  and 
hence  conceivably  have  exerted  indirect  influence  on  industry. 
As  might  be  expected,  in  so  far  as  rises  in  interest  rates  did 
have  a direct  influence  on  the  business  decisions  of  those 
who  returned  the  questionnaire,  its  effect  was  greater  in  the 
field  of  stocks  than  in  that  of  fixed  investment. 

4.  The  effect  of  changes  in  the  cost  of  borrowing  is  of 
course  blunted  (i)  by  taxation,  (ii)  by  the  expectation  of 
the  continuance  of  inflation,  (iii)  by  the  growth  of  self- 
financing, and  (iv)  by  the  costliness  of  interrupting  large  or 
long-maturing  programmes.  Blunting  does  not  that 
a change  in  the  cost  of  borrowing  will  not  have  some  marginal 
effect  even  when  the  change  is  not  large.  But  a larger  change 
will  now  be  necessary  to  produce  a given  effect  than  was 


required  before  the  development  of  the  causes  of  blunting 
cited  above. 

5.  The  blunting  effects  of  taxation  and  of  self-financing 
%vere  testified  to  in  the  answers  to  the  questionnaire.  Self- 
financing has  been  especially  important  in  recent  years  as 
many  companies  appear  to  have  entered  the  recent  period 
of  credit  stringency  in  a state  of  high  liquidity  and  have  thus 
been  cushioned  against  the  rationing  of  credit.  They  have 
also  in  many  cases  regarded  themselves  as  being  cushioned 
also  against  the  rise  in  the  price  of  credit,  failing  perhaps  to 
make  a close  comparison  between  the  internal  and  external 
yields  on  investment;  but  more  probably  tiiese  have  been 
cases  where  the  price  of  credit  has  not  been  hi^  enough  to 
be  of  critical  importance  to  spending  decisions.  The 
expectation  of  the  continuance  of  inflation  was  not  probed 
or  canvassed  by  the  questionnaire  but  indications  have  come 
otheiwise  to  the  Federation  of  its  growth  as  a factor  in 
Boardroom  decisions.  The  cost  of  interrupting  large  or 
long-maturing  investenent  programmes  has  been  stressed  by 
some  of  the  largest  companies  among  the  Federation’s 
membership. 

6.  The  restriction  of  bank  advances  (by  directives  to  the 
banks  as  distinct  from  the  effects  of  raising  Bank  Rate) 
appears  to  have  been  of  minor  influence.  Of  those  companies 
which  answered  the  questionnaire  only  a small  proportion 
were  required  to  reduce  their  overdr^t  limits  ; and  it  is 
reasonable  to  believe  that  even  among  these  the  cause  was 
not  in  every  case  the  credit  squeeze.  The  majority  had  their 
needs  for  bank  finance  met  in  full.  As  we  have  noted  above, 
many  firms  were  cushioned  against  the  “credit  squeeze’’ 
by  their  high  liquidity  at  the  time  when  the  “squeeze”  com- 
menced. The  effea  of  directives  to  the  banks  to  restrict 
advances  is  blunted  by  the  possibility  of  recourse  to  other 
sources  of  borrowing  (where  these  are  not  themselves  blocked 
by  tightness  of  bank  money),  and  by  the  difficulty  which 
faces  the  banks  in  the  absence  of  clear  criteria  for  distin- 
guishing between  customers.  And  reducing  overdraft  limits 
does  not  necessarily  mean  reducing  overdrafts. 

7.  Little  is  known  to  the  Federation  about  the  effects 
of  the  decisions  of  the  Capital  Issues  Committee.  However, 
of  the  companies  which  returned  the  questionnaire  none 
was  refused  permission  to  issue  capital  by  the  Capital  Issues 
Committee  during  1951-1955  and  only  a tiny  number  were 
refused  in  1956-57.  A slightly  greater  number  of  companies 
were  deterred  by  the  expectation  of  refusal  from  attempting 
to  issue  capital,  but  the  number  was  still  extremely  small 
even  in  1956-1957.  The  exceedingly  small  proportion  of 
rrfusals  among  those  returning  the  questionnaire  is  in  line 
with  the  official  figures  for  all  applications, t which  show 
that  an  average  of  well  over  90%  received  approval  over 
ffie  period  1945-1956  and  also  in  most  of  the  individual  years 
in  that  period.  Recently  issued  figures  for  the  first  half  of 
1957  however  indicate  a stiffer  attitude  to  applications  on 


• See  Minutes  of  Evidoae©  Qns.  5525. to  5767. 


t See  Hansard  9th  April,  1957.  Column  955,  and  Monthly  Digest  of  StatUacs. 
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the  part  of  the  Committee  which  is  likely  to  be  intensified 
by  tile  Chancellor’s  recent  instructions  to  take  “a  more 
restrictive  and  critical  attitude  towards  applications  to 
borrow,  and,  in  particular,  applications  for  large  amounts”. 
The  evidence  of  the  Federation’s  questionnaire  suggests 
that  hitherto  the  detenent  effect  upon  those  who  contemplated 
making  applications  to  the  Committee  may  also  have  been 
of  little  importance.  There  may  perhaps  be  some  significance 
in  the  fact  that  among  the  smaller  companies  decisions  not 
to  apply  to  the  Committee  were  much  more  numerous  than 
actual  refusals,  whereas  among  the  larger  companies  refusals 
were  not  much  less  numerous  than  decisions  not  to  apply. 

8.  Apart  from  purchase  tax,  hire  purchase  controls  have 
been  the  most  potent  of  contrived  short-term  influences  on 
demand  in  the  field  to  which  they  can  be  applied.  Sharp 
fluctuations  have  thus  been  caused  in  spending  on  consmner- 
durables.  The  use  of  these  controls  is  examined  in  Paras. 
27/28  below,  but  here  it  should  be  noted  that  all  experience 
shows  that  there  can  be  no  finesse  in  it.  Changes  in  down- 
payments  and  credit-periods  must  be  large  and  heavy-handed 
(with  damaging  long-term  consequences  for  the  industries 
concerned)  in  order  to  be  effective  ; and  there  is  some  reason 
to  believe  that  each  time  changes  are  made  delayed  effects 
are  produced  which  run  counter  to  the  initial  effects. 

9.  Little  evidence  has  come  before  the  Federation  on  the 
availability  of  finance  from  sources  other  than  banks  and 
hire  purchase  companies  (apart  from  the  field  of  finance 
which  is  dealt  with  in  Section  III  below).  The  importance 
of  the  liquidity  of  many  firms  has  already  been  stressed. 
There  is  some  evidence  that  the  London  bill  market  a 
increasin^y  being  used  instead  of  bank  overdrafts  for 
short-term  finance.  Amongst  other  sources  of  money, 
insurance  and  provident  funds  are  of  importance  for  the 
success  of  new  issues  but  are  not  providers  of  short-term 
finance  for  industry.  The  Conditional  Aid  Revolving  Fund 
has  made  some  finance  available  for  the  smaller  firms  but 
its  role  has  been  a very  minor  one  indeed. 

10.  The  questionnaire  returns  provide  some  evidence  that 
since  1955  trade  credit  has  tended  to  lengthen  and  thus  play 
a part  in  eking  out  the  financial  resources  of  a considerable 
number  of  firms.  But  the  tendency  does  not  appear  to 
have  been  of  major  importance  in  the  financing  of  industry. 
First,  probably  a msgority  of  firms  have  found  that  the 
volume  of  trade  credit  outstanding  has  been  virtually  un- 
altered, and  a few  have  seen  it  decline  (probably  the  successful 
result  of  efforts  to  reduce  it  under  the  pressure  of  stringency 
in  other  credit  sources).  Secondly,  though  an  increase  has 
been  widespread,  its  average  magnitude  has  probably  been 
small. 

II.  The  Effectiveness  of  Monetary  Measures  in  Economic 
Policy  Today 
(a)  The  Problem  of  Inflation 

11.  In  the  period  under  review  the  principal  problem  of 
economic  policy  has  been  the  challenge  of  inflation  ; and 
it  is  for  the  control  of  inflation  that  monetary  measures, 
if  they  could  be  applied  with  success,  have  been  needed. 

12.  The  Federation  has  set  out  its  views  on  the  problem 
of  inflation  at  some  length  in  its  recent  publication  “Britain's 
Economic  Problems  and  Policies"  ; F.B.I.  1957.  It  is 
suggested  that  this  booklet  be  read  together  with  tWs  evidence, 
which  is  in  large  measure  a summary  of  its  argument.  In 
brief  the  Federation  sees  inflation  as  a process  of  excessive 
pressure  upon  the  resources  of  the  economy  as  a result  of 
which  prices  rise.  This  means  first  that  the  rise  of  prices 
is  a symptom  and  not  the  essence  of  the  process  ; and 
secondly  that  as  long  as  the  excessive  pressure  exists  a rise 
in  prices  will  be  necessary  to  bring  the  supply  and  demand 
for  resources  into  balance.  Subject  to  certain  qualifications, 
inflation  cannot  be  contiolled  by  direct  action  on  prices 
but  only  by  action  to  prevent  the  demand  for  resources 
outnmning  fte  supply.  Needless  to  say,  the  action  may  be 
designed  to  increase  supply  as  well  as  to  contain  demand. 

13.  The  process  of  inflation  produces  buoyancy  in  the 
markets  for  labour  and  goods  which  cannot  be  indefinitky 
maintained.  It  is  in  the  nature  of  the  process  to  gather 
speed  unless  it  is  deliberately  restrained,  but  there  is  no 
known  way— -and  in  the  Federation’s  view  there  cannot 
be — in  which  its  sp«d  can  be  kept  by  design  to  a slow  trot. 
Inflation  may  happen  to  be  slow,  but  then  only  if  there  is 
public  belief  that  it  will  fairly  soon  come  to  an  end.-  Hence, 
even-if-the  necessary-technique  were  knowHi  to  plaaa  dow 
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inflation  would  be  to  plan  to  deceive  the  public  into  believing 
that  the  purpose  of  the  plan  was  to  end  inflation.  The  aim 
of  policy  must  therefore  be  to  halt,  not  slow  down,  the 
process  ; even  though  its  results  may  turn  out  to  fall  short 
of,  or  to  go  beyond,  a halt. 

14.  The  end  of  inflation  must  be  painful  to  some  people 
because  it  makes  some  labour  and  goods  less  easily  saleable 
than  hitherto  ; and  the  further  advanced  the  inflation  is, 
the  more  painful  must  its  end  become.  Hence  an  anti- 
inflationary  policy  is  not  objectionable  simply  because  it 
is  painful,  or  has  undesirable  side-effects,  but  only  if  it  is 
more  painful  than  the  ultimate  consequences  of  inflation 
itself.  In  the  Federation’s  view  it  is  hopeless  to  seek  a 
painless  remedy  for  the  process. 

15.  The  main  causes  of  the  excess  pressure  on  resources 
since  the  War  have  been  the  volume  and  the  method  of 
financing  of  the  expenditure  of  the  Government  and  other 
public  authorities.  The  great  magnitude  of  public  spending 
has  played  a very  large  part  in  maintaining  the  growth  of 
demand  for  goods  and  services,  and  the  method  of  financing 
has  for  the  greater  part  of  the  post-War  period  led  to  the 
expansion  of  the  credit  base  of  the  banking  system.  In  so  far 
as  public  expenditure  is  not  subject  to  monetary  controls, 
counter-inflationary  monetary  measures  must'  be  seriously 
hampered  if  public  expenditure  is  a large  part  of  total 
expenditure. 

16.  This  view  does  not  necessarily  exclude  upward 
pressures  on  costs  (of  which  wage  pressures  have  clearly 
been  the  most  important  in  the  post-Korean  period)  from 
a rSle  of  importance  in  the  process  of  inflation.  Rising 
wages  may  play  a part  in  the  mechanism  which  produces 
an  increase  in  the  flow  of  money  which  in  turn  maintains 
demand  at  higher  wage  levels  and  thus  enables  the  higher 
wages  to  be  paid  without  a fall  in  employment.  However, 
whatever  the  precise  rSle  of  upward  pressures  on  costs,  the 
process  of  inflation  cannot  continue  unless  the  demand  for 
resources  is  constantly  tending  to  outstrip  the  supply. 

(6)  The  RSle  of  Interest  Rates 

17.  If  this  view  of  inflation  has  truth  the  raising  of  interest 
rates  is  in  principle  a proper  means  of  counter-iifliationary 
policy.  In  'toe  absence  of  countervailing  or  blunting  influences 
it  can  reasonably  be  expected  to  choke  off  some  investment 
which  would  otoerwise  take  place  and  thus  to  reduce  the 
total  demand  for  resources.  However,  even  if  it  is  thus 
successful,  the  possibili^  must  be  taken  into  account  that 
it  may  have  undesirable  side-effects  in  view  of  which  it  should 
give  place  to  or  be  accompanied  by  some  other  method  of 
attack.  But  no  other  known  major  weapon  is  likely  to  act 
as  speedily  as  toe  raising  of  interest  rates  ; though  it  must 
be  recognised  that  there  may  be  time-lags  between  Bank 
Rate  changes  and  changes  in  certain  long-term  rates  which 
affect  investment, 

18.  Interest  rates  have  in  fact  been  raised  since  1951  but, 
at  least  until  toe  latest  rise  in  Bank  Rates,  this  has  not  brought 
toe  process  of  inflation  to  a halt.  We  have  noted  above 
(Para.  4)  that  the  effect  of  changes  in  the  cost  of  borrowing 
is  blun:ed  by  certain  influences,  and  these  have  all  been  much 
stronger  since  the  War  than  they  were  before  the  War.  In 
the  Federation’s  view  they  have  been  among  the  strongest 
determinants  of  recent  trends.  The  evidence  of  the  past 
six  years  shows  that  a Bank  Rate  of  54%  or  less  will  be 
ineffective  of  itself  to  halt  any  inflationary  process  large 
enough  to  be  of  serious  concern.  At  that  level  the  combined 
effect  of  taxation  and  inflation  will  make  the  net  rate  of 
interest  negative  in  many  cases,  i.e.  the  rate  of  fall  in  the 
value  of  the  principal  may  exceed  the  rate  of  interest  after 
taxation,  so  that  it  will  pay  to  borrow  for  pure  consumption, 
and  a fortiori  for  investment.  The  higher  the  level  of  taxation 
and  the  stronger  the  expectation  of  continued  i^ation,  toe 
higher  must  the  rate  of  interest  be  in  order  to  take  effect. 

19.  In  principle  this  may  only  mean  that  the  weapon  of 
interest  rates  must  be  used  'with  greater  vigour  than  it  was 
before  September,  1957.  Until  then,  it  may  be  said,  this 
weapon  cannot  be  said  to  have  been  fully  tried  Dr  definitely 
found  wanting.  Moreover  the  effectiveness  of  a high  Bank 
Rate  depends  very  much  on  toe  firmness  with  which  long-term 
yields  are  made  to  conform  to  it.  There  are  grounds  for  the 
belief  that  interest  rates  can  be  much  higher  than  was 
contemplated  until  recently  without  producing  intolerable 
side-effects.  For  industry  they  were  higher  in  Germany 
than  in  Britain  before  September,  1957,  despite  a plentiful 
Bupply-of  funds  and  notwithstanding  a lower  Gential  Bank 
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discount  rate  ; and  their  level  did  not  prevent  German 
investment  from  showing  a handsome  expansion. 

20.  Yet  it  is  too  early  to  say  what  level  of  rates  would 
in  itself  be  enough  to  halt  our  present  inflation  ; while  it  is 
possible  to  say  that  at  present  levels  (since  September,  1957) 
embarrassing  and  prejudicial  side-effects  must  arise.  First 
the  cost  of  servicing  die  national  debt  must  swell,  produce 
budgetary  difficulties,  and  hinder  the  reduction  of  die  very 
taxation  which  takes  the  edge  off  interest  rates  themselves, 
even  though  it  reduces  the  gross  cost  of  debt  service  to  the 
Exchequer  in  doing  so.  Secondly  the  rise  in  interest  on 
short-term  money  in  London  owned  externally  becomes  a 
burden  on  the  balance  of  payments,  despite  the  fact  that  it 
alleviates  the  burden  of  bem  speculation  in  sterling.  Thirdly 
the  loss  of  productive  capacity  which  very  hi^  interest 
rates  force  upon  the  economy  by  choking  back  investment 
may  be  very  heavy.  This  is  not  an  argument  against  the 
use  of  the  weapon  of  interest  rates  if  the  price  of  halting 
inflation  must  be  very  heavy  in  any  case  ; but  it  is  a valid 
argument  if  there  are  other  coimter-inSationaiy  measures 
which  can  be  relied  upon  to  be  effective  and  which  con- 
centrate the  attack  less  upon  productive  investment  than 
does  the  weapon  of  interest  rates. 

21.  In  the  Federation’s  view  counter-inflationary  interest 
rates  should  be  used  more  vigorously  than  they  were  before 
September,  1957,  but  their  task  should  be  eased  by  softening 
the  influences  which  blunt  their  effect.  If  interest  rates  alone 
are  relied  upon  they  wOl  have  to  be  so  high  as  to  be  very 
seriously  disruptive  to  the  economy,  and  they  will  be  partially 
self-defeating  through  their  effects  upon  the  cost  of  the 
national  debt  and  upon  the  price  of  attracting  fiin^  to 
London.  But  if  Government  expenditure  is  cut  down  at 
the  root,  and  if  a reduction  in  the  burden  of  taxation  thereby 
becomes  possible  ; if  short-term  financing  of  Government 
ejqjenditure  is  held  down  to  the  level  of  genuine  short-term 
needs  ; stUl  more  if  in  addition  cost-pressures  are  moderated 
either  by  trade  union  restraint  or  by  firm  resistance  to  wage 
claims  at  key  points  such  as  the  nationalised  industries,  then 
the  task  of  ffie  interest  rate  weapon  can  reasonably  be 
expected  to  become  a manageable  one  at  levels  free  from 
intolerable  side-effects.  In  the  Federation’s  view  it  is  only 
a combination  of  such  measures  which  is  likely  to  check 
inflation  effectively  without  rocking  the  economy  to  its 
foundations.  And  once  inflation  has  been  checked,  only 
continued  surveillance  over  Government  expenditure  and 
short-term  financing  can  enable  interest  rates  safely  to  be 
reduced. 

22.  In  so  far  as  interest  rates  are  used  for  these  purposes, 
it  is  essential  that  they  should  apply  to  Local  Authorities 
and  to  nationalised  industries  as  as  to  all  other  borrowers. 
The  Federation  welcomes  the  changes  which  have  been  made 
in  this  direction  during  the  past  two  years,  but  it  believes 
that  investment  in  the  nationalised  industries  will  always 
be  a potential,  if  not  an  actual,  inflationary  force  unless 
either  those  industries  are  able  to  obtain  their  finance  from 
the  free  capital  market  on  competitive  terms  or  the  Govern- 
ment discovers  workable  criteria  other  than  those  of  the 
market  for  its  control  of  the  volume  of  their  investment. 

(c)  Funding  of  Government  Debt 

23.  Funding  operations  have  been  carried  on  by  the 
Government  with  some  vigour  in  the  past  three  years  but 
they  have  not  succeeded  in  reducing  the  credit  base.  They 
have  been  offset  by  an  increase  in  the  velocity  of  circulation 
of  money  which  has  itself  been  caused  by  the  spread  of 
belief  in  the  continuance,  and  perhaps  acceleration,  of 
inflation  ; and  in  any  case  they  have  not  gone  far  enou^ 
seriously  to  reduce  the  lending  power  of  the  hanking  system, 
for  the  credit  base  has  at  all  times  in  the  past  three  years 
been  large  enough  to  sustain  a greater  volume  of  advances 
than  has  in  fact  been  made.  Hence  the  Government  has 
sought  to  keep  advances  down  by  directives  to  the  banks, 
which  have  bwn  by  no  means  wholly  effective.  It  is  now 
probably  too  late  to  look  to  funding  for  an  immediate 
attack  on  the  credit  base.  Fu^er  funding  on  a large  scale 
must  wait  until  other  measures  have  succeeded  in  producing 
the  psychology  of  victory  ovct  inflation  and  enabled  interest 
rates  to  fall  again. 

(d)  Directives  on  Bank  Advances 

24.  In  principle  directives  to  the  banks  to  reduce  advances 
below  the  level  set  by  interest  rates  and  by  their  view  of 
liquidity  ratio  safety  (i.e.  the  “credit  squeeze”  in  the  narrow 
sense  initiated  in  1955)  are  objectionable  because  they  are 


in  the  nature  of  a physical  control.  They  are  an  exercise 
in  direct  rationing  instead  of  rationing  by  price.  And  they 
are  difficult  to  apply  with  equity  or  precision.  Much  is 
left  to  the  discretion  of  bankers  who  are  reluctant  to  use 
this  discretion  for  the  excellent  reason  that  it  does  violence 
to  the  well-tried  canons  of  banking  practice. 

25.  However,  we  have  seen  that  in  present  conditions 
interest  rates  require  the  aid  of  supporting  measures  if  they 
are  to  take  effect  without  rising  to  intolerably  high  levels. 
Directives  to  the  banks  to  limit  advances  may  be  justified 
as  supporting  measures.  It  is  true  that  they  are  different  in 
kind  from  the  supporting  measures  mentioned  above  (Para. 
21),  for  they  do  not  go  to  the  root  of  the  process  of  money 
or  credit  creation.  But  the  distortions  and  inequities  which 
they  produce  must  be  weighed  against  the  benefit  which 
they  may  provide  of  enabling  interest  rates  to  be  effective 
at  lower  levels  than  would  otherwise  be  necessary.  In  ffie 
Federation’s  view  these  directives  to  the  banks  have  their 
justification,  but  their  use  ou^t  to  be  sparing  and  they 
should  not  be  the  main  instrument  of  credit  policy. 

(e)  The  Control  of  New  Issues 

26.  The  control  of  new  issues  is  akin  in  principle  to  the 
control  of  bank  advances  by  directives  to  limit  them,  but 
it  is  less  justifiable.  First,  new  issues  are  less  inflationap^ 
than  bank  advances.  Secondly,  it  is  hard  to  envisage  criteria 
for  judging  new  issues  to  be  applied  by  the  Capital  Issues 
Committee  which  are  not  arbitrary  and  capricious.  Certainly 
they  are  likely  to  be  more  arbitrary  and  capricious  than  the 
criteria  which  bankers  apply  in  rationing  advances  among 
their  customers.  Furthermore,  a Capital  Issues  Committee 
decision  is  usually  on  an  all-or-nothing  basis  ; bankers  can 
trim  advances  down  without  denying  them  entirely.  As 
the  criteria  applied  by  the  Capital  Issues  Committee  are  not 
made  public,  the  Federation  suggests  that  the  Committee 
should  enquire  into  them  and  consider  whetha:  they  have 
relevance  to  an  economy  which  is  almost  free  from  the 
physical  controls  of  1939-51. 

(/)  Hire  Purchase  Controls 

27.  We  have  referred  above  (Para.  8)  to  hire  purchase 
controls  as  the  most  potent  of  contrived  short-term  Muences 
on  demand.  There  have  been  occasions  when  the  manipu- 
lation of  these  controls  appears  to  have  been  regarded  not 
as  a supporting  measure  to  interest  rate  changes  but  as  a 
major  counter-inflationary  force  in  its  own  right.  The 
Fetation  recognises  the  power  of  the  immediate  effect 
of  hire  purchase  controls  but  regards  them  as  ill-qualified 
for  use  as  major  instruments  of  policy.  First,  they  con- 
centrate their  attack  on  the  consumer-durable  industries 
which  are  to  a notable  extent  a spearhead  of  economic 
progress  and  expansion.  These  are  industries  in  which 
forward  planning  of  production,  steady  runs,  maximum  use 
of  plant  and  equipment,  and  expanding  volume  are  all  of 
the  highest  importance  for  eflicient  devdopment  ; and  hire 
purchase  controls,  used  spasmodically  for  counter-inflationary 
purposes,  thwart  all  these  influences  on  the  organisation  of 
production.  If  hire  purchase  controls  are  used  as  a relatively 
minor  supporting  measure,  the  disruption  of  production 
which  they  create  may  be  tolerable  as  part  of  the  price  of 
general  stabili^.  But  if  they  are  given  a more  prominent 
place  in  policy  the  price  is  likely  to  be  too  high. 

28.  Secondly,  it  is  only  the  immediate  effect  of  hire 
purchase  controls  which  is  easily  recognisable  and  which 
appears  to  be  the  justification  for  their  use.  If  initial  payments 
are  raised  and  periods  of  repayment  shortened  the  imme- 
diate effect  will  no  doubt  be  to  cut  demand.  But  such  changes 
are  being  applied  in  a field  of  consumer  behaviour  the  nature 
of  which  is  not  completely  known.  The  cut  in  demand  is 
not  necessarily  permanent.  It  is  very  likely  to  be  only  a 
postponement,  or  partly  a permanent  cut  and  partly  a 
postponement.  If  so  a change  in  hire  purchase  controls  will 
produce  an  effect  upon  the  demand  for  consumer-durables 
in  one  direction  immediately  but  in  the  opposite  direction 
after  some  delay  ; and  this  opposite  tendency  of  demand 
win  superimpose  itself  at  some  time  in  the  future  upon 
the  normal  demand  of  that  time.  Hence  hire  purchase 
controls  may  be  an  unruly  and  capricious  weapon  on  anything 
more  than  a very  short  view.  If  changes  in  the  controls 
are  made  frequently  they  may  produce  such  a discordant 
complex  of  movements  in  demand  that  even  the  expected 
and  desired  short-term  effects  may  in  future  not  always 
show  themselves.  The  Federation  takes  the  view  that 
research  into  the  longer-term  effects  of  hire  purchase  controls 
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is  urgently  needed,  and  that  at  least  for  the  time  being  they 
should  be  used  sparingly  and  with  circumspection. 

(g)  Budgetary  Economic  Planning* 

19.  Until  the  last  War  the  Budget  was  a matter  of  balance 
between  the  Government’s  income  and  expenditure  ; and 
its  expenditure  was  determined  by  whatever  was  judged  to 
be  the  desirable  volume  of  Government  services.  Since 
1941  it  has  been  used  as  a method  of  trying  to  balance  the 
resources  of  the  whole  economy  with  the  demands  upon 
them.  The  intention  is  that  the  effects  of  other  manipulations 
— the  Bank  rate,  the  control  of  money  supply,  rationing, 
licensing  and  so  on — are  taken  into  account  and  supple- 
mented (or  possibly  corrected)  by  a budget  surplus  or 
deficit  to  bring  about  a desired  effect.  In  practice  this 
budgetary  policy  has  been  much  less  successful  than  its 
champions  expected.  The  demand  for  our  resources  has 
rarely  been  balanced  closely  with  the  supply.  There  are 
many  reasons  for  this.  Some  lie  in  deficiencies  of  the 
budgetary  method  itself  ; others  in  faults  of  application. 

30.  Though  the  Federation  does  not  object  to  budgetary 
economic  planning  in  principle,  it  is  forced  to  the  conclusion 
that  it  cannot  be  relied  upon  to  any  important  degree  to 
serve  the  needs  for  which  it  is  designed.  Given  a healthy 
economy,  progressive  but  substantially  free  from  monetary 
instability,  budgetary  economic  planning  is  likely  to  be 
useful  in  order  to  produce  some  necessary  minor  adjustments. 
The  Government  should  cease  to  place  greater  faith  in  it 
than  this  justifies.  Above  all  it  should  cease  to  allow  itself 
to  be  influenced  by  the  hope  that,  if  it  fails  to  take  necessary 
action  by  way  of  interest  rate  changes  or  otherwise,  it  will 
be  able  to  put  major  distortions  and  instabUities  right  by 
means  of  budgetary  manipulation. 

III.  Arrangements  for  Provtding  Finance  for  Industry 
AND  Trade 

31.  The  Macmillan  Committee  on  Finance  and  Industry 
reported  in  1931  that  difficulty  was  experienced  by  small 
and  medium-siied  business  in  raising  capital  even  when  the 
security  offered  was  sound.  The  problem,  it  was  said,  was 
especi^y  acute  in  the  case  of  firms  which,  while  being 
unprofitable  or  not  dearly  profitable  at  the  time  when  they 
required  capital,  might  nevertheless  grow  into  successful 
ventures  later.  The  expense  of  a public  issue  was  too  great 
in  proportion  to  the  capital  required,  and  investment  com- 
panies did  not  look  with  favour  on  small  issues  which  would 
have  no  free  market  and  which  would  require  watching 
very  closely.  There  were  at  that  time  no  firms  or  companies 
whose  special  function  was  to  provide  such  development 
finance,  and  the  resources  of  private  individuals  from  whom 
backing  for  a good  local  firm  was  at  one  time  obtainable 
were  being  gradually  reduced  by  high  personal  taxation. 
This  was  the  famous  “Macmillan  Gap”. 

32.  Since  the  Macmillan  Committee  reported  the  following 
developments  have  taken  place  which  have  contributed 
towards  closing  the  gap. 

(a)  Companies  providing  “Development"  Capital 

In  1934  Credit  for  Industry  Limited  and  Charterhouse 
Industrial  Development  Company  Limited  were  formed  under 
the  auspices  of  United  Dominions  Trust  and  Charterhouse 
Investment  Trust  respectively.  The  former  used  its  funds 
to  make  loans  to  smaller  companies  in  the  development 
stage  whereas  the  latter  used  its  resources  mainly  to  subscribe 
for  share  capital  including  equity  capital.  Between  1934  and 
the  outbreak  of  war  in  1939  a few  other  concerns  either  were 
formed  for  a similar  purpose  or  devoted  part  of  their  resources 
to  this  use. 

(W  F.C.I. 

In  1945,  the  Finance  Corporation  for  Industry,  Limited^ 
was  established  with  a capital  of  £25,000,000  and  borrowing 
powers  of  four  times  that  amount.  The  capital  was  sub- 
scribed in  roughly  equal  proportions  by  consortia  of 
insurance  companies  and  investment  trust  companies,  and 
by  the  Bank  of  England,  the  loan  funds  being  made  available 
by  the  clearing  b^iks  and  the  Scottish  banks.  The  purpose 
of  the  Company  was  to  provide  temporary,  or  longer  period, 
finance  for  industrial  projects  which  were  in  the  national 
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interest,  and  for  which  finance  from  normal  market  sources 
was  not,  or  was  not  likely  to  be,  available. 

(e)  I.C.F.C. 

In  1945,  the  Industrial  and  Commercial  Finance  Cor- 
poration was  established  with  a capital  of  £15,000,000  and 
borrowing  powers  of  twice  that  amount.  It  was  originally 
designed  to  provide  medium  or  long-term  capital  for  small 
companies  unable  to  obtain  resources  from  nonnal  market 
sources.  This  policy  if  strictly  adhered  to  would  have  meant 
placing  money  in  the  hands  of  managements  unable  to- 
prove  themselves  creditworthy  to  such  companies  as  Charter- 
house,  or  into  such  small  undertakings  as  would  have 
involved  an  almost  impossible  task  as  supervision.  In  the 
event  I.C.F.C.  has  done  very  much  the  same  kind  of  work 
as  any  other  City  institution  formed  for  this  purpose.  It 
has  nonetheless  become  a leading  organisation  in  this  fidd. 
(d)  Hire  Purchase 

Since  1930  the  use  of  hire  purchase  as  a form  of  finance 
has  become  much  more  widespread  and  has  enabled  firms 
to  eke  out  their  financial  resources.  It  is  of  course  available 
only  for  the  purchase  of  certain  forms  of  fixed  assets. 

33.  However,  other  factors  which  have  emerged  since  the 
War  have  much  increased  the  need  for  “development” 
finance  ; — 

(a)  The  change  in  the  value  of  money  and  the  greater 
cost  of  more  elaborate  fixed  assets  has  substantially 
raised  the  amount  of  capital  needed. 

(i>)  The  popularity  of  public  issues  (and  Stock  Exchange 
quotation)  for  the  smaller  companies  has  become 
less,  i.e.  investment  funds  are  tending  to  move  towards 
the  big  companies  the  shares  of  which  are  freely 
marketable  at  all  times.  The  use  of  the  small  denomina- 
tion share  has  slightly  mitigated  this  difficulty  but 
its  impact  is  not  significant. 

(c)  The  incidence  of  taxation  and  particularly  of  death 
duties  makes  the  shareholders  of  small  companies 
unable  or  unwilling  to  allow  their  companies’  funds 
to  become  too  tightly  tied  up  in  the  business. 

34.  Most  of  the  companies  engaged  in  providing 
“development”  finance  themselves  mike  extensive  use  of 
bank  loans  and  when  the  banks  are  asked  to  cut  down 
advances  these  companies  must  themselves  do  likewise  with 
their  customers.  It  is  difficult  to  say  whether  the  demand 
for  capital  from  smaller  companies  is  growing  as  fast  as 
during  the  first  ten  years  after  the  War.  The  statistics 
published  with  the  Annual  Reports  of  I.C.F.C.  to  31st 
March,  1956  and  1957,  indicate  that  the  gross  amoimt  of 
new  investment  decreased  from  £6,723,000  to  £1,577,000 
and  the  net  from  £3,570,000  to  £916,000.  It  must  be 
remembered  that  the  cr^it  squeeze  was  in  operation  through- 
out the  latter  period  (1956-57). 

35.  No  corporate  institution  exists  at  present  with  the 
specified  purpose  of  undertaking  the  obviously  much  more 
hazardous  business  of  financing  new  and  untried  schemes  : 
md  the  question  of  whether  such  a corporation  would  be 
in  the  public  interest  remains  imanswered.  It  can  be  argued 
wiffi  some  force  that  the  enterprising  young  man  should 
be  able  to  go  somewhere  where  (subject  to  full  test  and 
investigation)  he  can  get  a financial  start.  It  is  doubtful  if 
any  fund  used  for  this  pilose  could  be  profitable  or  even 
self  supporting  and  it  is  probably  undesirable  that  the 
taxpayers’  money  should  be  used  for  such  a purpose.  But 
a fund  supplied  by  and  replenished  from  industry  itself  and 
the  banking  system  could  have  the  effect  of  retaining  in 
this  country  young  men  of  enterprise  and  ability  who  might 
otherwise  seek  abroad  the  support  they  need,  and  thus 
produce  ultimate  benefit  for  industry  as  a whole.  It  is  not 
impossible  that  money  for  such  a private,  expendable  fund 
could  be  found. 

36.  The  Federation  takes  the  view  that,  apart  from  the 
special  case  of  new  and  untried  schemes  referred  to  in 
Para.  35  above,  the  institutions  which  have  arisen  since 
1931  adequately  fill  the  “Macmillan  Gap”  despite  the  effect 
of  the  changes  outlined  in  Para.  33. 

November,  1957. 
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Appendix  1 

Questionnaire  on  the  Working  of  the  Monetary  and 
Credit  System 
Analysis  of  Replies 

Introduction 

1.  The  questionnaire  was  sent  to  all  manufacturing 
members  of  the  Federation,  a total  of  over  7,000.  The 
maximum  possible  response  was,  however,  nearer  to  5,000 
since  subsidiary  companies  which  had  no  responsibility  for 
decisions  on  investment  and  borrowing  were  asked  not  to 
complete  the  form.  The  results  of  the  1595  returns  received 
and  analysed  are  shown  in  the  attached  tables.  For  purposes 
of  analysis  the  following  size  groups  were  adopted. 

A' — ^finns  with  under  200  employees  : total  593 
B — firms  with  201  - 700  employees  : total  447 
C — firms  with  over  700  employees  : total  555 
D — all  firms  total  1595 

The  following  notes  indicate  some  of  the  main  features 
of  the  results  : — 

Sources  of  Funds 

2.  Under  this  heading  the  questionnaire  asked  whether 
firms  had  had  recourse  to  share  issues  for  the  purpose  of 
raising  new  capital  over  the  past  six  years  and  to  what 
extent  the  funds  so  raised  had  bwn  devoted  to  the  repayment 
of  bank  indebtedness  and/or  to  the  financing  of  expansion. 

3.  The  proportions  of  the  total  number  of  firms  which 
raised  capital  in  this  way  rose  slightly  during  the  whole  of 
the  period  covered,  from  11-5%  in  1952-3  to  13'2%  in 
1956-7. 

The  figures  do  not  indicate  any  significant  change  in  the 
ratio  between  fixed  interest  securities  and  equity  shares, 
the  proportions  remaining  virtually  constant  in  each  period 
and  in  each  sub-group. 

4.  Among  the  sub-groups,  however,  there  are  marked 
diiferences  in  the  extent  of  recourse  to  share  issues  among 
different  sizes  of  firms.  In  the  first  of  the  periods  shown, 
1952-3,  nearly  one  in  five  of  the  largest  size  group  raised 
funds  by  share  issue  as  compared  with  one  in  twenty-five 
of  the  smallest.  In  the  latest  period  the  proportion  in  the 
largest  size  group  was  again  one  in  five  ; that  in  the  smallest 
had  risen  to  one  in  sixteen.  It  is  also  notable  that  whereas 
in  groups  B and  C — ^that  is  firms  with  less  than  700  em- 
ployees— there  was  a steady  rise  in  the  proportion  of  firms 
raising  share  capital  the  proportion  remained  virtually 
constant  in  the  largest  size  group.  Hie  funds  so  raised  were 
principally  employed  for  the  finance  of  expansion.  At  the 
same  time  correspondence  received  from  a number  of  firms 
confirmed  the  impression  that  many  smaller  companies, 
especially  private  companies,  whether  from  choice  or 
necessity,  rely  wholly  on  their  own  resources  and  do  not 
attempt  to  raise  funds  outside  the  firm.  It  is  likely  that  in 
some  cases  this  may  be  the  result  of  lack  of  knowledge  of 
the  machinery  available  for  raising  funds. 

Supply  of  Funds 

5.  Hie  foregoing  results  are  of  particular  interest  when 
read  in  conjunction  with  those  obtained  under  this  heading. 
Here  the  questionnaire  sou^t  to  establish  first  whether 
firms  had  been  deterred  or  prevented  from  raising  new 
capital  during  the  past  six  years  and  for  what  reasons  ; 
and  secondly,  what  effect,  if  any,  the  difficulty  of  raising 
money  had  had  either  on  investment  in  stocks  or  fixed  assets 
or  on  the  general  level  of  trading. 

6.  On  the  first  of  these  two  points  the  results  show  a 
marked  and  steady  increase  in  the  difficulty  of  raising  funds 
outside  the  firm.  Whereas  for  the  first  period,  1952-3,  only 
4'0%  of  the  total  said  that  they  were  deterred  or  prevented 
from  raising  funds  by  the  various  factors  listed,  no  less  than 
12%  did  so  for  the  period  1956-7,  almost  as  many  as  in 
fact  raised  new  capital  in  that  period.  The  difference  in  the 
degree  to  which  large  and  small  firms  were  affected  is  not 
marked  though  the  deterrent  effect  on  the  firms  in  the 
largest  size  group  seems  to  have  been  somewhat  less  than  on 
the  rest.  This  is  particularly  true  with  regard  to  the  cost  of 
borrowing,  which  although  the  principal  deterrent  factor 
in  each  group,  was  of  far  less  significance  for  the  larger 
firms  than  for  the  smaller.  A number  of  companies  also 
indicated  that  inability  to  borrow  rather  than  any  question 
of  cost  or  refusal  of  permission  prevented  them  from  raising 
funds  outside  the  firm.  Here  again  lack  of  knowledge  of 
fund-raising  possibilities  may  have  played  a part  in  some 
cases. 


7.  The  difficulty  of  raising  extra  money  outside  the  firm 
appears  to  have  had  a steadily  increasing  effect  both  on 
investment  in  stocks  and  fixed  assets  and  on  the  general  level 
of  trading  in  all  groups.  In  the  larger  firms  it  was  fixed 
investment  which  was  most  affected  ; in  the  smaller,  stocks 
and  the  level  of  trading.  Even  so  it  is  noticeable  that  nearly 
toee-quarters  of  the  total  number  of  firms  have  not  indicated 
that  they  were  affected  at  all. 

Influence  of  Taxation 

8.  Only  23%  of  the  firms  stated  that  their  investment 
decisions  since  1951  had  been  materially  affected  by  favourable 
changes  in  investment  and  initial  allowances,  and  15%  by 
unfavourable  changes.  The  replies  from  firms  of  different 
sizes  do  not  appear  to  differ  significantly.  The  fact  that 
the  investment  decisions  of  something  like  a quarter  of  the 
firms  were  significantly  influenced  by  favourable  changes 
in  the  allowances  nevertheless  suggests  that  the  effect  on 
total  manufacturing  investment  was  not  altogether  negligible. 

9.  More  than  half  (57  %)  of  the  firms  concerned  indicated 
that  the  heavier  burden  of  post-war  taxation  had  led  them 
to  expect  a hi^er  gross  rate  of  return  on  new  investment. 
Hie  figure  was  somewhat  higher  among  the  biggest  firms 
(61%)  and  lower  among  the  smallest  (54%),  the  figures 
for  the  middle  group  coinciding  with  the  average.  For  the 
companies  as  a whole  the  most  usual  rate  of  return  expected 
appears  to  be  in  the  region  of  15-20%.  In  general  the 
smaller  companies  appear  to  expect  a rather  greater  return 
on  new  investment  than  the  larger,  but  comparison  is 
difficult  because  of  the  substantial  number  of  smaller  firms 
which  failed  to  answer  this  question. 

Credit  Squeeze 

10.  The  credit  squeeze  on  bank  overdrafts  during  the 
past  three  years  appears  to  have  had  its  main  impact  in 
1956.  The  figures  are  not  easy  to  interpret  in  that  there  was 
a degree  of  ambiguity  in  the  answers,  some  firms  answering 
“yes”  to  questions  i (a),  i (i),  and  i (c) ; others  answering  i (c) 
in  the  affinnative  and  assuming  that  it  covered  the  others. 
The  foDowing  are  the  main  points  which  seem  to  emerge 
from  the  analysis  : 

(i)  Of  the  firms  concerned,  86  indicated  that  they  had 
no  overdraft  in  the  years  in  question.  Of  the  remainder 
the  replies  received  cover  something  over  a half,  the 
numbers  varying  in  each  of  the  years. 

(ii)  In  1956  when  the  main  impact  of  ffie  squeeze  was  felt 
only  111  firms,  about  7%  of  the  total,  met  with  a 
request  to  reduce  their  overdrafts,  (as  opposed  to 
their  overdraft  limits),  and  101  were  refused  an 
increase.  73  firms  were  allowed  an  increase,  thou^ 
less  than  they  wished.  529  firms,  or  about  a third  of 
the  total,  had  their  requirements  met  in  full.  The 
number  of  firms  whose  requirements  were  met  in 
full  rose  each  year. 

(iii)  The  impact  of  the  credit  squeeze  on  overdrafts  appears 
to  decrease  as  the  size  of  firm  increases.  The  require- 
ments of  the  larger  firms  appear  to  have  been  very 
fully  met. 

11.  In  the  experience  of  the  firms  included  the  directive  to 
the  banks  not  to  impede  the  export  trade  appears  to  have 
been  generally  observed,  only  86  out  of  1,595  indicating  to  the 
contrary.  Of  these,  however,  more  than  half  were  in  the 
smallest  size-group  of  which  they  formed  about  one  in  twdve. 

12.  Evidence  was  asked  for  on  the  question  whether  the 
proportion  of  trade  debtors  to  turnover  had  tended  to  increase 
during  the  past  three  years.  Nearly  half  the  firms  concerned 
said  ffiat  this  was  so,  the  tendency  being  most  marked  in 
the  smaUest  size-group.  This  may  possibly  be  significant  in 
relation  to  the  greater  apparent  impact  of  the  credit  squeeze 
on  the  smaller  firm.  On  the  other  hand  to  some  extent  the 
proportion  of  debtors  to  turnover  can  be  the  subject  of 
cconscious  control,  and  a number  of  firms  indicated  that  they 
had  taken  action  to  hold  down  or  reduce  outstanding  debt. 
Interest  Rates 

13.  The  proportion  of  firms  which  indicated  that  the 
prevailing  rate  of  interest  affected  their  judgment  of  the 
profitability  of  new  investment  was  something  over  one-third, 
there  being  little  difference  between  the  respective  size-groups. 
On  the  other  hand  only  179  out  of  the  total  of  1,595  said 
that  the  1J%  rise  in  Bank  Rate  in  early  1955  had  been  a 
major  factor  in  their  business  decisions,  and  only  30  that  the 
fall  of  i%  in  February  this  year  had  been  so.  Tbese  changes 
in  Bank  Rate  appear  to  have  had  somewhat  more  effect  on 
the  smaller  firm  but  the  figures  are  hardly  large  enough  to 
warrant  further  generalisations. 
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Results  of  QuEsnoNNAmE  on  the  working  of 
THE  Monetary  and  Credit  System 
Finns  analysed 


A — ^Finns  up  to  200  employees  : 593 

B — ^Finns  with  201-700  employees  : 447 
C — Firms  with  over  700  employees  : 555 
D — ^Total  analysed  1,595 


Affirmative  replies 
2 financial  years  ending 

Sources  of  Funds 

1953  1955  1957 

(i)  Did  your  company,  in  the  two 
successive  accounting  years  ending 
within  each  of  the  calendar  years 
shown  raise  any  new  capit^  by 
an  issue  of ; 

(a)  fixed  interest  securities  ? 

A 10  16  21 

B 25  30  27 

C 62  59  59 

D 97  105  107 

(b)  equity  shares  ? 

A 16  22  25 

B 30  35  35 

C 66  72  74 

D 112  129  134 

(ii)  If  so,  did  you  use  the  money  : 

(a)  to  reduce  bank  indebtedness? 

A 6 6 3 

B 6 2 3 

C 11  5 5 

D 23  13  11 

or  (b)  to  finance  expansion  ? 

A 13  20  24 

B 29  36  35 

C 50  66  58 

D 92  122  117 


or  (c)  both  ? 

A 6 8 13 

B 13  15  20 

C 49  40  53 

D 68  63 

Total  firms  raising  capital  A / 25  34  40 

Per  cent  of  total  analysed \ 4-2  5 '7  6-7 

B / 48  52  59 

\10'7  11-6  13-1 
c r no  111  113 

\19-8  19-9  20-4 
D / 183  197  212 

\ll-5  12-4  13-2 


N.B.  Some  firms  raised  capital  in  both  forms 

Affirmative  replies 
2 financial  years  ending 

Supply  of  Funds 

1953  1955  1957 

(i)  During  any  of  the  periods  indi- 
cated were  you  deterred  or 
prevented  from  raising  extra 
money  because  of : 

(c)  the  cost  of  borrowing  ? 

A 21  29  46 

B 9 18  32 

C 5 8 20 

D 35  55  98 

(b)  refusal  of  permission  by  the 
Capital  Issues  Committee? 

A — — 6 

B — 1 3 

C 1 5 10 

D 1 6 19 

(c)  the  expectation  of  refusal  by 
the  Capital  Issues  Com- 
mittee ? 

A 2 5 11 

B 1 I 8 

C 2 5 15 

D 5 11  34 


(d)  any  other  reason  ? 

A 

B 

C 

D 

Number  answering  “yes”  to  any  of 

the  above  A / 

Per  cent  of  total  \ 

(ii)  In  any  of  the  periods  indicated  did 
the  difficulty  of  raising  extra 
money  outside  the  firm  (including 
both  the  cost  of  borrowing  and 
the  administrative  difficulties  in- 
volved) cause  you  to  : 

(fl)  reduce  your  stocks  ? 

A 

B 

C 

D 

(b)  decide  against  raising  your 
stocks  ? 

A 

B 

C 

D 

(c)  decide  to  postpone  fixed 
investment  which  you  would 
otherwise  have  undertaken? 

A 

B 

C 

D 

(d)  reduce  your  general  level  of 
trading  ? 

A 

B 

C 

D 

(e)  decide  against  raising  your 
general  level  of  trading  ? 

A 

B 

C 

D 

(/)  take  any  oth^  action  ? 

A 

B 

C 

D 

Number  answering  “yes”  to  any 
of  above 

Influence  of  Taxation 

(0  Since  1951  have  your  investment 
decisions  been  materially  affected  by  : 
(a)  favourable  changes  in  investment 
and  initial  allowances  ? 


(b)  unfavourable  changes  in  invest- 
ment and  initial  allowances  ? 


11 

6 

11 

28 

32 
5-3 
15 
3-4 
17 
3-1 
64 
4 0 


27 

18 

18 

63 


41 

15 

10 

66 


44 

17 

23 

84 


11 

4 

2 

17 


27 

9 

4 

40 

6 

4 

7 

17 


74 

12-3 

41 

9-2 

43 

7-7 

158 

9-9 


A 

B 

C 

D 


A 

B 

C 

D 


15  29 

11  21 

12  16 

38  66 

47  83 

7-8  13-8 


27  55 

4-9  9-9 

106  195 

6’6  12-2 


46  72 

30  53 

23  53 

99  178 


71  100 

32  42 

20  42 

123  184 


71  87 

40  75 

38  97 

149  259 


30  40 

7 13 

6 7 

43  60 


47  63 

18  32 

7 15 

72  no 

9 13 

3 6 

9 17 

21  36 


133  187 

221  31-2 

76  112 

170  25  1 
67  134 

12-1  24'1 

276  433 

17-3  27'1 

Yes  % 


130  22 

114  26 

125  23 

369  23 


90  15 

69  15 

71  13 

230  14 
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(ii)  Has  the  advent  of  higher  taxation 
since  the  war  caused  you  to  require  a 
higher  gross  rate  of  return  (i.e.  before 
tax)  on  new  investment  ? 

A 324  54 

B 248  55 

C 339  61 

D 911  57 


(iii)  What  rate  of  gross  return  on  new 
investment  do  you  regard  as  being 
reasonable  at  the  present  time  ? 


0%-10%  ll%-20%  21%-30%  31%-40%  Over40% 


A 51  A 202 

B 37  B 195 

C 30  C 313 

D 118  D 710 


A 158  A 37 

B 104  B 32 

C 142  C 22 

D 404  D 91 


A 4 
B 3 
C 2 
D 9 


Credit  Squeeze 

AfSrmative  replies 
2 financial  years  ending 
1955  1956  1957 


(i)  If,  at  any  time  since  the  begin- 
ning of  the  calendar  year  1955, 
your  company  has  had  overdraft 
facilities,  did  the  banks,  in  any 
of  the  c^endar  years  indicated  : 

(a)  require  you  to  reduce  your 
overdraft  limits  ? A 

B 
C 
D 


109  122  78 

58  70  41 

49  66  32 

216  258  151 


(6)  require  you  to  reduce  your 
overdraft  ? A 

B 
C 
D 

(c)  refuse  to  let  you  increase  your 
overdraft  ? 

A 

B 

C 

D 

id)  allow  you  to  increase  your 
overdraft,  but  by  less  than 
you  wished  ? 

A 

B 

C 

D 

ie)  meet  your  requirements  in 
full  ? 

A 

B 

C 

D 


(ii)  In  your  experience  has  the  directive 
to  the  banlcs  not  to  impede  export 
trade  been  observed  ? 


(iii)  During  the  past  three  years  has  the 
proportion  of  your  trade  debtors  to 
your  turnover  : 

(a)  shown  a tendency  to  increase  7 


(6)  shown  a tendency  to  decrease  ? 


51  67  52 

19  27  21 

12  17  16 

82  111  89 


53  65  59 

14  14  14 

14  22  21 

81  101  94 


17  32  31 

13  21  26 

14  20  22 

44  73  79 


151  152  164 

145  156  164 

209  221  237 

505  529  565 

Yes  No 


A 349  48 

B 302  25 

C 414  13 

D 1,065  86 


A 331  243 

B 245  188 

C 238  302 

D 814  733 


A 28  543 

B 22  410 

C 32  507 

D 82  1,460 


(c)  remained  virtually  unaltered  ? 

A 

B 

C 

D 

Interest  Rates 

(i)  Does  your  judgement  of  the  profit- 
abiliQf  of  new  investment  vary  from 
time  to  time  according  to  the  prevailing 
rate  of  interest  ? 

A 

B 

C 

D 

(ii)  Was  the  rise  in  Bank  Rate  from  3 to 
4i%  during  January  and  February, 

1955  a major  factor  in  taking  your 
business  decisions  ? 

A 

B 

C 

D 

If  so,  did  it  cause  you  to  : 

(а)  modify  the  market  expectations  for 
your  product  ? 

A 

B 

C 

D 

(б)  defer  an  investment  decision  or 
substantially  reduce  an  investment 
project  because  of  its  effect  on 
costs  ? 

A 

B 

C 

D 


(c)  defer  an  investment  decision  or 
substantially  reduce  an  investment 
project  because  you  considered  it 
to  be  a danger  signal  ? 

A 

B 

C 

D 

id)  reduce  or  defer  raising  your  stocks 
of  purchased  goods  bemuse  of  its 
effect  on  costs  ? 

A 

B 

C 

D 

(e)  reduce  or  defer  raising  your  stocks 
of  purchased  goods  b«aus5  you 
considered  it  to  be  a danger 
signal  ? 

A 

B 

C 

D 

if)  take  any  other  action  ? 

A 

B 

C 

D 

(iii)  Was  the  fall  in  Bank  Rate  from  5i  to 
5 % in  February,  1957,  a major  factor 
in  taking  your  business  decisions  7 

A 

B 

C 

D 

If  so,  did  it  cause  you  to  : 
id)  modify  the  market  expectations 
for  your  product  7 

A 

B 

C 

D 


Yes  No 


352 

263 

270 

885 


199  285 
171  221 
213  312 
583  818 


75  481 
55  370 
49  496 
179  1,347 


30 

24 

23 

77 


28 

22 

19 

69 


20 

16 

16 

52 


42 

35 

20 

97 


26 

18 

18 

62 


9 

9 

7 

25 


18  532 

8 411 

6 536 

32  1,479 


5 

1 

3 

9 
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Q>)  decide  on  new  investment,  or  to 
reconsider  investment  plans,  be- 
cause of  its  effect  on  costs  ? 

A 

B 

C 

D 


(c)  decide  on  new  investment,  or  to 
reconsider  investment  plans,  be- 
cause you  considered  it  as  a 
“green  ligiit”  ? 

A 

B 

C 

D 

id)  increase  or  decide  against  reducing 
your  stocks  of  purchased  goods 
because  of  its  effect  on  costs  ? 


Yes 


8 

5 


13 


A 

B 


C 

D 


Yes 

10 

3 


13 


(e)  increase  or  decide  against  reducing 
your  stocks  of  purchased  goods 
because  you  considered  it  as  a 
“green  li^t”  ? 

A 9 

B 1 

C 3 

D 13 

(/)  take  any  other  action  ? 

A 1 

B 2 

C — 

D 3 


Appendix  2 

1.  Appendix  1 to  the  Federation’s  main  memorandiun 
included  an  analysis  of  the  replies  of  1595  firms  to  a question- 
naire issued  by  &e  Federation  to  aU  its  members  on  various 
aspects  of  the  working  of  the  monetary  and  credit  system. 

2.  Of  the  1,595  firms,  179  had  indicated  that  the  raising 
of  the  Bank  Rate  from  3 to  4J%  in  January  and  February, 
1955,  had  entered  as  a major  factor  into  their  business 
decisions.  In  the  course  of  oral  evidence  on  March  4th 
(Qns.  5573-79  and  5605-10),  the  Federation’s  representatives 
were  asked  to  arrange  for  a further  analysis  of  the  replies 
given  by  these  179  firms  to  this  and  allied  questions.  The 
results  appear  below. 

Analysis  by  activity  of  179  firms 

3.  The  firms  concerned  are  drawn  from  a wide  range  of 
industries,  distributed  as  follows  : — 

Per  cent 
of  total 


Cement,  glass,  bricks,  tiles,  pottery,  etc.  ...  6 

Chemicals  and  allied  products 4 

Metal  manufacture  4 

Engineering,  shipbuilding  and  electrical 22 

Vehicles  7 

Other  metal  goods  8 

Precision  instruments,  jewellery,  etc 2 

Textiles  18 

Leather,  leather  goods  etc 7 

Qothing  and  footwear  4 

Food,  drink  and  tobacco  7 

Other  manufactures  7 

Building  and  contracting  4 


100 


Effects  of  taxation 

4.  To  the  question  whether  the  advent  of  higher  taxation 
since  the  war  had  caused  them  to  require  a higher  gross 
rate  of  return  on  new  investment,  affirmative  replies  were 
received  from  142  firms  or  79%  of  the  179.  This  proportion 
is  much  higher  than  in  the  grand  total  where  affirmative 
answers  were  given  by  57%  of  the  firms. 

5.  The  percentages  answering  “yes”  in  the  various  size- 
groups  are : — 

% of  the  % of  the 
179  firms  1,595  finns 


A — 0 to  200  employees 76  54 

B — ^201  to  700  employees  ...  80  55 

C — ^701  or  more  84  61 

D— Total 79  57 


Expected  rate  of  return  on  new  investment 
6.  An  analysis  of  the  gross  rate  of  return  expected  on 
new  investment  by  the  179  firms  as  compared  with  that 
expected  by  aU  the  firms  participating  is  given  below  : — 


Gross  rate  of  return  expected 
on  new  investment 


% of  the  % of  the 
179  firms  1,595  firms 


0tol0%  ... 
11  to  20% 

21  to  30% 

31  to  40% 
Over  40% 
No  answer 


6 7 

53  45 

20  25 

8 6 

0 1 

13  16 


100  100 


7.  The  difference  between  the  figures  for  the  sub-group 
and  for  all  firms  do  not  appear  to  be  statistically  significant. 


Effect  of  the  Bank  Rate  on  business  decisions 

8.  From  the  aggregate  figure  of  the  replies  of  the  179 
firms  to  the  supplementary  questions  associated  with  the 
change  in  the  Ba^  Rate  in  the  Spring  of  1955,  it  was  clear 
that  some  firms  had  indicated  that  the  change  had  more  than 
one  result  on  their  business  decisions.  These  supplementary 
questions,  together  with  the  aggregate  replies,  are  repeated 
bdow,  partly  for  ease  of  reference,  and  partly  in  order  to 
correct  some  minor  errors  which  have  now  come  to  light  in 
the  totals  originally  submitted.  These  errors  are  so  small  as 
not  to  affect  the  general  conclusions  to  be  drawn  from  the 
data. 


The  questions  were  : — 

Did  (the  Bank  Rate  change)  cause  you  to  : — 

(a)  modify  the  market  expectations  for  your 

product  ? 78 

(A)  defer  an  investment  decision  or  substantially 
reduce  an  investment  project  because  of  iU 
effect  on  costs  ? 68 

(c)  defer  an  investment  decision  or  substantially 

reduce  an  investment  project  because  you 
considered  it  to  be  a danger  signal  ? 50 

(d)  reduce  or  defer  raising  your  stocks  of  purchased 

goods  because  of  its  effect  on  costs  ? 96 

(e)  reduce  or  defer  raising  your  stocks  of  purchased 

goods  because  you  considered  it  to  be  a danger 

signal  ? 61 

(/)  take  any  other  action  ? (please  specify  below)  25 


9.  Four  firms  out  of  the  179  did  not  answer  any  of  these 
supplementary  questions.  The  replies  of  the  remainder 
are  given  in  the  following  table  ; 

Replies  of  175  firms  to  questions  a to  f. 


a 20 
b 12 
c 12 
d 15 
e 5 
f 5 


af  1 
be  4 
bd  16 
be  1 
bf  1 
cd  0 
ce  3 
cf  1 


abc  2 abed  0 

abd  4 abce  0 

abe  2 abef  0 

abf  1 abde  0 

acd  3 abdf  2 

ace  0 abef  0 

acf  0 aede  3 

ade  12  aedf  0 

adf  2 acef  1 

aef  1 adef  0 

bed  0 bede  5 

bee  0 bedf  0 


abede  7 abedef  4 

abedf  0 

abcef  1 

abdef  0 

aedef  0 

bedef  1 
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de  10  bef  0 beef  0 

df  1 bde  0 bdef  0 

ef  0 bdf  2 edef  0 

bef  0 
ede  2 
cdf  0 
cef  0 
def  1 

10.  It  will  be  seen  from  the  above  that  of  the  63  possible 
combinations,  no  less  than  38  were  represented  at  least 
once.  It  is  also  noticeable  that  well  over  a third  of  the 
firms  gave  only  a single  answer.  As  was  to  «pected, 
questions  b and  d,  questions  c and  e were  frequently  linked. 
The  crude  data  had  already  suggested  that  more  finns  had 
had  regard  to  the  consequences  of  the  change  in  Bank  rate 
changes  on  the  costs  of  investment  and  stock-holding  than 
had  been  influenced  psychologically  by  it.  The  more  detailed 
analysis  confirms  this  impression  : the  rephes  of  41  firms 
gave  b-d  in  combination  ; those  of  26  firms  c-e  in  com- 
bination. In  general,  however,  there  appears  to  be  little 
new  information  to  be  gleaned  from  the  extended  analysis. 

11.  The  firms  that  replied  to  (b),  (d),  or  (6)  (d)  came  from 
the  following  industries  : — 


Replies  to  (6)  alone  : 12 

Plaster  and  plasterboard 1 

Metals  and  engineering 6 

Brew^  and  distilling  4 

Plastics  1 

Replies  to  (d)  alone  : 15 

Pharmaceuticals  1 

Paint  ...  1 

Metals  and  engineering  ...  5 

Textiles  3 

Leather  1 

aothing  and  footwear  2 

Qeaning  materials 1 

Ambulance  equipment  1 

Replies  to  (6)  (d)  together  : 16 

Dyestuffs  1 

Pharmaceuticals  1 

Metals  and  engineering 8 

Textiles 4 

Rubber  1 

Brushes  1 
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ENQUIRY  INTO  INDUSTRIAL  TRENDS  : FEBRUARY,  1958 
Statistical  Summary 
Grand  Total 


Appendix  3 
Table  I 


Total  Number  of  Companies  : 542 


Comparisons  with  Six  Months  ago 

Exclusive  of  seasonal  variations,  comparing  the  situation  in  your 
company  now  with  six  months  ago,  how  is  or  are  ; — 

3.  (fl)  The  average  weekly  hours  worked  per  operative  ? 

Up 

Same 

Down 

n/a 

50 

343 

149 



(ft)  The  numbers  employed  ? 

119 

264 

159 

— 

4.  The  rate  of  new  orders  ? 

136 

155 

245 

6 

5.  Your  typical  profit  margins  ? 

33 

181 

326 

2 

(Please  answer  the  following  three  questions  in  terms  of  quantity,  not 

value.) 

6.  The  level  of  output  ? 

189 

178 

173 

2 

7.  (a)  Stocks  of  raw  materials  7 

151 

207 

170 

14 

(ft)  Stocks  of  work  in  progress  ? 

165 

233 

122 

22 

(c)  Stocks  of  finished  goods  ? 

183 

203 

106 

50 

8.  (a)  Your  level  of  home  deliveries  ? 

165 

138 

180 

9 

(ft)  Your  level  of  export  deliveries  ? 

143 

183 

174 

42 

Expectations  for  Capital  Expenditure  in  1958 

9.  How  do  you  envisage  that  your  actual  disbursements  of  expenditure 

Up 

Same 

Down 

n/a 

on  new  capital  items  in  1958  will  compare  with  1957  ? 

(a)  On  buildings  ? 

126 

162 

230 

24 

(ft)  On  plant  and  machinery  ? 

182 

164 

182 

14 

10,  How  do  you  expect  authorisations  of  capital  expenditure  in  1958  will 

compare  with  those  authorised  in  1957  7 

(a)  On  buildings  7 

70 

141 

276 

55 

(ft)  On  plant  and  machinery  7 

107 

154 

234 

47 

Sub-Total  by  Industry 
Metals,  Engineering  and  Vehicles 


Table  II 


Total  269 


Comparisons  with  Six  Months  ago 

Up 

Same 

Down 

n/a 

Exclusive  of  seasonal  variations,  cortrparing  the  situation  in  your 
company  now  with  six  months  ago,  how  iS'Or  are  ; — 

3.  (a)  The  average  weekly  hours  worked  per  operative  7 

26 

166 

77 



(ft)  The  numbers  employed  7 

69 

123 

77 

— 

4.  The  rate  of  new  orders  7 

64 

71 

134 

- 

5.  Your  typical  profit  margins  7 

19 

95 

155 

- 

(Please  answer  the  foUowing  three  questions  in  terms  of  quantity,  not 

value.) 

6.  The  level  of  output  7 

105 

89 

75 

- 

7.  (a)  Stocks  of  raw  materials  ? 

76 

100 

92 

1 

(6)  Stocks  of  work  in  progress  ? 

97 

106 

63 

3 

(c)  Stocks  of  fimshed  goods  7 

86 

112 

40 

31 

8.  (a)  Your  level  of  home  deliveries  7 

89 

97 

82 

1 

(ft)  Your  level  of  export  deliveries  7 

78 

88 

94 

9 

Expectations  for  Capital  Expenditure  in  1958 

9.  How  do  you  envisage  that  your  actual  disbursements  of  expenditure 

Up 

Same 

Down 

n/a 

on  new  capital  items  in  1958  will  compare  with  1957  ? 

(a)  On  buildiugs  7 

69 

80 

112 

8 

(ft)  On  plant  and  machinery  7 

98 

78 

90 

3 

10.  How  do  you  e;q3ect  authorisations  of  capital  expenditure  in  1958  will 

compare  with  those  authorised  in  1957  ? 

(a)  On  buildings  ? 

39 

63 

146 

21 

(ft)  On  plant  and  machinery  7 

61 

73 

118 

17 
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Table  IE 

Sub-Total  By  Industry 
Building  and  Building  Materials 


Total  27 


Comparisons  with  Six  Months  ago 

Exclusive  of  seasonal  variations,  comparing  the  situation  in  your 
company  now  with  six  months  ago,  how  is  or  are  : — 

Up 

Same 

Down 

n/a 

3.  (a)  The  average  weekly  hours  worked  per  operative  ? 

1 

18 

8 



(A)  The  numbers  employed  ? 

3 

12 

12 

— 

4.  The  rate  of  new  orders  ? 

2 

7 

18 

— 

5.  Your  typical  profit  margins  ? 

1 

7 

19 

- 

(Please  answer  the  following  three  questions  In  terms  of  quantity,  not 

value.) 

6.  The  level  of  output  ? 

3 

11 

13 

— 

7.  (o)  Stocks  of  raw  materials  ? 

9 

11 

(6)  Stocks  of  work  in  progress  ? 

5 

11 

8 

3 

(c)  Stocks  of  finished  goods  ? 

9 

9 

3 

6 

8.  (fl)  Your  level  of  home  deliveries  ? 

2 

8 

(h)  Your  level  of  export  deliveries  ? 

5 

10 

6 

6 

Expectations  for  Capital  Expenditure  in  1958 

9.  How  do  you  envisage  that  your  actual  disbursements  of  expenditure 

Up 

Same 

n/a 

on  new  capital  items  in  1958  will  compare  with  1957  ? 

(fl)  On  buildings  ? 

7 

7 

13 

(6)  On  plant  and  machinery  ? 

9 

9 

9 

— 

10.  How  do  you  expect  authorisations  of  capital  expenditure  in  1958  will 

compare  with  those  authorised  in  1957  ? 

(c)  On  buildings  ? 

4 

8 

14 

1 

1 

(i>)  On  plant  and  machinery  ? 

6 

10 

10 

Sub-Total  by  Industry 
Textiles,  Clothing  and  Footwear 


Table  TV 


Total  86 


Comparisons  with  Six  Months  ago 

Exclusive  of  seasonal  variations,  comparing  the  situation  in  yotir 
company  now  with  six  months  ago,  how  is  or  are  : — 

Up 

Same 

Down 

n/a 

3.  (n)  The  average  weekly  hours  worked  per  operative  ? 

3 

49 

(6)  The  numbers  employed  ? 

15 

37 

34 

— 

4.  The  rate  of  new  orders  ? 

16 

18 

52 

5.  Your  typical  profit  margins  ? 

1 

21 

64 



(Please  answer  the  following  three  questions  in  terms  of  quantity,  not 

value.) 

6.  The  level  of  output  ? 

22 

16 

48 



7.  (a)  Stocks  of  raw  materials  ? 

(i)  Stocks  of  work  in  progress  

(c)  Stocks  of  finished  goods  ? 

38 

26 

19 

3 

8.  (a)  Your  level  of  home  deliveries  ? 

24 

(6)  Your  levd  of  export  deliveries  ? 

18 

21 

39 

8 

Expectations  for  Capital  Expenditure  in  1958 

9.  How  do  you  envisage  that  your  actual  disbursements  of  expenditure 

Up 

Down 

n/a 

on  new  capital  items  in  1958  will  compare  with  1957  ? 

(d\  On  hiiiidinos  t 

(b)  On  plant  and  machinery  ? 

16 

23 

41 

6 

10.  How  do  you  expect  authorisations  of  capital  expenditure  in  1958  will 

compare  with  those  authorised  in  1957  ? 

(a)  On  buildings  ? 

14 

14 

(i)  On  plant  and  machinery  ? 

9 

20 

43 
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Sob-Total  by  Industry 
Food,  drink  and  tobacco 

Table  V 

Total  36 

Comparisons  with  Six  Months  ago 

Exclusive  of  seasonal  variations,  comparing  the  situation  in  your 
company  now  with  six  months  ago,  how  is  or  are  : — 

Up 

Same 

Down 

n/a 

3.  (fl)  The  average  weekly  hours  worked  per  operative  ? 

1 

32 

3 

— 

(i>)  The  numbers  employed  ? 

4 

26 

6 

— 

4.  The  rate  of  new  orders  ? 

9 

18 

7 

2 

5.  Your  typical  profit  margins  ? 

5 

17 

14 

- 

(Please  answer  the  following  three  questions  in  terms  of  quantity,  not 

value.) 

6.  The  level  of  output  ? 

9 

11 

16 

- 

7.  (a)  Stocks  of  raw  materials  ? 

11 

17 

6 

2 

(i>)  Stocks  of  work  in  progress  ? 

6 

20 

5 

5 

(c)  Stocks  of  finished  goods  ? 

8 

12 

12 

4 

8.  (a)  Your  level  of  home  deliveries  ? 

8 

14 

11 

3 

(h)  Your  level  of  export  deliveries  ? 

8 

9 

10 

9 

Expectations  for  Capital  Expenditure  in  1958 

9.  How  do  you  envisage  that  your  actual  disbursements  of  expenditure 

Up 

Same 

Down 

on  new  capital  items  in  1958  will  compare  with  1957  1 

(a)  On  bufidings  ? 

13 

9 

13 

1 

(h)  On  plant  and  machinery  ? 

11 

13 

11 

1 

10.  How  do  you  expect  authorisations  of  capital  expenditure  in  1958  will 

compare  with  those  authorised  in  1957  ? 

(fl)  On  buildings  ? 

8 

10 

16 

2 

(p)  On  plant  and  machinery  ? 

6 

14 

14 

2 

Sub-Total  by  Industry 
"Other" 


Table  VI 


Total  124 


Comparisons  with  Six  Months  ago 

Exclusive  of  seasonal  variations,  comparing  the  situation  in  your 
company  now  with  six  months  ago,  how  is  or  aie  : — 

Up 

Same 

Down 

n/a 

3.  (a)  The  average  weekly  hours  worked  per  operative  ? 

14 

78 

32 

— 

(p)  The  niunbers  employed  ? 

28 

66 

30 

— 

4.  The  rate  of  new  orders  ? 

45 

41 

34 

4 

5.  Your  typical  profit  margins  ? 

7 

41 

74 

2 

(Please  answer  the  following  three  questions  in  terms  of  quantity,  not 

value.) 

6.  The  level  of  output  ? 

50 

51 

21 

2 

7.  (fl)  Stocks  of  raw  materials  ? 

• 30 

56 

36 

2 

(6)  Stocks  of  work  in  progress  ? 

32 

66 

17 

9 

(c)  Stocks  of  fimshed  goods  ? 

42 

44 

32 

6 

8.  (fl)  Your  level  of  home  deliveries  ? 

42 

52 

29 

1 

(&)  Your  level  of  export  deliveries  ? 

34 

55 

25 

10 

Expectations  for  Capital  Expenditure  in  1958 

9.  How  do  you  envisage  that  your  actual  disbursements  of  expenditure 

Up 

Same 

Down 

n/a 

on  new  capital  items  in  1958  will  compare  with  1957  ? 

(fl)  On  buildings  ? 

29 

40 

47 

8 

(p)  On  plant  and  machinery  ? 

48 

41 

31 

4 

10.  How  do  you  expect  authorisations  of  capital  expenditure  in  1958  will 

compare  with  those  authorised  in  1957  ? 

(fl)  On  buildings  ? 

16 

36 

55 

17 

(6)  On  plant  and  machinery  ? 

25 

37 

49 

13 
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New  Orders 


Output 


Home  ddiveries  . . . 


Export  deliveries  ... 


Hours  worked 


Numbers  employed 


Profit  margins 


Federation  of  British  Indushues 
ENQUIRY  INTO  IFIDUSTRIAL  TRENDS  : FEBRUARY,  1958 
Grand  Total  : 542  Replies 
{Note  : each  symbol  represents  10  answer^ 


No. 


Past  6 months 


U 

S 

D 

U 

S 

D 

U 

S 

D 

U 

s 

D 

U 

S 

D 

U 

S 

D 

U 

s 

D 


136 

155 

245 

189 

178 

173 


143 

183 

174 

50 

343 

149 

119 

264 

159 

33 

181 

326 


++++++++++++++ 


+++++++++++++++++++ 


++++++++++++++ 


++++++++++++ 


1958  compared  with  1957 

Capital  expenditure  on 

U 

126  -l--f--f-i--F-l--l--|--i--|-  + + + 

buildings 

b 

D 

230  

Capital  expenditure  on 

U 

plant,  etc. 

s 

164  --=  = =^^^-=  = =:^  = ==  = = = --, 

D 

182  

Capital  authorisations  ; 

U 

70  + + + + + + + 

buildings 

s 

D 

276  

Capital  authorisations  : 

U 

107  + + + + + + + + + + + 

plant,  etc. 

D 

234 

B.  SUPPLEMENTARY  MEMORANDUM 
Finance  for  Exports 

1.  Credit  extended  to  overseas  purchasers  of  goods  is 
conveniently  spoken  of  as  being  short,  medium  or  long-term, 
depending  upon  the  length  of  time  for  which  it  runs  This 
in  turn  dep^ds  upon  the  nature  of  the  goods  being  sold. 
In  this  evidence  we  mean  by  short-term  anything  up  to  six 
months  ; by  medium-term  anything  between  that  and  four 
years  ; and  by  long-term  anything  beyond  this. 
Short-Term 

2.  So  far  as  concerns  that  wide  range  of  British  consumer 
or  near-consumer  goods  which  by  their  nature  are  sold 
either  for  cash  or  on  credit  terms  running  up  to  six  months, 
no  specificafiy  financial  problem,  in  our  view,  presents 
itself,  altbou^  there  may  be  temporary  difficulties  in  timps 
of  acute  credit  stringency  as  a result  of  Government  policy. 
The  various  factors  which  are  involved,  viz.,  the  manufac- 
turer’s need  for  adequate  working  capital,  banking 
accommodation,  in  the  shape  of  normal  overdraft  facilities, 
the  possibilities  of  bill  finance,  and  insurance  against  the 
obvious  credit  risks,  whether  with  E.C.G.D.  or  in  the 
private  insurance  market,  are  all  reasonably  well  Imown  to 


manufacturing  finns  engaged  in  export  business.  It  is  true 
that  firms  new  to  export  business  (particifiarly  small  firms) 
which  wish  to  export  direct  instead  of  throu^  a merchant 
or  confirming  house  are  sometimes  handicapped  by  un- 
familiarity with  procedure.  There  is,  however,  no  lack  of 
advice  available  to  sudi  firms. 

3.  It  is  also  a common  experience  for  firms  to  see 
opportunities  of  more  business  than  they  are  in  fact  doing 
and  yet  be  unable  to  take  it  because  either  they  or  their 
customers  have  reached  the  limit  of  their  finance-raising 
capacity.  This  sometimes  leads  to  sugges  ions  that  additional 
sources  of  finance  are  necessary,  such,  for  example,  as  are 
provided  for  American  manufacturers  by  factoring  services. 
There  is  no  doubt  about  the  usefulness  of  the  factormg 
service  to  American  manufacturers  in  opening  up  to  them 
their  enormous  and  homogeneous  domestic  market.  British 
ecports,  however,  go  to  many  different  markets  of  widely 
varying  conditions  where  the  assessment  of  the  credit  risk 
is  «sentiaUy  a matter  of  local  knowledge  and  judgment. 
This  is  already  available  ; moreover  the  limit  to  the  credit 
extendable  to  customers  in  overseas  markets  is  not  dictated 
by  availability  of  finance  in  the  United  Kingdom  but  by 
the  credit-worthiness  of  the  overseas  customer,  or  tiie  credit 
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insurer’s  estimate  of  it  and  the  exchange  position  of  the 
customer’s  country. 

Medium-Term 

4.  In  the  case  of  those  goods  which  are  customarily  sold 
on  credit  terms  of  up  to  2,  3 or  even  4 years,  dependhig 
upon  the  pressure  of  customer  demand  for  credit,  there  is 
again  no  lack  of  sources  of  finance.  In  order  to  tap  these 
sources,  however,  it  is  essential  to  the  manufacturer  that 
be  should  be  able  to  insure  the  credit  risks.  The  extent  to 
which,  and  the  terms  on  which  he  can  do  so  are  therefore 
all-important  in  determining  the  availabili^  of  finance. 
This  is  recognised  by  the  E.C.G.D.  and  we  welcome  the 
recent  improvements  which  the  Department  has  made  in 
the  form  of  cover  offered  to  exporters  of  goods  on  medium- 
term  credit.  A form  of  cover,  for  example,  is  now  available 
to  exporters  of  goods  sold  on  terms  of  payment  up  to  3 years 
credit  under  which  the  transfer  and  political  risks  can  be 
insured  up  to  90  % before  shipment  and  95  % after  shipment, 
the  insolvency  risk  remaining  at  85  % ; claims  can  now  also 
be  settled  in  shorter  periods.  It  remains  however  in  our 
view  a serious  defect  in  the  facilities  available  to  exporters 
in  the  field  of  medium-term  credit  that  Banker’s  Guarantee 
policies  are  not  available  on  contracts  of  less  than  £250,000. 
There  does  not  seem  to  us  to  be  any  logic  in  this  limit  when 
a series  of  export  orders  may  amount  in  total  to  many 
hundreds  of  thousands  of  pounds  without  any  single  one 
being  for  as  much  as  £250,000.  If  one  of  the  objects  of  an 
export  credits  guarantee  service  is  to  widen  access  to  finance 
by  firms  so  as  to  enable  them  to  sustain  greater  export 
turnover  than  their  borrowing  powers  would  permit,  then 
the  Banker’s  Guarantee  policy  could  be  a powerful  aid  in 
the  case  of  many  forms  of  goods,  e.g.  heavy  motor  vehicles, 
and  earth  moving  machinery.  We  are  also  concerned  in 
this  context  about  the  problem  of  the  uninsurable  margin 
of  risk  which  the  exporting  firm  has  itself  to  carry.  We 
are  aware  of  the  objections  which  can  be  cited  to  the 
manufacturer’s  being  able  to  relieve  himself  of  all  risks, 
including  that  to  his  profit,  but  we  can  see  nothing  contrary 
to  sound  insurance  principles  in  it,  provided  that  the 
premium  charge  is  appropriate.  We  therefore  think  that 
this  is  a further  improvement  which  could  be  made  and  one 
which  would  relieve  firms  of  the  large  contingent  liabilities 
which  they  find  that  they  are  liable  to  accumulate  over 
several  large  contracts.  This  point  is  of  even  greater 
importance  in  the  sphere  of  long-term  credit  with  which  we 
deal  below. 

Long-Term 

5.  It  is  in  the  sphere  of  capital  goods,  large  scale  capital 
works  and  development  projects  of  an  essentially  long-term 
nature  that  a re-appraisal  of  the  methods  of  export  finance 
and  an  appreciation  of  future  requirements  are  most  needed. 
In  the  pattern  of  the  United  Kingdom’s  export  trade  the 
proportion  of  more  specialised  engineering  goods  is  steadily 
increasing.  Under-developed  countries  are  industrialising 
on  an  altogether  unprecedented  scale.  At  the  same  time  a 
new  industrial  revolution,  based  primarily  on  nuclear  physics 
and  electronics  but  embracing  evay  aspect  of  manufacture, 
is  rapidly  gathering  force  in  the  West.  Overseas  markets 
will  doubtless  take  a greater  volume  and  variety  of  consumer 
goods  exports  as  they  develop.  Nevertheless  in  such  condi- 
tions it  is  clear  that  if  the  United  Kingdom  is  to  remain  a 
major  industrial  power  it  can  only  be  by  rema'ning  in  the 
forefront  of  scientific  discovery  and  its  technological  appli- 
cation. This  means  that  our  exports  must  increasingly  take 
the  form  of  advanced  engineering  projects  and  equipment, 
expensive  in  themselves,  but  as  often  as  not  forming  only  a 
part  of  some  complete  work  of  very  high  cost  and  only 
purchasable  on  terms  which  have  regard  to  such  factors 
as  high  installation  costs,  long  life,  and  delayed  income- 
earning  capacity.  There  is  also  the  point  that  with  regard  to 
a number  of  capital  goods  which  have  a long  life,  a market 
once  lost  is  extremely  difficult  to  re-enter  because  standards 
and  operating  methods  follow  the  goods,  and  the  long-term 
effect  of  this  is  the  loss  of  valuable  orders  for  spare  parts 
which  would  normally  follow  the  original  contract. 

6.  The  problem  may  also  be  viewed  from  another  angle. 
The  nineteenth  century  industrial  revolution  created  a 
large  surplus  of  capital  in  Britain  during  a period  in  which 
the  conditions  for  its  successful  investment  overseas  were 
uniquely  favourable.  From  1850  until  the  outbreak  of  war 
in  1914,  in  what  now  appears  in  retrospect  as  the  classical 
period  of  private  international  investment,  much  of  North 
and  South  America  and  the  Far  East  was  opened  up  by 


railways,  harbours,  docks,  bridges  and  other  large-scale 
engineering  projects  for  which  there  was  nevCT  any  lack  of 
funds  or  fear  by  the  investor  for  the  security  of  his  investments. 
These  conditions  no  longer  exist  and  are  most  unlikely  to 
recur.  The  new  industriS  revolution  which  seems  likely  to 
characterise  the  second  half  of  the  twentieth  century  is  making 
the  advanced  industrialised  countries,  not  excluding  the 
United  States,  themselves  enormous  consumers  of  capital, 
and  the  political  emancipation  of  the  under-developed 
countries  has  undermined  the  security  of  international 
investment  at  a time  when  the  investor  can  find  ready  and 
profitable  opportunities  at  home.  Private  international 
investment  is  ffierefore  inadequate.  This  has  been  augmented 
by  new  institutions  such  as  the  International  Bank,  but  it 
is  more  than  doubtful  if  it  will  in  the  foreseeable  future  ever 
attain  the  volume  which  the  still  relatively  under-developed 
countries  require.  In  these  circumstances  there  is  likely  to 
be  a long-continuing  and  persistent  demand  for  credit  going 
beyond  tiie  7-8  year  limit  which  is  the  utmost  our  present 
finance  arrangements  contemplate. 

7.  It  is  our  view  that  the  United  Kingdom  is  at  present 
very  badly  placed  to  meet  requirements  of  this  nature. 
We  have  failed  since  the  war  to  build  up  the  reserves  of  the 
sterling  area  to  a point  adequate  to  sustain  the  volume  of 
trade  transacted  in  sterling  and  we  have  fallen  short  of  the 
average  annual  surplus  in  ffie  United  Kingdom’s  own  balance 
of  payments  required  for  the  minimum  overseas  investment. 
This  would  seem  to  indicate  that  we  cannot  afford  long- 
deferred  payments  for  our  exports.  These  are  the  fundament^ 
points  of  difficulty  about  fciance  for  these  longer  credits. 
On  the  other  hand,  these  difficulties  can  only  be  overcome 
by  more  exports,  and  in  our  view  the  possibility  of  any 
large  advance  in  our  exports  will  be  difficult  unless  we  are 
prepared  to  offer  better  credit  terms.  It  is  not,  therefore, 
good  enou^  to  say  that  we  cannot  afford  long-deferred 
payments  now  and  ffiat  we  must  wait  until  the  reserves  are 
restored  and  the  balance  of  payments  is  easier.  The  conclusion 
seems  to  us  inescapable  that  a larger  share  of  our  existing 
national  resources  should  be  placed  behind  the  export  drive. 
This  cannot  be  done  at  the  expense  of  productive  investment 
in  industry.  Second  only  to  this,  however,  ejqjort  finance 
should  have  claims  prior  to  all  other  expenditure.  It  follows 
too  that,  although  we  see  the  reasons  for  the  rigidity  of  the 
official  view  that  E.C.G.D.  should  not  underwrite  any  risks 
involving  credit  of  more  than  five  years  from  the  date  of 
shipment,  there  are,  nevertheless,  compelling  reasons  for 
going  beyond  this  limit  and  up  to  10  years  if  necessary 
in  cases  where  the  nature  of  the  export  goods  or  services 
and  the  circumstances  of  customers  both  justify  and  demand 
this. 

8.  At  the  present  time,  leaving  out  of  accoimt  the  peculiar 
difficulties  of  the  civil  engineering  contracting  industry, 
with  which  we  deal  below,  it  is  not  easy  to  dte  cases  where 
British  manufacturers  have  failed  to  secure  contracts  speci- 
fically because  of  the  non-availability  of  finance.  On  the 
other  hand,  complaints  are  often  heard  that  in  the  case  of 
large  contracts  necessitating  extended  credit  terms  the  process 
of  raising  the  necessary  finance  is  more  difficult  and  uncertain 
than  it  ought  to  be.  There  seem  some  grotmds  for  presuming, 
therefore,  that  business  is  sometimes  lost,  or  not  pursued, 
which  could  be  won  if  the  process  of  raising  finance  were 
easier  and  more  expeditious.  Furthermore,  there  are 
instances  of  Communist  state-sponsored  competition,  which 
it  is  impossible  to  match  on  commercial  terms,  as  well  as 
the  activities  of  the  U.S.  and  Japanese  Bcport-Import  Banks, 
which  advance  money  to  punffiasers  on  favourable  terms, 
tying  them  to  American  or  Japanese  suppliers  respectively. 

9.  There  are  a number  of  factors  militating  against  this. 
In  the  first  place  vigorous  and  enterprising  films  often  have 
to  set  about  raising  finance  for  an  export  contract  under  the 
handicap  of  already  having  large  contingent  liabilities  arising 
from  the  uninsurable  portion  of  credit  in  previous  contracts. 
As  we  have  already  stated,  this  is  an  unnecessary  burden, 
and  it  could  be  overcome  if  additional  policies  were  available 
to  manufacturers  covering,  at  an  appropriate  premium,  the 
whole  of  the  outstanding  credit  and  not  merely  85%.  90% 
or  95%  as  the  case  may  be.  Even  when  there  is  not  this 
handicap,  delay  in  obtaining  the  necessary  insurance  cover 
is  common.  Moreover  there  is  no  common  policy  among 
the  Banks  with  regard  to  the  proportion  of  their  funds  which 
they  are  prepared  to  allocate  to  ejtyort  busiriess.  Each  has 
different  terms  and  conditions  which  vary  from  time  to  time 
on  which  it  is  prepared  to  make  funds  available.  It  might 
be  said  that  large  projects,  involving  in  the  raising  of  finance 
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much  time  and  work  and  much  uncertain^  as  to  its  outcome, 
are  an  exception.  As  has  been  seen  we  do  not  take  this 
view  of  future  requirements.  Already  specialised  arrange- 
ments have  been  made  in  some  fields,  as  for  example,  for 
the  export  of  aircraft,  and  there  is  a growing  demand  that 
over  the  whole  field  of  capital  goods  exports  there  should 
be  some  sin^e  institution  to  handle  the  business  of  export 
finance  and  some  system  to  replace  present  empirical 
methods.  On  the  other  hand  the  manufacturer  is  entitled  to 
expect  that  raising  finance  for  exports  should  be  expeditious, 
should  not  be  burdensome  to  1^,  should  be  as  cheap  as 
the  conditions  allow,  and  should  not  prejudice  his  ability 
to  quote  firm  prices  to  his  customers.  We  do  not  think  that 
in  these  respects  satisfactory  conditions  prevail  at  present. 
They  could  undoubtedly  be  improved  if  all  of  the  Joint  Stock 
Banks  looked  with  as  much  favour  on  this  type  of  business 
as  the  most  progressive  of  them  and  if  there  was  some  co- 
ordination of  policy  between  them  with  regard  to  it.  We 
realise  that  the  Banks  have  the  liquidity  problem  to  face. 
Nevertheless,  as  we  have  already  suggested,  the  trend  of  the 
country’s  exporttrade  seems  increasinglylikeiy  to  require  some 
new  initiative.  This  must  not  only  be  direct^  towards  the  co- 
ordination of  existing  sources  of  finance  but  also  towards 
devising  methods  which  will  tap  new  sources  and  in  particular 
overcome  the  diflBculty  that  the  market  for  short-dated  bills 
finds  long-term  export  finance  business  too  long,  while  the 
institutional  investor  finds  it  too  short.  If  this  cannot  be 
done  without  creating  a new  institution  then  we  would  be 
in  favour  of  one. 

10.  We  have  mentioned  the  essential  preliminary  tests 
which  all  finance  raising  for  exports  in  this  field  must  satisfy, 
viz.,  requirements  of  E.C.G.D.  before  that  Department  will 
issue  a Banker’s  Guarantee  Policy.  One  of  these  requirements 
is  acceptance  by  the  customer  of  the  product  contracted  for 
as  up  to  quality,  performance,  specffication,  etc.  For  the 
civil  engineering  contracting  industry  this  is  a requirement 
which  effectively  puts  beyond  its  reach  all  finance  dependent 
upon  a Banker’s  Guarantee  Policy.  This  is  so  because  no 
maintenance  certificate  in  respect  of  any  civil  engineering 
work  is  ever  issued  by  the  purchaser  until  a year  after 
completion.  Such  wor^  are  as  a rule  on  the  purchaser’s 
site  and  the  property  in  them  passes  to  the  purchaser  as 
and  when  they  are  built.  The  concept  of  acceptance  therefore 
as  applied  by  E.C.G.D.  to  large  scale  capital  goods  exports 
quaUfying  for  a Banker’s  Guarantee  Policy  cannot  be 
reconciled  with  the  facts  with  which  the  civil  engineering 
industry  has  to  deal.  In  view  of  the  importance  of  this 
industry  some  remedy  is  here  urgently  called  for. 

11.  We  summarise  as  follows  : — 


(i)  In  the  field  of  short-term  finance,  i.e.  up  to  six  months, 
the  sources  open  to  the  exporter  are  reasonably 
adequate  and  access  to  them  presents  little  difficulty 
where  the  credit  and  transfer  risks  involved  are  up  to 
normally  acceptable  standards. 

(ii)  In  medium  and  long-term  credit  business  there  is  a 
direct  inter-relation^p  between  the  terms  on  which 
the  credit  risks  can  be  insured  and  the  availability  of 
finance.  The  services  offered  by  E.C.G.D.  and  the 
terms  on  which  they  are  offered  are  therefore  of  prime 
importance  in  this  context.  These  suffer  from  some 
major  shortcoming  which  ought  to  be  remedied  : — 
(a)  the  maximum  periods  of  credit  for  which  E.C.G.D. 

is  prepared  to  insure  various  classes  of  export 
goods  and  services  should  be  less  rigid  when  the 
circumstances  of  particular  cases  justify  some  ex- 
tension beyond  the  normal  at  any  time  prevailing. 
(f>)  it  should  be  possible  for  manufacturers  to  take 
out  additional  policies  at  appropriate  premiums 
to  cover  the  whole  of  the  outstanding  credit, 
instead  of  having  to  carry  15  % (or  10%  or  5 % as 
the  case  may  be)  of  the  risk  involv^  in  each 
transaction  themselves. 

(c)  it  should  be  possible  for  manufacturers  to  obtain 
Banker’s  Guarantee  policies  on  amounts  below 
£250,000  down  to  £100,000,  or  lower. 

{d)  the  Department’s  requirements  in  respect  of 
acceptance  of  work  ou^t  to  be  reconciled  with 
the  custom  and  forms  of  contract  of  the  civil 
engineering  contracting  industry. 

We  realise  that  to  make  good  these  shortcomings  would 
entail  major  changes  of  policy  in  the  E.C.G.D.  We 
do  not  regard  this  as  a bar,  having  regard  to  their 
direct  relationship  to  the  availability  of  export  finance. 

(iii)  Some  further  initiative  is  required  in  the  City  to  tap 
new  funds  and  especially  among  the  Joint  Stock  Banks, 
to  secure  more  uniformity  of  policy  with  regard  to 
long-tenn  export  finance,  a more  expeditious  handling 
of  requirements  for  it,  and  its  av^ability  on  terms 
and  conditions  which  will  enable  the  manufacturer  to 
compete  for  business  with  certainty  as  to  what  they 
will  be.  There  is  a division  of  opinion  among  our 
membership  as  to  whether  or  not  a special  institution 
is  necessary  to  achieve  these  ends,  but  all  agree  that  it 
may  be  the  answer  if  other  means  cannot  be  found. 

January,  1958. 
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I.  Effects  upon  Spending  on  Stocks  of  Commodities 

AND  PLANS  FOR  CAPITAL  EXTENSION  OR  REPLACEMENT 

(a)  Restriction  on  Bank  Advances 

1.  Members  advise  that  the  restriction  on  bank  advances 
has  worked  unfairly  because  in  fact  it  restricts  advances  to 
a base  year  which  is  either  now  so  far  away  as  to  be  unrealistic 
or  is  so  near  as  to  be  itself  a depressed  base. 

2.  Advances  are  decided  by  individual  bank  managers 
wifli  the  result  that  ffiere  can  hardly  be  uniformity  in  treatment 
when  dealing  with  applications  for  bank  advances  as  tetween 
one  customer  and  another.  This  sort  of  restriction  on  com- 
mercial activities  may  operate  suitably  for  a short  emergency 
period,  but  when  it  continues  to  operate  for  a number  of 
years  it  produces  distortions  in  the  economy  that  must 
outweigh  most,  if  not  all,  of  the  advantages  that  the  Govern- 
ment think  they  are  gaming  throu^  the  imposition  of  the 
restrictions. 

3.  This  restriction  affects  all  sections  of  the  community 
and  all  types  of  retailers — those  dealing  mainly  in  hire 
purchase  and  those  dealing  mainly  for  cash.  The  restrictions 
on  bank  advances  have  been  a very  substantial  deterrent 
to  spending  by  middle  class  families  with  incomes  derived 
from  fixed  investments  and  who  have  in  the  past  financed 
expenditure,  such  as  furnishings  for  themselves  or  for  their 
families,  by  means  of  bank  overdrafts.  Whilst  this  class  of 
people  are  now  more  ready  to  pay  promptly  for  what  they 
require  this  ^ange  in  behaviour  has  been  accompanied  by 
a reduction  in  the  size  of  their  transactions.  There  is  no 


doubt  ffiat  the  credit  squeeze  generally  has  reduced  spending 
by  individuals  on  furniture  and  furnishings. 

(i>)  Changes  in  the  terms  on  which  Hire  Purchase  finance  is 
available 

4.  The  polios  of  controUing  the  expansion  of  hire  purchase 
finance  companies  by  control  over  capital  issues,  with  an 
Ktemption  limit  of  £10,000  is  in  principle  to  be  condemned, 
for  to  restrict  supplies  of  funds  available  to  certain 
companies  is  to  distort  the  development  of  the  financiRl 
structure.  It  may  also  eventually  distort  the  structure  of 
retailing  for  the  small  retailer  relies  to  a greater  extent  than 
his  larger  competitors  upon  finance  houses  to  finance  his 
hire  purchase  business.  As  most  of  these  smaller  types  of 
retail  businesses  are  private  companies  there  are  few  other 
sources  from  which  funds  may  be  obtained  for  tffis  purpose 
whereas  their  larger  competitors  can  raise  money  more 
easily  by  various  means. 

5.  Charges  made  by  finance  houses  have  moved  upwards 
as  a result  of  the  credit  squeeze  the  higher  bank  rate 
and  are  now  in  the  region  of  10%-12%  per  annum.  Fur- 
nishing retailers  who  rely  upon  finance  houses  to  und^write 
their  hire  purchase  business  are  thus  placed  at  a competitive 
disadvantage  in  relation  to  other  retailers  who  are  able  to 
finance  their  hire  purchase  business  from  their  own  resources 
and  whose  service  charge  is  around  5%-7i%  per  annum 
although  many  in  the  trade  regard  this  rate  as  uneconomic 
owing  to  the  mounting  costs  of  operating  credit  departments 
It  is  difficult  to  measure  the  effects  of  these  changes  on 
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expenditure  upon  stocks  of  commodities  and  capital  replace- 
ment but  there  is  some  evidence  to  suggest  that  the  increased 
bank  rate  has  persuaded  retailers  who  had  plans  for  rebuilding 
or  extension  to  postpone  them. 

(c)  Changes  in  the  use  and  organisation  of  Consumer  Credit 

6.  The  effects  upon  spending  on  stocks  of  commodities 
and  on  plans  for  capital  extension  or  replacement  in  conse- 
quence of  changes  in  the  use  and  organisation  of  consumer 
credit,  are  most  graphically  seen  in  the  trading  experience 
of  those  retailers  who  have  specialised  in  providing  hire 
purchase  facilities  for  the  sale  of  furniture  and  furnishings. 
Such  retailers  were  normally  in  the  habit  of  buying  and  holding 
substantial  stocks  of  finished  products  for  resale,  and  thereby 
provided  a mass  market  for  the  mass  production  of  furniture. 
The  changes  which  were  first  introduced  in  February,  1955, 
had  an  immediate  and  drastic  effect  which  resulted  in  those 
retailers  cancelling  orders  and  reducing  the  level  of  their 
stockholdings  and. scale  of  operations,  which  in  turn  meant 
considerably  shorter  production  runs  in  the  factories  supplying 
such  retailers,  where  stocks  of  goods  already  in  the  process 
of  production  or  completed  but  not  ddivered,  were  left  in 
the  manufacturers’  hmds  th^eby  tying  up  his  capital  and 
preventing  further  activity.  This  led  to  a number  of  furniture 
manufacturing  companies  curtailing  or  transferring  their 
operations  into  other  directions  or,  in  some  cases,  going  out 
of  business  altogether.  This  is  reflected  in  the  loss  of  skilled 
labour  to  the  furniture  industry.  The  restrictions  have  also 
induced  the  manufacture  of  cheaper  furniture  at  prices  as 
low  as  possible  in  order  to  keep  the  deposit  low. 

7.  There  has  been  during  the  past  few  years  a tendency 
for  retailers  to  reduce  their  stock-holdings  which  may  be 
attributable  partly  to  changes  in  trade  and  consumer  credit 
and  partly  to  the  hi^  cost  of  money  invested  in  merchandise 
whose  rate  of  turnover  has  been  deliberately  slowed  down. 
II.  Effects  upon  Consumer  Spending 

(6)  Hire  Purchase  and  Other  Restrictions 

8.  Hire  purchase  spending  does  not  form  a very  important 
part  of  consumers’  total  expenditure  which  reached  about 
£12,763  million  in  1955  and  £13,409  million  in  1956,  although 
of  course,  it  is  a more  important  factor  in  certain  specific 
trades  than  in  others,  e.g.  motor  vehicles,  durable  household 
goods,  etc.  If  the  total  hire  purchase  outstanding  debt  for 
consumer  goods  is  taken  at  £400  million,  that  is  less  than 
3%  of  total  consumer  expenditure,  compared  with  some 
£2,500  million  owing  to  building  societies.  The  average 
amount  of  hire  purchase  debt  outstanding  (£7)  over  a 
sample  of  income  units  was  only  about  T6%  of  mean  net 
income.*  In  addition  only  some  one-quarter  of  all  income 
units  actually  had  hire  purchase  debt  outstanding  in  1954, 
the  peak  post-war  period  for  hire  purchase  trading,  when  the 
mean  amount  of  all  income  groups  in  the . sample  was 
estimated  to  be  about  51%  of  mean  net  income.* 

9.  The  object  of  the  restrictions  on  hire  purchase  was 
to  moderate  home  demand  by  checking  the  growth  of 
consumer  expenditure.  They  have  had  a considerable  effect 
on  the  furniture  trade  which  is  not  fully  reflected  in  the 
Board  of  Trade  statistics  for  hire  purchase  which  are  based 
on  October,  1955,  when  the  restrictions  had  already  beai  in 
operation  for  some  nine  months.  Consequently  account 
must  be  taken  of  that  fact.  It  is  also  necessary  that  individual 
trades  should  be  considered  separately.  The  effect  of  the 
restrictions  on  the  furniture  trade  is  best  measured  by 
comparing  them  with  the  normal  trade  practice.  For  example, 
a 20%  deposit  for  hire  purchase  of  furniture  has  a very 
marked  effect  in  view  of  the  fact  that  prior  to  the  restrictions 
the  customary  trade  practice  was  to  take  a deposit  of  10%. 
The  statutory  requirements  of  a Tninimnm  deposit  of  20% 
has  the  most  serious  effect  upon  those  retail  furniture  shops 
which  required  little  or  no  deposit,  and  upon  their  suppliers. 

10.  On  the  other  hand  the  statutory  deposit  of  331% 
in  relation  to  the  supply  of  motor  cars  on  hire  purchase 
has  virtually  little  or  no  effect  on  that  industry  having  regard 
to  the  fact  that  prior  to  the  restrictions  the  normal  deposit 
was  at  least  25  %. 

11.  The  restrictions  also  prohibit  the  adding  on  of  new 
goods  by  means  of  a consolidated  or  substituted  agreement. 
The  practice  of  adding  extra  goods  to  existing  accounts  has 
been  a common  one  in  the  furniture  trade  for  many  years 


February,  1957. 


Consumers'  SEctor,"  Bankers'  Magazine, 


in  order  to  enable  people  to  furnish  their  homes  in  stages 
so  that  once  having  paid  a deposit  and  opened  a hire  purchase 
account  the  customer  is  able,  when  that  account  is  approadiing 
its  end,  to  acquire  additional  goods  without  the  need  to 
put  down  a further  deposit,  and  to  cany  on  the  payment  of 
the  instalments  on  the  same  basis  as  hitherto. 

12.  Although  technically  this  ban  on  “add-to’s”  applies 
to  all  goods  subject  to  the  hire  purchase  restrictions,  in  fact 
only  the  furniture  trade  is  affected  because  ^e  practice 
is  virtually  unique  to  that  trade.  Consequently  -the  furniture 
trade  complains  that  this  discriminatory  treatment  is  harsh 
and  inequitable  and  should  be  relaxed.  . 

13.  We  believe  it  can  be  shown  from  the  figures  of  national 
income  and  expenditure  that  although  the  proportion  of 
consumer  spending  on  furniture  and  furnishings  has  fallen 
as  a direct  result  of  the  hire  purchase  restrictions,  there 
has  in  fact  been  no  curtailment  of  aggregate  consumer 
expenditure.  It  would  appear  that  consumer  expenditure 
has  been  diverted  from  controlled  goods  subject  to  hire 
purchase  restrictions  to  other  forms  of  consumer  expendture. 

14.  It  is  frequently  argued  that  hire  purchase  is  a cause 
of  mfiation.  'V^^ether  this  be  true  or  not,  the  fact  remains 
that  the  restrictions  on  hire  purchase  might  be  shown  to 
he  inflationary  if  the  goods  so  controlled  are  regarded  as 
being  essential  and  their  price  reckoned  by  consumers  as 
part  of  their  cost  of  living.  In  our  view  this  has  played  no 
little  part  in  the  pressure  for  repeated  wage  demands.  The 
low  deposits  for  consumer  durable  goods,  such  as  furniture, 
provided  an  important  incentive  to  hard  work  and  higher 
productivity.  In  a sense  the  commitment  to  hire  purchase 
payments  is  tantamount  to  the  discipline  of  compulsory 
saving,  for  persons  acquiring'  such  goods  on  low  deposits 
will  naturally  try  to  earn  as  much  as  possible  to  Tnaintain 
their  payments  when  they  have  the  goods,  but  it  is  a curious 
fact  tiiat  the  same  incentive  apparently  does  not  necessarily 
apply  to  induce  them  to  save  file  present  substantial  deposit. 
For  example  “In  one  mining  community  with  a high  level 
of  expenditure  on  consumer  durables  on  hire  purchase 
terms,  when  income  fell  owing  to  a fall  in  the  price  of  the 
product  to  which  wages  were  linked,  the  most  striking  result 
was  not  any  variation  in  the  rate  of  payments  on  hire  purchase 
contracts  but  an  increase  in  output  by  piece-workers  sufficient 
to  maintain  their  incomes”.t 

15.  The  restrictions  on  hire  purchase  have  an  immediate 
effect  in  reducing  purchases.  Thus  production  and  distri- 
bution are  disrupted,  stocks  are  run  down,  and  a general 
unbalance  in  the  industries  affected  is  produced.  In  this 
connection  attention  is  called  to  the  expansion  of  short-term 
credit  sale  a^eements  to  be  completed  in  less  than  nine 
months.  This  type  of  credit  transaction  is  uncontrolled 
and  therefore  has  the  attraction  that  the  statutory  miTiimiiTn 
deposit  need  not  be  paid  before  the  goods  are  supplied.  The 
effect  in  practice  is  that  although  the'  monthly  or  weekly 
instalments  are  greater  than  in  a two  year  hire  purchase 
agreement  the  deposit  is  considerably  lower  than  that  required 
under  a hire  purchase  agreement  for  controlled  goods.  The 
more  extensive  use  of  these  short-term  credit  sale  agreements 
reflects  the  determination  of  large  sections  of  consumers  to 
acquire  desirable  and  -useful  household  durable  goods  and 
a willingness  on  the  part  of  traders  to  meet  that  demand. 
Nevertheless  by  reason  of  the  limited  period  of  credit  and 
the  consequentially  higher  instalment  payments  this  method 
of  sale  is  not  so  popular  as  hire  purchase. 

16.  It  is  understood  that  about  half  of  all  women  in  paid 
employment  are  married  and  therefore  have  the  responsibility 
of  running  their  homes  in  addition  to  doing  their  jobs.  This 
position  has  created  a continuing  demand  for  labour-saving 
appliances  of  all  kinds,  e.g.  washing  and  drying  machines, 
refrigerators,  pressure  cookers,  floor  polishers,  vacuum 
cleaners,  up-to-date  cookers,  in  order  to  • lighten  their 
household  tasks,  and  yet  these  are  among  the  very  articles  of 
consumer  durable  goods  which  are  made  difficult  to  acquire 
by  hire  purchase  at  a time  when  the  use  of  such  goods  makes 
a significant,  if  indirect,  contribution  towards  productivity. 

17.  The  insistent  emphasis-,  now  being  placed  upon 
productivity  can  only  he  strengffiened  and  facilitated  by 
making  available  to  consumers  a greater  flow  of  furniture, 
furnishings  and  domestic  appliances  on  easier  hire  purchase 
terms,  so  that  the  increased  coniforts  of  the  home  may 
alleviate  the  lot  of  the  wage-earning  housewife.  This  is 


t From  : "The  Economic  Effects  of  Hire  Purchase'’  by  Dr.  R.  F.  Henderson 
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essentially  an  important  social  aspect  of  the  problem  of 
higher  productivity. 

18.  It  has  always  been  difBcult  to  understand  why  it  is 
not  considered  necessary  to  impose  physical  restrictions  on 
house-purchase  by  instalment  payments  spread  over  20-25 
years,  but  necessary  to  impose  restrictions  on  the  acquisition 
of  furniture  and  furnishings  to  go  into  houses  when  purchased 
by  instalments  over  a period  of  two  years.  House-purchase 
“out-of-income”  is  laudable  but  the  purchase  of  fiimiture 
by  the  same  means  is  not — yet  there  is  no  difference  in  prin- 
ciple. 

19.  The  more  stringent  terms  for  hire  purchase  mean  that 
consumers  can  either  save  up  to  pay  the  higher  deposit, 
or  pay  off  the  debt  over  a shorter  period,  or  save  up  and  pay 
for  goods  in  cash,  or  decide  to  spend  the  money  on  o^er 
consumer  goods — and  it  is  evidently  the  latter  that  has 
taken  place.  Hire  purchase  restrictions  serve  to  reduce 
expenditure  on  durable  consumer  goods,  but  the  money  so 
“saved”  is  diverted  to  expenditure  on  other  goods. 

20.  It  is  generally  conceded  that  hire  purchase  does  not 
exercise  a damaging  influence  in  the  economy  and  is  accepted 
as  performing  a useful  and  legitimate  function,  a fact  that 
has  been  acknowledged  by  Government  and  leading  public 
bodies  concerned  with  social  welfare.  The  indiscriminate 
policy  of  imposing  a “blanket”  control  over  a number  of 
trades  irrespective  of  their  essentiality  and  social  importance 


Some  Aspects  of  the  Effects  of  Government  Financial 

Controls  on  the  United  Kingdom  Furniture  Trade 
Note  by  the  Economist  Intelligence  Unit 
T^SMS  OF  Reference 

The  Economist  Intelligence  Unit  agreed  to  provide  the 
National  Association  of  Retail  Furnishers  with  a short 
interim  report  dealing  with  certain  points  of  evidence  required 
by  the  Committee  on  the  Working  of  the  Monetary  System 
from  the  Association.  These  cover  : — 

I The  Effects  on  Association  Members  of  : — 

(i)  changes  in  the  terms  on  which  hire  purchase 
finance  is  available. 

(ii)  changes  in  the  use  and  organisation  of  trade  and 
consumer  credit.  . 

II  The  ^ects  upon  Consianer  Spending  of : — 

(i)  the  restriction  of  bank  advances 

(ii)  hire  purchase  and  other  restrictions. 

I.  The  Effects  of  the  changes  in  the  Terms  on  which 
Hire  Purchase  is  Available 

(i)  From  finance  houses 

1.  The  amount  of  hire  purchase  financed  by  finance 
houses  in  the  furniture  trade  is  small.  In  total  it  is  somewhere 
near  10%,  but  of  this  an  even  smaller  proportion  is  direcfly 
financed  by  the  finance  houses  ; the  major  part  is  financed 
by  block  discounts  to  the  trade  with  which  retailers  then 
finance  their  own  hire  purchase  transactions.  Since  the 
end  of  1952  there  have  been  no  controls  on  toe  service  charges. 
Finance  houses  were  charging  6 % upwards,  and  now  charge 
in  the  range  of  10-12%,  the  chief  constituent  of  toe  rate 
being  toe  costs  of  collection  for  the  direct  accounts  rather 
than  the  prevailing  cost  of  money.  Retailers  were  charging 
5 to  10  % according  to  class  of  trade  and  whether  weekly 
or  monthly  payments,  and  this  has  risen  in  some  cases. 
Where  it  hais  remained  stable  the  retailers  are  usually 
making  up  the  difference  with  higher  mark-ups,  although  a 
larger  proportion  of  goods  sold  by  retail  fijr^hers  have 
manufacturer-controlled  selling  prices  which  do  not  permit 
obtaining  higher  mark-ups. 

2.  Because  of  the  small  dependence  on  finance  houses 
by  toe  trade  as  a whole,  their  policy  has  bon  relatively 
unimportant.  In  1954  when  some  of  toe  large  hire  purchase 
retailers  were  trading  with  little  or  no  deposit  there  was 
a denmnd  for  “all  the  money  they  could  get”.  But  since  t|je 
imposition  of  the  hire  purchase  restrictions  in  February, 
1955,  the  retailers'  requirements  have  been  smaller  : the 
contraction  in  hire  purchase  trading  has  made  for  hi^er 
liquidity,  and  more  firms  can  now  finance  their  own  smaller 
volume  of  hire  purchase  trading. 


is  both  inappropriate  and  inequitable.  In  this  respect  the 
furniture  trade  has  been  unduly  penalised  and  we  urge  the 
necessity  for  proper  discrimination  in  toe  application  of 
toe  restrictions  as  between  one  trade  and  anotoer. 

ni.  Provision  of  Finance  for  Trade  and  Industry 

21.  The  effects  of  inflation  mean  that  to  maintain  a 
good  volume  of  stodis  there  must  he  a continual  investment 
to  meet  the  ever-increasing  costs,  while  if  business  is  to  be 
ino-eased  ^ancial  stringency  is  inevitable  under  present 
conditions.  If  these  conditions  were  made  easier  for  traders, 
they  mi^t  spend  more  on  extra  stocks  and  therefore  on 
business  activity.  The  present  basis  for  the  valuation  of 
retail  shops  for  rating  purposes  and  the  discriminatory 
treatment  on  tax  allowances  for  commercial  buildings,  etc., 
are  but  two  indications  that  the  retail  trading  community 
has  been  selected  for  unfair  treatment.  K the  present 
repressive  measures  continue  it  will  be  bad  for  shopkeeping 
and  therefore  bad  for  the  public  ; they  will  stimulate  greater 
concentration  of  distribution  into  fewer  and  larger  units 
which  may  be  more  efficient  when  all  is  running  smoothly, 
but  it  would  produce  a very  brittle  economy  compared  with 
distribution  widely  spread  and  operated  by  responsible 
individuals  with  toeir  own  stake  in  their  own  business, 
their  own  towns  and  their  own  trade. 

January,  1958. 
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(ii)  From  banks 

3.  The  large  retailers  report  less  need  for  finance  for  hire 
purchase  due  to  toe  direct  restrictions.  Most  overdrafts 
to  the  retail  trade  are  given  for  general  purposes  and  it  is 
usually  impossible  to  distinguish  the  ultimate  use  of  toe 
credit.  WhUe  some  of  toe  multiples  are  more  liquid  than 
ever  before,  some  of  toe  smaller  concerns  are  worried  by 
toe  limit  on  bank  overdrafts.  The  general  experience  seems 
to  be  that  these  have  been  held  near  toe  pre-restriction 
level  rather  than  drastically  cut.  Only  specific  hire  purchase 
credit  has  been  reduced.  The  hardship  has  been  felt  in 
connection  with  rebuilding,  refurnishing,  and  expansion 
rather  than  in  the  restriction  of  trading. 

II.  The  Effects  of  the  Changes  in  the  use  and  Organisa- 
tion OF  TkADi  and  Consumer  Credit 

4.  frj  February,  1955,  a deposit  of  15%  was  imposed  on 
hire  purchase  agreements  for  furniture,  radios,  television 
sets,  and  electrical  goods,  fri  addition,  toe  Consolidated 
Agreement  or  “Add-to”  under  which  toe  customer  could 
add  new  items  to  his  agreement  without  a further  deposit 
was  banned.  In  July,  1955,  toe  deposit  on  radios,  televisions 
and  electrical  goods  was  raised  to  33J%  and  in  February, 
1956,  to  50  % for  this  class  of  goods  and  to  20  % for  furniture. 

5.  Sales  of  all  retailers  except  those  engaged  purely  on 
cash  trading  showed  a marked  drop  in  1955.  Those  doing 
a high  proportion  of  hire  purchase  trading  in  some  cases 
with  no  deposit,  were  obviously  the  worst  hit.  Hire  purchase 
sales  in  toe  second  quarter  of  1955  compared  with  the  first 
quarts  of  the  year  registered  faUs  of  from  40%  to  over 
60%  in  some  instances.  And  in  some  shops  where  trade 
was  begiiining  to  pick  up  towards  toe  end  of  toe  year  the 
third  round  of  restrictions  caused  sales  to  fall  once  more. 
From  toe  statistical  information  obtained  so  far  and  from 
general  comment  it  appears  that  radio  and  television  sales 
dropped  most  sh^ly  but  they  recovered  more  quickly, 
so  that  shops  selling  these  and  other  goods  in  addition  to 
furniture  have  tended  on  balance  to  maintain  a steadier 
pattern  of  trade. 

6.  The  banning  of  toe  “add-to”  agreement  in  addition 
to  the  higher  deposit  badly  hit  shops  in  toe  poorer  areas. 
Many  retaUers  immediately  switched  their  publicity  to  the 
nine  month  credit  sale  and  have  had  some  success  in  recovering 
part  of  their  lost  trade,  but  this  method  of  sale  is  not  popular. 
Vcty  often  toe  customer  cannot  pay  in  toe  nine  months 
and  when  cases  of  defaulting  are  taken  to  court  the  magistrates 
appear  mv^bly  to  decide  in  favour  of  toe  customer,  llie 
lar^  refers  are  in  the  main  doing  a fair  proportion  of 
credit  sale,  but  some  of  the  smaller  retailers  have  not 
bothered  with  this  method.  Several  of  toe  largest  organisa- 
tions in  toe  trade  have  widened  the  basis  of  their  trading 
by  acquiring  other  interests  to  act  as  a balancing  factor 
or  by  selling  a wider  range  of  goods  in  what  were  previously 
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pure  “furniture”  shops.  But  underneath  these  changes  it 
can  be  seen  that  less  furniture  was  being  sold  during  1955 
and  1956,  and,  even  now,  still  less  in  terms  of  real  value. 

7.  Sales  of  good  quality  furniture  have  not  suffered  in 
the  same  way.  But  in  the  cheaper  end  of  the  trade  the  effect 
of  the  restrictions  has  been  to  try  and  keep  prices  as  low  as 
possible  in  order  to  keep  the  deposit  down.  Manufacturers 
have  tried  to  make  a cheaper  article  and  competition  has 
become  severe.  The  retailers  however  have  tended  to  increase 
their  mark-ups  to  cover  higher  wages,  rents  and  the  longer 
period  of  stocking  furniture  before  it  is  sold.  During  the 
boom  period  of  1954  some  retailers  were  demanding  lengfty 
credits  from  the  manufacturers,  but  with  more  cash  trading 
and  the  higher  deposits  the  length  of  these  credits  has 
diminished. 

8.  The  general  effect  of  the  series  of  government  financial 
controls  has  been  to  make  future  planning  very  difficult 
for  the  retailers.  While  some  have  managed  to  go  ahead 
with  expansion  plans  in  the  hope  that  new  shops  will  make 
up  for  the  loss  of  trade  in  the  older  ones,  others  have  decided 
that  it  is  not  worth  while  trying  to  modernise  or  expand. 
The  better-quality  furniture,  with  the  assistance  of  high 
powered  advertising  which  in  turn  makes  it  more  expensive, 
is  selling  well,  consequently  the  hi^er  class  retailers  have 
not  suffered.  But  at  the  other  end  of  the  trade,  and  to  some 
extent  in  the  middle,  in  other  words  where  the  restrictions 
have  applied,  retailers  have  bad  to  try  and  maintain  their 
profits  by  selling  cheaper  goods  or  by  branching  out  into 
fields  other  than  furniture. 

in.  The  Effects  on  Consumer  Spending 

(i)  Of  the  restriction  of  bank  advances 

9.  hi  the  upper  income  groups  it  is  probable  that  there 
has  been  some  curtailment  of  fumiture  buying,  but  it  is 
difficult  to  pinpoint  cause  and  effect  in  these  cases.  The 
department  stores’  share  of  the  trade  has  been  declining 
since  1955 — an  indication  that  this  type  of  customer  is 
buying  less  fumiture  or  possibly  going  elsewhere  to  buy 
cheaper  furniture. 

10.  In  the  middle  and  upper  middle  income  groups  it 
is  easier  to  see  the  effects  of  the  credit  restrictions  in  general, 
but  again  difficult  to  isolate  the  effect  of  tighter  bank  credit 
on  spending.  Several  retailers  reported  that  they  were 
getting  more  enquiries  about  hire  purchase  facilities  from 
customers  who  previously  had  never  hou^t  goods  in  this 
manner.  One  firm  with  shops  aU  over  the  country  who 
previously  sold  only  the  cheaper  range  of  fumiture  are  now 
stocking  a better  range  as  well  to  meet  the  new  demand. 

(ii)  Of  hire  purchase  and  other  restrictions 

11.  The  imposing  of  the  15%  deposit  on  fumiture  bought 


on  hire  purchase  terms,  and  die  harming  of  consolidated 
agreements  in  February,  1955,  had  an  immediate  effect  on 
consumer  spending.  Ihe  Board  of  Trade  index  of  weekly 
sai«  for  fumiture  stores  (1950  = 100)  dropped  from  140 
points  in  Januaty  to  122  in  March  and  to  119  points  in 
June.  The  multiple  stores  whose  trade  was  mainly  on  a 
hire  purchase  biis  suffered  even  more  violently.  Their 
index  dropped  from  185  points  in  January  to  117  in  March 
and  to  102  in  April.  Upon  further  investigation  it  would 
appear  that  in  some  instances  fumitiue  suffered  an  even 
greater  fall  and  in  almost  every  case  the  revival  in  trade  that 
followed  later  in  the  year  and  again  after  the  further  restric- 
tions imposed  in  February,  1956,  was  much  slower  in  fumiture 
itself  than  in  the  other  goods  sold  in  furniture  stores. 

12.  To  some  actent,  and  with  certain  types  of  customer, 
retailers  were  able  to  recover  their  former  hire  purchase 
trade  by  means  of  the  nine  month  credit  sale.  But  experience 
varied  widely  in  this  respect.  Some  of  the  multiples  pushed 
rental  agreements  for  ^ goods  of  a suitable  nature,  but 
this  trade  was  nipped  in  the  bud  when  a deposit  of  39  weeks 
rental  was  imposed  in  February,  1956.  The  majority  of 
retaOers  who  were  hit  by  the  restrictions  turned  to  credit 
sales,  but  only  a few  of  them  have  now  in  1957  readt^  the 
pre-restriction  level  with  their  non-cash  trade.  The  medium 
quality  retailer  and  the  cheaper  retailer  in  some  prosperous 
areas  reported  that  after  an  initial  period  of  adjustment 
most  of  their  customers  were  able  to  save  up  the  larger 
deposits  or  enter  into  the  more  onerous  credit  sale  arrange- 
ment. But  the  large  multiples  and  some  of  the  smallw 
concerns  have  found  that  many  of  their  customers  are  unable 
to  produce  larger  weekly  payments,  and  consequently  their 
trade  has  been  hit  and  has  recovered  comparatively  little. 

13.  But  the  money  remains  in  the  consumers’  pockets  and 
it  is  of  interest  to  trace  how  the  pattern  of  .spending  has 
changed.  Fumiture  and  furnishings  have  suffered  most  and 
have  been  the  slowest  to  show  signs  of  recovery.  Radio  and 
television  and  some  electrical  goods  with  a higher  initial 
deposit  have  been  doing  a little  tetter  this  year.  Following 
the  restrictions  several  of  the  largest  fumiture  retailing 
organisations  in  the  country  have  widened  ttie  scope  of  their 
merchandise  to  such  an  extent  that  they  have  become  general 
household  stores  and  it  is  impossible  to  see  just  where  the 
money  goes,  although  it  seems  probable  that  it  is  tempted 
away  from  the  larger  hire  purchase  articles. 

14.  Looking  at  the  breakdown  of  consumer  expenditure 
in  recent  years  expenditure  on  furniture  and  furnishings  as  a 
proportion  of  the  total  fell  between  1954  and  1956,  while 
expenditure  on  hardware,  radio  and  electrical  goods,  alcohol, 
private  motoring  and  clothing,  rose. 


10,  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  LOCOMOTIVE  AND 
ALLIED  MANUFACTURERS’  ASSOCIATION  OF  GREAT  BRITAIN* 


I.  Introduction 

1.  The  Locomotive  Industry  comprises  some  twenty -five 
firms,  the  majority  of  which,  including  all  ffie  principal 
Locomotive  manufacturers,  are  Members  of  the  Association 
(see  Appendix  “A”t).  The  Industry  has  a proud  record  of 
Locomotives  exported  since  the  mid-nineteenth  century  to 
railways  aU  over  the  world,  the  current  value  of  such  exports 
(i.e.  Steam,  Diesel  and  Electric  Locomotives  and  Railcars 
and  Components  thereof)  being  approximately  £25  million 
per  annum. 


2.  Until  very  recently  the  Ixicomotive  Industry  has  been 
in  the  unique  position  ofteing  an  important  capital  equipment 
exporting  industry  without  a home  market  on  which  it 
could  rely  as,  prior  to  the  inception  of  their  modernisation 
programme,  the  demand  from  British  Railways  was  only 
spasmodic  and,  in  general,  their  Locomotive  requirements 
were  built  in  their  own  Shops.  At  the  present  time,  however, 
the  Industry  is  very  glad  to  be  supplying  Locomotives  to 
British  Railways  in  the  early  stages  of  the  modernisation 
plan  but  it  is,  nevertheless,  still  very  much  an  exporting 
industry  and  feels  therefore  that  it  is  especially  qualified  to 
represent  to  the  Committee  frie  vital  necessity  of  H.M. 
Government  evolving  a specific  and  dynamic  policy  for 


)f  Evidence  Qos,  69J1  to  6995. 
in  this  record  of  evidence. 


raports  realistic  to  current  trading  conditions  having  particular 
regard  to  the  U.K.’s  dependence  on  the  maintenance  and 
expansion  of  exports  if  the  country’s  standard  of  Uving  is 
to  be  preserved. 

3.  In  recent  years  the  Association  has  consistently  re- 
presented to  H.M.  Government  the  Industry’s  firm  conviction 
that  if  this  country’s  continuously  unsatisfactory  balance  of 
payments  position  and  steadily  declining  share  of  world 
trade  are  to  be  remedied,  much  more  is  needed  than  a 
somewhat  erratic  combination  of  the  credit  squeeze  and 
exhortation. 

4.  It  is  not  in  dispute  that  the  products  of  the  capital 
equipment  industries  are  becoming  increasingly  predominant 
in  the  pattern  of  the  nation’s  exports  and  that  such  industries 
are  finding  that  the  provision  of  medium  and  long-term 
credit  finance  is  becoming  a vital  factor  whicA  frequently 
outwei^s  price  and  delivery  considerations  in  an  ever- 
increasing  number  of  important  markets.  It  is  the  considered 
opinion  of  the  Association,  based  on  the  extensive  exporting 
experience  of  the  Locomotive  Industry,  that  urgent  considera- 
tion should  be  ^ven  to  the  fundamentad  necessity  of  providing 
adequate  medium  and  long-term  credit  finance  throng  a 
specially  established  export-minded  organisation  and,  in 
essence,  the  Association  is  primarily  advocating  the  inaugura- 
tion of  a British  Export/Import  Bank  supported  by 
Government  finance  in  the  first  instance  and  subsequently 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


132 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued]  10.  The  Locomotive  and  Allied  Manueacturers’  Association  of  Great  Britain 


by  institutional  finance  to  the  extent  of,  say,  £300  million 
per  annum. 

U.  The  Case  for  a British  Export/Import  Bank 

(a)  Current  Problems 

5.  The  aftermath  of  the  war  and  the  trend  towards 
industrialisation  throughout  the  world  have  brought  about 
extensive  railway  rehabilitation  and  re-equipment  in  which 
the  British  Locomotive  Industry  has  substantially  partici- 
pated. As  far  as  the  future  is  concerned,  however,  while  the 
opportunities  still  exist,  indeed  the  potential  is  enormous, 
the  trend  of  current  developments  is  such  as  to  cause  the 
Industry  considerable  concern  as  regards  its  abili^  to 
maintain  its  position  in  world  markets  in  current  trading 
conditions  which  are  characterised  by  the  foUowing  : — 

(i)  The  increasing  insistence  by  important  markets  on 
the  provision  by  the  exporter  of  long-term  credit 
facilities  and  the  strain  which  such  demands  place 
on  the  individual  exporter  for  whom  the  internal  funds 
available  are  already  limited  to  a very  large  extent 
by  high  taxation,  rising  costs  and  the  heavy  calls 
for  reconstructions  and  expansion. 

(ii)  The  considerable  Government  credit  finance  assis- 
tance which  is  given  to  the  capital  equipment  exporting 
industries  of  our  competitor  countries,  sudi  as 
Germany,  France,  Japan  and  the  U.S.A. — in  the 
case  of  die  two  latter  principally  through  the  medium 
of  tied  loans  provided  by  the  Japanese  and  U.S. 
Export/Import  Banks. 

(iii)  The  inability  of  the  City  of  London  and  E.C.O.D. 
to  provide  British  capital  equipment  exporters  with 
medium  and  long-term  credit  finance  facilities, 
comparable  to  those  enjoyed  by  their  principal 
competitors. 

(iv)  The  State  trading  activities  of  the  Soviet-bloc  countries 
whereby  large  orders  are  obtained  on  the  basis  of 
uneconomic  prices,  e.g.  in  1953  and  1955  considerable 
orders  for  Locomotives  from  India  were  lost  to 
Czechoslovakia,  Hungary,  Poland,  Germany  and 
Austria  at  prices  which,  as  far  as  this  country  was 
concerned,  were  completely  uneconomic. 

(v)  Reparations  agreements  whereby  capital  equipment 
is  provided,  e.g.  Germany  has  provided  railway 
equipment  to  Israel  and  Japan  has  supplied  Loco- 
motives and  Rolling  Stock  to  Burma  and  Thailand. 

(vi)  The  negotiation  of  contracts  on  a barter  or  near 
barter  basis,  i.e.  where  sufficient  foreign  exdiange  is 
not  avaOable,  payment  for  imported,  capital  goods 
is  made  by  the  exchange  of  surplus  primary  produce, 
for  example,  tobacco  or  wheat  or  cotton. 

(b)  Demand  for  Long-Term  Credit 

6.  Of  the  various  current  trading  problems  outlined  above, 
by  far  the  most  formidable  is  the  ever-increasing  demand  for 
long-term  credit  by  important  overseas  markets  which  the 
Locomotive  Industry  is  most  anxious  to  retain  hiring  in 
mind  that  a Main  Line  Locomotive  has  a life  of  30/40  years, 
so  that  once  a British  standard  Locomotive  is  replaced  by, 
say,  an  American  standard  the  ramifications  of  such  replace- 
ment as  regards  spares,  maintenance,  operating  and  the  like 
make  it  extremely  difficult  to  get  back  into  that  particular 
market  for  many  years. 

7.  Whereas  before  the  war  it  was  customary  for  the 
capital  equipment  exporter  to  receive  the  bulk  of  the  contract 
price  of  any  order  before  shipment  and  for  ffie  balance  to 
be  received  shortly  afterwards,  the  rapidly  developing  areas 
of  the  world  which  are  such  important  potent!^  markets 
for  the  Locomotive  Industry  can  rarely  the  funds  for 
capital  development  or  produce  the  necessary  foreign  ex- 
change to  buy  the  equipment  required.  While  the  Internationa 
Bank  for  Reconstruction  and  Development  is  succeeding  by 
way  of  its  development  loans  in  meeting  some  of  this  need, 
the  demand  for  capital  equipment  is  such  that  it  is  increasingly 
becoming  the  exporter’s  responsibility,  as  an  integral  part 
of  his  quotation,  to  offer  facilities  for  the  purchase  of  his 
equipment  by  the  provision  of  long-term  credits — the  length 
of  the  credit  available  appearing  to  be  often  of  greater 
importance  than  the  terms  upon  which  it  is  offered. 

8.  These  developments  place  a great  strain  on  the  British 
exporter  who,  in  the  last  analysis,  has  a responsibility  to  his 
shareholders  and  who  without  adequate  backing  is  not  in  a 
position  to  take  the  risk  of  tying  up  hk  capital  for  lengthy 


credit  periods  and,  whereas  to  date  H.M.  Gov«nmeat  has 
maintained,  firstly,  that  the  facilities  available  to  the  British 
exporter  throng  the  medium  of  the  City  of  London,  and 
the  Export  Credits  Guarantee  Department  are  comparable 
with  any  that  are  avaOable  to  our  competitors,  with  the 
possible  exception  of  the  U.S.  Export/Import  Bank,  and, 
secondly,  that  the  U.K.  cannot  afford  to  pursue  a policy 
of  more  vigorous  development  finance  assistance  until  such 
time  as  we  can  achieve  an  adequate  balance  of  payments 
surplus,  it  is  manifest  that  the  Governments  of  our  competitor 
nations,  some  of  which  have  considerable  balance  of  payments 
problems,  have,  almost  without  exception,  recognised  the 
need  for  every  possible  assistance  being  given  to  their 
exporters  to  ffie  benefit  of  their  national  economy — as 
follows  : — 

(i)  U.S.A.  The  most  formidable  force  to  date  as  regards 
the  provision  of  long-term  credit  finance  is  the  U.S. 
Export/Import  Bank  which  was  originally  formed  in 
1934  by  the  U.S.  Treasury  for  the  purpose  of  en- 
couraging America’s  ©qiort  trade.  Export/Import 
Bank  loans  are  principally  divided  into  two  types. 

Firstly  “development  loans”  which  are  granted  to 
foreign  Governments  or  firms  on  condition  that  they 
are  used  to  purchase  American  goods  and  services, 
generally  capital  equipment.  The  value  of  such 
loans  to  the  American  manufacturer  is  considerable, 
one  of  the  advantages  being  that  the  loan  is  made 
direct  to  the  buyer,  leaving  the  American  manufac- 
turer free  to  concentrate  on  prices  and  ddivery  dates 
and  secure  from  any  risk  of  default  on  payment  and 
from  foreign  competition. 

Secondly,  “exporter  credits”  which  are  granted  to 
an  American  exporter  in  order  that  he  may  in  turn 
grant  credit  to  the  importer.  In  this  connection,  a 
measure  of  credit  insurance  is  provided  on  terms 
which  are  not  necessarily  more  favourable  than  those 
available  to  British  manufacturers  from  the  Export 
Credits  Guarantee  Department,  but  considerable 
advantage  is  derived  by  the  American  manufacturer 
in  his  knowledge  of  the  availability  of  finance  before 
competing  for  the  contract  and  also  by  the  co- 
ordination in  a single  credit  finance  organisation, 
the  considerable  funds  of  which  are  tied  to  the 
provision  of  American  capital  equipment. 

It  is  under  the  first  of  these  two  lines  of  credit  that 
the  majority  of  the  Export/Import  Bank  operations 
have  been  conducted  in  recent  years,  e.g.  in  the 
twelve  months  ending  30ffi  June,  1957,  of  the  $1,066 
million  authorised,  1833  million  were  for  development 
loans. 

The  terms  offered  by  the  U.S.  Export/Import 
Bank  vary  from  case  to  case — development  loans 
are  generally  offered  on  a five  to  ten  year  basis, 
sometimes  considerably  longer,  a comparatively 
recent  loan  to  Spain  having  a final  maturity  date 
of  twenty-two  years  after  the  authorisation  of  the 
credit,  while  exporter  credits  may  have  final  maturity 
dates  of  anything  from  one  to  twelve  years.  Interest 
rates  are  governed  by  the  interest  the  Bank  has  to 
pay  for  its  borrowed  mon^,  by  the  credit-worthiness 
of  the  borrower  and  by  the  eagerness  of  the  U.S. 
to  export  the  product  concerned— generally  the 
average  interest  rate  offered  is  about  5%,  althou^ 
rates  as  low  as  3i%  have  been  recorded. 

The  extent  of  the  U.S.  Export/Import  Bank’s 
operatioiM  is  graphically  illustrated  by  the  fact  that 
whereas  in  the  ten  year  period  between  the  date  it 
commenced  operations  in  June,  1946  and  June,  1956, 
the  International  Bank  for  Reconstruction  and 
Development  authorised  loans  amounting  to  $2,977-8 
million,  in  the  same  period  the  U.S.  Export/Import 
Bank  authorised  credits  amounting  to  $4,896-7 
million,  thus  exceeding  World  Bank  loans  by 
$1,918-9  million, 

As  indicated,  U.S.  Export/Import  Bank  credits 
are  tied  to  the  provision  of  U.S.  equipment  and  it  is 
a matter  of  particular  concern  to  ffie  Locomotive 
Industry  that  the  Bank’s  activities  have  been  rather 
concentrated  in  the  railway  equipment  field.  In  this 
connection,  over  the  period  April,  1955  to  date 
i.e.  two-and-a-half  years,  U.S.  Export/Import  Bank 
radway  eqmpment  loans  (Appendix  “B”  attached) 
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amount  to  no  less  than  approximately  1405  million 
and  in  the  Bank’s  recently  published  report  for  the 
twelve  months  ending  30th  June,  1957,  it  is  stated 
that  in  a record  year  the  Bank’s  loans  totalled 
11,066  million,  as  follows  : — 

Million 
S 

...  198 

84 
78 
64 
47 
45 
25 
19 
4 
2 

...  500 

...81,066 

In  July,  1956,  it  was  announced  that  the  lending 
policies  of  the  U.S.  Export/Import  Bank  had  been 
liberalised  to  the  extent  that  the  previous  provisions, 
whereby  prospective  foreign  borrowers  were  required 
to  apply  first  to  the  International  Bank,  were  can- 
celled, a step  which  was  stated  as  being  a concession 
to  American  sellers  and  some  foreign  Governments, 
notably  Latin  America,  and  at  the  recent  Inter- 
American  Economic  Conference  in  Buenos  Aires,  the 
President  of  the  U.S.  Export/Import  Bank  indicated 
that  the  Bank  was  ready  gready  to  increase  its  lending 
operations  in  Latin  America. 

In  this  connection,  the  following  extracts  from  a 
Report  by  the  Industrial  Adviser  to  the  U.K.  Delegate 
to  the  Ninth  Pan-American  Railway  Congress,  which 
was  held  in  Buenos  Aires  in  September  last  and  which 
was  attended  by  delegations  from  all  the  principal 
railway  systems  of  North,  South  and  Central  America, 
would  seem  to  be  particularly  relevant : — 

“It  is  my  considered  opinion  that  the  key  to 
the  whole  Latin  American  market  consists  of 
attractive  credit  arrangements. 

The  particular  position  hdd  by  the  United 
States  in  the  railway  markets  of  Latin  America 
has  not  been  attained  as  the  result  of  the  technical 
superiority  of  their  products  nor  even  as  the  result 
of  competitive  prices. 

It  has  come  about  as  the  result  of  the  operation 
of  the  Export/Import  Bank  of  Washington.  Unless 
and  until  other  coimtries  can  devise  a similar  means 
of  procedure  they  are  bound  to  be  at  a disadvantage. 

I have  said  before  and  I repeat  now  that  other 
competitors  of  ours  have  managed  on  occasion  to 
have  calls  for  important  tenders  written  roimd 
conditional  promises  of  attractive  credit  terms 
given  in  advance  with  at  least  the  knowledge  and 
blessing  of  their  respective  official  banks  or  similar 
bodies  and  from  the  onlooker’s  point  of  view  it 
usually  seems  that  Britain  lags  far  bdiind  in  this 
respect . . . 

During  my  frequent  contacts  with  Dr.  Renato 
Feio,  who  is  the  President  of  the  newly-created 
unified  Brazilian  railway  system  and  whom  I have 
no  hesitation  in  classing  as  the  finest  railwayman  in 
South  America  today  . . . someone  asked  him 
when  next  he  might  visit  the  United  Kingdom.  . . 
His  reply  is  worth  placing  on  record  ‘when  you 
have  credits  to  offer  I sh^  be  available’.’’ 
Whereas  to  date  the  Bank’s  activities  have  been 
principally  confined  to  Europe  and  Latin  America, 
considerable  aid  throu^  this  medium  is  being  extended 
to  Asia  on  an  increasing  scale  and  there  is  little  doubt 
that  if  H.M.  Government  is  not  able  to  do  more 
very  soon  as  regards  Commonwealth  development 
finance,  the  American  Export/Import  Bank’s  activities 
will  extend  into  the  Commonwealth. 

(ii)  Japan.  The  Japanese  Export/Import  Bank  operates 
on  similar  lines  to  the  U.S.  Export/Import  Bank. 
In  the  case  of  the  Japanese  Bank  also,  the  provision 
of  railway  equipment  has  formed  the  basis  of  quite 


a number  of  its  loans  and  whereas  accurate  information 
has  been  difficult  to  obtain,  it  is  known  that  railway 
equipment  contracts,  including  Locomotives  for 
Thafiand  and  India,  have  been  financed  this  way. 

Furthennore,  it  has  recently  been  reported  that 
the  Japanese  Export/Import  Bank  law  is  to  be 
amended  to  improve  and  widen  the  services  it  provides, 
so  that  it  will  be  able  to  offer  easier  credit  terms  and 
more  liberal  payment  terms,  thus  facilitating  the 
further  expansion  of  Japanese  capital  equipment 
exports. 

In  this  connection,  the  Japanese  Government  have 
recently  announced  an  18  % reduction  in  the  premium 
rate  for  export  payments  insurance.  The  reduction 
in  the  premium  rate  is  one  of  several  eicport  promotion 
measures  being  planned  by  the  Japanese  Government, 
others  under  consideration  being  plans  for  the  revision 
of  the  ordinary  export  insurance  system  and  the 
establishing  of  a long-term  credit  insurance  to 
encourage  Japanese  investment  overseas. 

Generally,  there  is  no  doubt  that  the  considered 
policy  of  ffie  Japanese  Government  is  to  extend 
Japan’s  position  as  a world  trading  nation  by  using 
every  possible  device  to  promote  exports. 

(iii)  Western  Germany.  Whereas  in  the  matter  of  export 
credit  insurance  Western  Germany  is  bound  by  its 
membership  of  the  Berne  Union  (which  has  recently 
reaffirmed  that  the  maximum  desirable  period  of 
credit  offered  on  overseas  contracts  should  continue 
to  be  limited  to  fi.ve  years),  there  would  seem  to  be 
a more  effective  relationship  between  German  industry 
and  the  Government  and  commercial  banks  than 
is  the  case  in  this  country,  and  it  is  particularly 
significant  that,  notwithstanding  Western  Germany’s 
considerable  export  surplus,  there  have  been  recent 
talks  between  West  German  Banks  and  the  Federal 
Association  of  German  Industries  with  a view  to 
raising  a 830  million  to  $40  million  special  fund  for 
the  long-term  financing  of  exports. 

(iv)  France.  The  French  Official  Export  Credit  Guarantee 
Organisation  is  known  as  Coface  and  while  its  range 
of  guarantees  would  appear  to  be  on  broadly  similar 
lines  to  E.C.G.D.,  there  have  been  occasions  when 
Coface  has  been  suspected  of  unusually  generous 
terms  as  compared  with  other  European  export 
insurance  organisations. 

The  French  Government  however  in  recent  years 
have  adopted  a specific  policy  of  subsidising  French 
exporters.  These  French  export  subsidies  were 
understood  to  be  temporary,  but  in  August  the  French 
Government  annoimced  various  financial  measures, 
including  a 20%  Government  subsidy  for  exporters 
and  the  issuing  of  an  “exporter’s  card”  to  firms 
exporting  a minimum  20%  of  turnover  worth  at 
least  £50,000  per  annum  which  will  entitle  the  holders 
to  special  facilities  for  obtaining  credit,  raw  material 
and  labour. 

Quite  apart  from  this  formalised  20%  export 
subsidy,  there  has  recently  been  a development  in 
France  whereby  the  Government-controDed  French 
Banks  and  State  Railways  have  formed  a separate 
- organisation  (The  Engineering-Sofre-Rail  Co.)  to 
further  French  railway  techniques  abroad,  which  is 
in  reality  a method  of  export  promotion  on  b^alf 
of  the  French  railway  equipment  industries  wbidi, 
for  a variety  of  reasons,  is  particularly  likely  to  be 
effective  in  the  railway  field  and  which  is  an  export 
promotion  technique  which  it  is  almost  impossible 
to  imagine  in  the  United  Kingdom  as  the  more 
autonomous  British  Railways  are  not  really  export- 
minded  and  H.M.  Government  does  not  recognise 
the  gravity  of  the  trend. 

This  Company  (in  full — Sodete  Francaise  d’Etudes 
et  de  Realisations  Ferroviaires)  was  formed  as  a 
Limited  Company  in  June,  1957,  with  a capital  of 
Frs.  55  million  with  the  stated  object  of  carrying  out 
aU.  kinds  of  study  and  investigation  in  the  territories 
and  states  of  the  French  Union  and  overseas,  of 
transport,  especially  rail  transport,  regarding  lay-out, 
construction,  signalling,  rolling  stock,  traction,  traffic 
organisation  and  infrastructure. 


Railroad  equipment  

Agriculturd  commodities  

Industrial  equipment  

Steel  mill  equipment  

Aircraft  (and  airport  development) 
Electrical  generating  ^uipment  ... 
Port  and  harbour  equipment 

Highway  equipment  

Transportation  equipment  (other) 

Agricultural  equipment 

Unclassified  

Total 
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The  Chairman  and  General  Director  is  the  Director- 
General  of  the  French  State  Railways  (S.N.C.F.) 
and  the  Directors  are  representatives  of  S.N.C.F., 
Union  des  Mines  and  seven  banking  organisations, 
at  least  three  of  which  are  nationalised. 

This  Company  has  already  been  instrumental  in 
obtaining  contracts  for  Electric  Locomotives  in  Russia 
and  India.  In  the  case  of  the  latter,  the  Company  will 
assist  in  the  implementation  of  a collaboration  agree- 
ment between  Ae  S.N.C.F.  and  the  Indian  Railways 
whereby  the  S.N.C.F.  will  be  the  Technical  Adviser 
to  the  Indian  Railways  in  the  electrification  of  some 
six  hundred  miles  of  heavy  traffic-bearing  lines. 

The  formation  of  State-backed  trading  companies 
is  apparently  being  further  developed  in  France  with 
the  creation  of  Sofremine  (on  b^alf  of  the  French 
Mining  Industry)  and  the  projected  formation  of 
Sofrelec  (on  behalf  of  the  French  Electrical  Industry). 

As  indicated,  this  is  a shrewdly  conceived  export 
promotion  technique  which  recognises  the  current 
trend  in  various  markets  in  certain  fields  away  from 
orthodox  competitive  world  tendering  towards 
Government-sponsored  missions  by  such  as  prominent 
railwaymen  whose  technical  expertise  and  guidance 
operate  in  direct  support  of  the  relevant  capital 
equipment  industry.  The  Locomotive  Industry  is 
already  begiiming  to  feel  the  impact  of  the  activities 
of  The  ^gineering-Sofre-Rail  Co.  and  the  Com- 
mittee are  asked  to  have  regard  to  this  development 
in  the  context  of  the  Association’s  advocacy  of  the 
need  to  establish  a separate  export-minded  organisa- 
tion with  the  requisite  financial  resources  which  would 
have  a flexible  and  positive  approach  to  the  complex 
task  of  expanding  ^e  United  Kingdom’s  exports  in 
current  trading  conditions. 

(v)  Netherlands.  In  this  context  a recent  offer  by  a group 
of  Dutch  railway  equipment  manufacturers  to  the 
Argentine  Government  towards  the  rehabilitation 
of  the  Argentine  Railways  in  the  amount  of  £1 7 million 
over  a ten  year  period  is  relevant  in  that  although  it 
is  understood  that  no  Dutch  Government  participation 
is  included,  such  an  offer  could  not  be  made  by  British 
railway  equipment  manufacturers  without  some  form 
of  financial  assistance,  even  though  Argentina  has 
for  many  years  been  an  important  market  for  the 
British  Ixjcomotive  Industry  which  would  very  much 
like  to  supply  Argentina  with  the  considCTable  quan- 
tities of  Locomotives  and  Spares  she  needs  in  the 
major  task  of  rehabilitating  her  railways. 

(c)  Export  Credits  Guarantee  Department,  City  of  London 

9.  Reference  has  already  been  made  to  the  view  that  the 
facilities  afforded  by  the  Cify  of  London  can  give  British 
exporters  all  the  help  that  is  required  as  regards  the  financing 
of  their  overseas  contracts.  While  it  is  recognis^  and 
appreciated  that  finance  can  be  and  is  arranged  throu^  ba^ 
and  finance  houses,  it  is  suggested  that  such  finance  is  only 
obtainable  at  rates  of  interest  which  are  governed  by  the  hi^ 
bank  rate  now  obtaining  in  this  country,  and  on  the  usual 
conditions  that  the  loaning  organisation  has  recourse  to  the 
manufacturer  in  the  event  of  any  default  by  the  overseas 
customer — a point  of  major  importance  to  the  British  exporter, 
who  cannot  ^ord  to  ride  the  loss  of  a substantial  proportion 
of  his  capital  as  compared  with  his  U.S.  or  Japanese  competitor 
exporting  under  cover  of  Government-sponsored  ^port/ 
Import  Bank  credit. 

10.  For  this  reason,  when  credit  finance  is  involved  it  is 
necessary  to  obtain  E.C.G.D.  cover  and  the  terms  of  credit 
that  can  be  offered  to  the  customer  are  governed  by  the 
terms  which  Treasury  policy  permits  the  Department  to 
offer — ^the  maximum  credit  period  granted  at  any  time, 
irrespective  of  overseas  competition  or  other  contract 
circumstances,  being  five  years. 

11.  In  this  connection,  an  example  of  important  contracts 
for  Locomotives  being  lost  by  British  manufacturers  as  a 
direct  result  of  this  lack  of  flexibility  on  credit  terms  is 
provided  by  the  placing  in  1956  with  U.S.  manufacturers 
of  contracts  for  235  Locomotives  on  the  basis  of  an  Export/ 
Import  Bank  credit  to  the  Argentine  over  eighteen  years 
at  5%  interest — the  maximum  credit  period  which  British 
manufacturers  were  able  to  offer  was  five  years. 

12.  It  is  emphasised  that  the  points  made  in  these 
representations  with  regard  to  the  City  of  London  and 


E.C.G.D.  are  not  so  much  directed  against  the  organisations 
themselves,  but  rather  against  the  inadequacy  of  their 
available  resources  and  their  lack  of  flexibility.  In  the  first 
case,  it  is  appreciated  that  a Bank  or  finance  house  must 
have  regard  to  the  security  of  its  funds  and  that  in  making 
any  loans  fimt  consideration  must  be  given  to  this  aspect 
ratiier  than  to  takbg  some  risk  on  the  grmmds  that  it  is 
vital  to  the  country’s  needs  to  gain  export  orders.  As  regards 
E.C.G.D.,  it  is  readily  acknowledged  that  the  Department 
is  most  useful  in  its  sphere  and  performs  a valuable  function 
within  its  terms  of  reference.  The  Department  is,  however, 
primarily  an  insurance  institution  charged  with  the  respon- 
sibility “to  make  ends  meet”  and  tied  to  a remit  which  it 
cannot  exceed  except,  very  rarely,  in  what  may  be  considered 
to  be  very  special  circumstances  and  then  only  with  the 
specific  consent  of  the  Treasury. 

13.  In  the  Industry’s  view,  these  facilities  cannot  be 
considered  to  be  adequate  as  regards  assisting  British  capital 
equipment  exporters  to  compete  successfully  for  overseas 
contracts  and  the  following  example  of  a recent  experience 
by  the  Industry  is  quoted  as  an  illustration  of  this  viewpoint. 

14.  In  April  this  year,  it  was  announced  that  a loan  of 
£5  million  to  the  Argentine  Government  had  been  arranged 
by  a City  organisation  for  the  purchase  of  Steam  Locomotive 
Spares  with  the  important  condition  that  the  money  was  to 
be  spent  in  the  United  Kingdom.  The  Industry  naturally 
welcomed  this  and  is,  accordin^y,  very  reluctant  to  be 
critical,  but  it  would  appear  that  this  loan  was  arranged 
without  full  consultation  with  the  manufacturers  concerned. 
This  was  most  unfortunate  as  the  conditions  of  the  loan 
imposed  upon  the  manufacturer  risks  against  which  he  had 
to  protect  himself,  with  the  restilt  tiiat  fee  prices  had  to  be 
rai^  accordingly.  As  the  majority  of  the  Locomotive 
Spares  concerned  had  been  the  subject  of  previous  quotations 
on  a normal  tendering  basis,  this  consequent  lifting  of 
prices  was  immediately  criticised  by  the  Argentine  Purchasing 
Commission  and  created  an  atmosphere  which  was  not 
conducive  to  obtaining  the  business. 

15.  The  terms  of  payment  under  this  loan  are  : — 

10%  with  order,  payable  by  the  Argentine  Authorities, 
10%  against  shipping  documents,  payable  by  the 
Argentine  Authorities, 

68  % payable  from  the  loan,  which  in  turn  is  repayable 
to  the  lenders  over  three  years  in  six  monthly  instalments 
with  interest  at  above  bank  rate  with  a minimum 
of  4i%, 

12%  payable  by  the  Argentine  Authorities  in  six 
monthly  instalments  spread  over  three  years  and  bearing 
interest  on  the  same  basis  as  the  68  % payment. 

The  manufacturer  is  insured  by  E.C.G.D.  for  85%  of 
90%  of  the  contract  value  and  is  responsible  for  premium 
for  his  own  policy  and  for  the  policy  issued  covering  the  loan, 
totalling  approximately  5%. 

As  E.C.G.D.  cover  is  limited  to  85%  of  manufacturers’ 
hability  and  does  not  cover  the  tosd  12%  payment  which 
is  repayable  by  the  Argentine  over  three  years,  provision 
has  had  to  be  made  in  the  price  both  for  the  cost  of  finance 
and  against  the  risk  of  bad  debts. 

The  manufacturer  is  responsible  in  the  event  of  Argentine 
default  for  interest  due  but  not  paid  to  the  lending  organisa- 
tion above  6i%  which  is  the  limit  E.C.G.D.  wffi  cover  in 
their  policy. 

The  manufacturer  is  responsible  for  paying  the  loaning 
organisation  in  the  event  of  default  by  the  Augentine,  interest 
at }%  above  bank  rate  on  money  due  to  the  loan  organisation 
for  the  three  month  period  which  must  elapse  before  toey 
can  recover  under  their  E.C.G.D.  policy. 

On  any  default  by  the  Argentine  Government,  payment 
from  the  loan  of  the  68%  automatically  ceases  and  the 
manufacturer  must  stand  out  of  his  money  until  partial 
recovery  can  be  effected  through  the  E.C.G.D.  policy. 

16.  The  point  of  troubling  the  Committee  with  such 
detail  is  to  illustrate  the  inadequacy  of  the  facilities  of  the 
City  of  London  to  the  capital  equipment  exporter  in  that 
such  a City  export  credit  finance  loan  rarely  mqterialj<y.,s 
and  when  it  does  it  is  circumscribed  with  protective  recourse 
conditions  which  make  it  extremely  difficult  for  the  exporter 
to  do  business. 

(ti)  Attitude  of  H.M.  Government 

17.  On  the  basis  of  the  foregoing,  it  is  submitted  that 
existing  credit  finance  facilities  are  insufficient  if  the  United 
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Kingdom  is  to  maintain  its  position  as  an  exporter  of  capital 
equipment  and  that  what  is  required  is  the  provision  of 
adequate  medium  and  long-term  credit  finance  channelled 
throu^  an  aggressively  export-minded  organisation  which, 
in  addition,  would  obviate  the  existing  time  lag  caused  by 
the  necessity  to  negotiate  credit  and  insurance  separately 
which  frequently  acts  to  the  disadvantage  of  the  British 
ejqiorter,  and  it  is  submitted  that  such  an  organisation 
should  ^ in  a position  to  inject  devdopment  finance  into 
the  markets  of  the  United  Kingdom’s  capital  equipment 
industries  to  the  extent  of  approximately  ;D00  million  per 
annum. 

18.  It  is  appreciated  that  resources  of  this  nature  cannot 
be  made  available  without  direct  Government  participation 
and  it  is  submitted  that  having  regard  to  the  special  problems 
and  hazards  of  export  finance  for  capital  equipment,  the 
capital  needed  should  be  largely  provided  by  H.M.  Govern- 
ment in  the  first  instance  and  supported  by  institutional 
finance,  which  support  could  be  expected  to  increase 
substantially  over  the  years  as  and  when  the  proposed  British 
Export/Import  Bank  became  successfully  established. 

19.  The  difficulties  involved  in  making  additional  funds 
available  to  the  extent  suggested  are,  of  course,  appreciated 
in  relation  to  the  possible  inflationary  pressures  arising 
from  the  expansion  of  export  credit  finance  at  the  present 
time.  It  is  emphasised,  however,  that  when  it  is  clearly  vital 
for  this  country  to  expand  its  exports,  as  H.M.  Government 
are  constantly  pointing  out,  exports  supported  by  long-term 
credit  finance  necessitated  by  world  trading  conditions  are 
better  than  no  exports  at  all  and  it  is  submitted  that  once 
the  initial  period  of  such  financed  exports  is  overcome,  the 
credit  finance  provided  is  clearly  s^-liquidating,  i.e.  had 
a British  Export/Import  Bank  h«in  set  up,  say,  ten  years 
ago  in  anticipation  of  a world  trading  trend  which  was 
apparent  even  then,  the  initial  problems  of  unrequited 
exports  would  be  now  past  and  the  U.K.  would  be  reaping 
the  benefit  of  being  in  the  forefront  of  the  capital  equipment 
exporting  nations,  instead  of  being  constantly  subject  to  the 
rigours  of  an  economy  which  appears  to  have  little  regard 
for  the  manufacturer  who  undertakes  the  considerable 
additional  expense  and  risks  inherent  in  exporting  in  contrast 
to  the  manufacturer  who  concentrates  on  the  easier  role  of 
selling  to  a comparatively  secure  home  market. 

20.  To  keep  the  amount  of  £300  million  being  advocated  in 
perspective,  it  would  seem  relevant  to  point  out  that  this 
country’s  gross  annual  national  product  is  eminently  of  the 
order  of  some  £17,000  million  and  that,  as  the  Chancellor 
of  the  Exchequer  recently  pointed  out,  the  increase  in  wages 
and  salaries  during  1956  amounted  to  nearly  £900  million. 
Bearing  this  in  mind,  it  is  felt  that  once  the  urgency  of  the 
need  has  been  understood  and  accepted,  the  problems  of 
providing  resources  to  the  extent  proposed  should  not  be 
insuperable.  It  is  clearly  important  that  the  benefits  to  the 
economy  which  would  be  derived  from  the  formulation  of 
an  export  policy  and  the  provision  of  adequate  export  credit 
finance  should  not  be  neutralised  by  the  short-term  considera- 
tion of  aggravating  inflation,  and  it  is  submitted  that  if  the 
Government  could  be  made  sufficiently  aware  of  the  basic 
need,  the  resources  could  be  found  in  the  first  instance  by 
diversion  from  defence  expenditure  and  occessive  home 
consumption  and  unproductive  investment. 

21.  In  support  of  the  Industry’s  view,  we  would  quote 
the  opinions  of  two  experts  in  their  particular  fields,  firstly, 
Mr.  Roy  Harrod,  the  economist,  in  an  extract  from  an 
article  in  “New  Commonwealth”  and,  secondly.  Sir  Francis 
Glyn,  Chairman  of  the  Bank  of  London  and  South  America 
Ltd.,  in  his  annual  address  for  1956/57,  the  observations 
of  the  latter  being  particularly  appropriate  to  a market 
where  the  influence  of  the  U.S.  Export/Import  Bank  has 
been  so  considerable  in  recent  years  ; — 

Mr.  Roy  Harrod 

. . The  crucial  question  is  how  much  London  can 
afford  to  do.  This  is  sometimes  put  in  wrong  terms. 
On  more  .than  one  occasion  prominent  spokesmen  have 
warned  that  Britain  will  not  be  able  to  do  its  full  job 
overseas  in  investment  until  it  has  established  a more 
favourable  balance  of  payments  on  current  account. 
This  is  to  put  the  cart  before  the  horse.  If  a larger  number 
of  investment  projects  in  the  Commonwealth  receive 
support  in  London  and  require  the  import  of  capital 
goods  from  Britain,  Britain’s  external  balance  on  current 
account  will  get  more  favourable  as  a consequence.  If 
we  wait  for  the  external  balance  to  get  more  favourable 


before  stimulating  the  investment,  we  shall  wait  till 
Domesday  , . .” 

“.  . . The  danger  lying  ahead  is  not  that  Britain  will 
have  insufficient  manufacturing  capacity  to  produce  goods 
for  export  on  investment  account,  but  that  there  will  be 
insufficient  advanced  planning  and  encouragement  of 
investment  projects  overseas  to  keep  her  domestic  manu- 
facturing capaci^  fully  employed.  . 

Sir  Francis  Glyn 

“.  . . The  Banks  in  this  country  . . . have  always  been 
anxious  to  do  all  th^  could  to  provide  finance  for  medium- 
tenn  projects  and  it  is  satisfactory  to  be  able  to  record 
that  in  recent  times  they  have  shown  even  less  reluctance 
than  before  to  abandon  traditional  requirements  of 
liquidity,  which  I suggested  two  years  ago,  might  prove 
an  obstacle  to  their  investing  deposits  to  any  appreciable 
extent  in  illiquid  assets.  Whilst  there  is  good  reason 
to  bdieve  that  banks  will  be  prepared  to  go  even  further 
in  this  direction,  the  demand  ...  for  long-tam  credit 
might  quite  easily  disturb  the  resources  that  the  banks 
could  prudently  make  available  for  this  type  of  business. 
If  we  are  not  to  be  ousted  from  a market  which  in  the 
not-too-distant  future  may  well  prove  of  far  greater 
importance  than  the  more  traditional  ones  of  the  sterling 
area  and  elsewhere — and  recent  events  in  the  Middle 
East  will  have  served  to  emphasise  this  point — it  will  be 
necessary  to  draw  on  a far  larger  source  of  lendable  funds. 
The  assurance  . . . that  funds  would  be  made  available, 
together  perhaps  with  the  creation  of  the  necessary 
machinery  to  rdiannel  them  in  directions  where  they  can 
be  used  with  the  greatest  advantage,  would  go  a long  way 
to  enabling  the  British  exporter  to  meet  the  competition 
of  those  countries  where  die  nationalisation  of  credit, 
in  one  form  or  another,  has  placed  die  responsibility  for 
financial  support  firmly  on  the  shoulders  of  the  State.” 
in.  Commonwealth  Development  Finance 

22.  Arising  out  of  the  Association’s  advocacy  of  the  need 
to  establish  a British  Export/Import  Bank,  it  would  seem 
relevant  to  draw  the  Committee’s  particular  attention  to 
the  related  need  for  H.M.  Government  to  adopt  a more 
positive  policy  as  regards  the  provision  of  Commonwealth 
development  finance. 

23.  In  the  past,  the  nations  of  the  Commonwealth  have 
looked  to  the  United  Kingdom  for  thedr  development  capital, 
but  the  present  shortage  of  capital  coupled  with  the  high 
interest  rates  prevailing  on  the  London  market  are  causing 
them  to  look  elsewhere. 

24.  This  particular  aspect  of  development  finance  could, 
of  course,  be  considered  as  coming  within  the  orbit  of  a 
British  ^port/Import  Bank,  but  the  Association  would 
submit  for  the  Committee’s  consideration  the  particular 
need  to  ensure  the  provision  of  adequate  financial  resources 
for  the  rapidly  developing  and  emerging  nations  of  the 
Commonwealth  on  the  basis  that  continued  failure  to  do  so 
will  sooner  or  later  result  in  the  vacuum  being  fili^  by  such 
countries  as  Germany  or  America,  both  of  which  have  in 
their  different  ways  built  up  substantial  financial  and  pro- 
duction resources  which  are  currently  poised  for  just  such  an 
outlet.  In  this  connection,  Uganda  is  reported  to  have 
applied  for  a loan  of  £2  mUlion  from  the  new  U.S.  overseas 
development  fund  and  Kenya  and  Tanganyika  are  also 
believed  to  have  applied  for  American  aid. 

25.  While  it  would  not  be  reasonable  to  expect  that  the 
United  Kingdom  could  provide  the  Commonweith  countries 
with  all  the  capital  resources  which  they  are  likely  to  need 
in  the  future,  the  injection  of  large-scale  Government- 
supported  American  and/or  possibly  German  “tied”  finance 
into  the  United  Kingdom’s  traditional  markets  is  a prospect 
which  must  be  viewed  with  concern  by  U.K.  capital  equip- 
ment exporters. 

26.  Whereas  the  proposal  for  a British  Export/Import 
Bank  envisages  the  formation  of  a new  organisation,  in  the 
case  of  Commonwealth  development  it  would  appear  to  be 
eminently  desirable  to  utilise  the  existing  media  by  the 
expansion  of  the  financial  resources  and  terms  of  reference 
of  the  extremely  successful  Colonial  Development  Cor- 
poration, so  that  in  effect  it  became  the  Commonwealth 
Development  Corporation  and  the  principal  agency  for  all 
development  work  in  the  Commonwealdi,  with  freedom  to 
associate  under  suitable  conditions  witii  private  capital  in 
various  tmdertakings,  and  the  related  formation  of  a 
Commonwealth  Bank  through  which  the  Commonwealth 
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countries  themselves  could  financially  participate  in  their 
own  development  and  in  the  development  of  ^ Common- 
wealth generally. 

27.  Whatever  the  difficulties,  it  must  surely  be  recognised 
that  the  present  machinery  is  inadequate  for  the  purpose  of 
expanding  Commonwealth  investment — if  the  Commonw^th 
countries  contributed  £30  million  a year  for  twenty  years 
the  resultant  capital  of  £600  million  would  enable  the 
Commonwealth  agency  both  to  loan  directly  and  to  raise 
funds  and  service  loans  on  the  world’s  money  markets. 
Until  the  machinoy  is  improved  this  problem  is  likely  to 
appear  insurmountable. 

28.  TheCommitteewillbeawarethatconsiderablepressure 

on  these  lines  from  Members  of  both  Houses  of  Parliament 
has  been  brou^l  to  bear  on  H.M.  Government  in  recent 
months,  resulting  in  consultadons  with  the  Commonwealth 
countries,  from  which  it  emerged  that  the  initial  reaction 
to  the  establishing  of  a Commonwealth  Bank  was  not 
enthusiastic,  a reaction  which  H.M.  Government  appears 
to  have  received  with  some  relief.  Such  a view  however 
would  seem  to  be  both  short-term  and  dan^rous  in  that 
it  is  still  the  duty  of  the  United  Kingdom  to  play  a major 
inspirational  role  in  all  matters  appertaining  to  the  Common- 
wealth, not  least  in  the  economic  devdopment  of  an 
association  of  nations  whidi  covers  a third  of  tiM  world's 
surface  and  incorporates  25  % of  the  total  world  population, 
and  if  H.M.  Government  could  be  persuaded  as  to  the 
mutual  advantages  to  be  gained  from  the  estaUishing  of  a 
policy  of  investment  on  a co-ordinated  partnership  basis, 
i.e.  an  investmoit  partnership  b^ween  Comrooo wealth 

countries  and  the  U.K.,  tb^  seems  little  doubt  that  the 
Commonwealth  countries  would  soon  appredate  the  advan- 
tages which  would  inevitably  accrue. 

29.  Whereas  the  recait  Government  White  Paper  sets 
out  to  explain  the  United  Kingdom’s  past  and  future  con- 
tribution as  regards  the  jm^vision  of  Commonwealth 
development  finance,  the  Industry  cannot  tut  feel  that  the 
White  Paper  Is  at  best  a defence  of  accomplishment  an4 
moreover,  accomidishment  mainly  on  the  part  of  private 
investors,  in  that  of  the  total  United  Kingdom  investmoit 
in  the  Commonwealth  of  approximately  £200  million  per 
annum  (including  special  assistance  to  the  Colonies  under 
the  Colonial  Development  and  Welfare  Acts),  over  the 
period  1953/56,  it  is  estimated  that  the  net  private  long-term 
capital  outflow  has  averaged  well  over  £100  million  a year. 

30.  Additionally,  H.M.  Government  expresses  the  view 
“that  it  is  through  the  investmoit  of  privatdy-owned  funds 
in  the  Commonwealth  that  the  United  Kingdom  has  made 
in  the  past  and  should  continue  to  make  its  most  valuaNe 
contribution  to  Commonwealth  economic  development” 
and  that  “private  enterprise  is  better  adapted  to  undertake 
the  risk  investment  which  often  produces  the  most  valuable 
addition  to  economic  progress”.  Furthermore,  the  Govern- 
ment states  riiat  in  confining  its  activities  to  the  Colotual 
territories,  the  Colonial  Development  Corporation  has  a 
task  likely  to  require  the  full  financial  resources  available  to  it. 

31.  While  this  is  not  disputed  as  regards  the  C.D.C.’s 
existing  resources,  even  allowing  for  the  recent  increase  in 
its  borrowing  powers,  the  Industry  feels  that  such  a view 
ignores  the  vast  potential  that  exists  both  in  the  established 
nations  of  the  Commonwealth  and  those  whidi  are  emer^ng 
towards  independence,  and  which  would  beo^t  enormously 


from  the  C.D.C.’s  knowledge  and  expertise.  Also,  that  in 
the  implications  that  H.M.  Government’s  special  responsi- 
bility for  Colonial  territories  ceases  when  they  achieve 
independence  and  that  the  existing  pattern  of  private 
investment  in  Government  loans  and  direct  private  invest- 
ment, including  the  assistance  from  the  Commonwealth 
Devdopment  Finance  Company  Ltd.  and  E.C.G.D.,  is 
suScirait  to  go  some  way  to  meeting  the  manifold  needs  of 
these  countries,  H.M.  Government  is  evading  the  fundamental 
consideration  of  ensuring  that  British  participation  in  the 
development  of  the  Commonwealth  does  not  substantially 

diminish 

IV.  Two-Tier  Interest  Rate  Structure 

32.  In  the  contmit  of  the  above  proposals,  the  Industry 
would  also  commend  to  the  Committee’s  consideration  the 
establishing  of  a two-tier  interest  rate  structure,  so  that 
there  could  simultaneously  be  a high  home  disinflationary 
rate,  together  with  a low  overseas  development  rate,  which 
would  facilitate  United  Kingdom  overseas  investment  and 
exports. 

V.  Conclusion 

33.  In  the  forcing,  the  Industry  has  endeavoured  to 
set  brfore  the  Committee  its  views  as  to  the  prospects  facing 
the  capital  equipment  exporting  industries  in  their  pursuit 
of  overseas  contracts  in  the  face  of  acute  world  competition. 
It  is  emphasised  that  any  appraisal  of  the  position  of  the 
United  Kingdom  as  regards  world  trade  must  surely  be  based 
on  the  facts  now  prevailing  and  future  trends  rather  than 
on  the  basis  of  past  practice.  Overseas  trading  conditions 
have  materially  itered  over  the  past  few  years.  The  pace 
of  economic  devdopmait  and  the  demand  for  development 
capital  are  greater  than  they  have  ever  been  and  new  methods 
of  meeting  these  pressures  are  rapidly  being  developed  by 
the  principal  exporting  nations. 

34.  If  the  United  Kingdom  is  to  mdntain,  let  alone 
etpand,  its  share  of  these  vast  potential  markets,  the  Industry 
believes  that  the  time  has  come  when  H.M.  Government  should 
take  a more  active  part  in  trade  promotion  than  has  previously 
been  the  case.  The  Industry  is  convinced  that  the  Govern- 
ments of  our  principal  competitors  have  already  realised, 
or  are  in  the  process  of  realising,  these  trends  and  in  most 
cases  are  taking  steps  to  meet  them. 

35.  The  Association  would  commend  the  Committee’s 
consid^ation  to  the  basic  issue  of  whether  the  orthodox 
Treasury  approach  to  such  matters  is  not  overdue  for  review 
and  an  injection  of  a degree  of  new  thinking  and  flexibility 
in  the  light  of  existing  trading  conditions.  It  is  the  Asso- 
ciation’s experience  that  H.M.  Government’s  approach  to 
the  question  of  an  export  policy  is  based  on  the  negative 
precepts  that  the  U.K.  cannot  afford  specific  measures  of 
export  encouragement  and  that  any  proposal  which  could 
be  ronotely  construed  as  an  export  subsidy  must  be 
automatically  rejected,  whereas  in  point  of  fact  die  economy 
is  in  danger  of  degenerating  to  such  an  extent  that  the 
country  may  soon  be  in  the  position  of  not  being  able  to 
afford  not  to  pursue  an  aggressive  export  policy,  and  the 
United  Kingdom’s  vital  dependence  on  exports  is  such 
that  the  Government’s  apparent  existing  doctrinaire  aversion 
to  a policy  of  export  promotion  and  encouragement  would 
seem  to  be  paradoxicd  in  the  extreme. 

November,  1957. 


Appendix  A (List  of  memben  of  the  Association:  not  reprinted  in  this  record  of  evidence). 


Appendix  B 

U.S.  Export/Iuport  Bank 
Credits  extended  over  the  period  1955/57 
as  affecting  the  British  Locomotive  Industry 


January,  1956 


March,  1956 


April,  1955 


September,  1955 


U.S.  Export/Import  Banlr  authorisation 
of  exporter  cr^t  lines  to  assist  U.S. 
manufacturers  in  financing  sales  alH-oad 
of  productive  capital  equipment,  in-  March,  1956 
(duding  one  to  Fairbanks  Morse  & Co. 

( $2-1  million)  and  one  to  i^dwin-Lima-  April,  1956 
Hamilton  Coiporation  (JL6  million). 
tI4  million — Government  of  Iran — ^to 
finance  the  purchase  by  the  Iranian  State  July,  1956 
Railways  of  U.S.  Diesel  Electric  Loco- 
motives and  equipment — interest  at  5% 
p.a.~ over  a ten  years  period. 


J25  million — Santos  i Junidiai  Railway, 
Brazil — ^for  a ten  year  period  with 
interest  at  5 %. 

465  million — Government  of  Philippines 
— $50  million  to  be  made  available  for 
large  scale  public  or  private  projects, 
including  basic  service  industries,  such  as 
transportation. 

$800,000 — Pacific  Railway  of  Nicaragua 
— to  purchase  Locomotives  and  Wagons. 
$5}  million — Sorocabana  R.ailway,  Brazil 
— ^uipment — including  twenty-one 

Diesel  Electric  Locomotives. 

1100  million — Government  of  Brazil — 
for  the  re-equipment  of  tht;  Brazilian 
Railways — ^to  date  105  Diesel  Electric 
Locomotives  have  been  ordered  from 
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U.S.  manufacturers  uader  this  loan  on  April,  1957 
the  basis  of  eighteen  years  credit. 

September,  1956  $100  million — Government  of  Argentina  . 

for  an  eighteen  year  period  with  interest — April,  1957 

at  5%— for  the  rehabilitation  of  the 
Argentine  Railways. 


September,  1956  $1,500,000 — Peruvian  Transport  Cor- 

poration— for  a twelve  year  period  with 
interest  at  5i% — to  help  finance  the  June,  1957 
purchase  of  six  Diesel  Locomotives. 


$10  million — Brazilian  Ports  Authority — 
for  rehabilitation,  possibly  including 
twenty  Shunting  Djcomotives. 

$12-8  million  to  Cia  Paulista  de  Estradas 
de  Ferro,  Brazil — for  a ten  year  period— 
to  purchase  thirty-eight  Diesel  Electric 
Locomotives,  heavy  rail  and  materials 
for  electrification  and  signalling  equip- 
ment. 

$23  million  — Iran — development  — no 
details  available. 


October,  1956  $23  -3  million — ^Nacional  Financiera,  S.  A. 

Mexico — ^for  a ten  year  period — for  the 
further  relubilitation  of  the  National 
Railways  of  Mexico  (over  the  previous 
ten  years  some  $90  million  has  been 
provided  from  the  U.S.  Export/Import 
Bank  for  the  rehabilitation  of  the 
National  Railways). 


July,  1957  $10  miUioD  to  Iran  Government — ^to 

assist  in  the  purchase  of  fifty  Diesel 
Electric  Locomotives  and  Spare  Parts  for 
the  Iranian  State  Railways. 

October.  1957  $10,800,000  to  Spanish  National  Rail- 

ways for  the  acquisition  of  twenty-two 
Diesel  Electric  Locomotives  and  .signalling 
equipment. 


11.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  NATIONAL  UNION  OF  MANUFACTURERS 


1.  The  National  Union  of  Manufacturas  has  a member- 
ship of  5,000  manufacturing  firms  and  represents  many 
thousand  more  through  the  medium  of  affiliated  trade 
associations.  Not  all  of  these  firms  are  small,  and  some  are 
very  large.  Nevertheless,  a considerable  portion  of  our 
membership  hes  among  the  medium-sized  and  smaller  firms, 
and  it  is  a recognised  function  of  the  National  Union  to 
represent  in  particular  the  views  and  interests  of  such  firms. 

2.  The  effects  of  the  Government’s  monetary  and  credit 
policies  on  the  smaller  firm  have,  we  believe,  bcMi  different 
from  the  ^ects  on  bigger  firms.  The  reasons  for  this  are 
obvious.  The  smaller  deals  naturally  in  smaller  sums 
and  seeks  its  finances  from  different  sources.  Its  reserves 
are  smaller  and  it  is  not  generally  equipped  to  hold  large 
stocks. 

3.  The  evidence  we  have  collected  on  the  matters  to  be 
considered  by  your  Committee  has  come  mainly  from  the 
smaller  firms  ; and  for  all  these  reasons  we  have  jud^  it 
best  to  concern  ourselves  in  this  memorandum  with  the 
effects  of  the  Government’s  policies  on  the  smaller  firm. 
These  might  otbowise,  perhaps,  go  unrepresented,  whereas 
the  position  of  the  larger  firm  vM  certainly  be  fully  represented 
to  your  Committee.  For  tfus  purpose  we  mean  by  the  words 
“smaller  firm”  a firm  employing,  in  any  case,  less  than  500 
people  and  in  a great  many  cases  considerably  fewer  than 
this,  including  a considerable  proportion  employing  50  or  less. 

4.  The  traditional  practice  is  for  the  small  firm  to  finance 
development  from  its  own  accumulated  reserves.  A firm 
in  this  position  is  affected  by  the  fiscal  policies  of  the  Govern- 
ment but  not  directly  by  its  monetary  and  credit  policies. 
Recent  developments  and  policies  (of  which  the  latest  is 
ffie  withdrawal  of  the  so-called  "Ciipps  UmbreUa”)  have 
tended  to  lessen  the  number  of  firms  operating  “in  the  blue” 
in  this  way  ; and  the  firms  which  have  gone  “into  the  red” 
are  not  necessarUy  the  least  efficient,  but  may  well  be  those 
most  deserving  of  support.  But  we  believe  it  to  be  still  a 
fairly  common,  if  no  longer  the  normal,  state  of  affairs  that 
small  firms  should  work  on  saved,  not  borrowed,  money  ; and 
this  may  contribute  to  the  result,  reported  below,  ffiat  on 
the  whole  the  monetary  and  credit  measures  of  the  Govern- 
ment do  not  appear  so  far  to  have  made  any  deep  impression 
on  the  business  of  the  small  firm. 

5.  When  a small  firm  needed  finance,  it  always  hitherto 
turned  to  its  Bank,  relying  on  the  local  Manager’s  knowledge 
of  local  ^airs  to  assure  him  that  the  risk  was  a good  one 
and  confident  that  his  agreement  was  all  that  was  needed 
to  secure  the  overdraft,  In  the  words  of  one  of  our  members 
“few  old  established  firms  have  not  at  some  tune  or  another 
in  ffieir  early  years  been  saved  by  the  help  of  a long-sighted 
Bank  Manager”.  The  “credit  squeeze”  operated  through 
instructions  to  the  Banks  has  seriously  curtailed  this  tradi- 
tional, flexible  and  convenient  method  of  finance  ; and  it 
has  in  this  respect  operated  much  more  to  the  detrment 
of  the  smaller  firm  than  to  that  of  the  bigger.  The  view  is 
generally  expressed  that  this  restriction  has  not,  for  reasons 
which  will  be  considered  below,  prevented  the  smallCT  firm 
from  obtaining  credit,  but  has  seriously  impaired  a traditional. 


and  i^rtainly  valuable,  part  of  the  local  business  system. 
In  particular,  the  reduction  in  the  status  of  the  Bank  Manager 
from  that  of  an  active  participant  in  local  enterprise  to  that 
of  a mere  go-between  is  widely  deplored.  It  has  also  been 
suggested  that,  although  the  Banks  have  instructions  to 
help  export  at  the  expense  of  home-market  development, 
the  Managers  have  not  always  been  in  a position  to  make 
this  (admittedly  difficult)  distinction  satisfactorily,  with  the 
result  that  development  aimed,  in  fact,  mainly  at  the  home- 
market  has  sometimes  secured  help  when  genuine  export 
developmrat  has  not.  That  the  Banks  have  reduced  ^eir 
overdi^t  facilities,  and  that  this  has  affected  mainly  the 
smaller  firm,  there  is  no  doubt ; and  it  is  further  true  that 
many  firms,  in  circumstanccs  in  whidi  they  would  normally 
have  approached  their  bank,  have  not  done  so  for  fear  of  a 
rebuff. 

6.  Althou^  its  borrowings  from  the  Bank  have 
undoubtedly  berai  curtailed,  it  is  generally  agreed  that  this 
in  itself  has,  up  to  the  present,  made  little  difforence  to  the 
smaller  firm’s  willingness  and  abUity  to  borrow.  Loans 
have  instead  been  negotiated  from  the  so-called  Finance  and 
Discount  Houses,  at  considerably  higher  rates  of  interest 
and  on  less  convenient  terms.  The  money,  in  generaL  is 
still  available  and  on  terms  which  in  present  circumstances 
the  firm  is  prepared  to  pay.  A typicad  comment  from  one 
of  our  members  was,  “it  does  seem  to  us  absurd  that  in 
present  monetary  conditions  both  the  C.I.C.  and  the  Banks 
are  restricting  the  lending  of  money  which  can  be  fairly 
readily  obtained  from  other  sources.  The  only  effect  of  the 
credit  squeeze,  in  other  words,  is  to  force  borrowers  to  pay 
higher  rates  of  interest  than  would  otherwise  be  necessary 
and  to  suffer  from  the  loss  of  flexibility  in  borrowing  whidh 
is  the  maiti  advantage  of  obtaining  temporary  capi^  from 
Banks  on  overdraft”.  The  terms  on  wbdch  such  loans  are 
available  vary  considerably,  but  are  reported  to  involve 
interest  rates  equivalent  to  20%  per  amuim  and  in  some 
cases  some  surrender  of  control  in  lie  firm’s  affairs.  Another 
source  of  credit  has  been  the  insurance  companies,  which  in 
some  cases  make  loans  conditional  on  the  placing  of  insurance 
with  themselves.  A higher  rate  of  interest  is  not  regarded  in 
it^  as  an  ad^uate  reason  for  not  borrowing.  A typical 
comment  is,  “The  increase  is  just  one  further  item  of  increased 
costs  with  which  the  manufacturer  is  now  continually  faced”. 

7.  In  general,  therefore,  we  have  formed  the  clear  impres- 
sion that  the  measures  taken  to  restrict  borrowing,  although 
they  have  bwn  unwelcome  to  the  smaller  firm  and  are 
considered  to  have  affected  the  smaller  firm  more  than  the 
bigger,  have  not  up  to  the  present  had  any  considerable 
effect  on  the  amount  actually  borrowed  by  it.  In  so  far  as 
the  funds  available  have  been  limited,  it  is  capital  development 
rather  than  stocks  which  have  suffered.  Indeed  for  reasons 
which  will  be  mentioned  below,  there  is  if  anything  a tendency 
for  the  manufacturer’s  stock  to  increase.  The  increased 
cost  of  borrowing  has  been  regarded,  in  a ijeriod  of  general 
and  continuing  inflation,  merely  as  one  among  many 
increased  costs,  to  be  passed  on  as  far  as  possible  in  higher 
prices.  The  volume  of  borrowing  has  therefore  been  little 
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restricted,  and  the  effect,  though  small,  may  be  considered 
to  be  as  much  inflationary  as  deflationary.  It  should, 
however,  be  added  that  the  bulk  of  the  evidence  received  was 
collected  before  the  raising  of  the  Bank  Rate  to  7 % ; and 
it  is  the  general  view  that  the  long-term  effects  of  this  change, 
if  it  is  maintained,  caimot  yet  be  estimated.  It  is  also  possibly 
true  that  events  have  to  some  extent  overtaken  the  anti- 
inflationary  measures  of  the  Government  ; and  it  may  well 
be  difficult  in  the  near  future  to  distinguish  between  the 
results  of  these  measures  and  a contraction  of  trade  due 
more  to  world  events  than  to  internal  policies. 

8.  The  effect  most  widely  and  emphatically  reported  by 
our  members  is  the  generi  extension  of  trade  credit.  A 
typical  comment  was,  “The  absolute  maximum  of  credit  is 
being  taken  as  a matter  of  coume,  and  this  can  produce 
difficulties  for  firms  without  liquid  resources”.  Wholesalers 
are  reported  to  be  taking  more  than  six  months  credit,  and 
even  the  nationalised  ihdustries  and  local  authorities  are 
considerably  slower  in  paying.  In  some  trades  the  competitive 
offering  of  credit  is  now  a feature  of  the  home  market  as 
it  has  been  at  times  of  the  export  market.  Hie  result  is  a 
steady  accumulation  of  book  debts  and  a steady  rise  in  the 
ratio  of  outstanding  credits  to  outstanding  debts. 

9.  Another  aspect  of  the  same  matter  is  the  tendency  of 
the  manufacturer’s  customer  to  hold  smaller  stocks  and  so 
compel  the  manufacturer,  in  effect,  to  hold  his  stock  for  him. 
In  some  trades  (for  instance,  nylon  stoddngs  and  underwear) 
the  retailer  does  not  accept  ownership  of  the  stock  at  ah, 
but  holds  it  on  the  manufacturer’s  behalf  until  it  passes 
into  the  retail  customer’s  hands  ; and  is  to  this  extent 
directly  financed  by  the  manufacturer.  Even  in  some  ocport 
trades  (for  instance,  fine  woohens  to  the  dohar  market)  the 
merchants  are  refusing  to  hold  substantial  stock  and  the 
manufacturer  has  come  increasingly  to  hold  the  finished 
stock  for  the  retail  trade. 

10.  This  expansion  of  trade  credit  clearly  cannot  continue 
indeflnitdy.  It  seems,  in  fact,  to  represent  an  immediate 
but  temporary  result  of  the  restriction  of  capital  aedit,  the 
total  volume  of  credit  available  being,  as  it  were,  temporarily 
spread  thinner  over  a wider  field.  Once  the  limit  of  trade 


credit  is  reached,  all  parties  will  again  be  left  face  to  face 
with  the  restriction  of  capital  credit.  The  extension  of  trade 
credit,  though  very  marked,  seems  therefore  to  represent  a 
temporary  cushioning  of  the  effect  of  capital  credit  restriction; 
and  may  have  served  to  some  extent  to  conceal  up  to  the 
present  the  real  effects  of  that  restriction. 

1 1 . The  preceding  paragraphs  summarise  in  general  terms 
the  observed  effect  of  monetary  and  credit  policies  on  the 
smaller  firm  as  reported  by  our  members.  It  is,  we  think, 
apparent  that  these  effects  have  so  far  been  slight.  It  is 
possible,  for  one  or  two  reasons  already  suggested,  that 
the  effects  may  become  increasingly  apparent,  particularly 
those  of  the  Government’s  latest  measures.  At  the  same  time, 
we  are  inclined  to  doubt  whether  monetary  and  credit 
measures  are  in  general  likely  to  be  very  effective  in  a time 
of  advanced  and  increasing  inflation.  Monetary  measures 
can  work  only  throu^  money  ; and  when  money  its^  is 
steadily  losing  strength,  it  must  prove  less  and  less  effective 
as  an  instrument  of  policy.  The  measures  taken  are  therefore 
to  some  extent  stultified  by  the  very  condition  which  they  are 
intended  to  check.  So  long  as  money,  from  whatever  source 
it  comes,  remains  plentiful,  the  mere  fact  that  it  is  increasin^y 
expensive  to  obtain  does  little  to  limit  its  use  at  a time  when 
all  costs  are  rising  and  when  higher  costs  can  in  general  be 
passed  on  in  the  shape  of  higher  prices  ; and  the  extensive 
use  of  more  expensive  money  must  be  inflationary  rather  than 
deflationary  in  its  effect. 

12.  From  the  point  of  view  of  the  small  firm,  we  consider 
it  very  desirable  that  the  part  traditionally  played  by  the 
Banks,  and  in  particular  the  discretion  and  status  formerly 
aijoyed  by  the  local  Bank  Manager,  should  be  restored. 
In  the  long  run  some  discretion  as  to  the  provision  of  capital 
has  to  be  exercised  at  some  point,  and  there  is  no  doubt 
that  for  ffie  small  firm  this  point  shoiild  be  as  far  as  possible 
a local  one.  A comprehensive  and  rigid  freeze  imposed  on 
the  Banks  from  the  centre  is,  we  believe,  much  less  likdy 
to  be  efficient  in  the  fullest  sense  than  the  discretion,  based 
on  full  knowledge  of  local  conditions,  formerly  exercised. 

15th  November,  1957. 


12.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  MULTIPLE  SHOPS  FEDERATION* 


1.  The  Committee  has  asked  the  Federation  for  evidence 
of  the  effects  upon  members  of  the  authorities’  use  of 
monetary  measures  since  1951,  and  of  the  effects  of  these 
measures  upon  consumer  spending  ; and  for  suggestions 
for  improving  present  arrangements  for  providing  finance 
for  industry  and  trade. 

2.  The  Federation  has  invited  a number  of  members  to 
supply  evidence  and  suggestions  and  has  supplonented 
these  individual  invitations  with  a general  invitation  to  all 
members  to  the  same  effect.  To  assist  members  to  reply  the 
Federation  provided  them  with  a chronological  list  of  the 
principal  events  in  monetary  policy  since  November,  1951. 

3.  The  Federation  understands  that  the  Committee  is 
intCTested  in  what  members  regard  as  the  consequences  of 
monetary  policy  for  themselves  and  for  consumer  spending  : 
that  is,  in  the  causal  relation,  if  any,  Which  they  have  noticed 
between  the  policy  on  the  one  hand  and  their  own  experience 
and  conduct  and  that  of  the  consumer  on  the  ot^.  This 
is  to  be  distinguished  from  a mere  statement  of  their  financial 
and  trading  experience  during  the  six  odd  years,  since  this 
might  lead  to  the  assumption  (unproved)  that  since  these 
tilings  happened  while  the  use  of  monet^  measures  was 
Government  policy,  they  must  in  some  way  be  the  result  of 
those  measures. 

4.  The  members  who  have  contributed  information  are 
a small  proportion  of  the  total  membership  of  the  Federation. 
It  would  not  be  safe  to  regard  them  as  a microcosm  of  the 
multiple  retailers  of  the  country.  They  do,  however,  operate 
in  a variety  of  trades  and  the  majority  of  them  are  nationally- 
known  companies. 

5.  The  burden  of  members’  evidence  is  that  the  Govern- 
ment’s use  of  monetary  measures  has  had  little  effect  on 
their  own  planning  or  spending,  or  upon  the  spending  of  the 
consumer.  Ibis  statement  is  subject  to  qualification  and  it 


* See  Minutes  of  Evidence  Qns,  6143  to  8210. 


must  also  be  remembered  that  members  were  contributing 
their  evidence  at  a time  when  the  most  vigorous  use  of  these 
measures  had  only  just  commenced  (in  SeptembCT,  1957), 
Md  before  its  full  effects  could  be  judged.  Nevertheless, 
it  would  be  wrong  to  allow  any  qualification  or  reservation 
to  obscure  the  principal  element  to  be  noticed  in  most  of 
the  statements  received  from  members — that  they  have  not 
detected  any  important  consequences,  for  themselves  or 
the  consumer,  of  the  Government’s  use  of  monetary  measures, 
at  least  up  to  September,  1957. 

6.  Perhaps  it  will  be  useful  to  consider  summaries  of 
members’  statements  in  reply  to  particular  questions  addressed 
to  them  as  part  of  this  enquiry. 

Spending  on  stocks  of  commodities 

7.  Only  one  of  the  members  who  have  replied  to  the 
Federation’s  enquiries  has  admitted  that  the  Government’s 
measures  have  caused  him  to  make  an  absolute  reduction 
in  his  stocks  held  for  resale.  This  member,  who  is  a shoe 
retailer,  says  that  since  February,  1956,  when  the  bank  rate 
was  raised  to  5i%,  he  has  bad  to  restrict  expenditure  on 
stocks,  originally  b^use  of  the  cost  of  borrowing  and  now 
because  of  that  and  of  the  restraint  on  creffit.  None  of  the 
other  members  admits  to  anything  more  than  greater  care 
in  the  buying  of  stocks,  such  as  good  management  would 
in  any  case  indicate,  although  one  thinks  that  the  7 % bank 
rate  may  cause  him  to  go  further.  A men’s  outfitter  says 
that  his  stocks  are  now  less  than  they  were  in  1951,  but  this 
has  been  due  to  a determination  to  improve  efficiency  of 
stock  control.  Another  member,  who  has  also  succeeded 
in  reducing  stocks,  says  that  this  is  because  supplies  are  more 
readily  available  than  was  the  case  in  1951.  Several  members 
in  the  food  trades  point  out  that  trades  such  as  theirs  do 
not  aUow  of  significant  fluctuations  in  stocks  if  efficiency  of 
operation  is  to  be  maintained.  In  the  wine  and  spirit  trade, 
which  is  markedly  seasonal,  there  has  been  some  opportunity 
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of  delaying  purchases  until  a little  nearer  the  onset  of  the 
season,  and  this  has  been  taken. 

8.  A ^ocery  group  can  recall  six  occasions,  during  the 
period  with  which  the  Committee  is  concerned,  when  the 
muts  of  the  group  were  asked  to  reduce  stocks  to  the 
minimum  for  efficient  operation.  One  grocer  member 
expressly  states  that  changes  in  credit  conditions  have  not 
been  allowed  to  affect  minimum  stocks,  and  this  will  be 
equally  true  with  a 7%  bank  rate,  since  the  consequences 
of  being  out  of  stock  are  much  more  costly  than  the  higher 
interest  rate  will  be.  Nor  will  any  likely  changes  in  interest 
rates  cause  this  member  to  resort  to  trade  credit,  that  is, 
to  deferment  of  settlement  of  suppliers’  accounts,  since, 
quite  apart  from  any  effect  on  goodwhl,  trade  credit  is  almost 
certain  to  be  more  costly. 

Plans  for  capital  extension  or  replacement 

9.  There  is  rather  more  evidence  of  the  Government’s 
measures  having  had  some  effects  on  members’  plans  for 
capital  extension  or  replacement.  Several  members  state 
that  they  have  been  curtailing  or  postponing  development 
work  since  about  1955.  In  one  case  this  was  because  the 
member  concerned  thought  that  the  prospects  for  the 
development  had  become  less  favourable  as  a result  of  the 
atmosphere  which  the  Government’s  measures  were  creating, 
but  another  member  expressly  states  that  Ae  curtailment 
and  posQJonement  were  necessary  as  a result  of  the  Chan- 
cellor’s request  to  the  banks  in  1955,  while  yet  another  says 
that,  as  a result  of  events  in  1955,  he  became  reluctant  to 
finance  shop  property  transactions  himself  and  proposed 
them  to  insurance  companies  instead. 

10.  A china  and  glass  retailer  says  that  the  slowing  down 
of  his  programme  for  the  acquisition  of  new  branches  and 
the  renovation  of  existing  premises  since  1952  has  been  largely 
due  to  the  general  trend  of  increased  interest  rates  and 
limitation  of  bank  advances.  A variety  stores  member 
reports  that,  since  just  before  the  war,  he  has  had  a programme 
of  expansion.  War  time  difficulties  allowed  him  to  get  no 
further  than  the  acquisition  of  a number  of  undeveloped 
sites,  and  when  the  control  of  building  came  to  an  end,  his 
plan  was  to  use  his  liquid  resources  for  trading  purposes  and 
to  obtain  finance  for  building  iij  the  first  place  from  banks. 
In  1955  the  banks  were  prevented  &om  honouring  the 
arrangements  which  had  been  made,  and,  subsequently, 
financial  institutions  were  asked  not  to  provide  finance  by 
purchasing  properties  and  then  leasing  them  to  vendors. 
In  consequence  the  member  had  to  curtail  his  development. 
He  says,  however,  that  earlier  changes  in  bank  rate,  and  in 
credit  arrangements,  had  had  no  observable  effect  upon 
him.  A shoe  retailer  says  that  from  February,  1956,  onwards 
increases  in  costs  made  it  impossible  for  him  to  finance 
expansion  or  improvement  of  existing  assets  out  of  profits. 
The  cost  of  borrowing  has  prevented  him  from  financing 
expansion  or  improvement  in  that  way,  and,  in  any  case, 
the  Chancellor’s  request  to  the  banks  to  restrict  their  advances 
has  made  it  difficult  to  use  borrowed  finance  even  if  he  wishes 
to  do  so. 

11.  One  member  says  that  neither  high  interest  rates  nor 
the  difficulty  of  securing  credit  are  in  themselves  likely  to 
discourage  expenditure  on  machinery  (of  the  types  used  by 
retailers,  whith  are,  of  course,  li^t  machinery).  His  opinion 
is  that,  if  it  is  decided  that  benefits  are  to  be  obtained  from 
the  purchase  of  new  machinery,  the  expected  benefits  are 
likely  to  be  of  a much  higher  order  than  the  extra  cost  whiidi 
increased  interest  rates  may  impose. 

12.  Although  there  have  been  admissions  of  the  Govern- 
ment’s measures’  having  affected  decisions  to  invest  in 
property  or  reconstruction,  they  are  outnumbered  by  the 
statements  that  members  have  not  been  affected  in  their 
planning  for  capital  ectension  or  replacement  by  the  events 
of  the  past  six  odd  years.  Several  members  are  able  to  say 
that  they  consistently  maintain  a high  state  of  liquidity  and 
rarely  or  never  need  assistance  from  banks  or  other  sources 
of  finance.  Others  say  that  it  is  their  policy  to  provide  for 
expansion  or  capital  expenditure  out  of  profits.  There  is, 
however,  a qualification  to  this  which  appears  in  one  or  two 
members’  statements  to  the  effect  that  they  are  now  reaching 
the  limit  of  what  can  be  done  in  this  way. 

13.  A member  in  the  jewellery  trade  says  that  he  has 
always  adopted  the  policy  of  paying  relatively  modest 
dividends  and  ploughing  back  into  the  business  a substantial 
part  of  his  profits.  This  policy  has  enabled  him  to  expand 
and  develop  without  resorting  to  bank  loans,  and  without 


buying  equipment  on  a hire  purchase  basis.  A member  in 
the  mem’s  wear  trade  has  sirnilarly  financed  expansion  out 
of  retained  profits  and  also  by  reducing  his  need  for  capital 
in  the  form  of  stocks,  by  means  of  more  efficient  stock  control 
arrangements.  A member  in  the  dry  cleaning  trade  has 
similarly  financed  his  expansion  out  of  his  own  resources, 
at  least  until  two  years  ago.  That  he  has  been  less  able  to 
do  so  in  the  last  two  years  has  been  due  not  so  much  to  the 
Government’s  monetary  measures  as  to  the  increased 
opportunity  for  and  need  of  modernisation,  which  has 
increased  his  capital  expenditure.  This  member  says  that 
the  imposition  of  the  7 % bank  rate  has  been  far  more  effective 
than  any  of  the  earlier  changes. 

14.  A member  in  the  grocery  trade  says  that  capital 
expenditure  has  not  been  curtailed  by  lack  of  avafiable 
toance  at  any  time  during  the  period.  His  capital  expenditure 
is  normally  well  within  the  amount  set  aside  annually  by 
way  of  depreciation  and  retained  profits.  A member  in 
the  wine  and  spirit  trade  says  that,  during  the  pariod  since 
November,  1951,  he  has  expanded  his  business  by  the 
periodical  purchase  of  new  properties  or  existing  businesses, 
and  has  also  replaced  plant  and  machinery.  He  adds  that 
he  would  not  now  be  able  to  extend  his  business  to  any 
degree  without  obtaining  a further  supply  of  new  money, 
and  would  not  expect  to  be  able  to  obtain  that  further 
supply  under  present  conditions.  A member  in  die  grocery 
trade,  who  says  that  his  plans  for  capital  expenditure  have 
been  quite  unaffected  so  far  by  the  Government’s  measures, 
expects  that  his  plans  for  future  expenditure  will  be  influenced 
by  the  preseut  cost  of  borrowing. 

Availability  of  finance  otherwise  than  from  banks  and  hire 
purchase  finance  companies 

15.  The  Committee  has  asked  the  Federation  for  evidence 
about  the  availability  of  finance  otherwise  than  from  banks 
and  hire  purchase  companies.  Several  members — in  the 
catering,  footwear  and  food  trades— say  that  they  have  been 
able  to  obtain  finance  with  the  help  of  acceptance  houses. 
The  finance  required  was  short-term  for  the  purchase  of 
stocks  which  on  resale  provided  the  means  of  discharging 
the  borrowings.  One  or  two  members  mention  debenture 
and  share  issues  as  being  the  means  of  providing  them  with 
finance  during  the  period.  Investment  companies  and 
associated  companies  have  both  made  loans,  and  one  member 
reports  that  he  has  been  able  to  finance  the  purchase  of 
businesses  by  issuing  debentures  to  the  vendors.  The  general 
impression  is  that  the  financial  resources  not  controlled  by 
the  banks  are  considerable  and  that  requests  to  the  banks, 
and  for  that  matter  to  the  acceptance  houses,  to  restrict 
their  advances  do  not  make  it  impossible  to  borrow. 

16.  The  Committee  has  also  asked  about  changes  in  the 
use  and  organisation  of  trade  and  consumer  credit.  Some 
members  say  that  they  have  taken  more  advantage  of  trade 
credit  on  occasion,  because  they  wanted  to  retain  cash 
resources,  or  because  it  was  actually  cheaper  to  use  trade 
credit  in  one  or  two  cases  than  it  was  to  borrow  from  the 
banks.  Although  some  members  have  said  that  suppliers 
are  stricter  about  the  observance  of  credit  terms,  one  member 
in  the  food  trade  says  that  he  does  now  take  rather  longer 
credit  than  he  used  to  do,  and  that  only  one  out  of  some 
thirty  suppliers  has  been  objectmg.  Two  members  in  the 
wine  and  spirit  trade  report  ffiat  customers  now  take  longer 
credit  than  they  used  to  do  two  years  or  more  ago,  or  that 
more  are  making  use  of  it. 

Criticisms  of  monetary  measures 

17.  As  might  be  expected,  members  have  made  their  own 
comments  on  the  Government’s  use  of  monetary  measures. 
It  is  assumed  that  taxation  of  profits  is  not  to  be  regarded 
as  a monetary  measure,  but  it  should  be  mentioned  in 
passing  that  several  members  regard  it  as  having  the  greatest 
influence  of  any  factor  on  their  plans  for  capital  extension 
or  replacement.  This  is,  of  course,  because  taxation  does 
not  leave  them  with  si^cient  profits  to  provide  for  the 
capital  expenditure  which  they  wish  to  undertake.  Other 
criticisms  of  the  Government’s  measures  have  been  classified 
in  one  or  other  of  the  following  ways  : — 

(а)  they  have  been  too  frequent,  sometimes  increasing 
restrictions  and  sometimes  reducing  them,  so  that 
planning  has  become  difficult  or  impossible  ; 

(б)  they  have  interfered  with  the  introduction  of  the 
latest  types  of  plant  and  machinery  on  which  the 
future  security  of  the  trade  depends  ; 
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(c)  when  finance  is  not  available  the  people  best  able 
to  exploit  real  assets  often  cannot  acquire  them  ; 

{d)  it  becomes  more  important  to  speculate  correctly 
about  the  Government’s  intentions  than  to  be  good 
at  one’s  own  trade  (which  is.  the  same  criticism  as 
may  be  made  about  taxation  when  it  is  at  levels  as 
hi^  as  those  prevailing  at  the  present  time)  ; 

(e)  the  sudden  imposition  of  quantitative  credit  restrictions 
results  often  in  individual  traders’  having  too  much 
or  too  little  regardless  of  the  merits  of  each  case. 

Effects  on  consumer  spending 

18.  The  Committee  has  asked  for  evidence  of  the  effects 
of  the  Government’s  measures  on  consumer  spending. 
Members’  evidence  may  be  classified  in  three  categories. 
There  are  those  who  say  that  the  Government’s  measures 
have  had  no  effect ; this  is  the  largest  group.  Others  say 
that  they  have  had  some  effect  during  the  last  year  or  so— the 
members  concerned  being  in  the  dry  cleaning,  woollens  and 
china  and  pottery  trades.  A further  group  of  members  say 
that  the  effect  of,  for  example,  hire  purchase  restrictions 
may  he  to  help  their  own  trade,  since  the  money  which 
would  have  been  spent  on  hire  purchase  is  spent  in  cash 
purchases.  One  member  reports  that  one  effect  of  increased 
credit  restrictions  was  to  cause  the  National  Coal  Board 
to  take  credit  instead  of  making  prompt  settlement  and, 
so  large  was  the  business  which  it  was  doing  with  a subsidiary 
company  of  his,  that  it  thereupon  became  necessary  for 
that  company  to  secure  additional  finance  equal  to  two-thirds 
of  its  issued  capital. 

Suggestions  for  improving  present  arrangements  for  providing 
finance 

19.  Finally,  the  Committee  has  asked  for  suggestions  for 
improving  present  arrangements  for  providing  finance  for 
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1.  The  following  views  are  submitted  to  the  Committee 
on  the  Working  of  the  Monetary  System  by  the  Retail 
Distributors’  Association.  Incorporated.  They  thus  reflect 
the  experience  of  the  large  department  stores  in  the  United 
Kingdom  as  to  the  effect  of  the  monetaiy  measures  taken 
between  mid  1951  and  mid  1957  ; that  is  to  say  prior  to 
the  introduction  of  a 1%  Bank  Rate  and  other  measures 
in  September  of  last  year.  These  changes  are  as  yet  too 
recent  for  any  views  to  he  formulated  as  to  their  precise 
effect. 

Effect  on  Stock  Levels  of  Fixed  Capital  Investment 
(a)  Restrictions  on  Bank  Advances 

2.  It  is  not  the  general  practice  of  the  large  department 
stores  to  finance  either  fixed  capital  expenditure  or  any 
substantial  volume  of  stocks  by  means  of  short-term  advances, 
.unless  it  is  reasonably  certain  that  the  expenditure  can  be 
funded  at  an  early  date,  or  that  the  stocks  will  be  held  for 
only  a short  period.  The  smaller  firms,  on  the  other  hand, 
notably  those  of  the  “family  business”  type,  owing  to  their 
difficulties  in  raising  new  capital  or  of  ploughing  back  a 
high  ratio  of  profits  have  relied  on  bank  advances  as  a 
source  of  funds  to  a much  greater  extent.  Even  in  their 
case,  however,  the  limitations  on  bank  credit  have  had  no 
substantial  effect  as  regards  stock  levels,  since  the  necessary 
day-to-day  accommodation  has  usually  been  granted. 

3.  In  general,  therefore,  among  the  members  of  the 
Association,  the  restrictions  on  bank  credit  have  had  little 
effect  on  stock  levels  ; indeed  over  the  period  under  review, 
although  the  total  bank  advances  to  the  retail  trade  has 
steadily  fallen,  the  monetary  value  of  the  stocks  held  has 
almost  as  steadily  increased. 

4.  It  may  be,  however,  that  had  the  restrictions  not 
existed,  among  the  smaller  firms  at  least,  plans  for  expansion, 
which  have  not  been  entertained,  would  have  been  proceeded 
with,  while  undoubtedly,  if  the  restrictions  had  been  more 
acute  such  firms  mi^t  well  have  experienced  difficulty  in 
maintaining  stock  levels  in  the  face  of  rising  prices. 

(i)  Increments  in  Interest  Rates 

5.  During  the  period  under  review  the  cost  of  borrowing 

* See  Minutes  ol  Evidence  Qns.  65S0  to  6687. 


industry  and  trade.  One  suggestion  is  that  the  Government 
should  not  use  the  control  of  investment  to  correct  fluctua- 
tions in  the  economy.  This  may  not  be  quite  the  kind  of 
suggestion  which  the  Committee  has  in  mind  but  it  does 
seem  to  be  relevant.  Investment  is  essentially  a matter  of 
planning  for  the  long-term  and,  if  attempts  are  made  alter- 
nately to  foster  it  and  to  restrain  it  at  short  intervals,  much 
damage  can  be  done.  Other  suggestions  or  comments  are 
as  follows  : — 

(a)  the  banks  should  provide  short  term  finance,  say,  for 
three  to  five  years,  for  specific  capital  expansion 
projects  : 

(5)  the  Capital  Issues  Committee  should  give  reasons  for 
its  refusals  of  borrowing  consent  ; 

(c)  the  requirements  of  the  nationalised  industries  exercise 
too  strong  an  influence  on  the  capital  market  with  the 
result  that  when  they  are  borrowing  the  requirements 
of  smaller  businesses  tend  to  be  overlooked  ; 

(</)  the  concentration  of  investment  power  in  insurance 
companies  and  other  “institutional  investors”  results 
in  a surplus  of  demand  for  certain  types  of  investment 
and  a deficiency  for  other  types.  The  private  investor 
in  his  day  could  be  interested  in  a much  more  varied 
range  of  investment ; 

(e)  taxation  should  be  such  as  to  provide  companies  with 
a better  opportunity  of  meeting  their  financial  require- 
ments out  of  their  own  profits.  Under  present  condi- 
tions there  is,  in  effect,  a tax  on  capital,  since  the 
provision  which  can  be  made  for  depreciation  is 
insufficient  to  enable  the  trader  to  replace  the  asset 
at  the  end  of  its  life. 

February,  1958. 
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has  not  been  a dominant  factor  in  decisions  regarding  either 
stock  levels  or  capital  investment  plans. 

6.  There  are  several  reasons  why  this  has  been  so.  For 
example,  the  dominant  considerations  governing  stock  levels 
are  the  likely  future  trends  of  costs  of  stocks  and  of  the 
level  of  consumer  demand.  Against  these  considerations  the 
changes  in  the  rates  of  interest  experienced  in  the  period 
under  review  have  been  of  minor  significance,  especially 
when  considered  net  after  taking  into  account  the  high 
rates  of  direct  taxation  which  have  prevailed.  To  a material 
degree  many  firms  have  been  insulated  against  increments  in 
interest  rates  by  the  ability  to  finance  requirements  out  of 
retained  profits,  since  firms  do  not  generally  contrast  the 
profitability  of  internal  and  external  investment  when  deter- 
mining the  disposal  of  reserves.  Moreover,  and  probably 
as  dominant  as  any  in  offsetting  any  influence  of  the  cost 
of  borrowing,  has  been  the  fact  that  Government  measures 
have  never  bred  any  real  conviction  that  inflation  was  likely 
to  be  halted.  Thus  expectation  of  the  continuance  of  inflation 
not  only  increased  the  attractiveness  of  current  investment 
in  stocks  as  against  postponement,  but  offered  the  possibility 
that  _ demand  would  be  maintained  or  expanded  thereby 
making  it  advisable  to  maintain  stock  levels  rather  than  to 
reduce  them  to  offset  any  rise  in  the  cost  of  finance. 

7.  Equally,  it  is  questionable  whether,  in  considering 
fixed  capital  projects,  increments  in  interest  rates  have  had 
any  practical  effect.  The  cost  of  borrowing,  especially  as 
blunted  by  taxation  and  the  possible  continuance  of  inflation, 
has  been  a relatively  small  consideration  when  measured 
against  (a)  ffie  costs  of  cancelling  or  postponing  a project 
^eady  decided  upon,  (6)  the  fact  that  wiffi  the  trend  of 
rising  costs  the  overall  cost  of  a project  was  likely  to  be 
considerably  higher  at  a later  date,  or  (c)  the  advantages 
to  be  secured  from  modernisation  or  expansion,  especially 
in  view  of  the  fact  that  much  development  in  this  direction 
had  become  long  overdue  as  a result  of  the  war  and  post  war 
era  of  Hcensing  and  controls. 

(c)  Directives  to  Capital  Issues  Committee 

8.  The  Association  has  little  information  upon  which  to 
base  conclusions  as  to  the  effect  of  the  Capital  Issues 
Committee’s  operations.  Such  information  as  it  does  have, 
however,  leads  it  to  express  the  following  views. 
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9.  The  impact  of  the  Committee  on  the  retail  trade  is 
very  much  greater  than  the  number  of  applications,  and 
more  particularly  the  number  of  refusals,  would  appear 
to  suggest.  The  lack  of  information  as  to  the  reasons  for 
the  Committee’s  decisions  has  led  to  a belief  among  many 
potential  applicants  in  the  retail  trade  that  consent  would 
not  be  forthcoming.  Indeed,  possibly  owing  to  the  emphasis 
laid  on  the  need  to  facilitate  export  projects,  there  is  a 
feeling  among  retailers  that  the  Capital  Issues  Committee 
places  a very  low  priority  on  the  capital  requirements  of  the 
retail  trade  when  compared  with  those  of  manufacturing 
industry. 

10.  If  there  is  substance  in  this  belief,  then  the  Association 
would  argue  that,  as  a general  principle,  such  a viewpoint 
is  wrong.  Clearly  an  efBciently  conducted  retail  trade  is 
essential  to  a sound  economy,  the  pre-requisite  to  progress 
in  export  markets  ; moreover,  in  the  case  of  many  consumer 
goods  a flourishing  home  market  is  a necessity  to  competitive- 
ness in  export  markets,  either  to  permit  of  economic 
production  runs  or  to  create  the  reputation  and  goodwill 
which  is  itself  the  foundation  of  the  export  demand.  In 
any  event,  the  belief  that  applications  are  likely  to  be  refused 
has  caused  some  plans  for  expansion  to  be  abandoned  and 
others  to  take  the  form  of  take-over  offers  involving  the 
exchange  of  shares  for  which  C.I.C.  approval  was  not 
required.  In  other  cases  firms  requiring  additional  capital 
have  felt  compelled  to  turn  to  the  device  of  raising  money 
on  property  ; indeed,  in  this  way  department  stores  have 
probably  pledged  their  fixed  assets  to  a much  larger  extent 
than  any  other  form  of  business  activity. 

11.  Another  effect  has  been  that  many  firms  have  felt 
themselves  barred  from  re-organising  their  capital  structure 
to  bring  it  into  line  with  post  war  circumstances  ; a failure 
which  opens  the  way  to  take-over  bids  motivated  by  purely 
financial,  as  distinct  from  commercial,  considerations  and 
which  tends  to  increase  the  difficulties  of  private  companies 
liable  to  surtax  directions. 

12.  It  is  in  those  directions  that  the  C.I.C.  has  mainly 
left  its  mark  among  the  membership  of  the  Association, 
rather  than  in  any  noticeable  limitations  on  stocks  or 
development  plans,  although  in  the  case  of  the  latter  some 
postponement  may  have  resulted. 

(d)  Change  in  the  Terms  on  which  Hire  Purchase  Finance 
is  available 

13.  So  far  as  the  Association  is  aware,  any  changes  in 
the  terms  for  securing  hire  purchase  finance  have  had  little 
or  no  effect  on  the  level  of  sales  and  thus  on  stocla.  There 
are  two  reasons  why  this  is  so.  First,  many  of  the  Association’s 
members  finance  their  own  hire  purchase  trade  ■,  thus  ffiey 
are  not  sensitive  to  the  finer  shades  of  change  in  the  market 
rates  for  finance  of  this  nature.  Secondly  in  so  far  as  outside 
finance  is  employed,  current  experience  is  that  the  consumer 
is  not  noticeably  encouraged  or  deterred  by  the  changes  in 
service  charges,  and  certainly  not  by  changes  of  such 
magnitude  as  may  have  been  necessitated  by  changes  in 
the  charge  for  this  type  of  credit. 

(e)  Availability  of  Finance  other  than  Banks  and  Hire 
Purchase  Finance  Companies 

14.  The  Association  has  little  information  as  to  availability 
of  finance  from  sources  other  than  banks  and  hire  purchase 
finance  companies.  Reference  has  already  been  made  in 
passing  to  retained  profits  and  undoubtedly  these  have 
represented  an  important  source  of  finance  in  the  period 
under  review,  especially  since  the  majority  of  companies 
entered  it  with  considerable  liquid  resources  which  they 
could  draw  on  to  finance  capital  requirements.  Where  it 
has  been  necessary  to  go  to  the  market  for  funds,  the  general 
experience  of  the  large  firms  has  been  that  those  funds 
have  been  readily  forthcoming.  Any  change  which  has  been 
detected  has  been  rather  that  of  a greater  market  sensitivity 
to  terms.  Thus,  since  1955  it  has  been  increasingly  difficult 
to  borrow  on  fixed  interest  terms  while  generally  there  has 
been  a greater  need  to  ensure  that  the  actual  terms  offered 
were  finely  attuned  to  the  circumstances  of  the  moment. 
For  the  smaller  firm,  on  the  other  hand,  the  position  has  been 
more  difficult.  This  is  touched  on  below. 

15.  In  the  main,  however,  in  part  because  of  the  effect 
of  C.I.C.  control,  the  retail  trade  has  resorted  to  the  capital 
market  for  a much  lower  proportion  of  the  cash  resources 
required  than  has  business  generally.  For  example,  the  study 
on  Company  Income  and  Finance  privately  circulated  by 


the  National  Institute  of  Economic  and  Social  Research 
suggests  that  while  in  the  five  years  1949/53  the  sample 
firms  engaged  in  manufacturing  and  distribution  secured 
some  14%  of  their  new  funds  by  the  issue  of  shares  or 
debentures,  the  comparable  figure  for  the  retail  trade  was 
only  in  the  region  of  7%. 

(/)  Changes  in  the  Use  and  Organisation  of  Consumer's 
Credit 

16.  In  the  case  of  department  stores  there  have  been  few 
changes  attributable  entirely  to  overall  monetary  policy. 
As  regards  credit  taken,  it  is  the  usual  practice  of  stores  to 
seek  to  setde  suppliers’  accounts  promptly  on  discount 
terms  ; this  practice  has  not  been  modified.  As  regards 
credit  given,  the  average  length  of  credit  to  customers  on 
normal  accounts  in  the  period  under  review  has  probably 
shortened  slightly  ; but  this  is  due  to  improvements  in 
office  systems  rather  than  to  any  impetus  from  monetary 
measures  to  reduce  the  amount  of  credit  granted.  In  so  far 
as  there  has  been  any  change  on  the  part  of  the  customer,  it 
has  been  towards  the  prompter  settlement  of  accounts. 

17.  It  is  of  course  true  that  the  volume  of  credit  granted 
has  increased.  Apart  from  being  the  natural  consequence 
of  rising  prices,  this  is  in  part  due  to  a shift  in  the  buying 
habits  of  the  public  in  that,  as  has  been  noticed  before,  when 
there  is  a confident  outlook  there  is  a greater  tendency  to 
run  accounts  instead  of  paying  cash  ; in  part  also  it  is  a 
result  of  the  development  of  new  forms  of  trading  in  the 
face  of  increasing  competition  or  the  restriction  of  alternative 
methods  of  granting  credit  e.g.  Budget  Accounts  and  ^tended 
Credit  Sales, 

The  Effects  on  Consumer  Spending 

(a)  Restriction  of  Bank  Advances 

18.  The  Association’s  impression  is  that  in  the  main  the 
restriction  of  bank  advances  has  had  little  over-all  effect 
on  the  levd  of  consumer  demand,  possibly  because  a large 
part  of  the  demand  for  consumer  goods  stena  from  weekly 
wage  earners  unlikely  to  be  affected.  The  effect  has  varied 
by  type  of  shop  and  by  district,  but  even  in  these  cases 
where  it  appeared  to  be  most  marked  it  was  nevertheless 
only  marginal. 

[b)  Hire  Purchase  and  Other  Restrictions 

19.  Taking  first  the  case  of  restrictions  on  hire  purchase, 
undoubtedly  when  initial  payments  are  raised  and  the 
periods  of  repayment  shortened  there  is  an  immediate  fail 
in  hire  purchase  sales.  But  whether  this  fall  is  permanent, 
or  represents  an  over-all  cut  in  consumer  spending  in  favour 
of  savings,  is  questionable.  In  part  it  appears  that  the 
expenditure  is  diverted  to  other  classes  of  merchandise  in 
the  form  of  either  cash  sales  or  of  hire  purchase  sales  for 
goods  of  lower  value ; in  part  it  appears  that  the  fall  is 
merely  a postponement  until  such  time  as  the  increase  in 
the  required  deposit  has  been  saved. 

20.  Admittedly  these  impressions  can  only  be  recorded, 
they  cannot  be  substantiated.  Nevertheless,  if  they  are 
correct  they  would  suggest  that  hire  purchase  control  is  a 
capricious  weapon  which,  especially  if  it  were  to-  be  used 
frequently,  is  liable  to  produce  distortions  in  the  pattern  of 
consumer  demand  rathw  than  any  lasting  restriction.  Any 
curbing  effect  on  demand  which  hire  purchase  controls 
may  have  exerted  has  of  course  also  been  weakened  by  the 
development  of  alternative  forms  of  granting  credit ; for 
example,  the  “credit  sale”  would  undoubtedly  not  have 
become  so  prevalent  but  for  the  obligation  to  demand 
substantial  minimum  deposits  under  hire  purchase  agreements. 

21.  The  other  main  weapon  which  has  been  used  in  an 
effort  to  restrict  consumer  demand  is  Purchase  Tax.  Here 
too  there  is  evidence  that  Purchase  Tax,  while  possibly 
securing  some  restriction  in  over-all  demand,  has  capricious 
side  effects  both  on  the  pattern  of  consumer  spending  and 
by  introducing  marked  cyclical  variations,  '^ere,  for 
example,  a high  rate  of  tax  is  imposed  on  a quality  product 
for  which  there  is  a substitute  at  a lower  rate  of  tax,  there  is 
clearly  a diversion  in  demand  from  the  higher  to  the  lower 
quality  product.  Evidence  of  this  effect  can  be  found,  for 
example,  in  the  field  of  textiles.  Probably  more  important, 
however,  is  the  distortion  in  demand  induced  by  the  anticipation 
of  the  likely  trend  in  Purchase  Tax  rates.  This  is  admittedly 
the  more  marked  when  the  expectation  is  that  rates  will 
be  reduced.  In  such  event  there  is  a significant  holding  off 
by  purchasers,  while  the  retailer  also  endeavours  to  run 
down  stocks  to  reduce  the  loss  he  will  suffer  by  being  unable 
to  pass  on  tax  already  paid  on  stocks  held  at  the  date  of 
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aoy  reduction  in  the  tax  rates.  Where,  on  the  other  hand, 
there  is  anticipation  of  increased  rates  these  tendencies  are 
naturally  reversed.  Such  influences,  in  the  view  of  the 
Association,  can  only  have  an  adverse  effect  on  manufacturing 
and  distribution  costs  and  leave  the  Association  in  no  doubt 
that  Purchase  Tax  should  not  be  employed  in  an  attempt 
to  control  consumer  spending. 

Suggestions  for  Improving  Present  Arrangements  for  Short, 
Medium  and  Long-term  Finance 

22.  The  answer  which  would  probably  be  given  to  this 
question  by  the  large  firm  is  that  existing  arrangements 
are  quite  adequate  and  that  what  is  required  is  not  new 
arrangements  for  finance  but  an  increase  in  the  over-all 
supply  of  capital  funds  and  the  removal  of  arbitrary  restrictions 
so  that  the  capital  market  can  freely  fulfill  its  function  of 
balancing  the  demand  for  and  supply  of  funds.  The  moves 
thought  necessary  to  this  end  are  touched  on  under  the 
general  observations  which  follow. 

23.  But  for  the  smaller  firm,  existing  arrangements  are 
probably  less  than  adequate.  The  particular  difficulties 
facing  such  firms  in  expanding  capitd  resources  are  well 
known  and  need  little  elaboration.  Taxation  bears  especially 
heavily  on  their  ability  to  plough  back  profits  since  many 
are  liable  to  a surtax  direction  if  they  do  not  distribute 
what  the  Special  Commissioners  consider  to  be  a reasonable 
amount.  Estate  Duty  is  a severe  handicap,  since  an  effort 
must  be  made  to  build  up  liquid  resources  out  of  which  duty 
can  be  paid  without  aeating  financial  difficulties  for  the 
firm  ; moreover,  the  existing  law  governing  this  duty  is 
such  that  often  it  may  be  desirable  that  these  resources  should 
be  accumulated  outside  the  firm.  Thus  the  need  for  the 
smaller  firm  to  seek  new  capital  from  outside  sources  is 
often  pressing.  But,  frequently,  such  firms  cannot  go  to 
the  open  market  as,  by  their  nature,  they  are  unable  to  offer 
suitable  terms  and  conditions  ; again,  other  sources  may 
only  be  available,  if  they  are  prepared  to  grant  some  degree 
of  control  to  the  investor.  This  is  not  always  practical  or 
desirable.  There  is  not  to-day  the  same  supply  of  funds 
as  existed,  for  example,  before  the  war,  available  for  investment 
in  small  firms  without  any  conditions  as  to  participation  in 
the  management ; it  may  be  that  restoration  of  the  ability 
and  willingness  to  save  would  in  time  replenish  this  supply, 
bat  in  the  meantime  the  Association  believes  that  it  would 
be  advantageous  to  the  economy  at  large  if  the  facilities 
available  to  the  smaller  organisations  were  to  be  reviewed 
with  this  in  mind. 

General  Observations 

24.  The  comments  in  the  previous  part  of  this  memoran- 
dum indicate  that,  at  least  prior  to  September,  1957,  the 
monetary  measures  taken  had  no  startling  impact  on  depart- 
ment stores. 

25.  From  this  it  should  not  be  concluded,  however,  that 
the  monetary  weapon  is  not  an  effective  one.  Rather  is  it, 
in  the  Association’s  opinion,  merely  an  indication  that 


monetary  policy  has  been  used  ineffectively  under  circum- 
stances that  were  highly  prejudicial  to  its  success. 

26.  The  dominant  feature  of  the  period  under  review  has 
been  the  continuance  of  inflation.  A principal  cause  of 
this  inflation  has  been  both  the  volume  of  Government 
expenditure  and  the  methods  whereby  it  has  been  financed. 
The  fiigli  level  of  expenditure  in  the  public  sector  of  the 
economy  has  played  a large  part  in  maintaining  the  continually 
expanding  demand  on  the  national  resources.  The  reliance 
on  short-term  borrowing  to  finance  a significant  part  of 
that  expenditure  has  substantially  expanded  the  credit  base 
of  the  banking  system,  and  helped  to  maintain  it  at  a level 
which,  in  fact,  would  have  justified  a much  higher  level  of 
bank  advances  than  has  actually  prevailed. 

27.  Moreover,  a large  part  of  the  expenditure  in  the 
public  sector  of  the  economy  is  insulated  from  the  cost  of 
borrowing. 

28.  It  is  impossible  to  foresee  the  level  to  which  it  would 
have  been  necessary  to  raise  interest  rates  to  have  made 
them  fully  effective  in  the  face  of  the  counter  forces  which 
have  existed.  But  certainly  it  would  have  required  to  be 
higher,  very  much  higher  than  the  levels  which  prevailed 
prior  to  S^tember,  1957,  especially  in  view  of  the  blunting 
effects  of  taxation  and  the  anticipation  of  the  continuance 
of  inflation. 

29.  Nevertheless  the  rate  of  interest  is  the  proper  instru- 
ment to  employ  to  balance  the  demand  for,  and  the  supply 
of,  capital. 

30.  But  if  it  is  to  be  effective,  without  being  raised  to 
levels  which  would  probably  have  most  disruptive  effects 
on  the  economy,  it  must  be  supported  by  other  action. 

31.  The  principal  step  necessary  to  give  this  support  is  a 
substantial  reduction  in  the  level  of  expenditure  in  the 
public  sector  of  the  economy.  In  this  way  the  pressure  on 
resources  would  be  eased  and  taxation  could  be  reduced 
thus  rendering  the  rate  of  interest  more  effective  both  as  a 
control  on  the  demand  for  capital  and  as  an  inducement  to 
saving  ; a further  contributory  factor  to  stability  which  would 
also  follow  woffid  be  that  the  ability  to  save  would  also  be 
increased. 

32.  Parallel  to  the  reduction  in  Government  expenditure, 
an  increase  in  the  funding  of  Government  debt  should  be 
sought  as  soon  as  conditions  render  it  practicable  to  do  so 
in  order  to  reduce  the  credit  base  of  the  banking  system  to  a 
level  where  that  system  could  be  left  to  operate  on  normal 
banking  considerations. 

33.  Given  such  steps  then  it  is  believed  that  the  rate  of 
interest  could  be  employed  to  fulfill  its  proper,  function  of 
matching  the  demand  for  capital  and  the  creation  of  savings 
without  the  need  for  either  exceptionally  high  interest  rates 
or  the  use  of  direct  controls  such  as  baric  directives,  control 
of  new  issues,  or  restrictions  on  consumption. 

Ijf  January,  1958. 


14.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  GENERAL  COUNCIL  OF  BRITISH  SHIPPING 


1.  The  General  Council  of  British  Shipping  is  a joint 
organisation  of  the  Chamber  of  Shipping  of  the  United 
Khigdom  and  the  Liverpool  Steam  Ship  Owners’  Association. 
It  speaks  for  the  whole  industry. 

2.  The  difficulties  facing  the  British  shipping  industry  in 
maintaining  the  adequate  and  efficient  merchant  fleet 
necessary  for  the  economic  well-being  of  this  country  have 
been  greatly  increased  in  recent  years  by  competition  from 
fleets  of  other  flags,  in  many  cases  enjoying  substantial 
subsidies,  and  by  the  growth  of  the  virtually  tax-free  fleets 
trading  under  the  flags  of  convenience  countries — Panama, 
Liberia,  Honduras  and  Costa  Rica. 

3.  Since  1948,  the  gross  register  tonnage  of  world  merchant 
shipping  has  grown  from  under  73  million  to  over  106 
million  tons  ; the  combined  fleets  of  Panama,  Liberia, 
Honduras  and  Costa  Rica  have  grown  from  3i  million  to 
over  14J  million  tons  ; but,  in  the  same  period,  the  United 
Kingdom  merchant  fleet  has  increased  by  only  2\  million 
tons  to  rather  less  than  I8i  million  tons.  Most  of  this  increase 
is  in  tanker  tonnage.  On  the  dry  cargo  side,  liner  tonnage 
shows  some  increase  but  tramp  tonnage  fell  by  some  600,000 
gross  tons,  1948  the  United  Kingdom  proportion  of  the. 


world  merchant  fleet  was  22  per  cent  ; by  1957  that  propor- 
tion had  fallen  to  less  than  17i  per  cent. 

4.  If  British  shipowners  are  to  hold  their  position  in  this 
highly  competitive  international  industry,  it  is  essential  that 
adequate  funds  should  be  readily  avaUable  for  the  main, 
tenance  and  expansion  of  the  British  MercantUe  Marine. 
The  General  Council  therefore  submits  this  memorandum 
which  is  concerned  with  the  facilities  for  providing  finance 
for  shipping  and  the  effect  of  various  monetary  measures 
taken  by  the  authorities. 

5.  Ships  which  are  now  falling  due  for  replacement  are 
in  gener^  those  which  were  built  before  the  war.  Already 
the  cost  of  ships  being  delivered  now  is  over  five  times  the 
pre-war  cost.  The  rise  in  building  costs  has  been  continuous. 
Over  the  last  few  years  it  has  been  about  ei^t  per  cent  each 
year. 

6.  A shipowner  must  look  many  years  ahead  in  planning 
his  building  programme.  In  assessing  the  prospects  of 
remimerative  employment  for  the  ship  to  be  ordered,  the 
owner,  who  has  always  had  to  take  into  account  likely 
trading  conditions  over  a period  of  some  twenty  to  twenty-five 
years,  is  in  a difficulty  which  places  shipping  in  a different 
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position  from  most  other  industries,  few  of  which  can  have 
to  face  the  same  unrestricted  and  unpredictable  competition 
as  shipping  has  to  meet  or  the  same  violently  fluctuating 
demands  for  its  services.  The  equaUy  violent  and  fluctuating 
changes  in  the  earnings  of  shipping  have  most  recently 
been  illustrated  by  the  extraordmary  changes  in  market 
conditions  in  the  one  year  1957.  At  the  beginning  of  that 
year,  the  demand  for  shipping  space  was  such  that  open 
market  freights  were  at  record  high  levels.  At  the  end  of 
that  year,  shipowners  had  already  been  obliged  to  start 
laying  up  tonnage  for  lack  of  employment.  At  the  date  of 
this  memorandum  it  is  estimated  that  there  is  something 
like  six  million  gross  tons  of  world  shipping  laid  up  for  this 
reason. 

7.  It  is  against  this  background,  with  renewed  emphasis 
on  the  fundamental  need  of  the  shipowner  to  plan  ahead, 
that  the  Committee  is  invited  to  examine  the  sources  of 
capital  which  are,  or  ought  to  be,  available  to  shipping. 

8.  Recoveries  under  the  Government’s  War  Risk  Insurance 
Scheme  met  only  part  of  the  cost  of  replacing  the  indiwtry’s 
heavy  war  losses.  The  balance  had  to  be  met  from,  and 
made  serious  inroads  into,  the  industry’s  own  resources, 
from  which,  nevertheless,  until  recently,  most  shipowners 
have  been  able  to  finance  the  building  of  their  new  tonnage. 
In  the  main,  these  resources  consisted  of  monies  retained  in 
the  business.  Shipping  companies,  like  other  industrial 
companies,  can  retain  in  their  business  monies  representing 
depreciation  allowances,  supplemented  latterly  by  the 
investment  allowance,  which  are  of  course  allowed  by  the 
Revenue  as  a trading  expense  and  are  not  therefore  subject 
to  tax.  However,  the  maintenance  of  anything  approaching 
an  adequate  fleet  replacement  reserve  has  only  been  made 
possible  by  adherence  to  a conservative  dividend  polity  and 
the  plougtog  back  of  substantial  amounts  of  taxed  profits. 

9.  Shipowners  needing  to  supplement  their  own  resources 
have,  for  the  most  part,  turned  to  the  banks  and  institutions 
for  their  needs  and,  to  a limited  extent  and  particularly 
so  far  as  the  small  owner  is  concerned,  to  the  Ship  Mortgage 
Finance  Company  Limited,  to  which  further  reference  is 
made  later  in  this  memorandum. 

10.  A peculiar  feature  of  finance  for  shipping  is  the 
recuiroice  of  large  peak  requirements  for  cash  arising  from 
the  size  of  the  oipenditure  involved  each  time  a ship  is 
buht.  The  accommodation  needed  for  these  recurring  peak 
demands  for  cash  is  generally  in  the  form  of  short  or  medium- 
term  loans.  Because  of  the  erratic  and  often  unforeseeable 
rate  at  which  the  shipowner  will  be  able  to  accumulate  funds 
for  repayment  of  the  loan,  a high  degree  of  flexibiliy  in  the 
repayment  period  is  necessary — and  this  has  meant  that  the 
banks  are  naturally  the  most  suitable  source  of  lending. 

11.  Another  method  of  raising  temporary  finance  which 
has  proved  convenient  and  well  adapted  to  the  needs  of 
the  shipping  industry  is  the  use  of  shipbuilding  biUs,  i.e. 
bills  drawn  by  the  shipbuilder  on  the  shipowner,  usually  at 
three  months  usance  with  provision  for  renewals  up  to 
agreed  limits  of  time  and  amount,  and  discomted  in  the 
market.  While  this  is  a most  valuable  type  of  facility,  it  is 
probably  likely  to  be  available  to  a limited  extent  o^y  and 
would  not  therefore  contribute  very  much  in  relation  to 
the  large  needs  for  additional  resources  that  the  industry 
may  have  to  look  for. 

12.  The  finance  of  the  building  of  general  purpose  dry 
cargo  vessels  to  be  used  by  an  independent  shipowner  in 
trading  entirely  on  his  own  account  in  a competitive  world 
market  is  distinguishable  from  that  of  su^  specialised 
vessels  as  tankers  and  ore  carriers.  An  assurance  of  employ- 
ment for  the  latter  by  means  of  a long-term  charter  its^ 
provides  additional  secmity  for  a loan  and  makes  finance 
for  the  buUding  more  readily  available.  In  such  cases, 
unlike  that  of  a ship  built  for  independent  trading,  a fixed 
scheme  of  loan  repayment  is  not  inappropriate. 

13.  Until  the  beginning  of  1957,  the  money  market  was 
in  general  responding  to  the  needs  of  shipping,  with  the 
exception  of  those  of  some  small  owners,  whose  special 
circumstances  are  referred  to  later.  The  needs  of  shipping 
were  being  met  by  the  evolution  of  methods  whereby  the 
gap  between  the  short-term  finance  traditionally  offered  by 
the  banks  and  the  long-term  loans  available  from  the  finance 
institutions  was  being  satisfactiorily  closed. 

14.  This  process  has,  however,  been  arrested  by  the 
tightening  of  the  credit  squeeze.  The  banks  are  now  dis- 
couraged from  lending  on  a medium-term  basis  and  in  any 


case  their  total  advances  are  restricted  within  prescribed 
limits  ; and  the  institutions  are  concerned  to  obtain  the 
current  high  rates  of  interest  for  the  longest  possible  loan 
period.  The  possibilities  of  medium-term  loan  finance  have 
therefore  virtually  disappeared  for  the  time  being.  (Although 
a good  deal  of  publicity  attached  to  the  announcements, 
in  mid-1957,  of  the  arrangements  for  financing  the  building 
programmes  of  two  large  tanker  companies,  it  is  understood 
that  these  arrangements  were  concluded  before  the  tightening 
of  the  credit  squeeze.  In  any  event,  they  were  of  such  a 
specM  nature  that  they  offer  little  or  no  guide  to  the  possi- 
bilities open  to  the  independent  shipowner). 

15.  The  contraction  that,  as  already  mentioned,  has  taken 
place  since  the  beginning  of  1957  in  the  facDities  to  which 
shipowners  could  have  recourse  for  financing  new  tonnage 
reflects  a change  of  attitude  on  the  part  of  the  Capital  Issues 
Committee  to  applications  made  to  it  by  shipowners  for 
that  purpose.  In  a debate  on  shipbuilding  finance  in  the 
House  of  Commons  on  22nd  January,  1957,  the  then  Econo- 
nuc  Secretary  to  the  Treasury  (Mr.  Nigel  Birch)  said,  “The 
directive  to  the  Capital  Issues  Committee  classes  shipbuilding 
[i.e.  the  building  of  ships]  as  being  an  industry  having  *a 
definite  urgency  under  current  requirements’.  That  means 
in  fact  that  if  finance  is  sought  for  this  purpose  it  will  be 
available.  That  is  to  say,  the  Capital  Issues  Committee  will 
put  no  obstacle  in  the  way  of  the  money  being  raised’’. 

16.  Mr.  Thorneycroft,  when  he  opened  his  Budget  in 
the  House  of  Commons  on  9th  April,  1957,  said,  “.  . . I have 
today  written  to  Lord  Kennet  to  ask  the  Capital  Issues 
Committee  that  in  addition  to  examining  the  purposes  of 
borrowing  they  should  also  consider  whether  ba^  overdraft 
is  the  appropriate  method  of  finance.  I have  asked  that 
they  should  not  recommend  consent,  however  good  the 
puipose  of  the  loan,  unless  they  are  satisfied  either  that 
there  are  exceptional  features  in  the  case  which  makes  it 
impossible  for  the  applicant  to  raise  the  loan  from  non- 
banking sources,  or  that  the  proposed  bank  loan  is  a strictly 
temporary  and  short  bridging  operation  pending  the  com- 
pletion of  funding  arrangements”. 

17.  This  statement  is  in  quite  general  terras  and  the  policy 
Mr.  Thoneycroft  stated  appears  to  be  that  which  the  Capital 
Issues  Committee  is  still  using  in  examining  applications  for 
permission  to  borrow  for  the  acquisition  of  ships.  There 
appears,  therefore,  within  less  than  three  months,  to  have 
been  a complete  reversal  of  the  policy  announced  by  Mr. 
Birch  in  January,  1957,  and,  so  far  as  the  General  Council  is 
aware,  no  subsequent  statement  or  directive  by  the  Govern- 
ment has  alteredtheposition  established  by  Mr.  Thomeycroft’s 
statement  in  April. 

18.  The  application  of  current  Government  financial 
policy  to  Unit^  Kingdom  shipping  is  to  be  contrasted  with 
what  appears  to  be  the  attitude  to  medium-term  advances 
by  the  banks  for  the  export  of  major  capital  goods — including 
ships  built  in  this  country  for  foreign  shipowners.  It  has 
been  stated  on  behalf  of  the  Government  in  the  House  of 
Commons  that  the  Capital  Issues  Committee  “has  been 
informed  that  where  the  purpose  of  the  proposed  bank  loan 
is  to  finance  exports,  and  the  Export  Credits  Guarantee 
Department  has  already  indicated  its  wUlingness  to  issue  a 
guarantee  to  the  bank,  refusal  of  consent  would  be  inconsistent 
with  the  general  policy  of  giving  such,  guarantees  direct  to 
banks,  which  was  introduced  specifically  to  facilitate  loans 
for  the  export  of  major  capital  goods.  The  Committee  has 
therefore  been  asked  to  bear  this  in  mind  in  considering 
applications  for  consent  to  such  loans”  (Mr.  Maudling  in 
reply  to  a question  by  Sir  F.  Graham,  House  of  Commons, 
27th  February,  1958). 

19.  In  the  submission  of  the  General  Council,  this  differen- 
tiation of  treatment  as  between  United  Kingdom  and  foreign 
owners  who  wish  to  build  ships  in  this  country  is  unfair  to 
the  former  and  indicates  a short-sighted  economic  policy. 
There  is  no  doubt  that  the  visible  trade  of  this  country 
beo^ts  by  the  building  of  a ship  for  a foreigner,  but  equally 
there  is  no  doubt  that  the  building  of  a new  ship  for  the 
United  Kingdom  merchant  fleet  is  ultimately  of  far  greater 
benefit  to  the  country’s  balance  of  payments. 

20.  The  conti'action  of  credit,  brought  about  by  present 
monetary  policy,  has  coincided  with  a sharp  recession  in 
the  shipping  freight  market,  one  effect  of  which  has  been  a 
pronounced  falling  off  in  orders  for  new  ships.  From  this 
it  might  be  inferred  that  shipowners  at  the  present  time  would 
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not  wish  to  take  advantage  of  credit  facilities  even  if  these 
were  readily  available  to  them. 

However,  the  liner  companies  who  are  committed  to 
the  maintenance  of  regular  shipping  services,  and  the  oil 
companies  transporting  oil  to  this  country  in  their  own 
tanker  fleets,  must  have  a continuing  building  programme 
based  on  long-term  consideration  of  the  requirements  of 
their  trades.  Moreover,  tramp  shipping  companies,  even 
though  they  are  immediately  affected  by  current  market 
freight  rates,  build  against  their  estimates  of  their  probable 
future  needs,  so  that  it  is  by  no  means  inconsistent  for  them 
to  build  in  times  of  slump. 

If  these  necessarily  long-term  programmes  are  to  be 
successfully  carried  through,  shipowners  need  to  feel  more 
assured  that  they  can  bonow  when  they  reasonably  require 
to  do  so  without  restrictions  by  short-term  monetary  policy 
imposed  at  short  notice. 

21.  Iq  the  case  of  second-hand  tonnage,  other  considera- 
tions arise.  Traditionally,  a shipping  slump  has  been  made 
the  opportunity,  esp^ially  for  tramp  owners,  to  purchase 
good  second-hand  ships  cheaply.  There  may  well  be  British 
owners,  especially  small  concerns,  who  would  like  to  add 
to  their  fleets  by  the  purchase  of  second-hand  tonnage  and 
it  is  in  the  national  interest  that  they  should  be  able  to  do  so. 

22.  The  United  Kingdom  tramp  fleet,  the  size  of  which 
has,  as  already  mentioned,  shrunk  very  considerably  during 
recent  years,  is  made  up  to  a quite  substantial  extent  by  the 
tonnage  of  shipowners  with  not  more  than  three  vessels 
each.  The  very  smallness  of  these  concerns  has  always 
meant  for  such  owners  added  difficulties  in  financing  their 
purchases  of  ships.  They  have  not,  for  instance,  had  other 
unencumbered  ships  which  could  serve  as  additional  security 
in  case  of  need.  For  these  owners,  the  Ship  Mortgage 
Finance  Company,  Limited  (henceforth  referred  to  in  this 
memorandum  as  “the  Finance  Compare”)  is  probably  the 
only  available  source  of  finance,  apart  from  their  own 
bankers,  and,  for  a variety  of  reasons,  the  fadlities  offered 
by  it  are  limited. 

23.  The  Finance  Company  was  formed  in  1951  by 
insurance  and  shipbuilding  interests  with  the  main  object 
of  assisting  British  shipowners  by  providing  finance  upon 
completion  of  construction  of  ships  building  or  to  be  built 
in  United  Kingdom  shipyards.  In  fact,  the  facilities  of  the 
Finance  Company  are  equally  open  to  a foreign  shipowner 
building  a new  vessel  in  this  country.  Loan  facilities  axe 
only  in  exceptional  cases  granted  for  the  purchase  of  second- 
hand tonnage  and  the  Finance  Company  is  precluded  from 
granting  loans  to  finance  the  building  of  a ship  in  a foreign 
yard  or  the  acquisition  of  a foreign  built  ship. 

24.  Apart  from  these  restrictions  there  are  certain  other 
limitations  on  the  extent  of  the  facilities  which  the  Finance 
Company  is  able  to  offer  to  an  intending  borrower.  First, 
in  practice  all  the  loans  advanced  by  the  Finance  Company 
have  been  for  periods  ranging  from  five  to  ten  years  with, 
it  is  understood,  only  one  exception  where  the  vessel  was 
time-chartered  for  a period  in  excess  of  ten  years  and  the 
loan  was  granted  for  a corresponding  period.  Second.  loans 
normally  do  not  exceed  fifty  per  cent,  of  the  cost  in  the  case 
of  new  construction  or,  in  those  cases  in  which  loans  have 
been  made  on  second-hand  ships,  one-third  of  the  value. 
These  proportions  may  be  increased  in  exceptional  cases, 
for  example,  where  additional  security  can  be  offered  or 
where  the  owner  has  obtained  a satisfactory  charter  for  a 
substantial  period  from  the  date  of  the  ship’s  completion. 

25.  A further  present  limitation  springs  from  the  fact 
that  the  Finance  Company  is  for  the  time  being  unable  to 
accept  any  further  substantial  commitments.  The  position 
is  understood  to  be  as  follows  : — 

(a)  A considerable  proportion  of  the  funds  available  to 
the  Finance  Company  appear  to  have  been  used  up 
in  advances  to  large  shipping  concerns  which  had 
themselves  been  able  to  make  satisfactory  arrangements 
with  their  own  bankers  but  which  found  friat  the 
consent  of  the  Capital  Issues  Committee  was  made 
conditional  on  part  of  the  funds  being  obtained 
from  the  Finance  Company.  This  condition  by  the 
Capital  Issues  Committee  in  effect  resulted  in  less 
funds  being  available  for  financing  the  building  of 
ships  by  small  owners  for  whom  the  Finance  Company 
is  probably  the  only  channel, 


In  the  result,  the  present  revolving  credit,  from  a 
consortium  of  bankers,  of  £3  million,  which  expires 
in  December,  1960,  is  fully  committed  in  respect 
of  loans  which  the  Company  has  already  agreed  to 
make. 

(jb)  The  Finance  Company  could  only  raise  further 
debenture  capital  from  its  associated  insurance 
institutions  and  therefore  on  terms  which,  under 
present  conditions,  could  not  be  other  than  for  long- 
term periods  at  rates  of  interest.  These  terms 
would  themselves  dictate  the  nature  of  the  fadlities 
which  the  Finance  Company  would  be  able  to  offer 
to  new  borrowers  should  a shipowner  wish  to  avail 
himself  of  them. 

26.  While,  therefore,  the  Finance  Company  has  played  a 
useful  part  in  providing  finance  for  the  shipping  industry, 
particularly  for  the  smaller  companies,  it  must  be  remembered 
that  the  Company  was  formed  primarily  in  the  interests 
of  the  shipbuilding  industry.  To  a large  extent  the  interests 
of  British  owners  and  British  builders  march  together,  but 
they  do  not  necessarily  coincide  at  all  points.  British  ship- 
yards welcome  orders  from  overseas.  Likewise,  while  to  a 
very  large  extent  British  shipowners  build  in  yards  m this 
country,  they  should  not  be  precluded,  in  this  international 
and  hi^y  competitive  industry,  from  building  abroad. 

Although  a greater  flexibility  in  some  respects  in  the  opera- 
tions of  the  Finance  Company  would  be  welcome,  the  very 
nature  of  its  constitution  precludes  the  possibility  of  the 
Company  becoming  an  ideal  means  of  meeting  the  financial 
requirements  of  British  shipping. 

27.  As  stated  earlier  in  this  memorandum,  until  the 
credit  squeeze  was  tightened,  there  was  evolving  a variety 
of  methods  of  raising  finance  for  shipping,  adapted  to  the 
needs  of  each  particular  case,  through  the  existing  facilities 
of  the  market,  comprising  the  banks,  the  discount  houses, 
the  institutions  and  the  Finance  Company.  In  view  of  the 
national  importance  of  the  shipping  industry  and  the  long- 
term planning  problems  that  arise  in  the  financing  of  new 
and  second-hand  tonnage,  the  General  Council  urges,  as  a 
first  step,  the  restoration  to  the  industry  of  the  freedom 
to  turn  to  whichever  of  the  sources  of  finance  is  best  suited 
to  each  individual  case.  If  this  freedom  is  restored,  it  is  to 
be  hoped  that  the  existing  resources  of  the  market  again 
be  capable  of  evolving  methods  of  finance  most  appropriate 
to  shipping. 

Summary 

28  (i)  In  general,  the  shipping  industry  in  the  past  has 
had  comparatively  little  need  to  resort  to  the  market  for 
outside  ^ance.  After  twenty  years  of  continued  inflation, 
however,  the  industry  must  look  increasingly  to  other  than 
its  own  resources  for  the  finance  necessary  to  maintain,  let 
alone  expand,  the  United  Kingdom  merchant  fleet.  Its  main 
difficulty  in  looking  to  the  market  is  in  cormection  with 
short  or  medium-term  loans. 

(ii)  UntU  the  beginning  of  1957,  shipowners  could  obtain 
the  accommodation  they  needed  from  the  banks,  the  discount 
market,  the  institutions  and,  to  a limited  extent,  the  Ship 
Mortgage  Finance  Company.  But  Govranment  policy  has 
seriously  restricted  borrowing  from  the  banks  and  the  long- 
term facilities  offered  by  the  institutions  axe  generally  not 
suitable  to  shipowners’  requirements. 

(iii)  One  effect  of  present  Government  policy  restricting 
bank  lending  is  that  a foreign  owner  may  be  better  able  to 
finance  new  building  in  this  coimtiy  than  a British  owner. 

(iv)  The  General  Council  urges  that,  in  the  national 
interest,  present  Government  policy  should  be  modified  in 
relation  to  the  shipping  industry,  which  should  be  allowed  to 
raise  the  funds  it  needs  from  the  sources  which  best  meet 
its  particular  circumstances,  spared  as  far  as  possible  the 
impact  of  short-term  considerations  of  monetary  policy, 
such  as  have  operated  recently.  Applications  to  the  Capital 
Issues  Committee  for  permission  to  borrow  or  raise  money 
for  the  building  or  purchase  of  ships  ou^t  therefore  to  be 
granted  without  the  imposition  by  that  Committee  of 
restrictive  conditions.  In  the  case  of  a bank  willing  to  lend 
mon^  to  a United  Kingdom  shipowner  for  these  purposes, 
the  loan  should  be  regarded  by  the  authorities  no  less 
favourably  than  a loan  to  a foreign  owner  wishing  to  build  a 
ship  in  this  country. 
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(v)  The  needs  of  the  British  shipping  industry  cannot  be 
fully  met  by  the  Ship  Mortgage  Finance  Company,  with 
its  limited  resources  and  with  the  restrictions  on  the  scope 
of  its  lending  imposed  in  the  interests  of  the  United  Kingdom 
shipbuilder.  For  many  small  owners  the  Finance  Company 
is  the  main  if  not  the  only  channel  of  finance,  apart  from 
their  own  bankers,  so  that  these  limitations  on  its  scope 
bear  with  particular  severity  on  them. 


(vi)  Given  that  the  industry  can  be  restored  freedom  to 
resort  to  all  sources  of  finance  available,  including  the  banks, 
the  machinery  of  the  market  should  be  capable  of  evolving 
adequate  means  of  meeting  the  reasonable  needs  of  the 
industry  for  finance,  as  appears  to  have  been  the  case  before 
the  credit  squeeze  was  intensified. 

nth  April,  1958. 


15.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  TRADES  UNION  CONGRESS* 


Introduction 

1.  Nearly  thirty  years  have  elapsed  since  the  working  of 
the  monetary  system  was  last  investigated  by  an  official 
committee.  In  1929  when  the  Macmillan  Committee  was 
appointed  monetary  policy  was  the  recognised  means  of 
regulating  the  economic  system  and  it  was  operated  by  a 
largely  indepmdent  and  privately-owned  Bank  of  England. 
Today  monetary  policy  is  acknowledged  as  only  one  of  a 
number  of  instruments  for  controlling  the  economic  system, 
and  the  nationalisation  of  the  Bank  of  England  in  1946  was 
designed  to  ensure  that  its  operation  is  fully  the  responsibility 
of  the  Government.  This  transfer  of  responsibility  has  not 
however  been  reflected  in  a more  revealing  account  of  the 
Bank’s  activities  in  its  published  returns  and  annual  reports, 
and  an  important  task  for  the  Radcliffe  Committee  will 
be  to  remove  the  air  of  mystery  that  still  surrounds  the 
operation  of  monetary  policy  and  the  part  played  in  it  by 
the  Bank. 

The  objectives  of  Government  economic  policy 

2.  An  appraisal  of  monetary  policy  and  the  working  of 
the  monetary  system  cannot  be  made  in  isolation  from  the 
economic  objectives  they  are  intended  to  serve.  The  first 
and  foremost  aim  of  economic  policy  should  be  the  mainte- 
nance of  full  employment.  The  other  major  objectives  of 
economic  policy  should  be  a rapid  rate  of  economic  progress, 
reasonable  stability  of  prices  and  a balance  of  payments 
surplus  sufficient  to  meet  overseas  commitments  and 
obligations  and  to  secure  adequate  reserves.  These  objectives 
are  interdependent  and  have  not  so  far  all  been  achieved 
simultaneously.  An  inquiry  into  the  effects  of  monetary 
measures  on  the  economic  system  will  accordingly  be  of 
limited  value  unless  it  takes  account  of  the  fact  that  differing 
degrees  of  importance  may  be  attached  to  the  objectives  which 
the  measures  are  intended  to  secure.  It  seems  to  us  essential 
that  the  Committee  should  indicate  not  only  the  extent  to 
which  monetary  policy  may  be  used  to  secure  particular 
objectives  but  also  how  it  is  likely  to  affect  the  attainment 
of  other  objectives  which  may  be  given  a higher  priority. 
It  is  our  view  that  at  the  present  time  both  in  this  country 
and  the  other  industrial  countries  of  the  free  world  the 
emphasis  that  is  being  laid  upon  the  desirability  of  stabilising 
prices  is  endangering  the  maintenance  of  high  levels  of 
onployment  and  output.  Neither  Britain  nor  any  other 
major  industrial  country  can  afford  to  keep  men  and  machines 
idle  not  only  because  of  the  effects  on  domestic  living  stan- 
dards but  also  because  those  resources  could  be  used  to 
satisfy  the  needs  of  poorer  and  imderdeveloped  countries 
for  capital  and  consumer  goods. 

The  instruments  of  economic  policy 

3.  Apart  from  exhortation  three  main  methods  of 
controlling  and  influencing  economic  developments  have  been 
used  by  post-war  British  Governments — direct  intervention, 
fiscal  policy  and  monetary  policy.  In  choosing  between 
them  the  main  tests  must  be  the  extent  and  speed  with  which 
they  produce  reasonably  predictable  effects,  the  ease  with 
which  they  can  be  applied  and,  when  necessary,  reversed, 
and  their  fairness  in  application.  It  is  obvious  that  less 
weight  will  have  to  be  placed  on  any  one  method  if  all  three 
are  used  to  regulate  the  economy. 

4.  The  Labour  Government  relied  mainly  on  fiscal  policy 
and  direct  controls  although  the  latter  were  removed  or 
relaxed  as  opportunity  permitted.  Investment  was  controlled 
through  building  licensing  and  allocations  of  scarce  materials, 
and  active  budget  policies  aimed  at  closing  the  inflationary 
gap  between  what  consumers  might  wish  to  spend  and  the 
amount  of  goods  available.  The  cost  of  living  was  kept 
down  by  food  subsidies,  rationing  and  price  controls,  and 
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a measure  of  wage  and  dividend  restraint  was  secured  despite 
unfavourable  external  conditions.  Imports  were  controUed 
by  licensing  and  government  trading,  exports  were  encouraged 
by  setting  export  targets  and  restricting  deliveries  to  the 
home  market,  and  strict  exchange  controls  were  maintained. 
No  attempt  was  made  to  use  Bank  Rate  (which  remained 
fixed  at  2%)  or  open  market  operations  to  influence  the 
supply  of  credit,  interest  rates  were  kept  low  and  direct 
restrictions  on  borrowing  were  exercised  through  requests 
to  the  banks  and  instructions  to  the  Capital  Issues  Committee. 

5.  By  contrast  Conservative  Governments  have  relied 
mainly  on  monetary  policy,  and  to  a smaller  extent  on  fiscal 
policy,  to  influence  ffie  economic  situation.  The  system  of 
controls  inherited  from  the  Labour  Government  has  largely 
been  abolished,  more  rapidly  in  our  opinion  than  the  economic 
circumstances  justified.  Practically  all  restrictions  on  imports 
(except  on  certain  doOar  goods)  have  been  relaxed  or 
removed,  the  London  gold  and  foreign  exchange  markets 
and  a number  of  important  commodity  markets  have  been 
reoi>ened  (thereby  making  it  possible  for  materials  bought 
with  dollars  to  be  resold  for  sterling  outside  the  Sterling 
Area)  and  exchange  controls  have  been  relaxed  to  allow 
transferability  of  sterling  owned  by  non-sterling  residents 
outside  the  dollar  area.f  It  has  been  found  necessary  to 
supplement  orthodox  monetary  policy  (i.e.  Bank  Rate  and 
open  market  operations)  by  direct  controls  on  bank  borrowing 
and  borrowing  on  the  capita!  market,  and  by  regulating  the 
terms  on  which  hire  purchase  contracts  can  be  made. 
Effectiveness  of  monetary  policy 

6.  Monetary  policy  is  intended  to  work  ultimately  by 
affecting  demand.  An  examination  of  its  impact  on  the 
main  sectors  of  demand — consumption  and  investment — and 
on  the  external  balance  is  therefore  necessary  in  order  to 
estimate  its  effectiveness.  There  are,  however,  two  major 
difficulties  in  doing  this  ; first,  some  of  the  information 
which  is  required  is  either  not  available  or  not  avaOable  in 
the  form  in  which  it  would  be  most  useful ; and  second, 
because  monetary  policy  is  applied  in  a complex  set  of 
economic  circumstances  in  which  other  factors  are  at  work 
an  assessment  of  its  effects  is  more  a matter  of  judgment 
than  of  measurement. 

Effects  on  consumption 

1.  The  main  determining  factor  of  personal  spending  is 
the  level  of  income  and  this  can  only  be  affected  indirectly 
by  monetary  policy.  Fails  in  security  and  share  prices 
brought  about  by  higher  interest  rates  check  spending  out 
of  capital,  especially  out  of  capital  gains  (which  escape  tax 
in  this  countty).  This  spending  normally  represents  only  a 
minor  part  of  total  consumer  spending,  but  it  may  represent 
a bigger  part  of  the  increase  in  consumer  spending  in  boom 
conditions.  Changes  in  the  availability  of  credit  from  banks, 
building  societies  and  throu^  hire  purchase  also  effect 
person^  spending,  especially  on  durable  consumer  goods. 
However,  the  available  evidence  does  not  suggest  that 
changes  in  interest  rates  significantly  affect  personal  spending. 

Effects  on  investment — Stocks 

8.  A tighter  monetary  policy  is  supposed  to  reduce 
investment  in  stocks  because  of  the  higher  interest  rates  and 
the  reduced  availability  of  bank  credit ; it  is  also  claimed 
that  the  response  will  be  fairly  rapid  because  stocks  can  be 
quickly  adjusted  to  changes  in  credit  conditions.  While 
there  is  no  information  about  the  extent  to  which  stocks 
are  financed  by  bank  credit  it  seems  Ukdy  that  restrictions 
on  bank  lending  would  have  more  effect  than  higher  interest 
rates.  When  allowance  is  made  for  the  rate  of  stock  turnover 


t Since  February.  1935,  offldal  support  for  transferable  sterling  in  free  markets 
abroad  bas  enabled  non-residents  to  convert  tbeir  holdings  of  sterling  into 
dollars  at  a small  discount, 
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and  profits  taxation  even  a 2%  rise  in  interest  rates  will 
be  small  in  relation  to  expectations  about  price  changes  and 
therefore  profits.  The  post-war  evidence  does  not  support 
the  view  that  stock-building  is  strongly  affected  by  monetary 
policy.  Stock-buUding  in  1952  would  have  inevitably  slowed 
down  following  the  huge  increase  in  1951,  and  the  continued 
fall  in  world  raw  material  prices  and  the  import  cuts  reinforced 
this  tendency.  Moreover,  much  of  the  stock  reductions  took 
place  in  the  textiles  and  clothing  industries  where  traders 
and  manufacturers  were  adjusting  stocks  to  the  changed 
conditions  of  falling  demand.  In  1955  there  was  a substantial 
rise  in  stocks  although  at  the  time  of  the  Budget  the  Chancellor 
estimated  that  stock-building  would  not  take  more  resources 
than  in  the  previous  year  and  said  that  the  recent  change 
in  Bank  Rate  “was  designed  partly  to  emphasise  the  need 
for  caution  in  . . . accumulation  of  stocks”. 

Effects  on  investment — Fixed  assets 

9.  There  axe  a number  of  reasons  for  not  expecting 
monetary  policy  to  have  a marked  effect  on  fixed  investment. 
Over  40  % of  the  total  is  accounted  for  by  the  public  sector 
and  much  of  the  remainder  is  financed  out  of  profits  or  by 
the  sale  of  financial  assets  and  is  not  affected  by  restrictions 
on  borrowing  or  on  new  issues.  Even  the  effects  on  invest- 
ment financed  by  borrowing  are  reduced  when,  as  in  recent 
years,  non-banking  finance  is  readily  avaUable.  Finally 
higher  interest  rates  will  have  little  effect  except  on  investment 
in  the  most  durable  assets  such  as  houses  and  possibly 
commercial  buildings,  partly  because  of  profits  taxation  but 
mainly  because  expectations  about  prices  and  profits  are 
so  much  more  important.  There  will  be  a dday  before 
the  results  of  titter  credit  on  fixed  investment  become 
apparent  because  of  the  difficulties  of  postponing  investment 
projects  once  they  have  got  under  way. 

10.  The  decline  in  private  investment  in  1952  owed 
something  to  the  revived  monetary  policy  but  it  was  mainly 
brought  about  by  the  steel  shortage,  the  physical  restrictions 
imposed  on  investment  in  order  to  free  resources  for  defence 
and  export,  and  the  fiscal  restraints  imposed  in  the  1951  and 
1952  Budgets  (the  withdrawal  of  the  initial  allowance  and 
heavier  taxation  of  profits).  Again  the  restrictive  monetary 
policy  pursued  throughout  the  greater  part  of  1955  had 
little  appreciable  effect  on  the  investment  boom  which 
developed  in  the  private  sector.  The  rise  in  private  investment 
was  not  checked  until  the  following  year,  and  only  then  after 
a whole  series  of  measures  had  been  taken  in  the  early  part 
of  1956  : tighter  restrictions  on  borrowing  on  the  capital 
market,  and  from  the  banks,  the  raising  of  Bank  Rate  to 
a “crisis”  level  of  5i%,  the  extension  of  hire  purchase 
restrictions  to  capital  goods,  higher  profits  taxation  and  the 
suspension  of  the  investment  allowances.  Nevertheless  the 
rise  in  private  investment  continued  to  exceed  official  expec- 
tations in  1957. 

Effects  on  the  external  situation 

11.  Traditionally  monetary  policy  affected  the  external 
situation  in  two  main  ways.  A rise  in  Bank  Rate  attracted 
short-tenn  capital  funds  to  London  to  take  advantage  of  the 
higher  interest  rates,  discouraged  overseas  borrowers  from 
raising  funds  in  London,  and  made  it  more  expensive  to 
realise  sterling  investments  because  of  the  capital  loss  involved. 
At  the  same  time  the  higher  interest  rates  would  initiate  a 
deflationary  movement  at  home  so  that  both  the  immediate 
and  longer  term  effects  of  a hi^er  Bank  Rate  helped  to 
improve  the  balance  of  payments  and  stop  a drain  on  the 
reserves. 

12.  This  is  not  the  way  the  Bank  Rate  works  in  present 
circumstances.  Short-term  capital  movements  are  Reeled 
much  more  by  "confidence”  than  by  interest  rates,  and  an 
inflow  of  foreign  funds  will  usually  be  hedged  by  forward 
currency  sales,  thus  providing  no  more  ffian  temporary 
relief  for  the  reserves.  Movements  of  long-term  capital 
between  the  sterling  area  and  the  outside  world  are  subject 
to  exchange  controls  (although  these  have  been  considerably 
relaxed  in  recent  years)  and  those  from  the  U.K,  to  the  rest 
of  the  sterling  area  are  informally  rationed  by  the  Capital 
Issues  Committee.  A higher  Bank  Rate  may  still  be  a portent 
of  deflationary  action  at  home  but  general  credit  restraint 
would  have  to  be  pressed  very  far  before  it  markedly  improved 
the  balance  of  payments.  This  is  because  it  operates  on 
aggregate  demand  rather  than  directly  on  the  demand  for 
imports  or  on  the  export  sector,  and  because  higher  interest 
rates  substantially  increase  the  burden  of  payments  on  U.K, 
foreign  debt, 


13.  There  is  little  evidence  that  monetary  policy  in  itself 
has  had  a significant  effect  on  the  balance  of  payments  or 
the  reserves  position  since  1951.  The  improvement  in  the 
balance  of  payments  in  1952  (excluding  defence  aid)  was 
almost  entirely  accounted  for  by  the  reduction  in  expenditure 
on  imports,  reflecting  the  combined  effects  of  import  restric- 
tions, lower  prices  and  lower  demand.  The  deterioration 
in  the  balance  of  payments  and  the  reserves  in  1955  was  not 
prevented  by  the  tighter  monetary  policy,  and  the  pressure 
on  sterling  in  that  year  did  not  ease  until  after  the  Chancellor’s 
statement  at  the  International  Monetary  Fund  in  September 
that  the  Government  would  maintain  the  existing  exchange 
parity  of  sterling.  Again  it  can  be  argued  that  ffie  increase 
in  Bank  Rate  from  5%  to  7%  in  September,  1957,  was  an 
essential  part  of  the  measures  necessary  to  stop  speculation 
agaiiut  the  pound,  but  it  seems  more  likely  that  foreign 
opinion  was  impressed  by  the  firm  denials  of  the  German  and 
United  Kingdom  Governments  at  the  meeting  of  the 
International  Monetary  Fund  that  there  was  any  intention 
of  altering  exchange  parities,  and  by  the  declaration  by  the 
Chancellor  of  the  Exchequer  that  the  value  of  the  pound 
would  be  maintained,  if  necessary  at  the  expense  of  full 
employment. 

General  effectiveness 

14.  The  experience  of  monetary  policy  since  1951  indicates 
that  increases  in  Bank  Rate  and  associated  interest  rates 
have  been  largely  ineffective  in  regulating  the  economy. 
The  rise  of  Bank  Rate  from  a level  of  2%  in  October,  1951, 
to  the  7 % levd  last  September  did  not  m^e  any  fundamental 
improvement  in  the  country’s  external  economic  position 
and  did  not  reduce  the  level  of  aggregate  demand  to  any 
considerable  extent.  On  the  contrary,  dear  money  aggravated 
the  budgetary  problem  by  increasing  government  expenditure 
and  adversely  affected  the  balance  of  payments  by  sub- 
stantially increasing  the  burden  of  interest  payments  on 
the  sterling  balances  held  by  other  countries. 

15.  The  General  Council  would  find  it  difficult  to  accept 
the  claim  that  monetary  policy  could  achieve  the  desired 
effects  on  prices  and  on  the  external  situation  within  the 
limits  imposed  by  the  obligation  to  maintain  full  employment, 
if  only  because  it  does  not  directly  reduce  costs  of  production 
and  its  impact  cannot  be  confined  to  the  trade  balance. 
There  is,  however,  a more  fundamental  reason  for  rejecting 
it.  Traditionally  a higher  Bank  Rate  was  regarded  by  the 
business  world  as  a signal  that  trading  conditions  would  be 
more  difficult  in  the  future,  and  these  pessimistic  expectations 
reinforced  the  direct  effects  of  Bank  Rate  on  the  cost  of 
credit  in  making  businessmen  cut  back  their  investment 
plans.  The  psychological  effect  at  home  of  a rise  in  Bank 
Rate  has  largely  been  absent  since  1951  because  of  the 
belief  that  full  employment  would  be  maintained  and  that 
the  buoyant  demand  conditions  experienced  since  the  war 
would  continue  ; and  abroad  a rise  in  Bank  Rate  has  often 
been  interpreted  as  a sign  of  weakness  rather  than  as  a 
prelude  to  strong  deflationary  action.  It  seems  uiilikely 
therefore  that  monetary  polity  can  be  made  fully  ^ective 
unless  businessmen’s  confidence  in  the  maintenance  of  full 
employment  and  high  demand  is  weakened  : this  appears 
to  be  the  conclusion  reached  by  the  present  Government. 

16.  In  commenting  upon  the  7%  Bank  Rate  and  other 
measures  announced  in  September  the  then  Chancellor  of 
the  Exchequer  stressed  that  their  purpose  is  to  limit  the 
availability  of  money,  so  that  any  tendency  of  incomes  to 
outstrip  the  growth  in  output  will  affect  the  level  of  employ- 
ment rather  than  the  value  of  money.  In  practice  this  policy 
must  mean  reducing  the  overall  level  of  demand  and 
employment  until  employers  become  unwilling  or  unable  to 
raise  prices  because  of  rising  costs.  Past  experience  offers 
little  guidance  in  estimating  how  far  demand  and  employment 
must  be  cut  to  achieve  this  result  but  it  should  be  noted  that 
costs  and  prices  continued  to  rise  throu^out  1956  and  1957 
although  the  economy  was  running  well  below  capacity! 
The  most  significant  and  regrettable  feature  of  this  policy 
is  that  the  Government  is  no  longer  giving  priority  to  full 
employment  and  expansion. 

17.  This  suggests  a further  disadvantage  of  monetary 
policy.  If  it  can  be  made  to  work  only  by  creating  uncertainty 
about  future  business  prospects  it  will  cause  the  cancellation 
rather  than  the  postponement  of  investment  plans  This 
would  have  a most  undesirable  effect  on  future  economic 
development.  It  is  far  easier  to  destroy  confidence  than  to 
create  it  and  abandoned  investment  plans  may  not  readily 
be  taken  up  again.  The  most  risky  investments  often  involve 
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far-reaching  improvements  in  manufacturing  efl5ciency  and 
capacity  which  require  the  guarantee  of  full  employment 
and  buoyant  demand  before  they  are  undertaken. 

18.  So  far  from  being  the  “most  delicate  and  beautiful” 
instrument  for  managing  the  monetary  system  described  by 
the  Macmillan  Committee,  Bank  Rate  is  in  the  General 
Council’s  view  a blunt  instrument.  It  is  impossible  to  deter- 
mine in  advance  how  far  the  credit  mechanism  will  carry 
the  process  of  deflation  once  it  has  got  under  way.  Nor 
does  experience  since  1951  suggest  that  it  is  a flexible  instru- 
ment to  operate.  Although  it  has  been  raised  by  steps  of 
1 or  even  2%  at  times  when  the  economic  situation  has 
deteriorated  it  has  apparently  not  been  possible  to  reduce 
it  to  its  former  level  when  an  improvement  has  taken  place 
because  such  a reduction  might  be  misinterpreted  by  public 
and  foreign  opinion.  The  consequence  has  been  that  the 
next  increase  has  been  made  from  a new  and  higher  level 
of  interest  rates  with  the  consequent  disadvantages  described 
in  para.  14. 

19.  The  General  Council’s  objections  to  the  use  of  orthodox 
monetary  policy  to  regulate  the  domestic  level  of  activity 
apply  with  equal  force  to  proposals  to  place  greater  reliance 
on  it  as  a means  of  improving  the  balance  of  payments 
position  of  the  United  Kingdom  or  increasing  the  central 
gold  reserves  of  the  Sterling  Area.  The  higher  levels  of 
employment  experienced  generally  throughout  the  world 
since  the  war  have  permitted  governments  to  pay  greater 
attention  to  freedom  of  trade  and  payments  ; should 
conditions  of  stringency  develop  in  foreign  exchange — as 
they  have  recently  shown  signs  of  developing — the  General 
Council  would  regard  this  as  a matter  for  international 
action,  not  as  an  excuse  or  signal  for  active  deflation  in  any 
group  of  countries.  The  G^eral  Council  do  not  believe 
that  banking  opinion  abroad  is  likely  to  pay  attention  to 
orthodox  monetary  measures  except  as  they  occur  in 
company  with  other  measures  and  can  be  taken  with  them 
as  implying  intent  to  create  a deflationary  situation  in  the 
United  Kingdom.  It  is  unfortunate  that  recent  statements 
by  members  of  the  Government  should  have  accepted  such 
a policy,  which  i^ores  the  more  selective  means  of  reducing 
imports,  expanding  exports,  and  controlling  payments  that 
are  available  and  have  been  used  by  governments  of  both 
political  parties  since  the  war. 

20.  The  disadvantages  and  dangers  of  relying  mainly 
upon  monetary  policy  to  defend  the  pound  in  present 
conditions  are  not  sufficiently  appreciated.  The  central  gold 
and  dollar  reserves  of  the  sterling  area  are  much  smaller 
than  before  the  war  both  in  relation  to  die  volume  of  world 
trade  they  have  to  finance  and  to  total  sterling  liabilities.  If 
there  is  a widespread  desire  to  change  holdings  of  sterling 
into  another  major  currency,  a serious  drain  on  the  reserves 
can  speedily  develop,  even  though  the  current  balance  of 
payments  may  be  favourable.  Not  only  are  the  reserves 
much  too  low  but  it  seems  unlikely  that  the  U.K.  can  by 
its  own  efforts  increase  them  substantially  over  the  next 
few  years  even  on  favourable  assumptions  about  the  balance 
of  payments.  The  most  drastic  use  of  the  monetary  weapons 
would  not  necessarily  produce  a surplus  big  enou^  to  build 
up  the  reserves  as  well  as  meet  our  overseas  commitments 
and  obligations,  and  even  if  it  did  the  accompanying  effects 
on  the  levels  of  interna!  activity  and  employment  and  on 
standards  of  living  would  probably  be  severe.  The  conclusion 
seems  inescapable  that,  if  the  external  value  of  sterling  is 
to  be  maintained,  not  only  must  a bigger  balance  of  payments 
surplus  be  secured  but  other  methods  of  reducing  the  strain 
on  the  reserve  will  have  to  be  considered.  These  should 
include  collective  action  by  members  of  the  sterling  area  to 
protect  the  reserves  and  a renewed  attempt  by  Great  Tirifain 
in  co-operation  with  the  other  members  of  the  International 
Moneta^  Fund,  especially  the  United  States,  to  increase 
international  liquidity.  Exchange  controls  over  capital 
movements  (which  are  pennitted  under  the  articles  of  the 
I.M.F.)  should  be  tightened  up  and  serious  consideration 
should  also  be  given  by  the  British  Government  to  the 
withdrawal  of  official  support  for  the  tran^erable  sterling 
exchange  rate. 

Effectiveness  of  existing  monetary  techniques 

21.  In  this  section  of  our  evidence  we  consider  the 
effectiveness  of  existing  monetary  techniques  and  make 
certain  suggestions  for  improving  them.  It  follows  from  the 
views  which  we  have  expressed  above  that  we  would  not 
assign  a major  role  to  monetary  policy  in  regulating  and 
directing  the  economy  that  we  would  place  more 


emphasis  on  fiscal  policy  and,  where  necessary,  on  direct 
controls,  including  direct  control  of  credit.  The  latter  will 
be  necessaiy  in  order  to  ensure  that  desirable  changes  in 
the  allocation  of  real  resources  are  not  impeded  by  the 
shortage  or  maldistribution  of  credit,  or  by  an  excess  of 
credit  in  the  monetary  system.  In  our  opinion  the  monetary 
system  should  serve  the  interests  of  the  community  and  should 
be  subject  to  government  control. 

Control  of  bank  credit 

22.  Requests  to  the  banks  to  limit  advances  have  been 
made  by  both  Labour  and  Conservative  Governments,  but 
the  latter  have  reinforced  them  by  higher  interest  rates  and 
in  July,  1955  and  September,  1957,  by  requests  to  the  ban^ 
for  specific  quantitative  restrictions.  It  is  difficult  for 
anyone  outside  the  banks  or  official  circles  to  judge  whether 
the  response  to  these  requests  has  been  adequate.  The 
industrial  classification  of  advances  by  the  British  Bankers’ 
Association  is  not  sufficiently  detailed  to  disclose  how  far 
the  increases  in  the  more  essential  categories  have  been 
offset  by  reductions  in  the  less  essential  categories.  It  is 
certain  however  that  but  for  the  official  requests  there  would 
have  been  a substantial  increase  in  bank  advances  in  recent 
years.  We  recognise  that  these  requests  are  distasteful  to 
the  banks,  since  they  involve  turning  away  profitable  business, 
but  we  are  of  the  opinion  that  this  method  of  influencing 
the  direction  of  bank  lending  in  the  national  interest  can  be 
effective  and  should  continue  to  be  used. 

23.  Nevertheless,  in  appropriate  circumstances  we  see 
some  merit  in  putting  the  banks  in  a position  in  which  they 
want  to  restrict  advances.  For  this  two  things  are  apparently 
necessary  : the  banks’  liquidity  ratios  should  be  at  or  below 
the  30%  conventional  minimum,  and  they  should  want  to 
restrict  advances  rather  than  investments.  The  traditional 
method  of  reducing  the  banks’  cash  reserves  at  the  Bank  of 
England  by  open-market  operations  is  not  sufficient  to 
impose  the  first  condition,  as  the  banks  can  always  restore 
their  cash  reserves  by  calling  in  money  from  the  discount 
market  or  by  allowing  their  Treasury  BiUs  to  run  off  without 
renewing  them.  The  result  is  to  push  up  the  bill  rate  closer 
to  Bank  Rate.  Bank  Rate  could  be  raised  hi^  enou^  to 
choke  off  the  demand  for  advances  but  it  would  have  to 
rise  a long  way  before  it  had  this  effect.  The  authorities 
therefore  prefer  to  reduce  the  banks’  holdings  of  call  money 
and  bills  as  well  as  of  cash.  This  may  be  done  by  funding 
operations  but,  as  heavy  maturities  of  Government  Stocks 

usually  be  falling  due  each  year  and  the  capacity  of  the 
gilt-edged  market  is  limited,  this  may  involve  a substantial 
and  undesirable  rise  in  interest  rates.  The  second  condition 
is  difficult  to  impose  because  the  banks  normally  would 
rattier  reduce  their  investments  than  keep  down  advances, 
partly  because  advances  are  more  profitable  and  difficult  to 
call  in,  but  also  because  they  now  hold  a larger  proportion 
of  their  assets  in  the  form  of  investments  and  a smaller 
proportion  in  the  form  of  advances  than  was  customary 
pre-war.  It  would  be  possible  to  discourage  sales  of  invest- 
ments by  forcing  down  the  prices  of  securities,  but  as  the 
banks  hold  a hi^  proportion  of  their  investments  in  short- 
dated  stocks  which  can  normally  be  realised  with  little  loss 
this  policy  also  may  involve  undesirably  high  rates  of  interest. 
Alternative  methods  of  control 

24.  Consideration  should  therefore  be  given  to  the 
possibility  of  finding  more  direct  ways  of  reducing  banlo’ 
liquidity.  One  meffiod  frequently  suggested  is  that  the 
Bank  of  En^and  should  prescribe  compulsory  liquidity 
ratios  for  the  banks  which  could  be  varied  according  to 
economic  circumstances.  We  understand  that  the  prescription 
of  cash  ratios  with  the  same  object  in  view  has  been  used 
successfully  for  a number  of  years  by  the  U.S.  Federal 
Reserve  Banks  and  other  central  banks.  Another  method 
with  which  the'  banks  are  already  familiar  would  be  direct 
Government  borrowing  from  the  banks  on  Treasury  Deposit 
Receipts.  This  was  a feature  of  war-time  Government 
financing  and  was  used,  although  to  a lesser  extent,  by  the 
Labour  Government.  T.D.R.’s  carried  a fixed  rate  of  interest 
a little  above  the  market  rate  for  Treasury  Bills,  were  not 
negotiable  except  directly  with  the  Bank  and  were  not 
counted  as  liquid  assets  by  the  banks.  Borrowing  on  T.D.R.’s 
would  therefore  enable  the  authorities  to  maintain  pressure 
on  banks’  liquidity  ratios,  and  also  provide  ffie  Government 
with  an  alternative  method  of  short-term  borrowing.  This 
suggestion  is  usually  objected  to  on  the  grounds  that  it 
would  encourage  inflation^  government  borrowing,  but 
there  is  no  difference  in  this  respect  between  T.D.R.’s  and 
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Treasury  Bills.  The  overall  effect  of  borrowing  on  T.D.R.’s 
would  in  fact  be  less  inflationary  because  it  would  not  be 
reflected  in  a rise  in  banks’  liquid  assets.  On  the  other 
hand  if  it  was  considered  desirable  to  keep  the  instruments 
for  government  borrowing  and  regulating  liquidity  ratios 
quite  distinct  the  same  effect  on  the  banks’  liquidity  ratios 
could  be  secured  by  requiring  the  banks  to  lend  their  liquid 
assets  over  and  above  the  desired  level  to  the  Bank  of  England 
at  a special  rate  of  interest.  These  assets  would  not  form 
part  of  the  cash  base  for  bank  lending  but  would  be  kept 
in  a special  account.  If  liquidity  ratios  were  reduced  by 
any  of  these  methods  it  would  still  he  possible  for  the  banks 
to  seU  investments  and  increase  advances,  and  thus  frustrate 
the  authorities’  intentions.  We  do  not  think  that  such  action, 
amounting  to  the  deliberate  refusal  of  the  banks  to  co-operate 
with  the  authorities  is  likely  to  arise.  If  it  did,  and  was 
persistent,  the  Government  would  have  to  use  its  compulsory 
powers  of  direction  over  the  banks  under  the  Bank  of  England 
Act. 

Government  borrowing 

25.  During  the  period  since  1951  in  which  monetary 
policy  has  been  active  the  Government  has  not  in  any 
financial  year  covered  its  expenditure  both  above  and  below 
the  line  out  of  revenue.  Consequently  its  borrowing  has 
increased  and  a large  part  of  that  borrowing  has  been  on 
Treasury  Bills.  To  a considerable  extent  the  bills  have  had 
to  be  tsLken  up  by  the  banking  system  and  this  has  reduced 
the  pressure  on  banks’  liquidity  and  added  to  the  difficulties 
of  credit  control.  Criticism  of  these  arrangements  has  been 
largely  directed  at  the  continued  failure  to  cover  capital 
expenditure  by  long-term  borrowing,  and  it  has  been  suggested 
in  particular  that  the  nationalised  industries  and  local 
authorities  should  be  compelled  to  raise  money  on  the 
capital  market  at  the  rates  of  interest  paid  by  the  private 
sector. 

26.  The  Government  partly  met  these  criticisms  in  October, 
1955,  when  they  announced  that  local  authorities  who  could 
borrow  in  the  stock  or  mortgage  markets  on  their  own 
credit  would  be  denied  access  to  the  Public  Works  Loans 
Board,  and  that  the  borrowing  rates  charged  to  local 
authorities  by  the  P.W.L.B.  would  be  fixed  to  reflect  not 
Government  credit  but  the  credit  of  local  authorities  of  good 
standing  in  the  market  for  loans  of  comparable  periods.  The 
Government’s  reasons  for  taking  this  step  were,  first,  to  impose 
a financial  curb  on  local  authorities’  capital  expenditure 
programmes  and,  second,  to  avoid  having  to  meet  their 
borrowings  from  the  P.W.L.B.  by  increasing  the  floating 
debt,  thereby  diminishing  pressure  on  the  hanks’  liquidity. 
These  reasons  do  not  in  our  view  justify  pushing  local 
authorities  into  the  capital  market.  A curb  on  local 
authorities’  capital  expenditure  could  be  exercised  more 
fairly  and  effectively  by  direct  government  control  and  the 
undesirable  effects  of  an  increase  in  the  floating  deht  on 
banks’  liquidity  could  be  avoided  by  one  of  the  methods 
described  in  para.  24.  We  do  not  therefore  see  any  objection 
to  local  authorities  borrowing  from  the  P.W.L.B.  at  rates 
of  interest  which  reflect  government  policy  rather  than 
market  rates. 

27.  So  far  as  the  nationalised  industries  were  concerned 
an  apparently  contrary  step  was  taken  in  April,  1956,  when 
the  Chancellor  of  the  ^chequer  announced  that  as  a 
temporary  measure  for  two  years  their  capital  requirements 
would  be  met  by  advances  from  the  Ex(±equer  instead  of 
from  the  banks  and  the  capital  market.  The  reasons  for 
this  were  largely  technical.  The  need  to  make  frequent 
issues  of  guaranteed  stocks  on  behalf  of  the  nationalised 
industries  at  times  convenient  to  them  was  prejudicing  the 
Government’s  own  programme  of  borrowing,  re-financing 
and  funding,  and  ffie  change  was  intended  to  give  the 
authorities  maximum  freedom  to  choose  the  most  favourable 
opportunities  for  making  long-term  issues  while  avoiding 
any  hold  up  of  the  nationalised  sector’s  investment  pro- 
gramme tbrou^  lack  of  finance.  The  advantages  of  this 
arrangement  appear  to  be  considerable  and  we  see  no 
reason  why  it  should  not  be  made  permanent.  In  our  opinion 
it  would  be  neither . desirable  nor  practicable  to  force  the 
nationalised  industries  to  raise  money  in  the  capital  market 
without  ffie  Treasury  guarantee.  The  priority  of  the  invest- 
ment concerned  would  not  be  affected  since  this  would 
continue  to  be  at  the  discretion  of  the  Government,  and  the 
only  result  could  be  to  increase  the  cost  of  the  investment 
to  the  taxpayer  and/or  to  the  consumer. 


28.  The  General  Coimcil  would  not  accept  the  view  that 
short-term  borrowing  should  never  be  used  to  finance 
government  capital  expenditure  and  this  may  be  necessary 
for  temporary  periods.  At  the  same  time  it  must  be  recognised 
that  under  full  employment  conditions  an  increase  in  public 
expenditure  may  unduly  overload  the  nation’s  resources 
unless  it  is  offset  sufficiently  by  a reduction  in  private  expen- 
diture. To  ensure  this  it  will  probably  be  necessary  to  meet 
both  government  current  and  capital  expenditure  (as  well 
as  the  capital  expenditure  of  the  nationalised  industries) 
out  of  taxation  and  trading  surpluses  rather  than  out  of 
loans  ; and  indeed  to  budget  for  an  overall  surplus  in  relation 
to  both  kinds  of  expenditure,  However,  we  would  not  be 
committed  to  the  view  that  all  government  expenditiure  should 
always  be  met  out  of  taxation.  In  circumstances  where 
resources  are  not  being  fully  utilised  there  will  be  a strong 
case  for  capital  expenditure  (or  even  current  expenditure) 
being  met  by  deficit  financing. 

29.  In  our  opinion  the  rates  of  interest  on  government 
borrowing  are  too  hi^  at  the  present  time  and  should  be 
brought  down  at  the  earliest  opportunity.  Because  of  the 
authorities’  power  to  enforce  decisions  and  the  preponderance 
of  the  government  as  a supplier  of  short-term  securities  we 
do  not  think  there  are  any  technical  difficulties  involved  in 
bringing  short-term  rates  down  and  maintaining  them  at 
low  levels.  We  recognise,  however,  that  the  sympathetic 
movement  of  medium  and  long-term  rates  of  interest  which 
would  most  likely  accompany  the  fall  in  short-term  interest 
rates  mi^t  not  necessarily  be  desirable  for  example  in 
circumstances  of  high  or  rising  interest  rates  abroad.  The 
problem  facing  the  authorities  would  be  to  prevent  the 
switching  from  bills  to  bonds  as  the  bill  rates  were  lowered. 
This  problem  would  be  reduced  by  the  extent  to  which  the 
government  was  successful  in  buying  up  early  maturities 
of  government  stocks  ; it  would  also  be  easier  to  solve  if 
the  government  was  prepared  to  borrow  from  the  banks  on 
T.D.R.’s  as  well  as  on  Bills  and  to  influence  long-term 
rates  of  interest  directly  by  open  market  operations. 

30.  There  is  a further  point  affecting  government  financing 
arrangements  which  we  would  draw  to  the  attention  of  the 
Committee.  The  present  convention  is  for  the  government 
to  borrow  a large  part  of  its  short-term  finance  from  the 
discount  market,  which  in  turn  borrows  from  the  banks. 
In  effect,  therefore,  the  discount  market  acts  as  an  inter- 
mediary between  the  banks  and  the  government  and  takes 
a middleman’s  profit  on  the  transaction.  This  arrangement, 
which  we  understand  is  peculiar  to  the  British  monetary 
system  seems  hard  to  justify  and  in  our  view  consideration 
should  be  given  to  the  possibility  of  the  government  borrowing 
directly  from  the  banks  without  reference  to  the  discount 
market.  We  recognise  that  this  would  involve  the  banks 
themselves  providing  the  market  in  Treasury  Bills  and 
might  inconvenience  them  in  other  ways,  but  believe  that 
the  more  direct  contact  between  the  Bank  of  England  and 
the  banks  would  facilitate  government  control  over  banking 
credit. 

Control  of  non-banking  credit 

31.  We  have  drawn  attention  to  the  difficulty  of  restraining 
the  investment  boom  in  1955-56  although  Bank  Rate  was 
raised  to  “crisis  level’’  and  stringent  restriction  of  credit 
was  being  exercised  by  the  Capital  Issues  Committee  and 
the  banks.  Unfortunately  the  statistical  information  which 
would  enable  tis  to  judge  the  effects  of  the  credit  squeeze 
on  the  volume  of  liquid  funds  at  the  disposal  of  companies, 
persons.  Government  and  foreigners,  is  not  available.  The 
information  required  for  this  purpose  has  been  described  fay 
Mr.  H.  F.  Lydall*  and  we  hope  that  the  Committee  will 
recommend  its  collection  as  an  urgent  task. 

32.  Part  of  the  authorities’  intention  in  restricting  bank 
credit  will  normally  be  to  force  borrowers  on  to  the  capital 
market  and  if  they  wish  to  borrow  amoimts  above  a certain 
limit  (now  £10,000)  in  any  one  year  they  must  get  Treasury 
permission  which  will  be  granted  or  withheld  on  the  advice 
of  the  Capital  Issues  Committee.  The  ChanceUor  of  the 
Exchequer  has  from  time  to  time  laid  down  criteria  of  the 
nationtJ  interest  which  the  C.I.C.  are  called  upon  to  apply 
in  deciding  their  attitude  to  borrowing  applications.  The 
General  Council  accept  that  the  C.I.C.  plays  a useful  part 
in  discouraging  less-essential  investment  projects  which 
require  outside  finance  (especially  in  the  case  of  applications 
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from  overseas).  At  the  same  time  we  think  it  important  to 
keep  it  clearly  in  mind  that  the  work  of  the  C.I.C.  has  little 
relevance  to  the  problem  of  ensuring  that  the  level  of 
investment  undertaken  in  the  economy  is  matched  by  real 
savings  (including  public  saving).  In  our  opinion  a much 
more  comprehensive  review  and  control  in  investment  in  the 
private  sector  is  necessary  : see  para.  34. 

33.  Apart  from  banks  the  main  lending  institutions  are 
insurance  companies,  investment  trusts,  building  societies 
and  H.P.  finance  houses.  These  differ  significantly  from 
the  banks  in  that  they  do  not  take  an  active  part  in  the 
creation — as  distinct  from  the  distribution — of  credit ; their 
lending  is  confined  to  the  funds  deposited  with  them  and  their 
own  capital.  These  institutions  keep  minimum  liquidity 
ratios  to  ensure  that  they  can  meet  the  repayment  demands 
of  their  depositors  in  all  normal  circumstances  and  their 
lending  policies  exercise  a substantial  influence  on  the 
national  economy.  For  example,  the  decision  of  insurance 
companies  and  investment  trusts  to  hold  off  buying  gilt-edged 
securities  and  increase  purchases  of  equities  or  vice-versa 
can  seriously  affect  govermnent  operations  in  the  gilt-edged 
market  or,  on  the  other  hand,  markedly  influence  the  supply 
of  finance  reaching  the  equity  market.  The  lending  policies 
of  the  building  societies  largely  determine  the  effective 
demand  for  private  houses  and  those  of  H.P.  finance  houses 
substantially  influence  the  availability  of  consumer  durable 
goods  on  h.p.  terms.  While  we  have  no  evidence  that  these 
institutions  are  unwilling  to  co-operate  with  the  authorities 
when  requested  to  do  so  we  think  that  the  government 
would  be  in  a stronger  position  to  influence  their  actions  if 
It  had  powers  to  require  information  from  and  issue  directions 
to  them  similar  to  those  it  already  possesses  over  the  banks. 
As  in  the  case  of  the  banks,  the  fact  that  the  government  had 
sudi  powers  would  probably  make  it  unnecessary  to  use  them. 
The  institutions  (and  the  public)  would  be  aware  that  the 
government’s  requests  were  made  in  the  public  interest  and 
that  they  would  not  be  made  lightly. 

A National  Investment  Board 

34.  In  our  evidence  to  the  Macmillan  Committee,  and 
again  in  our  Interim  Report  on  Post-War  Reconstruction, 
we  advocated  the  establishment  of  a National  Investment 
Board.  We  envisaged  that  it  would  obtain  information  on 
all  schemes  of  capital  expenditure,  both  public  and  private, 
advise  the  government  on  whether  investment  plans  should 
be  speeded  up  or  slowed  down,  and  ascertain  whether  funds 
would  be  available  for  the  financing  of  approved  investment 
schemes.  It  would  not  usurp  the  functions  of  the  government 
but  would  be  an  advisory  body.  Any  action  arising  from  its 
recommendations  would  be  the  responsibility  of  the  govern- 
ment. 

35.  This  proposal  was  originally  made  against  a hackgroimd 
of  unemployment  and  inadequate  industrial  investment,  and 
the  need  for  such  a body  would  seem  less  urgent  now  that 
the  State  has  accepted  the  responsibility  for  maintaining  full 
employment  and  a hi^  level  of  investment  activity.  There 
should  be  no  lack  of  investment  opportunities  over  the  next 
decade,  and  the  investment  problem  will  rather  be  one  of 
preventing  excessive  claims  on  the  nation’s  resources  and 
avoiding  undue  pressure  on  the  capital  market.  The  problem 
of  raising  the  level  of  investment  in  this  country  is  not  fun- 
damentally one  of  finding  the  money  to  finance  it  but  is 
rather  one  of  increasing  the  real  savings  to  match  it.  Under 
full  employment  conditions  no  amomt  of  juggling  with 
credit  will  provide  additional  resources  to  enable  investment 
to  be  increased  ; these  can  be  provided  only  by  restraining 
consumption,  restraining  exports  or  increasing  productivity. 

36.  On  the  other  hand,  there  is  a danger  of  governments 
becoming  so  preoccupied  with  short-term  changes  in  toe 
economic  situation  that  to^  fail  to  take  toe  long-term  view 
that  is  necessary  if  the  nation’s  investment  needs  are  to  be 
met.  Unless  provision  is  specifically  made  for  reviewing 
and  co-ordinating  all  forms  of  capital  expenditure  there 
can  be  no  guarantee  that  a balanced  distribution  of  investment 
will  be  achieved  in  different  industries  and  areas,  or  that 
toe  supply  of  funds  to  finance  it  will  be  adequate.  A National 
Investment  Board  would  be  invaluable  in  providing  informa- 
tion and  advice  on  toe  future  trends  of  public  and  private 
investment.  The  more  the  State  can  influence  the  course 
of  investment  toe  easier  will  be  the  task  of  ensuring  the 
balanced  growth  of  toe  economy.  In  our  view,  therefore, 
there  is  a real  need  for  some  co-ordinated  and  expert  judgment 
as  to  toe  scale  on  which  the  nation  should  invest,  the  most 
desirable  pattern  of  investment,  and  the  most  appropriate 


ways  in  which  it  shotdd  be  financed  : this  need  could  be 
met  by  a body  of  this  kind. 

Provision  of  finance  for  industry. 

The  supply  of  industrial  finance 

37.  Throughout  the  post-war  period  companies  have  been 
net  lenders  to  other  sections  of  the  economy.  There  has 
been  no  general  shortage  of  finance  to  act  as  a brake  upon 
investment,  nor  erosion  of  capital  in  industry.  It  is,  however, 
sometimes  ar^ed  that  the  evidence  of  the  post-war  years 
is  not  conclusive  : that  industrial  investment  has  been  held 
back  by  physical  and  other  limiting  factors  and  that  com- 
panies have  not  therefore  come  up  against  a finandal 
barrier  to  expansion  ; that  companies  have  received  help 
in  financing  investment  from  exceptional  and  non-recurring 
receipts  such  as  war  damage  compensation  and  E.P.T. 
post-war  refunds  ; and  that  nationalisation  has  meant  the 
large-scale  conversion  of  industrial  shares  into  Government- 
guaranteed  fixed-interest  compensation  stocks,  thereby 
concealing  the  inadequacy  of  the  supply  of  equity  capital. 
It  is  argued  that  these  circumstances  will  not  apply  in  the 
future,  and  that  the  shortage  of  equity  capital,  caused  by 
more  permanent  influences  such  as  toe  redistribution  of 
income  since  before  the  war  and  the  high  levels  of  personal 
and  company  taxation,  will  then  become  apparent. 

38.  These  arguments  do  not,  however,  take  into  account 
other  equally  permanent  changes  which  should  ease  the 
pressure  on  the  supply  of  industrial  finance.  Full  employment 
has  reduced  toe  risk  element  in  investment,  business  confidence 
has  been  high  and  profits  have  been  buoyant,  and  the  risk 
of  bankruptcy  has  been  much  smaller  than  it  was  before  the 
war.  Secondly,  toe  heavier  taxation  of  company  profits  has 
been  at  toe  expense  of  dividends  rather  than  of  retained 
profits  : the  practice  of  companies  financing  investment 
from  their  own  resources  is  now  well  established  and  is  not 
^ely  to  change.  Thirdly,  the  growth  of  toe  institutional 
investors — especially  the  insurance  companies  and  pension 
funds — means  that  large  and  increasing  funds  are  available 
for  risk  investment.  Fourthly,  compared  with  pre-war  years 
toe  institutional  sources  of  industrial  finance  have  been 
greatly  strengthened  by  the  creation  of  new  institutions  and 
the  greater  willingness  of  the  banks,  issuing  houses,  insurance 
companies  and  investment  trusts,  both  individually  and  in 
co-operation,  to  provide  finance  for  industry.  There  is 
therefore  no  reason  to  be  pessimistic  about  its  friture  supply. 

Gaps  in  the  Capital  Market 

39.  The  developments  which  have  taken  place  since  the 
Macmillan  Committee  reported  have,  partly  as  a result  of 
their  recommendations,  largely  filled  the  gaps  which  they 
discovered.  There  has  been  a re-orientation  of  the  merchant 
banks  and  other  issuing  houses  away  from  overseas  invest- 
ment towards  British  industry.  The  big  institutional  investors 
have  become  increasingly  active  in  the  new  issue  market  and 
in  the  placing  of  unquoted  industrial  securities,  and  the  banks 
and  otoer  institutions  are  increasingly  prepared  to  co-operate 
in  meeting  demands  for  finance  that  cannot  be  met  through 
the  ordinary  channels.  Improvements  have  also  been  made 
in  the  supply  of  medium-term  finance  for  industry.  The 
Finance  Corporation  for  Industry  provides  this  type  of 
finance  on  a large  scale,  and  arrangements  have  been  made 
by  the  banks  and  other  institutions  to  provide  medium-term 
finance  for  special  purposes,  e.g.  exports  and  shipbuilding. 
Much  progress  has  been  made  also  in  the  provision  of 
finance  facilities  for  small  businesses  through  the  Industrial 
and  Commercial  Finance  Corporation  and  some  private 
organisations. 

40.  It  seems  unlikely  that  the  expansion  of  many  firms 
is  held  back  because  of  the  difficulty  of  securing  external 
finance.  There  may  be  a number  of  small  firms,  however, 
which  still  find  difficulty  in  obtaining  equity  capital.  This 
problem  is  bound  up  with  tax  reform  but  on  the  institutional 
side  there  appears  to  be  a good  case  for  toe  I.C.F.C.  adopting 
a less  cautious  lending  policy.*  The  facilities  offered  by 
the  I.C.F.C.  could  also  be  improved  if  it  was  allowed  to 
lend  above  the  £200,000  limit.  This  should  increase  its 
profitability  and  place  it  in  a stronger  position  to  tadce  risks. 
A more  exteusive  regiorial  organisation  might  also  ensure 
that  its  facilities  were  more  widely  used.  The  IC.F.C.  might 
also  play  a useful  part  in  injecting  more  competition  into  the 
new  issue  field  if  it  were  allowed  to  otter,  '^ile  toere  have 
been  improvements  in  the  new  issue  mechanism  since  before 


5ee  I.C.F.C  Revisited” — B.  Tew,  Economica,  August,  1955. 
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the  war,  issuing  costs,  particularly  of  small  new  issues, 
seem  hi^er  than  they  should  be,  and  we  would  suggest  that 
they  should  be  the  subject  of  inquiry  by  the  Committee. 

Finance  provided  by  the  Government 

41.  An  outstanding  feature  of  the  post-war  period  has 
been  the  increase  in  the  Government’s  provision  of  finance 
for  industry.  This  takes  many  forms,  ranging  from  loans 
for  fuel  saving  equipment  to  the  creation  of  industrial 
estates  in  the  Development  Areas,  in  the  New  Towns  and 
elsewhere.  Other  means  of  financing  investment  are  available 
to  the  Government  if  necessary  ; for  example  special  tax 
relief  in  approved  cases  of  industrial  development,  or  invest- 
ment allowances  by  type  of  equipment  or  amount  of  expen- 
diture, would  provide  a more  flexible  weapon  for  encouraging 
fixed  investment. 

42.  The  provision  of  finance  to  cover  the  massive  erpansion 
of  investment  in  the  public  sector  over  the  next  decade  will 


in  any  case  be  a major  responsibility  for  the  Government, 
and  decisions  will  have  to  be  taken  about  the  extent  to  which 
the  nationalised  industries  should  be  able  to  finance  investment 
from  their  own  resources  and  the  extent  to  which  they  should 
rely  on  external  finance.  The  required  funds  can  be  supplied 
by  the  consumer  through  higher  prices,  by  the  taxpayer 
out  of  the  budget  surplus,  or  by  the  purchaser  of  the  nation- 
alised or  gilt-edged  stock  if  the  money  is  raised  on  the 
capital  market.  There  are  no  overwhelming  reasons  of 
principle  in  favour  of  one  or  the  other  of  these  methods  ; 
the  financing  of  each  investment  programme  will  have  to 
be  treated  on  its  merits,  taking  into  account  the  circum- 
stances of  the  industry  concerned,  the  effects  of  a price 
increase  on  its  profits,  and  the  repercussions  on  the  Budget 
or  on  the  gilt-edged  market. 

31jt  March,  1958. 


16.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  FEDERATION  OF  WHOLESALE  ORGANISATIONS* 


Preamble 

1.  The  Federation  of  Wholesale  Organisations,  in 
responding  to  the  invitation  extended  to  it  to  submit  evidence 
to  the  Committee  on  the  Working  of  the  Monetary  System, 
does  so  as  the  body  representative  of  those  organisations 
concerned  with  the  wholesale  distribution  in  Great  Britain 
and  Northern  Ireland  of  basic  consumer  goods. 

2.  The  Constituent  Member  organisations  within  the 
Federation  are  ; — 

Council  of  Leather  & Grindery  Merchants’  Association 
of  Great  Britain ; 

Electrical  Wholesalers’  Federation  ; 

Federation  of  Hardware  Factors  ; 

Tool  "Vi^olesale  Factors’  Association  ; 

Millinery  Distributors’  Association  ; 

Motor  Factors’  Association  ; 

Pottery  and  Glass  Wholesalers’  Association  ; 

Radio  N^olesalers’  Federation  ; 

The  Stationas’  Association  of  Great  Britain  and 
Ireland  ; 

Wholesale  Footwear  Distributors’  Association  ; 

Wholesale  Textile  Association. 

3.  The  views  which  are  expressed  herein  are  accordingly 
from  the  experience  of  Wholesale  Distribution  in  a wide 
range  of  consumer  goods  ; are  restricted  towards  examining 
the  questions  postiflated  from  the  Wholesale  Distribution 
side  of  Industries  represented  ; and  are  presented  as  a 
result  of  study  and  ecperience  not  only  of  the  Council  of 
the  Federation  but  of  the  Constituent  Members  of  the 
organisation. 

Wholesale  Distribution 

4.  It  may  be  appropriate  at  this  juncture  to  discuss  the 
functions  performed,  by  the  Wholesaler  for  he  has  been  in 
the  past,  and,  (human  nature  being  what  it  is),  may  weU 
also  in  the  future,  be  the  subject  of  attack  in  Parliament 
and  elsewhere,  as  a rapacious  "middle  man”  responsible, 
Ihrou^  his  very  existence,  for  increasing  the  price  of  goods 
to  the  public  to  his  own  profit. 

5.  Nothing,  of  course,  could  be  further  from  actual  fact. 
The  Wholesaler  is  a vital  and  essential  part  of  the  trading 
structure  of  the  country  and  fulfils  a useful  service.  Moreover, 
he  only  exists  because  he  is  the  cheapest  and  most  efficient 
means  of  distribution,  in  proof  of  which  his  services  are 
becoming  increasin^y  util^d.  Were  this  not  so  he  would 
long  ago  have  been  dispensed  with. 

6.  Furthermore,  the  fact  is  inescapable  that  even  where 
Manufacturers  distribute  directly  to  the  Retailers,  an  impor- 
tant measure  of  Wholesale  Organisation  has  to  bemaintamed 
and  operated  by  the  Manufacturer  concerned  within  his 
framework. 

7.  Whatever  system  of  distribution  is  employed,  therefore, 
the  ultimate  consumer  of  the  goods,  and  the  retailer  through 
whom  they  are  obtained,  does  not  pay  for  the  wholesalers’ 
service.  His  margin  is  only  given  to  him  for  his  services 
when  that  margin  is  less  than  the  cost  of  distribution  by 
any  alternative  means. 

* SeeM>nulf$'OrEvld«nc9  Qqs.  668S  (o  6720. 


8.  The  main  functions  of  the  Wholesaler  may  be  sum- 
marised as  follows  : — 

(0)  Link  between  Supply  and  Demand 

The  Wholesaler  acts  as  an  important  link  between 
Manufacturer  and  Consumer  and  has  perfected  a com- 
prehensive and  efficient  organisation  for  so  doing. 

(1)  Forward  Buying 

By  anticipating  demand  the  Wholesaler  places  substantial 
advance  orders  with  the  Manufacturer  who  can  therefore 
plan  his  production  on  economic  Unes. 

(c)  Selection 

Skilled  buyers  keep  in  touch  with  the  producing  centres 
and  select  only  goods  which  conform  to  public  requirements. 
This  acts  as  a brake  on  waste  production  and  protects 
the  consumer  against  ecploitation  in  the  matter  of  goods 
which  may  be  neither  good  value  nor  satisfactory  in  service. 

(d)  Stock-Keeping 

The  Wholesaler  assembles  goods  in  his  warehouse  and 
becomes  the  stock-holder  for  the  Manufacturer,  thus 
saving  him  time,  space  and  staff  and  ensuring  delivery 
from  stock,  often  as  a matter  of  urgency. 

(c)  Presentation 

The  Retailer  can  inspect  and  compare  on  the  Whole- 
salers’ premises  the  products  of  many  factories,  under  one 
roof. 

(/)  Breaking  Bulk 

The  Wholesaler  receives  goods  in  bulk  from  the 
Manufacturer  and  distributes  to  Retailers  throu^out  the 
country  in  thousands  of  parcels  of  varying  sizes. 

{g)  Nation-wide  Coverage  and  Service 

The  Wholesaler  assures  to  Manufacturers  a complete 
market  coverage.  He  has  his  establishments,  or  depots, 
in  centres  where  the  trade  exists  and  his  travelling  represen- 
tatives radiate  from  the  centre  to  all  points  of  the 
circumference. 

The  Manufacturer  has  usually  few  britnches,  convenient 
only  to  those  in  the  immediate  vicini^.  The  Wholesaler 
is  local  and  is  to  be  found  in  localities  where  the  Manu- 
facturer could  not  economically  operate. 

The  service  which  the  Wholesaler  thus  affords  in  the 
saving  of  delivery  charges  on  small  consignments  in 
particular,  and  speed  and  frequency  of  delivery,  cannot 
be  too  forcibly  stressed. 

Wholesalers  participate  in  many  National  Exhibitions. 
(A)  Levelling  Prices 

When  prices  fluctuate  (other  than  by  Government  deCTee) 
the  reservoir  of  stocks  held  by  the  Wholesaler  prevents 
file  public  from  experiencing  sudden  changes.  It  acts  as 
an  economic  "buffer’’. 

(0  Financing 

The  Wholesaler  assists  Manufacturers  by  giving  them 
a prompt  cash  settlement.  Similarly,  he  helps  Retailers 
by  credit  which  he  allows  them.  Indeed  a very  substantial 
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proportion  of  the  capital  employed  in  the  Wholesale  trade 
is  required  for  credit  facilities. 

9.  Wholesalers,  forming  the  bulk  of  Registered  Suppliers 
for  Purchase  Tax  purposes,  bear  the  onus  of  collecting  and 
remitting  the  Tax  at  due  date  with  no  recompense  for  the 
cost  involved  upon  him  for  operating  the  machinery  necessary 
to  discharge  hi  obligations  in  this  connection. 

Financial  Structure  of  Wholesale  Business 

10.  Before  proceeding  further  with  the  examination  of  the 
questions  submitted  to  the  Federation  it  will  be  useful  to 
have  in  mind  the  type  of  financial  structure  of  businesses 
engaged  in  Wholesale  Distribution. 

11.  These  are,  in  the  main,  either  Private  Limited  Com- 
panies, in  private  Ownership  or  Partnerships.  Very  few, 
out  of  the  total  involved,  are  I^blic  Companies  or  subsidiaries 
of  Public  Companies. 

12.  Investors  do  not  generally  favour  Private  Limited 
Companies,  owing  to  transfer  restrictions  and  marketing 
difBculties.  It  therefore  follows,  in  consequence,  that  the 
bulk  of  Wholesalers  are  not  likely  to  have  access  to  the 
Money  Market  and  must  depend  very  largely  on  their  own 
resources. 

General  trends  in  Prices,  Productivity  and  Incomes 

13.  Certain  comments  may  not,  perhaps,  be  inappropriate 
upon  the  essence  and  cause  of  the  genersd  economic  problem 
as  the  Federation  sees  it. 

14.  For  upwards  of  nearly  a decade  the  economy  of  this 
country  has  beai  subject  to  the  effects  of  inflationary  forces 
with  prices  and  incomes  in  an  upward  spiral  without  corres- 
ponding increases  in  production. 

Indeed,  since  the  invitation  to  submit  evidence  to  the 
Committee  was  received  further  stringent  measures  have 
been  imposed  by  the  Government  in  an  attempt  to  eradicate 
inflation  from  economic  system. 

It  remains  to  be  seen  whether  the  remedies  now  being 
tried  will  provide  the  solution  to  the  country’s  economic 
and  inflationary  plight. 

It  is  the  view  of  the  Federation  that  Purchase  Tax  is  a 
contributory  cause  of  inflation,  and  especially  so  in  relation 
to  goods  which  are  necessities. 

15.  There  appears  in  the  mind  of  the  Federation  a doubt 
as  to  whether  there  is  not  a tendency  to  ascribe  malady  of 
the  country’s  economy  to  pressure  from  foreign  sources  and 
to  give  not  enough  study  to  the  psychological  reason  as  to 
why  a man  works  less  hard  as  his  weekly  wage  is  increased. 

16.  The  “District  Bank  Review”  recently  summed  up 
the  position  as  follows  : — 

“Since  1938  our  manufacturing  industry  has  added  to 
the  capital  employed  per  head  almost  the  same  amount 
as  has  been  done  in  the  United  States,  our  output  per 
head  has  risen  very  mudi  less  than  theirs.  Plainly  it  is 
within  our  hands  to  increase  productivity,  but  to  expect 
more  human  ^ort  from  our  workers  when  labour  is 
pressing  for  shorter  hours,  might  appear  to  be  more 
optimistic  than  practical.” 

17.  The  “Times”  Annual  Financial  and  Commercial 
Review  for  1957  states  : — 

“The  behaviour  of  the  British  economy  in  the  first 
nine  months  of  this  year  shows  three  main  trends.  In  the 
first  place,  there  was  a further  increase  in  the  home  demand 
for  both  capital  and  consumer  goods,  although  this  demand 
was  already  at  a hi^  level.  Secondly,  althou^  the  output 
of  goods  and  services  was  still  rising,  money  incomes 
were  increasing  even  faster,  so  that  money  costs  and 
prices  continue  to  rise.  FinaUy,  the  United  Kingdom 
earned  a large  surplus  on  external  current  accoimt  in 
spite  of  the  various  difficulties  imposed  by  the  Suez  crises.” 

Possible  Causes  of  Lagging  Production 

18.  It  is  suggested  that  the  probable  causes  of  the 
inability  of  output  to  keep  pace  with  prices  and  wages  are 
to  be  found  in  a complete  vacuum  of  incentive  brou^t 
about  by  : — 

(a)  the  encouragement  of  the  Welfare  State  to  obtain  as 
much  as  possible  for  little  or  no  corresponding  effort. 

(b)  a generation  accustomed  to  having  the  maximum 
material  benefits  provided  for  them  as  a matter  of 
right. 


(c)  repeated  calls  hy  the  Government  for  restraint  and 
economy  with  penal  taxation  and  no  encouragement 
to  thrift. 

(d)  increasing  Government  expenditure. 

(e)  increasing  rates  by  Municipal  Authorities  and 
Statuto^  Undertakings. 

(/)  the  feeling  of  frustration  that,  despite  whatever  efforts 
may  be  made,  the  crises,  from  past  experience,  will 
be  recurrent. 

(g)  the  prevalance  of  restrictive  practices  in  directions 
which  the  recent  Legislation  does  not  cover  and  to 
which  no  action  appears  to  be  contemplated. 

Effect  of  the  Authorities  use  of  Monetary  Measures 

19.  Dealing  now  with  the  specific  questions  postulated 
to  the  Federation  in  the  “Notes  for  Guid^ce  in  the  prepara- 
tion of  evidence”  it  is  put  forward  with  emphasis  that,  for 
reasons  which  will  later  become  apparent,  the  result  has 
been  in  general  to  limit  the  supply  of  money  by  a series  of 
restrictions,  imposed  and  threatened,  which  have  not  proved 
efficacious  and  have  merely  resulted  in  an  attempt — which 
may  not  have  been  intended  but  has  in  effect  resulted — ^to 
strike  at  the  essentials  upon  which  Wholesale  Distribution 
depends  if  it  is  to  discharge  its  proper  function. 

20.  While  the  supply  of  money  has  been  made  difficult 
the  demand  for  money  has  not  been  curbed,  with  the  result 
that  the  availability  of  increased  wages  has  increased  the 
demand  for  consumer  goods. 

21 . The  effect  upon  Wholesalers  of  the  monetary  measures 
under  discussion  can  be  particularised  as  : 

The  Restriction  on  Bank  Advances 

22.  Advances  by  banks  is  the  chief  method  of  financing 
used  by  Wholesalers  and  is  based  upon  an  intimate  knowledge 
of  individual  businesses  and  of  the  men  in  control  of  them. 
Any  interference,  therefore,  by  the  monetary  authorities 
has  an  immediate  effect  on  stocks  and  capital  expenditure, 
as  well  as  on  sales. 

23.  Piurchasing  orders  may  be  cancelled  and  future 
ordering  reduced,  resulting  in  a restriction  of  consumer 
choice.  The  lack  of  adequate  wholesale  stocks  may  even 
be  inflationary  in  that  deliveries  have  to  be  obtained  from 
longer  distances  with  consequent  higher  and  special  delivery 
charges,  which  in  turn  are  passed  on  to  tiie  consumer. 
There  is  no  doubt  that  the  restriction  of  stock  due  to  credit 
measures  does  substantially  increase  the  cost  of  distribution. 

24.  A forced  reduction  of  stocks  may  result  in  losses  on 
realisation,  and  inadequate  service  to  trade  channek,  and 
this  at  a time  when  retailers — for  the  same  reasons — are 
also  trying  to  reduce  stocks,  and  relying  more  and  more 
on  still  better  service  from  VS^olesalers’  stocks,  and  se^ng 
additional  credit  facilities  which  the  Wholesaler  unfortunately 
cannot  now  grant. 

25.  Capital  expenditure  may  he  abandoned  or  postponed. 
This  is,  of  course,  the  intention  of  the  Authorities,  but  it 
has  a crippling  effect  upon  individual  businesses  and  destroys 
confidence. 

While  banks  are  not  usually  favourably  disposed  towards 
loans  for  Capital  Expenditure  they  often  provide  short 
period  loans  while  more  permanent  arrangements  axe  being 
made.  Restrictions  on  such  advances  may  cause  delay  or 
abandonment  of  Capital  outlay  or  force  the  borrower  into 
channels  which  are  much  more  costly. 

26.  An  additional  serious  effect  upon  the  Wholesaler  of 
any  restriction  on  Bank  Advances  is  that  which  arises  from 
the  obligations  imposed  upon  him  as  the  Registered  Supplier 
for  Pur^ase  Tax  purposes.  Indeed  so  serious  is  this  aspect 
that  it  can  with  advantage  be  further  devdoped. 

The  adverse  effect  of  Purchase  Tax  upon  the  financial  structure 
of  the  Registered  Supplier 

27.  Sound  trading  economy  depends  upon  a regular  and 
frequent  “Stock  return”  made  possible  by  public  demand  and 
prompt  payment  for  goods  sold.  A disclocation  of  this 
essential,  from  any  cause,  prejudices  the  financial  structure 
of  any  business. 

28.  Hi^rate  of  Purchase  Tax  provides  just  this  dislocation. 

29.  To  appreciate  the  effect  upon  the  financial  structure 
of  the  Registered  Supplier  consideration  requires,  in  the 
first  case,  to  be  given  to  the  effect  upon  the  Retailer. 

30.  Under  no  tax  conditions  stock  costing  the  Retailer  say 
£1,000  reqiures  £1,000  to  replenish  when  sold.  Similar 
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stock  bearing  Purchase  Tax  at  33^%  requires  £1,333  to 
replace,  or  at  66|%  £1,666.  The  Retailer  has  therefore  to 
find  additional  capital  to  maintain  his  stock.  If  for  any 
reason  he  is  unable  to  do  this  he  must  either  not  replenish 
his  stock  or  take  longer  to  pay  his  suppliers. 

31.  In  most  distributive  trades  all  goods  sold  are  due  for 
payment  at  the  end  of  the  month  following  delivery.  Any 
inducement  to  prompt  payment  by  way  of  Settlement 
Discounts  is  incidental  and  does  not  upset  that  general 
practice. 

32.  If  payment  is  not  made  by  the  due  date  there  is 
introduced  a “time  lag”,  i.e.  the  interval  between  that  date 
and  the  date  payment  is  actually  made.  Obviously  in  times 
of  economic  difficulty  this  time  lag  tends  to  become  extended. 

33.  As  a result  the  Wholesaler  must  either  himself  take 
longer  credit  from  the  Manufacturer  or  finance  his  overdue 
accounts.  In  order  to  preserve  his  factorahips  it  is  incumbent 
upon  the  Wholesaler  to  pay  his  accounts  promptly. 

34.  To  finance  his  overdue  accounts  he  must  provide 
capital  additional  to  his  normal  requirements,  in  estimating 
for  which  he  requires  to  take  into  consideration  : — 

(a)  the  actual  amount  of  the  overdue  accounts. 

(it)  the  extent  by  which  they  are  overdue,  i.e.  the  average 
time  lag  in  payments. 

35.  The  first  factor  is  easily  established.  The  “average 
lag  in  payments”  is  arrived  at  by  taking  the  average  time 
for  payment  in  terms  of  weeks  after  due  date  allowing  for 
the  relative  amount  overdue  and  the  length  of  time  taken 
to  complete  payment.  The  following  examples  illustrate 
this  (in  each  case  the  amount  for  goods  supplied  is  based 
on  £100) 

Average  lag  in  payments 

Case  I 


£50  paid  on  due  date 

£50  balance  4 weeks  50  x 4 weeks=2  weeks. 

^ter  due  date  — 

100 

Case  II 

£25  paid  on  due  date 

£50  paid  after  4 weeks  50  x 4 plus  25  x 6=34  weeks. 

£25  paid  after  6 weeks  — — 

100  100 

Case  III 

The  whole  £100  paid  12  weeks  after  due  date=12  weeks. 

36.  It  will  be  seen  that  to  finance  each  week’s  lag  in 
payment  additional  capital  is  required  equal  to  the  value  of 
one  week's  turnover.  It  therefore  follows  that  with  Purchase 
Tax  the  additional  capital  for  each  week’s  lag  must  be  equal 
to  the  value  of  one  week’s  turnover  inclusive  of  Tax.  The 
higher  the  rate  of  Tax  the  greater  the  amount  of  capital 
needed. 


37.  The  effect  of  the  above  calculation  is  shown  by  the 
following  example.  Taking  a steady  Turnover  of  £10,000 
per  month  the  additional  capital  required  as  a result  of 
tax,  with  the  time  lag  shown  is  as  follows  : — 


No  Tax 
33J%  Tax 
661%  Tax 


I week’s  2 week’s  4 week’s 


lag 

lag 

lag 

£ 

£ 

£ 

2,500 

5,000 

10,000 

3,334 

6,668 

13,336 

4,168 

8,336 

16,672 

38.  It  will  be  seen  that  the  additional  capital  necessitated 
where  lag  in  payments  occurs  is  greatly  enhaoced  when 
Purchase  Tax  has  been  imposed.  It  means  that  if  as  a 
result  of  a 66f  % tax  a lag  of  four  weeks  occurs  (on  a monthly 
turnover  of  £10,000)  no  less  than  £16,672  additional  capit^ 
is  required.  This  illustrates  the  importance  of  the  problem, 
especially  when  it  is  realised  that  under  present  conditions 
the  time  lag  is  often  in  excess  of  four  weeks. 


39.  The  following  points  should  also  be  observed  ; — 


From  the  study  of  the  effect  of  Purchase  Tax  upon  the 
Financial  structure  of  the  Registered  Supplier  it  is  apparent 
that : — 


(fl)  With  a steady  monthly  turnover  and  tax  at  66}% 
and  with  a two  weeks’  payment  lag,  capital  is 
accumulated  and  is  deficient  at  approximately  equal 
periods  of  six  weeks  alternately. 

With  a four  weeks’  lag,  there  is  no  capital  accumula- 
tion and  the  additional  capital  required  to  run  a 


business  is  very  considerable.  With  even  greater  lag 
the  capital  requirement  increases  progressively. 

(6)  Where  there  are  accumulations  of  capital  these  are 
fugitive  and  of  far  too  short  a period  to  be  of  any 
commercial  value. 

(c)  Even  if  the  tax  position  evens  itself  out  as  in  (a) 
above,  the  Wholesaler  must  find  additional  capital 
if  he  is  to  safeguard  his  distributorships  by  prompt 
payment. 

(d)  This  means  borrowing  extra  capital  and  there  is 
therefore  an  additional  operative  cost  due  to  Purchase 
Tax. 

(e)  Where  turnover  is  seasonal  there  are  greater  peaks 
of  deficiency  in  the  active  months  (requiring  greater 
capital  addition)  whilst  during  the  slack  periods 
capital  may  be  lying  idle  when  it  cannot  be  usefully 
employed. 

This  necessitates  borrowing  larger  sums  for  shorter 
periods  resulting  in  the  overall  cost  approximating 
much  the  same  as  in  the  case  of  regular  turnover. 

40.  The  Registered  Supplier  has  to  rely  upon  his  Bankers 
for  temporary  assistance  to  meet  his  Tax  commitments  for 
he  has  to  pay  over  Tax  before  he  receives  it  from  his  customers. 
This  does  amount  to  quite  a considerable  sum  at  stated 
periods — and  for  which  the  Wholesaler  pays  appropriate 
charges — and  the  Banks  have  been  quite  willing  and  pleased 
to  afford  the  accommodation. 

Any  interference  with  this  normal  relationship  between 
Banker  and  Customer  must  result  in  serious  hardship  upon 
the  Wholesaler  alone. 

Effect  of  Movements  in  Rate  of  Interest 

41.  It  is  difficult  for  Wholesalers  to  arrange  for  accom- 
modation of  a more  permanent  nature  than  Bank  overdrafts 
and  this  is  not,  moreover,  very  convenient  at  a time  of  high 
interest  rates,  particularly  when  a Distributor  only  requires 
short-term  cover  for  fluctuating  purposes. 

42.  Small  concerns  are,  moreover,  discouraged  from  raising 
permanent  loans  at  present  rates  of  interest. 

43.  Moreover,  it  has  to  be  remembered  that  the  Whole- 
saler works  upon  a small  margin  of  nett  profit  and  from  the 
Statistical  Appendix  on  Companies  to  the  aimual  report  of 
the  Commissioners  of  Inland  Revenue  it  is  shown  that  the 
profits  per  cent,  of  Turnover  in  the  Wholesale  Distributive 
Trades  have  not  increased  greatly  from  the  figure  for  1936-38. 
The  comparative  figures  are  as  follows  : — 

Year  Year  Year  Years 

1953  1952  1951  1936-38 

(average) 

4-1%  3-9%  5'1%  3-8% 

44.  From  a variety  of  reasons,  therefore,  it  may  be  said 
that  the  psychological  effect  of  movement  in  interest  rates 
may  be  greater  than  the  practical  although  the  Stock  Policy 
and  cost  increases  will  probably  be  similar  to  that  previously 
noted  under  the  Restriction  of  Bank  Advances. 

45.  Moderate  increases  may  not  have  a great  effect  upon 
Capital  Expenditure  as  decisions  of  this  kind  are  usually 
based  on  the  long  rather  than  the  short-term  view. 

46.  It  may  be  remarked  that  there  is  a tendency  for 
debtors  in  practice  to  unduly  delay  payment  of  accoimts  in 
order  to  provide  interest  free  loans  from  their  suppliers. 
Directives  to  the  Capital  Issues  Committee 

47.  It  is  thought  that  the  Capital  Issues  Committee  is 
given  too  wide  powers,  that  some  of  its  decisions  appear  to 
be  arbitrary  with  no  reasons  given  for  refusals.  There  is  a 
good  deal  of  objection  to  this  Committee  having  power  to 
veto  bonus  share  issues,  which  involve  no  actual  raising  of 
money. 

Changes  in  the  terms  on  which  Hire  Purchase  Finance  is 
available 

48.  The  fact  that  the  hire  purchase  debt  as  a proportion 
of  the  national  income  is  under  3 % would  suggest  that  direct 
control  over  hire  purchase  as  an  anti-inflationary  measure 
would  be  taking  the  proverbial  sledge-hammer  to  crack  the 
nut. 

49.  Any  chain  reaction  to  changes  in  Hire  Purchase  terms 
from  the  Retailer  and  from  the  Retailer  to  the  Wholesaler 
can  have  an  undoubted  restrictive  effect  on  sales,  stocks,  and 
on  delayed  payment  of  accounts.  In  the  past  years  it  has 
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meant  that  large  quantities  of  stock,  bought  ahead  of  seasonal 
demand,  has  frozen,  thus  tying  up  capital. 

50.  The  most  undesirable  effect  of  any  control  by  the 
Authorities  in  regard  to  terms  of  Hire  Purchase  Finance  is 
that  it  tends  to  lead  to  malpractices. 

51.  The  difficulty  of  the  public  in  finding  the  larger 
deposits  has  led  to  subterfuges  for  overcoming  this  and  Press 
reports  have  instanced  cases  of  how  these  have  operated. 

52.  Further,  through  the  difficulty  in  regard  to  deposits, 
credit  trading  has  been  adopted  as  an  alternative  under 
which  goods  can  be  paid  for  in  weekly  instalments  spread 
over  9 months,  and  there  appears  a tendency  for  credit  to 
be  made  available  to  the  less  durable  commodities. 

53.  Particularly  noticeable  in  this  ^owth  of  credit  trading 
is  the  expansion  of  mail  order  credit. 

54.  Indiscriminate  buying  of  goods  with  little  or  no 
personal  stake  is  a bad  feature  in  any  kind  of  trade  and  as  the 
Wholesaler  is  himself  a “merchanting  Banker”  to  his  customer, 
this  aspect  is  extremely  important  to  him. 

Availability  of  finance  otherwise  than  from  the  Banks  and 

Hire  Purchase  Finance  Companies 

55.  Private  concerns  are  mainly  dependent  on  their  own 
resources.  The  Directors  or  Owners  must  bring  in  fresh 
capital,  or  appropriate  a substantial  measure  of  nett  profit 
for  the  continued  well-being  of  the  busings. 

56.  Before  leaving  this  question  of  avaUability  of  finance 
it  is  to  be  regretted  that  die  ploughing  back  of  profits — a 
policy  upon  which  many  successful  businesses  have  been 
built  in  ffie  past — is  virtually  impossible  with  taxation  at  the 
present  penal  rates,  and  if  it  could  be  done,  is  barely 
sufficient  to  keep  pace  with  inflation,  and  Sur-Tax  direction 
(since  the  recent  decision  of  the  Chancellor  of  the  Exchequer 
to  remove  “umbrella  protection”  for  private  companies) 
together  with  the  incidence  of  Death  Duties,  is  a constant 
and  crippling  threat. 

57.  Building  Societies  may  be  used  to  a limited  extent, 
but  generally  speaking,  they  do  not  favour  lending  for 
industrial  premises. 

58.  While  on  the  subject  of  Building  Societies  it  may  be 
appropriate  to  refer  to  the  present  interest  rates,  which 
are  almost  penal.  This  applies  especially  to  the  public 
undertaking  a mortgage  out  of  income.  Mortgages  for  20 
years  have  been  extended,  in  some  cases  for  a further  7 
years  as  an  alternative  to  repaying  the  enhanced  interest 
demanded.  Such  action  by  the  Building  Societies  is  damaging 
to  morale  and  causes  loss  of  confidence  in  the  sanctity  of 
contract. 

Changes  in  the  use  of  Trade  Credit 

59.  Restrictions  on  credit  always  cost  an  additional  burden 
at  Wholesale  level,  as  customers  seek  to  ease  their  own 
burdens  by  delaying  payment  of  accounts. 

60.  Trade  credit  is  very  open  to  abuse.  Forward  dating 
of  invoices  in  order  to  keep  factories  clear  of  stock,  the 
taking  by  Traders  of  abnormal  periods  of  credit,  does  not 
lead  to  healthy  business. 

Suggestions  for  Improvements 

61.  In  accordance  with  the  invitation  to  make  suggestions 
in  this  connection  the  Federation  submits  the  foEowing 
comments  : — 

62.  The  Money  Market  should  give  attention  to  the 
provision  of  capital  for  Private  Companies  at  reasonable 
rates  coupled  with  the  minimum  interference  with  manage- 
ment. 

63.  Instead  of  fixing  artificial  maxima  for  Bank  advances 
Bankers  should  be  free  to  carry  on  the  business  of  lentiing 
to  Private  Companies,  acting  on  their  usual  very  sound 
principles  in  individual  dealings. 


64.  WhEe  it  may  be  possible  to  justify  overall  guidance 
regarding  Hire  Purchase  Trading  frequent,  selective,  and 
sometimes  penal,  changes  should  be  avoided.  A sensible, 
stable  and  progressive  policy  is  needed,  worked  out  in 
consultation  with  Industry  and  trade  most  affected  by  the 
prraent  strict  controls. 

65.  There  is  an  urgent  need  for  reduced  rates  of  Company 
Taxation  to  facUitate  the  development  of  Privtae  Companies, 
which  form  such  an  important  part  of  the  business  structure 
of  the  country. 

66.  There  is  also  a need  for  the  amendment  of  Sur-Tax 
direction  rules,  and  an  immediate  return  of  the  “Umbrella” 
pending  such  amendment. 

67.  The  present  system  of  assessing  rate  of  Death  Duties 
should  be  amended  to  afford  protection  in  the  case,  particu- 
larly of  one-man  businesses,  partnerships,  and  private 
companies. 

Traders  are,  under  present  conditions,  obliged  to  write 
down  the  value  of  premises  and  proper^'  by  reason  of  high 
taxation  and  death  duties.  As  a result  such  businesses 
become  the  object  of  special  interest  either  to  trading 
monopolies  or  to  big  financial  groups  whose  poEcy  is  the 
securing  of  property. 

Once  having  secured  the  property  and  absorbed  the 
business  there  is  a tendency  for  the  latter  to  be  carried  on 
for  a limited  period  untE  the  property  development  plans 
are  ready  for  putting  into  effect,  and  feen  discontinued,  or 
to  be  discontinued  as  soon  as  absorbed. 

It  is  not,  it  is  suggested,  desirable  that  businesses  should 
be  absorbed  by  interests  whose  only  concern  is  that  of 
property  dealers. 

Further  it  is  not  to  the  interest  of  the  country  that  private 
traders  should  be  forced  to  give  way  to  trading  monopolies. 

68.  Consideration  needs  also  to  be  given  to  the  question 
of  depreciation.  In  the  case  of  a company,  fixed  assets 
and  motor  vehicles  attract  depreciation  which  can  be  off-set 
against  profits  for  taxation  purposes.  The  individual,  whEst 
experiencing  depreciaEon  of  his  house  and  car  cannot  set 
any  of  this  against  taxation.  The  private  individual  can  make 
no  claim  for  the  depreciation  of  his  capital ; indeed,  under 
Sdiedule  “A”  taxation,  he  is  taxed  upon  the  imaginary 
interest  he  is  held  to  receive  from  proporty. 

The  happiest  solution  would  be  to  permit  individuals 
the  benefit  of  depreciation  on  houses  and  cars  instead  of 
employing  staffs  of  revenue  collectors  going  throu^  Com- 
pany accounts  in  order  to  stop  possible  abuses. 

69.  Purchase  Tax  at  a low  rate,  and  more  widely  spread, 
should  be  considered  as  an  alternative  to  present  methods, 
if  it  is  thought  necessary  to  maintain  such  a form  of  Tax. 
The  Trade  should  be  consulted  as  to  the  best  period  of  the 
year  for  changing  rates  if  and  when  changes  are  necessary, 
and  the  Tax  progressively  lowered  towards  the  ultimate  goal 
of  extinction. 

During  times  of  financial  stringency  H.M.  Customs  and 
Excise  should  allow  Wholesalers  an  extra,  month’s  credit  for 
payment  of  Purchase  Tax  which  is  coUected  free  of  cost  to 
the  Government. 

Alternatively  some  recompense  should  be  made  to  the 
Wholesaler  towards  the  heavy  unproductive  expenditure  to 
which  he  is  put  for  acting  as  a Collector  of  Tax. 

An  unfair  burden  should  also  be  removed  from  the 
Retailer  who  has  no  recourse  when  Tax  is  reduced  in  regard 
to  stock  upon  which  he  has  incurred  Tax  liability  at  the 
former  rate. 

70.  The  active  co-operation  of  the  Wholesale  section  of 
Industry  is  avaEable  to  the  Government  in  any  direction 
towards  the  ultimate  objective. 

December,  1957 
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1.  The  Farmers’  Union  of  the  United  Kingdom 


1.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  FARMERS’  UNION  OF  THE  UNITED  KINGDOM* 


1 . Before  dealing  with  the  specific  questions  set  out  in  Lord 
Radcliffe’s  letter  to  Sir  James  Turner  of  24th  June,  1957, 
it  may  be  helpful  briefly  to  outline  the  main  institutional 
sources  of  agpicultural  credit  in  the  United  Kingdom.  These 
can  most  conveniently  be  divided  into  two  main  groups  : — 

(a)  Long-term  credit  institutions  ; 

(i)  Medium  and  short-term  credit  institutions. 

Long-Term  Credit  Institutions 

2.  Long-term  credit  institutions  may  be  loosely  defined 
as  those  which  are  prepared  to  advance  money  for  the 
purchase  or  improvement  of  land  and  buildings  for  a period 
of  ten  years  or  longer. 

3.  Apart  from  the  banks,  the  two  main  sources  of  long- 
term credit  in  England  and  Wales  are  the  Agricultural 
Mortgage  Corporation  and  the  Lands  Improvement  Com- 
pany. The  Scottish  Agricultural  Securities  Corporation 
Limited  performs  in  Scotland  a similar  function  to  that  of 
the  Agricultural  Mortgage  Corporation  in  England  and 
Wales.  Basically  their  constitutions  are  the  same  and  apart 
from  differences  in  the  law  of  each  country,  their  procedures 
run  along  similar  lines.  In  Northern  Ireland,  Government 
loans  are  available  undCT  the  Development  Loans  Act 
(N.I.)  1945,  for  permanent  improvements  to  land  and 
buildings,  including  farm  dwellings,  but  are  not  available 
for  the  purchase  of  land  or  for  the  clearance  of  existing 
mortgages. 

4.  The  Agricultural  Mortgage  Corporation  was  set  up  in 
1928,  its  basic  capital  reserve  being  subscribed  by  the  Bank 
of  England  and  the  leading  joint  stock  banks,  with  the 
backing  of  the  Government  in  the  form  of  a contribution 
to  a guarantee  fund  and  an  annual  grant  (now  on  a 
diminishing  basis)  towards  its  running  expenses.  The  amoimt 
which  the  Treasury  may  contribute  to  the  gumantee  fund 
was  increased  from  £2i  million  to  £3i  million  in  1956. 
The  Corporation  may  borrow  on  debentures  up  to  ten 
times  the  sum  of  its  capital  reserves  and  the  amount  standing 
to  the  credit  of  the  guarantee  fund.  Debenture  issues  totalled 
£31-6  million  at  end-March,  1957. 

5.  The  A.  M.C.  makes  loans  to  owners  and  owner-occupiers 
for  the  purchase  or  improvement  of  farms  and  buildings. 
Loans  for  the  purchase  of  farms  are  granted  up  to  two-thirds 
of  the  Corporation’s  valuation  of  the  property.  The  period 
of  repayment  may  vary  between  a minimum  period  (normally) 
of  twenty  years  and  a maximum  period  of  60  years.  The 
interest  rate,  which  is  fixed  for  the  period  of  ^e  loan,  is 
at  present  7%  per  annum.  Advances  are  also  made  to 
farmers  on  the  security  of  properties  already  in  their  pos- 
session. 

6.  The  Corporation  is  prepared  to  make  loans  to  landlords 
and  owner-occupiers  for  certain  specified  improvements  to 
land  and  buildings  on  the  basis  of  terminable  rents  charged 
on  the  land  improved,  repayable  half-yearly  for  a period 
not  exceeding  forty  years.  Such  improvement  loans  require 
the  sanction  of  the  Minis^  of  Agriculture.  They  represent 
only  a very  small  proportion  of  the  total  loans  made  by.the 
Corporation.  However,  to  the  extent  that  a proportion  of 
the  mortgage  loans  is  raised  on  property  already  owned  by 
the  borrower,  the  money  may  be  used,  at  least  in  part,  for 
purposes  of  improvement. 

7.  The  Lands  Improvement  Company  is  also  a semi-public 
body.  However,  it  is  not  backed  by  Government  funds, 
most  of  its  finance  being  obtained  from  insurance  companies. 
It  is  empowered  to  make  loans  to  landowners  and  owner- 
occupiers  for  specified  improvements  to  land  and  buildings, 
such  loans  again  requiring  the  sanction  of  the  Minis^.  Loans 
may  cover  a period  of  up  to  40  years,  according  to  the 
durability  of  the  improvement,  and  the  rate  of  interest 
remains  fixed  throughout  the  period  of  the  loan.  No  advances 
are  made  for  the  purchase  of  land. 

8.  Tables  2 and  3 in  the  Appendix  show  the  trend  of 
mortgage  and  improvement  loans  in  England  and  Wales 
between  1946  and  1957. 

9.  Apart  from  these  two  specialised  agricultural  agencies, 
the  joint  stock  banks  have  also  until  fairly  recently  been 
important  providers  of  long-term  credit  to  the  industry. 
While  no  detailed  published  statistics  are  available,  the 
Minister  of  Agriculture  revealed  in  1955  that  only  55  % to 
60%  of  total  bank  advances  to  agriculture  were  ‘‘on  account 
of  farming  operations”.  Of  the  remainder,  while  some 
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represents  loans  to  agricultural  merchants,  livestock  dealers 
and  farmers’  personal  borrowings,  probably  the  greater  part 
represents  long-term  borrowings  for  the  purchase  and 
improvement  of  farms. 

10.  Other  sources  of  unknown,  but  possibly  substantial 
importance  are  building  societies  and  insurance  companies, 
loans  negotiated  through  solicitors,  and  family  connections. 
Short  and  Medium-Term  Credit  Institutions 

11.  Short-term  credit  may  loosely  be  defined  as  finance 
to  meet  seasonal  working  capit^  requirements,  while 
medium-term  credit  is  intended  to  cover  borrowings  for 
the  purchase  of  more  expensive  items  of  equipment,  covering 
a period  of  one  to  five  years,  or  even  longer. 

12.  The  most  important  source  of  short  and  medium-term 
credit  is  provided  by  the  joint  stock  banks.  They  are  also 
the  cheapest  source  of  credit  and,  while  some  form  of 
security  (e.g.  life  policies)  is  sometimes  required  for  seasonal 
borrowings,  it  is  understood  that  a substantial  proportion 
of  such  loans  is  unsecured.  In  Scots  law,  loans  cannot  be 
made  with  security  over  moveables.  In  effect  banks  advance 
loans  after  having  investigated  the  credit-worthiness  and 
general  integrity  of  the  borrower,  and  the  result  is  probably 
that  banks  in  Scotland  normally  lend  as  freely  as  those  in 
the  rest  of  the  United  Kingdom.  In  general  interest  rates 
vary  according  to  the  nature  and  period  of  the  loan,  the 
amount  of  risk  involved  and  the  level  of  Bank  Rate.  The 
general  practice  appears  to  be  to  charge  the  normal  bonower 
at  least  1%  above  Bank  Rate,  with  a minimnm  of  5%. 

13.  The  trend  of  bank  advances  for  agriculture  in  recent 
years  is  shown  in  Table  1 of  the  Appendix.  With  the 
intensification  of  the  credit  squeeze  in  1955,  and  in  view  of 
the  Government’s  intimation  that  only  farmers’  working 
capital  needs  should  receive  special  consideration,  it  seems 
likely  that  the  proportion  of  short-term  credit  within  the 
reduced  total  of  bank  advances  is  somewhat  higher  today 
than  when  the  Minister  made  his  statement.  (See  para. 
9 above). 

14.  Agricultural  merchants  probably  rival  the  banks  as  a 
source  of  short-term  credit  to  the  industry.  Merchants 
generally  are  prepared  to  accept  payment  for  goods  some 
months  after  the  date  of  delivery,  for  which  service,  of  course, 
they  make  an  additional  charge.  This  additional  charge 
must  take  into  account  the  fact  that  merchants,  in  turn, 
are  obliged  to  borrow  from  their  banks,  that  they  have  to 
meet  extra  administrative  expenses  and  that  they  must 
make  due  allowance  for  bad  debts.  This  makes  merchants’ 
credit  a more  expaisive  form  of  borrowing  than  bank  loans. 
On  the  other  hand,  it  does  not  usually  require  the  deposit 
of  any  form  of  security  by  the  applicant. 

15.  Hire  Purchase  credit  is  of  a very  much  lower  order 
of  magnitude  than  either  bank  or  merchants’  credit.  However, 
such  data  as  is  available  suggests  that  there  has  been  a 
considerable  growth  in  borrowings  on  hire  purchase  over 
recent  years.  Here  again,  since  the  hire  purchase  companies 
have  to  cover  their  own  costs  for  borrowing  and  administrative 
charges,  this  is  a costly  form  of  credit  for  the  farmer.  Under 
the  terms  of  the  Hire  Purchase  and  Credit  Sales  Agreements 
(Control)  Order  of  Februap^,  1956,  agricultural  plant  and 
machinery  is  subject  to  a minimum  deposit  of  one-third  and 
a maximum  repayment  period  of  two  years. 

16.  In  addition  to  these  private  sources  of  short  and 
medium-term  credit  there  are  three  officially  sponsored 
schemes.  Under  the  Agricultural  Goods  and  Services  Sc;heme, 
County  Agricultural  Executive  Committees  in  England  and 
Wales  may  supply  farmers  with  certain  goods  and  services 
on  credit  terms.  In  order  to  qualify  for  the  purchase  of 
goods  under  this  scheme,  farmers  must  show  that  they  are 
unable  to  obtain  them  for  cash  or  credit  from  their  normal 
suppliers.  Services,  however,  may  be  supplied  to  any  farmer. 
Any  goods  needed  for  agricultural  production  may  be 
supplied,  except  for  nearly  all  livestock,  building  materials, 
and  fixed  equipment.  Before  the  restriction  of  hire  purchase 
facilities  for  agricultural  plant  and  machinery,  repayments 
could  be  spread  over  three  years.  They  must  now  conform 
to  the  hire  purchase  regulations.  Short-term  services  are 
normally  paid  for  within  one  month  of  the  date  of  invoice, 
but  the  period  may  be  extended  where  necessary.  Long-term 
services  (e.g.  drainage)  may  be  paid  for  in  one  sum  or  by 
instalments  with  interest  over  a period  up  to  three  years. 
Loans  under  this  scheme  have  not  been  substantial  (see 
Table  6 of  the  Appendix).  In  Scotland,  the  Department  of 
Agriculture  may  make  advances  to  replace  livestock  lost 
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through  abnormal  weather  conditions  or  other  exceptional 
circumstances.  The  loans  are  repayable  within  five  years, 
and  again  the  scheme  has  not  be^  widely  used.  Little  use 
is  made  of  the  Goods  and  Services  Scheme  in  N.  Ireland. 

17.  Under  the  Agricultural  Revolving  Loan  Fund  a sum 
of  £300,000  was  made  available  for  loans  for  : — 

(i)  grain  drying  and  storage  facilities  ; 

(ii)  plant  and  machinep'  for  agricultural  and  horticultural 
co-operative  societies  ; 

(Ui)  fanners  who  agree  to  share  machinery. 

Loans  can  be  made  for  varying  periods  of  up  to  5 years, 
but  machinery-sharing  loans  must  now  conform  with  current 
hire-purchase  restrictions  (i.e.  one-third  deposit  and  repay- 
ment within  two  years). 

18.  The  current  rate  of  interest  is  5%.  The  Fund  is 
administered  by  the  Agricultural  Departments,  who  are 
advised  on  particular  applications  by  an  Advisory  Com- 
mittee. Figures  of  applications  for,  and  grants  of,  loans  are 
shown  in  the  Appendix,  Table  5.  These  funds  are  also 
available  in  Scotland  and  N.  Ireland,  but  little  use  has  been 
made  of  them. 

19.  In  N.  Ireland,  the  Agricultural  Development  Loans 
Fund  under  the  Development  Loans  Act  (N.I.),  1945,  is  an 
important  source  of  short  and  medium-term  ci^it.  The 
scope  of  the  scheme  is  so  wide  that  it  replaces,  for  all  practical 
purposes,  the  other  official  loan  schemes.  Since  the  Fund  was 
established  in  December,  1945,  loans  totalling  over  ^275,000 
have  been  made  ; in  the  past  5 years,  £1,256,000  has  been 
advanced  on  some  4,600  loans.  It  has  been  used  chiefly  for 
the  hire  purchase  of  agricultural  machinery,  which  represents 
81  % of  the  amount  issued  since  the  Fund’s  inception.  An 
an^ysis  by  type  of  loan  is  given  in  the  Appaadix,  Table  8. 
At  31st  March,  1956,  the  total  outstanding  on  the  2,923 
advances  amounted  to  £564,088. 

Summary  of  County  Branch  views  in  England  and  Wales 

20.  In  order  to  be  in  a better  position  to  place  authoritative 
evidence  before  the  Committee,  the  N.F.U.  of  England  and 
Wales  asked  its  Coimty  Branches  to  submit  their  observations 
on  the  questions  raised  in  Lord  Radcliffe’s  letter  of  27th 
June.  The  response  to  this  request  was  exceUent,  48  county 
branches,  or  82%  of  the  total,  having  submitted  replies. 

21.  County  Branches  formulated  their  replies  to  this 
enquiry  prior  to  the  Chancellor’s  decisions  to 

Bank  Rate  to  7%,  to  limit  bank  advances  and  to  reduce 
investment.  Whilst  it  is  premature  to  attonpt  to  assess  the 
repercussions  of  these  steps  on  agricultural  borrowings,  it 
should  be  noted  that,  on  this  occasion,  the  Government  has 
not  drawn  the  attention  of  the  banks  to  the  importance  of 
fanning  operations.  County  Branches  were  asked  for  their 
views  under  the  following  headings  : — 

I.  Restriction  of  Bank  Advarxes 

22.  Under  this  heading,  comments  were  invited  on : — 

(a)  the  degree  to  which  the  1952  Government  directive 

to  the  banks  succeeded  in  maintaining  the  supply  of 
farm  credit  for  production  purposes,  despite  the 
national  credit  squeeze  ; 

(р)  similarly,  the  degree  to  which  the  1955  Government 
“intimation”  to  the  banks  had  b^n  successful ; 

(с)  the  current  availability  of  bank  credit  to  meet  the 
needs  of  producers  for  : — 

® seasonal  finance  for  production  purposes  ; 

(ii)  medium-t«m  credit  (e.g.  for  breeding  livestock, 
machinery,  mole  drainage)  ; 

(iii)  long-term  credit  (e.g.  for  erection  of,  or  permanent 
improvements  to,  land  and  buildings  ; electri- 
fication). 

23.  The  great  majority  of  the  County  Branches  agreed 
that  the  1952  and  1955  Government  requests  to  the  banks 
succeeded  in  their  broad  purpose  of  maintaining  flie  supply 
of  bank  credit  for  production  purposes.  A number  of  counties, 
however,  reported  that  the  intimation  to  the  banks  in  1955 

less  successful  than  the  directive  in  1952.  Certain 
branches  pointed  out  that,  because  bank  advances  had  not 
incre^d  in  total  despite  the  fall  in  the  value  of  money, 
the  industry  had  in  fact  suffered  a credit  squeeze.  One 
county  made  the  analogous  point  that,  in  the  absence  of  a 
credit  squeeze,  overdrafts  would  have  risen  and  been  used 
profitably  by  the  industry.  Another  reported  that  the  request 
to  cut  advances  by  10%  in  1955  had  been  used  by  bank 
managers  as  an  excuse  for  curtailing  some  farm  overdrafts. 


24.  As  regards  the  current  availability  of  bank  credit, 
most  counties  said  that  seasonal  finance  was  the  least 
difficult  to  obtain.  Medium-term  credit  presented  a much 
greater  problem,  while  there  was  a virtual  dead  stop  in 
long-term  lending  by  the  banks. 

25.  A few  countiK  drew  special  attention  to  the  difficulties 
experienced  by  the  newly-established  and  the  smaller  farmer 
in  obtaining  seasonal  as  well  as  longer  term  bank  loans. 

II.  Movements  in  Rates  of  Interest 

26.  Counties  were  asked  to  say  whether  increases  in  the 
rate  of  interest  in  recent  years  had  in  practice  deterred 
producers  from  borrowing  for  ; — 

(1)  seasonal  finance ; 

00  medium-term  credit ; 

(iii)  long-term  credit. 

27.  There  was  not  quite  the  same  unanimity  in  the  replies 
to  this  question  as  there  was  in  the  replies  to  question  I. 
One  or  two  counties  suggested  that  higher  interest  rates 
had  had  no  effect  on  any  form  of  borrowing,  while  a few 
at  the  other  extreme  suggested  that  short,  medium  and 
long-term  borrowing  had  all  been  seriously  affected.  The 
majority,  however,  tended  to  the  view  that  seasonal  borrowing 
was  the  least  affected,  medium-term  borrowing  had  been 
more  severely  affected,  while  long-term  borrowing  had  been 
very  considerably  affected.  One  or  two  specific  references 
were  made  to  the  probably  inhibiting  effect  of  high  interest 
rates  on  the  ability  of  farmers  to  make  use  of  the  Farm 
Rnprovemeot  Scheme.  Reference  was  also  made  to  the 
impact  of  high  interest  rates  on  production  costs,  both 
directly  and  also  in  inhibiting  the  investment  required  to 
facilitate  a reduction  in  unit  costs.  It  was  also  pointed  out 
that  higher  interest  rates  had  led  to  forced  sales  of  produce 
which,  in  turn,  had  led  to  lower  market  prices  and  conse- 
quently to  higher  Exchequer  liability. 

III.  Changes  in  the  terms  on  which  hire  purchase  finance  is 
available 

28.  Views  were  sought  as  to  whether  producers  used 
hire  purchase  credit  simply  because  they  were  unable  to 
finance  the  purchase  of  machinery,  livestock  etc.,  by  other 
means,  or  whether  there  was  some  other  explanation  for 
the  growth  of  this  form  of  credit  during  recent  years. 

29.  Although  still  relatively  small  in  relation  to  bank  and 
merchants’  credits,  hire  purdiase  credit  has  undoubtedly 
expanded  considerably  during  the  past  6 or  7 years.  How- 
ever, the  inclusion  of  agriculturid  plant  and  machinery 
witbm  the  scope  of  the  Hire  Purchase  and  Credits  Sale 
Agreements  (Control)  Order  in  February,  1956,  undoubtedly 
resulted  in  a slowing  down  in  farm  purchases  of  machinery 
by  this  means. 

30.  The  following  were  the  principal  reasons  given  for 
the  upward  trend  of  hire  purchase  credit ; — 

(a)  Inability  to  finance  the  purchase  of  the  asset  in  other 
ways,  e.g.  by  means  of  a bigger  overdraft.  The  growing 
difficulty  of  financing  medium-term  investment  is 
relevant  in  this  context. 

(A)  Relative  ease  of  acquiring  assets  by  this  method.  The 
salesman  comes  to  the  producer  whereas,  for  bank 
loans,  the  borrower  must  go  to  the  bank.  Moreover, 
high  introductory  commissions  offered  by  the  hire 
purchase  companies  have  led  merchants  to  press  this 
type  of  credit. 

(c)  Farmers  prefer  to  reserve  their  limited  bank  overdrafts 
for  more  urgent  purposes.  Hire  purchase  thus 
represents  extra  credit  not  backed  by  the  normal 
types  of  security.  Many  farmers  failed  to  appreciate 
the  high  cost  of  the  interest  charge. 

IV.  Availability  of  finance  otherwise  than  from  the  battks  and 
hire  purchase  companies 

31.  Counties  were  invited  to  comment  on  the  availability 
of  finance  from  the  undermentioned  sources,  the  question 
being  whether  the  facOities  had  been  affected  by  the  monetary 
measures  used  by  the  authorities  since  1951. 

(а)  The  Agricultural  Mortgage  Corporation  ; 

(б)  The  L^ds  Improvement  Company  ; 

(c)  Ordinary  building  societies  and  insurance  companies  ; 

(d)  The  Agricultural  Revolving  Loan  Fund  ; 

(e)  The  Agricultural  Goods  and  Services  Scheme  ; 

(J)  Other  sources,  if  any,  apart  from  merchants’  credits. 
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32.  Unfortunately,  relatively  few  counties  interpreted  this 
question  correctly.  Most  of  them  either  indicated  the  estent 
to  whidi  each  of  these  bodies  or  sources  was  used  by  fanners, 
or  suggested  ways  in  which  their  usefulness  could  be  increased. 
These  comments  have  been  taken  into  accoimt  in  the 
recommendations  in  the  final  section  of  this  evidence. 

33.  The  following  inferences  can,  however,  be  drawn 
from  the  replies  : — 

(i)  High  interest  rates  in  recent  years  have  inhibited 
borrowings  from  the  A.M.C.  and  L.I.C.; 

(ii)  Building  societies  and  insurance  companies  no  longer 
appear  to  be  important  providers  of  long-term 
finance  for  agriculture.  Whatever  may  have  been 
the  position  some  years  ago,  their  loans  today,  to 
producers  have  virtually  ceased  ; 

(iii)  The  Agricultural  Revolving  Loan  Fund  has  been  only 
of  minor  importance,  chiefly  because  of  the  relatively 
short  period  over  which  loans  have  to  be  repaid, 
and  also  because  it  is  not  well  known  among  producers. 

(iv)  Use  made  of  the  Agricultural  Goods  and  Services 
Scheme  varies  from  area  to  area,  but  this  source  is 
only  available  to  the  farmer  where  he  can  show  that 
credit  is  unobtainable  from  other  sources.  Many 
farmers  are  reluctant  to  use  the  Scheme,  since  it 
involves  the  disclosure  of  their  credit  difficulties  to 
the  supplying  merchant. 

(v)  The  avaOability  of  private  finance  may  be  declining, 
since  local  investors  are  becoming  increasingly  aware 
that  their  money  can  often  be  invested  to  better 
advantage  elsewhere  than  in  their  own  vicinity. 

V.  Changes  in  the  use  of  trade  credit 

34.  County  branches  were  asked  to  express  views  on  ; — 

(fl)  whether  the  credit  squeeze  had  made  it  more  difficult 

for  producers  to  obtain  trade  credit ; 

(6)  the  cost  of  such  credit ; 

(c)  the  desirability  or  otherwise  of  fanners  using  this 
form  of  credit. 

35.  The  consensus  of  opinion  is  that,  as  a result  of  the 
credit  squeeze,  agricultural  merchants  have  been  obliged  both 
to  insist  upon  prompter  payment  by  producers,  and.  either 
to  increase  the  discount  for  iromediate  payment  or  to 
increase  the  rate  of  interest  charged  for  delayed  payment. 
In  general,  trade  credit  has  become  more  difficult  to  obtain, 
but  a few  counties  report  that  frie  credit  squeeze  has  had 
little  effect  on  mCTchants’  willingness  to  ectend  credit. 

36.  Most  counties  were  of  the  strong  opinion  that, 
because  of  the  high  cost  of  trade  credit,  direct  bank  credit 
was  distinctly  preferable.  Nevertheless,  some  coimties  pointed 
out  that  the  merchants  were  a highly  important  additional 
source  of  unsecured  credit. 

Additional  observations  by  Scotland  and  N.  Ireland 

37.  On  the  question  of  the  deterrent  effect  of  high  interest 
rates  on  borrowing  for  long-term  purposes,  it  is  understood 
that  while  the  Scottish  Agricultural  Securities  Corporation 
has  recently  raised  its  interest  rate  to  7i%,  this  may  not 
have  had  much  effect  on  the  willingness  to  borrow  since 
the  Corporation  has  indicated  that,  if  and  when  Ihe  financial 
position  becomes  easier,  it  hopes  to  be  able  to  reduce  the 
rate  of  interest  on  all  advances  made  at  that  rate.  At  the 
moment,  the  Cotporation’s  condition  is  that  this  rate  should 
apply  for  a minimum  period  of  three  years. 

38.  A credit  organisation  on  the  lines  of  a building  society 
has  recently  been  started  in  Scotland  for  the  exclusive  use 
of  fanners. 

39.  Although  as  regards  bank  credit  Northern  Ireland 
concur  generally  with  the  views  expressed  by  the  majority 
of  county  branches  in  England  and  Wales,  they  observe 
that  if  the  overdraft  rate  remaiiB  for  long  at  its  present  high 
level,  many  farmers  will  be  deterred  from  borrowing  as 
much  as  they  have  done  in  the  past.  They  consider  that  the 
net  cost  of  borrowing  is  probably  higher  to  their  small 
farmers  than  to  the  larger  men  who  are  paying  hi^er  rates 
of  income  tax. 

40.  In  general,  Northern  Ireland  consider  that  their 
official  Agricultural  Development  Loans  Fund  provides  very 
valuable  short,  medium  and  long-term  credit  to  their  farming 
community. 

Conclusions  and  recommendations 

41.  Unlike  several  European  coimtries  and  the  United 
States,  there  are  no  agricultural  credit  banks  in  the  United 
Kingdom.  Most  of  the  short  and  medium-term  credit  used 


by  farmers  and  growers  is  supplied  by  the  ordinary  banks  and 
agricultural  merchants.  Even  for  long-term  lending,  die 
three  specialist  bodies  in  Great  Britain  (the  Agricultural 
Mortgage  Corporation,  die  Scottish  Agricultural  Securities 
Corporation,  and  the  Lands  Improvement  Company)  have 
not  had  a large  volume  of  business  despite  their  existence  for 
a considerable  period. 

42.  There  are  some  371,000  holdings  inEngland  and  Wales 
and  the  bulk  of  them  are  small : 77  are  under  100  acres 
in  size.  Six  in  every  ten  farmers  are  tenants.  In  Scotland, 
there  are  some  73,000  holdings  whose  average  size  is  60  acres, 
and  80  % of  them  are  under  100  acres  in  size.  Approximately 
68%  of  farmers  are  tenants.  In  Northern  Ireland  there 
are  some  81,000  holdings  above  1 acre  in  size  and  about 
95%  of  these  are  less  than  100  acres.  Nearly  all  of  them  are 
owner-occupied. 

43.  The  chief  problem  of  tenant  farmers  is  to  secure 
credit  for  seasonal  finance,  and  for  medium-term  investmait 
in  machinery,  plant  and  hvestock  (including  breeding  herds). 
Owner-occupiers  are  also  faced  with  the  problem  of  raising 
capital  for  the  purchase,  improvement  and  equipment  of 
their  holdings.  Relatively  few  farms  are  operated  as  partner- 
ships and  even  fewer  as  private  or  public  companies.  The 
result  is  that  the  equity  capital  has  to  be  found  wholly  by 
the  individual  proprietor  from  his  own  resources.  Farm^ 
does  not  easily  lend  itself  to  the  joint  sharing  of  the  equity. 
For  those  who  borrow  to  become  owner-occupiers,  the 
lenders  are  mortgagees  rather  than  shareholders.  Their 
interest  has  to  be  paid,  whether  or  not  a profit  is  made. 

44.  In  the  Unions’  view,  the  farmers’  inability  to  take 
advantage  of  the  modem,  highly  organised  capital  market 
brin^  with  it  the  need  for  effective  and  flexible  agricultural 
credit  facilities.  Most  farmers  today  axe  under  rather  than 
over-capitalised,  and  they  lack  the  financial  resources  which 
would  enable  them  to  cut  their  unit  costs  by  the  greater  use 
of  modem  techniques.  British  agriculture  could  make  an 
even  bigger  contribution  to  the  nation’s  food  supply  if  it 
could  improve  its  competitive  position. 

45.  While  the  object  of  the  new  Farm  Improvement 
Scheme  is  to  stimulate  the  modernisation  of  permanent 
equipment  on  our  holdings  during  the  next  ten  years,  a 
number  of  owners  and  occupiers  will  probably  be  unable  to 
participate  in  the  scheme  owing  to  their  inability  to  finance 
their  share  of  the  cost.  There  is  also  in  Great  Britain  the 
particular  problem  of  the  tenant  farmer  who,  on  finding 
that  his  landlord  is  either  unwilling  or  unable  to  carry  out 
an  improvement,  wishes  to  do  so  himself  with  the  aid  of  the 
Government  ^ant.  As  a tenant,  however,  he  is  debarred 
from  borrowing  from  either  the  Agricultural  Mortgage 
Corporation,  the  Lands  Improvement  Company  or  the 
Scottish  Agricultural  Securities  Corporation. 

46.  Institutionally,  the  main  function  of  the  joint  stock 
banks  is  to  provide  short-term  finance,  In  practice,  until 
recently  the  banks  were  providers  also  of  some  medium  and 
long-tenn  finance.  Since  bank  advances  are  subject  to 
immediate  recall  the  desirability  of  borrowing  from  the 
banks  for  other  than  seasonal  requirements  is  doubtful. 
Moreover,  such  borrowing  has  been  restricted  in  recent  years, 
The  bulk  of  the  banks’  short-term  Imding  in  the  past  has 
either  been  secured  against  such  assets  as  life  policies, 
securities,  etc.,  or  has  been  granted  simply  after  an  inspection 
by  the  bank  of  the  farmer’s  assets  and  liabilities.  Very 
little  use  has  in  practice  been  made  of  the  provisions  of 
Part  2 of  the  Agricultural  Credits  Act,  1928,  enabling  a 
farma  to  create  an  agricultural  charge  iu  favour  of  the 
bank  on  his  farming  stock  and  assets.  Few  banfo,  to  otir 
knowledge,  have  taken  advantage  of  these  provisions  either 
for  fixed  or  floating  charges.  The  fact  that  such  charges 
have  to  be  registered  and  that  the  register  is  open  to  public 
inspection  on  file  payment  of  the  prescribed  fee,  would 
mean  that  the  farmer’s  trade  credit  would  almost  certainly 
be  curtailed  if  he  had  recourse  to  this  facility.  The  1928 
Act  has,  therefore,  failed  in  one  of  its  declar^  purposes, 
namely,  “to  facilitate  the  borrowing  of  money  on  the 
security  of  farming  stock  and  other  agricultural  assets.  . .’’ 
The  Unions  consider  that  a new  approach  must  be  devised 
if  farmers  are  to  be  able  to  obtain  the  greatly  increased 
supply  of  short-term  finance  which  must  complement  the 
medium  and  long-term  investment  that  will  be  essential  in 
the  years  to  come. 

47.  Again  from  the  point  of  view  of  credit  institutions, 
long-term  Imding  in  Great  Britain  is  the  special  responsibility 
of  the  Agricultural  Mortgage  Corporation,  the  Lands 
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Improvement  Company  and  the  Scottish  Agricultural 
Securities  Corporation.  These  bodies  have,  however,  been 
criticised  on  lie  grounds  of  their  relative  infledbility,  which 
is  reflected  in  the  limited  volume  of  business  undertaken. 
The  total  advances  made  by  these  bodies  (see  Ap^ndix, 
Tables  2,  3 and  7)  are  very  small  in  relation  to  the  estimated 
current  value  of  farm  land  and  buildings  in  the  United 
Kingdom,  which  is  probably  of  the  order  of  £1,850  millions. 

48.  There  are  also  the  special  problems  of  the  small  and 
newly  established  farmers,  who  generally  lack  the  financial 
resources  to  intensify  or  improve  their  production  in  order 
to  increase  their  net  income.  This,  in  turn,  makes  them  a 
poor  risk  as  far  as  the  hanks  are  concerned.  Many  of  these 
men  would  be  able  to  use  more  credit  remuneratively. 

49.  The  recommendations  set  out  below  are  accordm^y 
designed  both  to  secure  improvements  in  the  existing 
institutional  arrangemaits  for  agricultural  credit  and  also 
to  establish  new  facilities  where  there  is  at  present  a gap. 

(а)  Short-Term  Credit 

50.  The  fact  tliat  the  banking  system  does  not  fully  provide 
farmers’  current  needs  for  working  capital  is  reflected  in 
the  fact  that  short-term  borrowings  from  merchants  are 
estimated  to  be  as  great  as  those  from  the  banks.  While 
some  farmers  may  be  unaware  of  the  high  cost  of  trade 
credit  and  others  are  somewhat  reluctant  to  approach  then- 
banks,  there  can  be  little  doubt  that  the  majority  borrow 
from  their  merchants  only  because  this  is  the  most  readily 
accessible  form  of  credit.  There  is,  therefore,  ample  evidence 
of  a fundamental  gap  in  the  short-term  cr^t  structure — a 
gap  which  must  be  filled  if  farmers  are  to  obtain  the  aredit 
they  need  at  a reasonable  cost. 

51.  It  is  considered  that  there  is  substantial  scope  for  the 
extension  of  bank  lending  if  a new  institution  were  established 
which  would  guarantee  lenders  against  any  loss  involved 
in  the  loan  of  money  to  a credit-worthy  farmer.  This  body 
would  consent  to  back  the  bank’s  loan  only  after  carefifi 
consideration  had  been  given  by  the  local  hank  to  the 
application  and,  where  necessary,  after  an  independent 
professional  opinion  had  been  obtained  at  the  applicant’s 
cost.  Althou^  the  joint  stock  banks  have  not  as  yet  admitted 
the  need  for  such  an  institution,  insurance  support  could 
be  obtained  -without  recourse  to  the  Government.  With  this 
backing,  the  new  institution  could  pro-vide  the  banks  with 
complete  assurance  against  the  risk  of  loss. 

52.  Fanners  and  growers  are  frequently  unable  to  make 
out  the  best  possible  case  on  their  o-wn  behalf  when  approach- 
ing their  banks  for  credit.  One  of  the  functions  of  the  new 
institution  would  be  to  help  such  farmers  and  growers  in 
the  presentation  of  their  case.  It  is  envisaged  that  such  a 
service  would  be  of  special  value  to  the  small  producer. 

(б)  Medium-Term  Credit 

53.  The  Unions  firmly  believe  that  it  is  necessary  for  the 
Government  to  assist  the  indus^  in  promotk^  an  agricul- 
tural medium-tram  credit  institution.  Such  a body  is  required, 
not  only  to  assist  producers  in  financing  projects  for  which 
bank  loans  are  unsuitable,  but  also  to  ensure  that  the  maximum 
use  is  made  of  the  Farm  Improvement  Scheme  and  other 
Government  grants. 

54.  This  institution  would  be  authorised  to  grant  loans 
to  producers  up  to  stated  maximum  periods  for  such  purposes 
as  : — 

(0  The  purchase  of  agricultural  and  horticultural  plant 
and  machinery,  including  temporary  buildings  and 
structures. 


(ii)  The  acquisition  of  breeding  animals. 

(iii)  Work  approved  by  the  Agricultural  Departments 
carried  out  by  tenant  fanners  under  the  Farm  Im- 
provement Scheme. 

(iv)  Work  carried  out  by  tenant  farmers  to  enable  them 
to  t^e  advantage  of  the  grant-aided  schemes  for 
water  supply,  land  drainage,  housing  and  other  types 
of  farm  improvement. 

(v)  Enabling  new  tenants  to  meet  part  of  the  cost  ot 
tenant-right. 

(vi)  Finance  for  producer  co-operatives  and  other  producer 
controlled  organisations  engaged  in  the  supply  of 
requirements  and/or  in  the  marketing  of  agricultural 
and  horticultural  products.  Such  loans  would  be  for  : 

(u)  the  purchase  of  plant  and  machinery, 

(i)  the  financing  of  livestock  production, 

(c)  working  capital  for  a period  longer  than  one  year. 

(c)  Long-Term  Credit 

55.  The  Agricultural  Mortgage  Corporation  and,  to  a 
lesser  extent,  fte  Lands  Improvement  Company,  are  criticised 
generally  by  farmers  in  England  and  Wales  for  : — 

(i)  cumbrous  procedure  and  formalities  ; 

(ii)  low  valuations  ; 

(iii)  hi^  interest  rates  ; 

(iv)  penal  redemption  arrangements  ; 

(v)  high  initial  charges  in  connection  with  negotiation 
of  loans. 

56.  It  is  recognised  that  neither  company  is  a completely 
free  agent  in  this  respect  and  that  their  hands  are  tied  by 
4e  legislation  under  which  they  were  created.  Nevertheless, 
if  owners  and  owner-occupiers  are  to  be  able  to  use  these 
sources  progressively  during  the  next  few  years  in  connection 
with  the  Farm  frnprovement  Sdieme,  the  lending  procedure 
must  become  more  flexible,  even  if  this  may  involve  certain 
changes  in  legislation. 

57.  It  is,  for  example,  felt  that,  at  a lending  rate  of  7 %, 
the  Agricultural  Mortgage  Corporation  is  hardly  fulfilling 
its  statutory  obligation  to  advance  “.  . . loans  on  terms  most 
favourable  to  the  borrowers”  (Agricultural  Credits  Act, 
1928,  Section  1).  It  is,  of  course,  appreciated  that  the  lending 
rates  of  this  Corporation  are  set  by  toe  rate  at  which  they  can 
borrow  on  debentures"  in  toe  money  market,  toe  main  source 
of  funds  for  lending.  Such  hi^  rates  must,  however,  deter 
long-term  borrowers  whose  loans  can  be  up  to  periods  of 
60  years.  The  Corporation  would  be  in  a much  better 
position  to  carry  out  one  of  the  chief  objects  of  the  1928  Act 
if  a substantial  part  of  its  lending  funds  coidd  be  obtained 
fi-om  the  Treasury,  at  the  lowest  possible  rate  of  interest,  to 
enable  the  Corporation  to  keep  within  a statutorily  deter- 
mined maximum  lending  rate.  It  is  also  suggested  that,  in 
its  practical  operations,  the  Agricultural  Mortgage  Corpora- 
tion should  be  prepared  to  reduce  toe  minimum  period  of  its 
loans  from  toe  present  normal  period  of  20  years. 

Hire  Purchase 

58.  The  Unions  recommend  that  such  facilities  should 
be  subject  to  greater  Government  supervision,  especially  as 
regards  the  rate  of  interest.  It  is  also  considered  that  capital 
items,  such  as  agricultural  plant  and  machinery,  sho-uld  not 
be  suljject  to  the  provisions  of  toe  Hire  Purchase  and  Credits 
Sale  Agreements  (Control)  Order.  The  need  for  this  expensive 
form  of  credit  would  dwindle  if  a medium-term  credit  ^heme 
were  established  on  the  lines  indicated  above. 

November,  1957. 


Appendix 


Table  1 


Bank  advances  to  agriculture  in 
Great  Britain 


Agriculture 
and  Fishing 

Total 

Agriculture 
and  Fishing 

1955  August  . 

Agriculture 
only 
. 239-4 

Total 

2,215-2 

Agriculture 
as  % of  Total 
10-8 

£mn. 

£mn. 

as  % of  Totsd 

November 

23M 

1,980-7 

11-7 

1950  .. 

163-6 

1,683-9 

9-7 

1956  February  . 

. 225-9 

1,961-1 

11-5 

1951  .. 

190-4 

1,920-6 

9-9 

May...  . 

. 2196 

1,985-1 

11-1 

1952  .. 

198-9 

1,930-6 

10-3 

August  . 

. 224-3 

2,002-0 

11-2 

1953 

200-3 

1,815-8 

11-0 

Novembra 

218-7 

1,930-5 

11-3 

1954  .. 

213-7 

1,907-6 

11-2 

1957  February  . 

. 220-4 

2,000  3 

11-0 

1955  .. 

233-6 

2,120-2 

11-0 

May  ...  . 

. 226-3 

2,078  1 

10-9 

1956 

225-4 

1,969-7 

11-4 

August  . 

227-6 

2,054-3 

111 
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Table  2 


Table  5 


Mortgage  and  Improvement  Loans  completed  in  each  year 


Agricultural  Mort- 

Improve- 

ment 

gage  Corporation  (a) 

Company  (b) 

Mortgage 

Improve- 

ment 

Improve- 

ment 

Loans 

Loans 

Loans 

£ 

£ 

£ 

1946  .. 

1,109,728 

1,185 

33,811 

1947  .. 

1,746,024 

13,330 

39,433 

1948  .. 

2,115,162 

7,340 

62,361 

1949  .. 

2,731,022 

15,064 

68,828 

1950  .. 

3,521,505 

17,611 

107,714 

1951  .. 

4,120,788 

13,040 

82,904 

1952  .. 

4,934,856 

17,837 

139.680 

1953  .. 

4,474,819 

14,871 

149,325 

1954  .. 

1,930,416 

14,187 

151,399 

1955  . 

2,852,151 

4,134 

172,975 

1956  . 

3,498,513 

7,753 

165,030 

1957  . 

4,104,697 

11,488 

n.a. 

Table  3 

Sums  outstanding  on  Mortgage  and  Improvement  Loans  in 
England  and  Wales 

Lands 

Improve- 


Agricultural  Mart-  ment 


gage  Corporation  (a) 
Improve- 

Company  (i) 
Improve- 

Mortgage 

ment 

ment 

Loans 

Loans 

Loans 

£ 

£ 

£ 

1946  ... 

7,169,882 

51,282 

1,245,633 

1947  ... 

8,205,843 

54,253 

1,169,799 

1948  ... 

9.483,263 

55,914 

1,130,835 

1949  ... 

...  11,169,301 

66,045 

1,102,477 

1950  ... 

...  13,746,844 

80,237 

1,088,203 

1951  ... 

...  16,893,632 

86,900 

1,083,516 

1952  ... 

...  20,743,256 

97,079 

1,138,800 

1953  ... 

...  23,982,498 

107,159 

1,204,940 

1954  ... 

...  24,370,776 

117,198 

1,260,715 

1955  ... 

...  25,773,180 

111,576 

1,359,116 

1956  ... 

...  27,726,885 

108,824 

1,427,296 

1957  ... 

...  30,412,491 

115,553 

n.a. 

Year  ended  31sC  Marcli 
Year  ended  3Ut  December 

Agricultural  Revolving  Loan  Fund*  {United  Kingdom) 


Total 

Applications 

Loans 

Loans 

for  loans 

Approved  Granted 

£ 

£ 

£ 

End  1953 

...  32,036 

2,758 

— 

End  1954 

...  171,808 

125,932 

72,939 

End  1955 

...  378,678 

276,534 

221,200 

End  1956 

...  492,816 

384,474 

330,576 

1st  November,  1957 

...  591,863 

470,423 

403,595 

• Commenced  mid  19S3 


Table  6 


Goods  supplied  to  Farmers  under  Goods  and  Services  Scheme 
as  per  Trading  Account  in  England  and  Wales 


1949/50  

£ 

90,800 

1950/51  

203,670 

1951/52  

278,214 

1952/53  

225,857 

1953/54  

145,793 

1954/55  

167,925 

1955/56  

140,339 

1956/57  

145,000 

Scottish  Agricultural  Securities  Corporation— Ag^egate 
Amount  of  Loans  advanced  up  to  and  including  the 


following  years 


Long 

Improve- 

Term 

ment 

Loans 

Loans 

£ 

£ 

Year  to  31st  March,  1948  .. 

1,229,486 

10,793 

„ „ 1949  .. 

1,332,550 

14,510 

„ 1950  .. 

1,575,313 

23,798 

„ 1951  .. 

1,775,411 

37,850 

„ „ 1952  .. 

2,021,571 

56,153 

„ 1953  .. 

2,318,688 

74,673 

„ V,  1954  .. 

2,547,362 

80,073 

„ „ 1955  .. 

2.733,967 

83,538 

„ „ 1956  .. 

3,000,952 

86,860 

„ .,  1957  .. 

3,455,812 

89,524 

Changes  in  the  Agricultural  Mortgage  Corporation's 
Lending  Rate  and  in  Bank  Rate 


Agricultural 

Mortgage 

Corporation 

Bank 

Rate 

Rate 

V 

May 

1944... 

% 

3i 

Oct.  1939  ... 

/a 

2 

Nov. 

1949... 

4 

Nov.  1951  ... 

2i 

May 

1951... 

4i 

Mar.  1952  ... 

4 

Nov. 

1951... 

4i 

Sep.  1953  ... 

3i 

Feb. 

1952... 

5i 

May  1954  ... 

3 

Aug. 

1952... 

6 

Jan.  1955  ... 

3i 

May 

1953... 

5J 

Feb.  1955  ... 

4i 

Nov. 

1953... 

5 

Feb.  1956  ... 

Si 

May 

1954... 

4* 

Feb.  1957  ... 

S 

Aug. 

1955... 

5i 

Sep.  1957  ... 

7 

July 

1956... 

Si 

July 

1957... 

6 

Oct. 

1957  to  date  7 

Table  8 

Agricultural  Development  Loans  Fund,  Northern  Ireland. 
Analysis  of  Loans  Outstanding  at  March,  1956 


Category 

Agricultural  Machinery  (H.P.)  

Stallions  

Bulls 

Livestock 

Seeds  and  fertilisers  

Scutch  mills  

Byres  and  dairies  

Building  for  agricultural  products 
Farm  structures  and  land  improvements 

Farm  dwellhigs  

Dairy  equipment  

Electrical  plant  


No.  of 
Loans 
2,350 
1 
2 
81 
73 
1 

191 

2 

65 

148 

7 

2 

2,923 


2.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  COUNTRY  LANDOWNERS’  ASSOCIATION* 


1.  The  Country  Landowners’  Association  is  fully  co^iisant 
of  the  necessity  for  Government  action  in  the  direction  of 
credit  control  and  it  is  aware  that  manipulation  of  the 
Bank  ^te  offws  a ready  and  effective  instrument  for  this 
purpose.  It  does,  however,  appear  to  the  Association  tlmt 
to  &at  down  the  demand  for  credit  by  increasing  the  price 


* See  Minules  of  Evidence  Qiu.  6*12  to  6K6. 


is  a method  which  does  not  take  into  account  the  relative 
importance  of  different  industries  from  the  point  of  view 
of  the  national  need.  Discrimination  of  this  character  is 
left  to  the  banks  and  other  credit  institutions  and  to  the 
Capital  Issues  Committee,  but  these  bodies  can  adjudicate 
only  upon  effective  demands  for  credit.  To  the  extent  that 
demand  fails  because  the  interest  rate  is  too  high,  price,  not 
the  national  need,  becomes  the  final  arbiter. 
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2.  The  Country  Landowners’  Association 


2.  This  Association  is  concerned  in  the  matter  of  credit 
primarily  from  the  point  of  view  of  the  agricultural  land- 
owner,  upon  whom  devolves  the  obligation  to  provide  and 
improve  the  fixed  equipment  of  the  land.  To  fulfil  these 
obligations  satisfactorily  the  landowner  needs  to  be  able 
to  borrow  at  a rate  of  interest  which  is  both  reasonable 
and  stable.  It  is  not  the  landowner’s  complaint  that  credit 
is  not  available  for  agricultural  improvements.  Indeed  there 
exist  special  credit  institutions,  namely  the  Agricultural 
Mortgage  Corporation  and  the  Lands  Improvement  Com- 
pany, whose  functions  are  to  provide  the  necessary  credit. 
The  rates  of  interest  charged  by  these  bodies  are,  however, 
influenced  by  the  Bank  Rate  in  force  at  the  time  a loan  is 
made.  Both  are  at  present  asking  7%,  and  the  rate  agreed 
when  the  loan  is  negotiated  operates  throughout  the  whole 
repayment  period  which  varies  between  10  and  40  years 
for  improvement  loans  or  20  and  60  years  for  mortgage 
Loans. 

3.  The  landowner’s  particular  difficulties  connected  with 
the  financing  of  long  term  agricultural  improvements  arise 
from  restrictions  imposed  upon  his  freedom  to  contract 
with  his  tenants.  Ideally  the  cost  of  modernising  fixed 
equipment  to  bring  a farm  up  to  date  should  be  followed 
by  an  economic  rent  for  the  owner.  Under  the  Agricultural 
Holdings  Act,  1948,  however,  the  determination  of  rent  is 
not  necessarily  influenced  hy  prevailing  interest  rates. 
Ultimately,  after  arbitration,  the  rental  value  of  the  farm 
following  modernisation  will  be  the  same  whether  flie  new 
money  is  borrowed  at  3i%  or  7%  and  the  landowner  who 
borrows  at  high  rates  is  at  a great  disadvantage. 

4.  More  than  a third  of  the  land  of  this  country  is  farmed 
by  its  owners  and  the  question  of  rent  is  not  directly  involved. 
“Rent  and  Interest”  does  however  enter  into  the  picture  as  an 
item  of  cost  in  the  annual  farm  price  reviews.  The  Rent 
element  is  a national  figure  which  appears  to  be  derived 
from  a sample  of  actu^  lettings.  In  the  opinion  of  this 
Association  it  is  a totally  inad^uate  figure  reflecting  the 
depressing  influence  of  arbitration  imder  the  Agricultural 
Holdings  Act,  1948. 


5.  The  Interest  element  refers  only  to  workmg  capital 
employed  in  farming  operations  and  does  not  relate  to 
land-ownership.  Two  things  follow.  The  annual  Farm  Price 
Review  penalises  the  owner-occupfer,  who  in  his  capacity 
of  landowner  only  receives  a return  ^uivalent  to  the  low 
notional  national  average  of  rent  received  by  owners  letting 
farms.  And,  in  spite  of  the  assurances  given  in  Section  1 
of  the  Agriculture  Act,  .1947,  the  basis  of  the  Review  is  such 
that  the  rates  of  interest  at  which  landowners  have  bad  to 
borrow  are  left  out  of  account  to  the  extent  that  they  have 
had  little  or  no  influence  on  the  rents  on  which  the  notional 
national  average  is  calculated. 

6.  The  point  it  is  particularly  wished  to  stress  is  that  it 
is  generally  economically  unsound  for  the  landowner, 
whether  as  owner  of  tenanted  farms  or  as  owner-occupier, 
to  borrow  at  high  rates  of  interest  for  farm  improvements. 
Funds  are  avaUable  to  the  landowner  but  he  has  little 
inducement  to  borrow  at  high  prices  so  long  as  the  statutory 
and  other  influences  surrounding  agricultural  rents  make  it 
impossible  to  be  assured  of  an  economic  return.  It,  therefore, 
seems  reasonable  for  landowners  to  expect  protection  from 
the  repercussions  of  a hi^  Bank  Rate. 

7.  The  Agricultural  Mortgage  Corporation  and  the  Lands 
Improvement  Company  both  offer  farm  improvement  loans 
which  have  to  be  approved  by  the  Ministry  of  Agriculture, 
Fisheries  and  Food.  Under  the  existing  arrangements  the 
rate  of  interest  at  which  these  bodies  can  lend  is  dictated 
by  the  rate  at  which  they  borrow  and  this  in  turn  is  influenced 
by  the  Bank  Rate  at  the  relevant  time.  The  Association 
therefore  feels  it  is  imperative  that  the  Govemmrait  should 
give  some  form  of  financial  assistance  to  these  bodies  so 
as  to  enable  them  to  offer  more  reasonable  and  stable  terms 
for  agricultural  loans,  in  particular  for  Improvement  Loans 
which  are  such  a useful  complement  to  the  Farm  Improve- 
ment Scheme. 

December,  1957 


3.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  SCOTTISH  LANDOWNERS’  FEDERATION* 


1 . The  Scottish  Landowners’  Federation  is  the  represen- 
tative organisation  of  the  owners  of  agricultural  land  in 
Scotland  and,  as  such,  receives  Government  recognition. 
Its  members  are  deeply  concerned  with  the  workmg  of  the 
monetary  and  credit  system. 

General  Considerations 

2.  Before  the  second  World  War  agriculture  had  been — 
with  the  exception  of  the  period  of  the  first  World  War — in 
a general  state  of  depression  for  many  years,  whOst  the 
ownership  of  land  has  been  an  unremunerative  form  of 
investment  for  many  decades.  Consequently  agriculture  is 
probably  more  under-capitalised  than  any  other  industry. 
Insufficient  profits  were  being  earned  to  justify  large  scale 
capital  investment  although  landowners,  by  and  large,  met 
their  responsibilities  with  commendable  spirit  and  self- 
sacrifice.  Accordingly,  when  considering  whetiier  pref^ential 
long-term  credit  facilities  for  agriculture  can  justified, 
the  lack  of  return  on  capital  investment  in  tenanted  farms 
should  receive  earnest  thought. 

3.  Every  healthy  industry  must  have  an  aimual  intake 
of  fresh  entrants  if  it  is  to  expand  and  make  progress.  Under 
existing  conditions  the  accumulation  of  capital  either  to 
stock  and/or  buy  a farm  is  very  difficult.  The  question  of 
whether  the  existing  monetary  and  credit  system  is  sufficiently 
flexible  to  enable  a man  with  a relatively  small  amount  of 
capital  to  make  a start  in  the  agricultural  industry  should 
be  thoroughly  examined. 

4.  The  agricultural  and  home  forestry  industries  are  both 
of  supreme  national  importance.  Recurring  foreign  exchange 
crises  since  the  war  have  underlined  the  necessity  to  expand 
home  production  of  food  and  timber  in  order  to  save  foreign 
exchange,  but  capital  investment  in  agriculture  and  timber 
prices  have  both  shrunk  at  the  very  moment  when  confidence 
is  required  to  stimulate  investment  in  both  these  industries. 

5.  Imperial  Chemical  Industries  Ltd.  have  recently 
published  a pamphlet  entitled  “Capital  in  United  KingHnm 

* See  Minutes  of  Evidence  Qns.  6467  to  6549. 


Agriculture  Present  and  Future”  which  suggests  that  a 
capital  investment  of  £400  million  on  farm  buildings  is 
required  to  permit  their  more  efficient  workmg  and  a greater 
output  from  the  eustmg  labour  force.  Of  the  £400  million, 
£100  million  is  allocated  to  Scotland.  These  figures,  even  if 
they  are  arbitrary,  at  least  indicate  the  magnitude  of  the 
problem  which  faces  the  country. 

6.  A quicker  and  more  substantial  rate  of  investment  in 
agriculture  and  forestry  is  essential  if  the  Government’s 
objectives  are  to  be  fulfilled.  Agriculture  is  our  most 
fundamental  industry  and,  directly  and  indirectly,  1he 
larg«t  employer  of  labour  in  the  country.  Moreover  it  is 
in  the  national  interest  that  people  shoifid  remain  on  the 
land.  The  necessary  financial  conditions  must,  therefore,  be 
created  which  will  ensure  a reversal  of  the  falling  trend  of 
capital  investment  in  agriculture  and  forestry. 

7.  The  ownership  of  agricultural  land  carries  with  it 
the  obligation  of  providing  its  fixed  equipmrait.  Many 
farm  buildings  were  built  over  a hundred  years  ago.  To 
meet  modem  farming  requirements  some  of  these  buildings 
have  been  considCTably  altered.  Many  still  require  alteration. 
In  the  case  of  tenanted  land  the  cost  of  modernisation  is 
traditionally  and  officially  financed  by  the  landowner,  although 
in  some  cases  substantial  improvements  have  been  and  are 
being  carried  out  by  tenants.  It  is  seldom  possible  to  finance 
extensive  farm  improvements  from  estate  revenue.  Resort 
is,  therefore,  often  made  to  the  employment  of  capital  from 
other  sources  (if  they  exist)  or  to  borrowing  on  the  security 
of  the  land.  In  the  case  of  the  owner-occupier  such  work  is 
normally  financed  from  farm  profits,  unless  capital  is  available 
from  other  sources  or  money  is  borrowed  on  the  security 
of  the  fann. 

8.  Broadly  speaking,  capital  investment  in  owner-occupied 
land  is  probably  economic  whilst  it  is  impossible  to  obtain 
a rent  or  rate  of  intwest  on  improvements  for  tenanted  Imid 
which  compares  with  the  yield  on  other  forms  of  investment. 

9.  In  recent  years  the  Government  have  ri^tly  stressed 
the  need  to  expand  and  cheapen  agricultural  production. 
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The  decision  having  beai  made  to  support  agriculture  by 
subsidies  rather  than  by  means  of  tariffs,  there  tends  to 
exist  in  the  public  mind  the  erroneous  impression  that 
agriculture  obtains  some  special  preference  not  given  to 
other  industries.  Agricultural  production  can  only  be 
expanded  and  cheapened  by  increased  efficiency.  Credit 
on  reasonable  terms  is  required  for  the  modernisation  of 
fixed  equipment  and  the  provision  of  additional  mechanisation. 
With  this  object  in  view  the  Government  recently  passed  the 
Agriculture  Act,  1957,  which  enables  grants  of  33 J%  to 
be  made  for  farm  improvements  which  have  received  the 
approval  of  the  Secretary  of  State.  The  introduction  of  this 
scheme,  with  its  objective  of  increased  efficiency,  has 
unhappily  coincided  with  a period  of  intensive  restriction  of 
credit  and,  into  the  bargain,  of  a phenomenally  high  bank 
rate.  Mercifully  the  scheme  is  of  a ten  year  duration. 

10.  Recent  years  have  seen  a considerable  growth  in 
hire  purchase  as  a system  of  short-term  finance.  The  rates 
charged  appear  high  and  the  period  within  which  the  capital 
and  interest  must  be  repaid  is  relatively  short.  Where  farm 
machinery  and  the  like  are  concerned,  the  maximum  period 
is  normally  two  years.  Some  hire  purchase  companies  are 
now  prepared  to  grant  facilities  for  short-term  finance  to 
meet  the  cost  of  farm  improvements  and  to  consider  a longer 
period  than  two  years  for  repayment.  Perhaps  this  method  of 
financing  farm  improvements  could  be  usefully  re-examined, 
with  a view  to  the  extension  of  time-limits.  The  difficulties 
inherent  in  the  acquisition  of  a title  to  the  improvements, 
or  of  some  other  form  of  securi^  in  the  event  of  default 
also  need  investigation. 

11.  There  is  no  doubt  that  high  rates  of  interest  affect  the 
small  business,  to  which  category  most  Scottish  estates  and 
farms  may  be  said  to  belong,  more  than  the  large  firm. 

12.  The  Scottish  Agricultural  Securities  Corporation  and 
Lands  Improvement  Company  are  intended  to  cater  for  the 
long-term  finance  requirements  of  the  owners  of  land,  but 
the  rates  of  interest  at  which  these  two  companies  lend  money 
are  governed  by  the  Bank  Rate.  The  fact  that  the  S.A.S.C. 
and  the  L.I.C.  are  in  existence  presupposes  preferencial 
treatment  for  long-term  agriculture  fineice. 

The  ownership  of  tenanted  land 

13.  It  is  desirable  and  indeed  essential  that  there  should 
be  stability  in  the  rate  of  interest  at  which  money  can  be 
borrowed  for  financing  improvements.  The  return,  if  any, 
on  the  investment  is  slow  b^use  improvements  are  normally 
of  a long-term  nature.  Frequent  changes  in  the  Bank  Rate 
create  considerable  difficulties  because  the  amount  of 
additional  rent  which  the  tenant  may  have  agreed  to  pay  in 
respect  of  improvements  carried  out  by  the  landlord  could 
well  prove  inadequate.  A sudden  sharp  rise  in  the  Bank 
Rate — and,  therefore,  a higher  rate  of  interest  maintained 
for  any  considerable  length  of  time — can  make  any  financial 
agreement  between  landlord  and  tenant  unrealistic.  Some 
leases  provide  for  a rate  of  interest  of  5%  which  is  quite 
ineffective  for  periods  of  high  interest  rates.  The  average 
tenant  farmer  is  not  familiar  with  interest  rate  trends  and  is 
therefore  quite  unwilling  to  increase  the  rate  of  interest 
which  must  be  charged  if  capital  sunk  in  improvements  is 
to  be  adequately  remunerated. 

Owner-occupier  system  of  tenure 

14.  In  the  case  of  established  owner-occupiers  the  existing 
monetary  and  credit  system  is  relatively  satisfactory  although 
instability  of  interest  rates  can  have  adverse  and  disruptive 
effects,  just  as  it  can  in  any  other  form  of  enterprise.  V^^ere 
capital  is  short  periods  of  high  interest  rates  could  lead  to 
considerable  financial  difficulties. 

15.  Where  former  tenants  have  recently  purchased  their 
farms  with  borrowed  money,  sharp  increases  in  the  rate  of 
interest  must  cause  embarrassment. 

Forestry 

16.  The  Federation  has  amongst  its  members  the  majority 
of  Scottish  woodland  owners,  who  pursue  an  active  and 
progressive  forestry  policy. 

17.  Forestryhasspeciallegislation.ofitsown.  TheForestry 
Act  1951,  imposed  a permanent  system  of  controls  on 
woodlands.  All  fellings  must  be  licensed  and  it  is  a condition 
of  the  granting  of  a licence  that  an  equivalent  area  wiU  be 
replanted.  Private  forestry  in  Scotland  suffered  severely 
from  the  very  heavy  fellings  of  immature  timber  carried  out 
during  the  recent  war,  prices  being  controlled  at  rou^y 
pre-war  levels.  When  prices  rose  after  the  war,  the  system 


of  licensing  was  in  force.  Subsequently  when  prices  fell 
there  was  some  relaxation  of  the  granting  of  licences. 

18.  Forestry  is,  in  the  nature  of  things,  a very  long-term 
investment.  At  its  shortest,  from  what  one  generation 
plants  the  next  generation  may  hope  to  derive  some  financial 
benefit.  It  is  the  policy  of  the  Government  to  encourage  an 
expansion  in  private  forestry.  Because  of  its  long-term 
nature  cheap  credit  facilities  are  a prerequisite. 

19.  The  credit  squeeze  has  seriously  affected  the  home 
timber  industry,  to  the  discouragement  of  those  landowners 
who  are  endeavouring  to  carry  out  an  intensive  forstry 
policy.  Many  timber  merchants,  and  particularly  the  smaller 
merchants,  xdy  on  bank  credit  for  financing  their  operations. 
Restrictions  on  this  credit  and  the  cost  of  obtaining  it  have 
bad  the  effect  of  making  it  difficult  and  often  impossible  to 
obtain  any  offers  for  reasonable  lots  of  timber.  Because  of 
the  specid  characteristics  of  private  forestry,  all  of  which 
have  been  explained  above,  it  must  surely  be  conceded  that 
there  is  a strong  case  for  special  credit  facilities  being  made 
available  to  woodland  owners. 

Special  Planting  Loans 

20.  The  Federation  would  wish  to  draw  the  attention  of 
the  Committee  to  the  Report  on  Forestry  and  Marginal  Land 
prepared  by  the  Natural  Resources  (Technical)  Committee 
presided  over  by  Professor  Sir  Solly  Zuckennan.  This 
Committee  contends  that  the  existing  system  of  grants  and 
taxation  is  an  insufficient  inducement  to  achieve  of  itself 
the  reafforestation  of  the  large  area  of  derelict  woodlands  in 
Scotland.  The  initial  cash  outlay — ^with  no  immediate 
rettim — is  the  principal  deterrent  to  the  small  owner.  The 
Committee  affirms  the  need  of  a full  measure  of  assistance 
towards  the  capital  cost  of,  and  against  the  risks  inseparable 
from  planting,  in  exchange  for  a sufficient  period  of  control 
over  management.  The  control  already  exists.  The  Zucker- 
man  Committee  therefore  recommended  that  planting  costs 
should  represent  a Government  loan.  The  Committee 
envisages  control  by  the  Forestry  Commission  until  the  loan, 
plus  a low  rate  of  compound  interest,  has  been  repaid. 

21.  Great  importance  is  attached  to  this  recommendation 
(details  of  which  are  given  in  paragraph  136  on  page  40  of 
the  Zuckennan  Report).  It  is  submitted  that  there  is,  there- 
fore, a strong  argument  for  special  planting  loans,  not  only 
on  the  lines  recommended  by  the  Zuckerman  Committee, 
but  also  to  cover  other  features  of  forestry  activity  on  estates 
and  farms. 

22.  As  it  is  understood  that  the  Committee  would  welcome 
the  views  of  the  Federation  upon  the  general  effects  of  the 
“credit  squeeze”  on  members  and  farmers,  the  following 
observations  are  submitted  : — 

Comparative  Effect  of  Existing  Measures 

23.  The  measures  adopted  by  the  authorities  do  not 
seem  to  have  affected  farmers  unfairly  in  comparison  with 
the  rest  of  the  community.  For  some  years  established 
farmers  have  been  ploughing  back  into  their  farms  a fair 
proportion  of  their  profits.  The  Federation  recognises  that 
the  existing  restrictions  on  credit  and  the  high  rate  of  interest 
were  probably  necessary  and,  if  they  succeed  in  their  objects, 
need  not  be  expected  to  continue  indefinitely. 

24.  It  may  be  said  that  all  the  Scottish  Banks  have  been 
sympathetic  towards  the  requirements  of  their  landowning 
and  farming  clients.  So  far  as  is  known  thCTe  has  been  no 
general  restriction  on  or  curtailment  of  farm  or  estate  over- 
drafts, alffiough  new  or  increased  borrowing  is  probably  very 
carefully  scrutinised. 

25.  Present  conditions  severely  handicap  the  young  man 
who  wishes  to  begin  farming,  unless  he  has  ample  private 
resources.  With  the  present  penal  rates  of  taxation  the 
opportunities  for  accumulating  capital  are  very  limited. 

Effect  of  measures  on  expansion  and  development 

26.  It  is  too  early  to  express  any  opinion  on  how  far 
Government  measures  have  ^ected  farmers’  plans  for  adding 
to  their  stock  of  capital  equipment  or  for  maintaining  their 
farms.  The  credit  squeeze  has  coincided  with  the  introduction 
of  the  Farm  Improvements  Scheme,  while  the  banks  have 
been  asked  to  hold  overdrafts  at  last  year’s  figures.  It 
would  seem,  therefore,  that  in  many  cases  there  would  be 
considerable  difficulty  in  obtaining  additional  facilities  from 
the  banks  to  meet  the  cost  of  farm  improvement  schemes. 
Vftere  a farmer  can  obtain  credit  fai^ties  for  financing 
farm  improvements,  it  seems  unlikely  that  the  additional 
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2%  interest  which  still  ranks  as  a deduction  for  tax  purposes 
wiU  deter  him  from  carrying  out  an  improvement  which  he 
may  consider  to  be  essential,  since  the  consequential  profits 
should  more  than  offset  the  increased  interest  payable. 

27.  As  between  landlord  and  tenant  the  high  rate  of 
interest  is  sure  to  have  a much  more  adverse  effect.  There 
will  be  few,  if  any,  tenants  who  will  willingly  face  an  increased 
rent  sufficient  to  meet  contemporary  bank  charges  plus  an 
annual  sum  to  amortise  an  improvement  over  a period  of 
years.  More  than  half  the  agricultural  land  of  Scotland  is 
still  farmed  under  the  landlord-tenant  system  and  serious 
difiiculties  will  arise  if  present  high  interest  rates  are  continued 
for  any  length  of  time. 

Adequacy  or  otherwise  of  Existing  Arrangements 

28.  This  Memorandum  has  already  commented  on  broad 
lines  upon  existing  arrangements  for  providing  finance  for 
landowning  and  agriculture. 

Short-term  Credit 

29.  The  banks  normally  provide  the  accommodation 
required  ^ farmers  for  seasonal  outgoings.  Many  farmers 


are  also  in  the  habit  of  obtaining  credit  fi:om  livestock 
auctioneers,  manure  and  feeding  stuff  merchants  and  other 
tradesmen,  with  or  without  the  payment  of  interest,  but, 
with  the  present  high  rates  of  interest  this  form  of  credit 
may  become  more  difficult  to  arrange.  It  is  not  a particularly 
satisfactory  form  of  credit,  althou^  it  serves  a purpose. 
The  fact  that  this  method  of  financing  is  so  widely  adopted 
seems  to  indicate  a weakness  in  the  credit  system  for 
agricultural  finance. 

Medium-term  finance 

30.  This  Memorandum  has  already  referred  to  the  hire 
purchase  system  and  has  suggested  its  possible  extension. 

Long-term  borrowing 

31. '  Stability  in  rates  of  interest  is  highly  desirable.  In 
its  absence  the  finmcing  of  improvements,  under  the  landlord- 
tenant  system,  so  as  to  provide  a reasonable  return  on  the 
landlord’s  capital,  can  seldom  be  expected. 

30th  December,  1957 
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1,  The  Association  of  Municipal  Corporations 

1.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  ASSOCIATION  OF  MUNICIPAL  CORPORATIONS* 


1.  This  memorandum  is  submitted  by  the  Association  of 
Municipal  Corporations,  which  represents  all  county  boroughs 
and  non-county  boroughs  in  En^and  and  Wales  and  all  but 
one  of  the  metropolitan  boroughs. 

2.  The  memorandum  has  been  arranged  in  the  same  order 
as  the  points  raised  in  the  notes  received  from  the  Chairman 
of  the  Committee. 

Purposes  for  wmcH  Finance  is  sought 

3.  Municipal  corporations  (county  boroughs  and  non- 
county boroughs,  including  Metropolitan  boroughs)  seek 
finance  otherwise  than  from  rates  and  from  the  Exchequer, 
for  the  purpose  : — 

(fl)  of  meeting  expenditure  of  a capital  nature  which  is 
too  great  to  be  met  out  of  normal  income  (rates,  etc.) 
at  the  time  it  is  incurred.  Such  expenditure  is,  under 
a public  general  Act  and  with  the  approval  of  an 
appropriate  Government  department  or  under  direct 
authority  of  a private  local  Act,  met  from  borrowed 
monies,  the  provision  for  the  repayment  of  which 
is  spread  over  a period  of  years  as  specified  in  the 
loan  approval  or  Ae  local  Act.  The  interest  and  loan 
repayments  are  charged  against  the  fund  or  service 
in  respect  of  which  the  expenditure  is  incurred,  an 
appropriate  sum  being  included  in  each  year’s 
revenue  accounts.  The  period  allowed  for  the  repay- 
ment of  the  debt  is  usually  related  to  a conservative 
estimate  of  the  life  of  the  “asset”  ; 

(i)  of  financing  expenditure  in  advance  of  the  receipt  of 
rate  monies  and  other  income  ; 

(c)  of  financing  capital  expenditure  pending  the  raising 
of  long-term  loans  ; 

(d)  of  replacing  previous  borrowings  which  have  matured 
before  the  expiry  of  the  loan  sanction  period. 

Sources  from  which  Finance  is  obtained 

4.  Finance  in  relation  to  the  expendittire  referred  to  in 
paras.  3 (a)  and  3 (d)  is  obtained  from  any  source  willing  to 
lend  on  the  terms  offered  by  the  corporation.  The  main 
sources  of  this  finance  are  the  g^eral  public,  the  organisations 
which  control  institutional  funds  (for  ecample,  finance  houses, 
insurance  companies,  fri^dly  societies,  savings  banks, 
buDding  societies  and  private  and  public  companies)  and 
the  Public  Worla  Loan  Commissioners.  Loans  from  Ae 
Commissioners  are  by  instalment  or  annuity  mortgage,  whilst 
from  the  ofiier  sources  funds  are  obtained  by  means  of  stock 
issues,  mortgages  repayable  by  instalments  or  at  maturity, 
and  housing  bonds.  Some  of  larger  authorities  also  have 
power  by  private  Act  to  raise  money  by  issuing  bills  ; at 
certain  times  this  proved  extremely  useful  and  enabled 
temporary  money  to  be  obtained  at  comparatively  favourable 
rates. 

5.  Loans  from  the  Public  Works  Loan  Commissioners  may 
be  obtained  by  most  smaller  corporations,  but  are  available 
only  to  a limited  extent  to  the  larger  corporations. 

6.  As  regards  leading  on  mortgage  by  the  general  public, 
this  is  usually  in  relatively  small  individual  sums,  but  this 
method  was  very  highly  devdoped  in  many  localities  before 
the  war  and  has  been  renewed  on  an  increasing  scale  in  the 
past  few  years.  This  especially  applies  in  the  north-west  of 
England,  but  is  being  increasingly  used  in  other  parts  of  the 
country. 

7.  Loans  from  “institutional”  sources  are  usually  for 
much  larger  sums  and  are,  speaking  generally,  obtained 
through  brokers,  though  there  are  many  instances  where  the 
borrowing  is  arranged  direct  between  the  borrowing 
corporation  and  the  lender. 

8.  The  loans  referred  to  in  the  above  paragraphs  are 
normally  obtained  on  the  security  of  the  rates  and  revenues 
of  the  corporation  which  are  usually  defined  in  the  prospectus 
of  a stock  issue  or  in  the  mortgage  deed  or  bond. 

9.  The  above  references  are  in  general  to  loans  arranged 
for  periods  of  years,  anythin  from  one  to  perhaps  as  long 
as  sixty,  though  at  a time  like  the  present  corporations  ^e 
borrowing  for  as  short  periods  as  practicable,  bearing  in  mind 
the  whole  range  of  their  commitments.  There  is  in  addition 
a “market”  in  short-term  loans,  e.g.  for  (say)  three  months 
and  than  at  one  month’s  notice  ; for  (say)  one  month  and  then 
at  seven  days’  notice  ; etc.,  which  corporations  have  found 


■ S«e  Minutes  of  Evidence  Qss.  8211  to  8413. 


a useful  source  of  temporary  supply.  This  kind  of  money  is 
especially  nseful,  along  with  hank  overdraft,  in  financing  the 
kind  of  expenditure  referred  to  in  para.  3 (6),  ante,  and  it  is 
also  of  considerable  use  pending  the  carrying  out  of  funding 
arrangements  in  respect  of  loans  for  capital  expenditure,  as 
referred  to  in  para.  3 (c). 

10.  A further  source  of  borrowing  to  meet  capital  outlay 
is  the  utilisation  of  available  balances  on  internal  funds. 
Treasury  consent  to  external  borrowing  is  required,  but  not 
to  the  utilisation  of  internal  funds. 

11.  The  following  table  shows  the  debt  structure  of 
municipal  coiporations  : — 

Table  A 


•211  Noa-county  boroughs,  t 214  tfei>cbuniy  boroughs') 

Government’s  Monetary  Measures  since  1951 
(a)  Variations  in  interest  rates 

12.  These  have  affected  the  capital  spending  programr^ 
of  municipal  corporations  -mainly  to  the  extent  of  increasing 
the  resultant  revenue  charge  considerably.  It  is,  however, 
unlikely  that  the  hi^er  rates  of  interest  have  so  far  substan- 
tially reduced  such  programmes  because  of  the  high  proportion 
of  spmding  on  such  essential  purposes  as  schools,  houses, 
roads,  sewerage  and  water  supplies,  to  which  corporations  are 
already  partly  committed  and/or  in  respect  of  which  they  are 
encouraged  and  even  pressed  by  Government  departments  to 
proceed.  It  seems  clear,  however,  from  recent  figures  and 
ministerial  statements  that  a reduction  in  housing  expenditure 
is  beginning  to  take  effect  and  will  continue. 

The  following  table  gives  an  analysis  of  the  outstanding 
debt  of  municipal  corporations  : — 

Table  B 


OuBtanding  Debt  of  Municipal  Coiporations 


s.™=. 

County  Borou^ 
{*U) 

Noh-County  Boroughs 
(sample) 

M«ch.*!952 

At  31st 
March,  1956 

At  31st 
March,  1952* 

AC  3Ut 
March,  19S6t 

Housisg  

Education  

Trading  servjcea... 

Other 

Totai. 

£m  y, 
505  55 

72  8 

120  13 

224  24 

Si  a 

145  11 

135  10 

241  17 

S;  if 

17  4 

60  15 

% 

591  87 

23  3 

68  10 

921  100 

1,372  100 

408  100 

682  ICO 

(Source— InstUute  of  Municipal  Treasurers  and  Aecounsanis  ; Reiums  of 
Oulslatiding  Debt) 

(•  211  non-county  boroughs,  t 214  non-county  boroughs) 


13.  From  the  above  table  it  will  be  seen  that  : — 

(1)  A large  proportion  of  the  loan  debt  of  municipal 
corporations  is  in  respect  of  expenditure  on  the 
housing  and  education  services.  Both  are  services 
which  are  likely  to  maintain  a high  rate  of  spending 
despite  existing  restrictions  : for  example  : — 

bousing — slum  clearance  ; 

education — schools  development  programmes  far 
from  complete. 

(2)  Percentage  increases  in  housing  and  education  service 
debt  since  1952  are  very  hi^  : — 

housing — county  boroughs,  69  % ; 

non-county  boroughs,  79  % ; 
education — county  borou^,  101%. 
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14.  The  Government’s  monetary  measures  since  1951  do 
not  appear  to  have  had  much  effect  on  the  rate  of  spending  of 
municipal  corporations,  although  in  the  fourth  quarter  of  1 957 
there  was  a substantial  decline  in  the  amount  of  loan  consents 
issued  for  housing  and  education,  as  will  be  observed  from  the 
following  table,  reproduced  from  The  Financial  Times  : — 


Table  C 


0)  Other  monetary  measures 

15  These  have  affected  the  ability  of  corporations  to  raise 
the  toance  required  for  their  capital  programmes  mainly  as 
regards  the  cost  and  periods  of  borrowing— loans  have  usually 
been  available  on  the  lenders’  terms  as  to  rates  of  interest 
and  periods. 

16.  These  measures  have  included  ; — 

(i)  Restrictions  on  access  to  toe  Public  Works  Loan 

Board.  . 

(ii)  Stock  issues  limited  to  minimum  of  £3  miUion, 
combined  with  rigid  control  of  access  to  the  stock 
market.  Local  authorities  have  thus  been  compelled 
to  obtain  funds  where  they  can— at  lenders’  terms — 
resulting  in  extreme  competition. 

(iii)  Requests  by  toe  Government  for  restnction  of  local 
authorities’  capital  expenditure.  Schemes  of  urgent 
necessity  must  still  continue  ; other  works  of  a capital 
nature  which  extend  over  a period  of  several  years 
had  already  commenced  before  restrictions  _ were 
applied.  There  has,  therefore,  so  far  been  only  liimted 
scope  for  applying  restrictions. 

(c)  Restrictions  in  bank  advances 

17.  These  have  made  it  necessary  for  corporations  to  seek 
more  short-term  (temporary)  loans  from  the  “money  market’’ 
as  an  alternative  to  bank  overdrafts.  This  may  or  may  not 
have  involved  corporations  in  paying  more  interest,  dependent 
on  the  arrangements  with  the  banks  as  to  overdraft  terms. 

Effectiveness  of  Monetary  Measures 

18  The  cost  of  borrowing  must  affect  local  authorities’ 

decisions  on  plans  for  capital  expenditure,  particularly  ^ in 
most  cases  it  will  have  a direct  bearing  on  toe  demand  which 
is  &om  the  ratepayer  in  terms  of  the  annual  rate.  Of 

necessity  however,  the  extent  to  which  borrowing  may  be 
affected  will  depend  on  the  balancing  of  the  two  factors  of 
cost  and  necessi^  (which  may  vary  from  authority  to 
authority)  of  the  works  concerned. 

19  Local  authorities  regard  themselves  as  autonomous 
bodiK  acting  under  toe  general  authority  of  Parliament,  but 
the  Government  of  toe  day  has  always  exercised  a me^ure 
of  control  over  the  performance  of  certain  of  their  functions. 
This  varies  from  time  to  time  and  varies  from  one  function 
to  another. 

20.  In  so  fax  as  local  authorities  are  free  to  act  within  their 
statutory  powers  it  cannot  reasonably  be  suggested  that  they 
should  be  excepted  from  the  monetary  measures  applied  to 
other  users  of  capital,  but  in  so  far  as  they  are  not  wholly 
free  in  the  implementation  of  general  policies  then  it  is 
doubtful  if  the  monetary  measures  now  employed  have  any 
other  effect  than  to  increase  toe  burden  falling  upon  toe 
taxpayer  and  ratepayer.  The  statutory  responsibilities  of 
local  authorities  can  be  divided  into  three  broad  categones  :~ 

(1)  Those  in  which,  at  any  rate  since  the  war,  the  Govern- 
ment of  the  day  has  set  the  pace  of  devdopment, 
e.g.,  housing  and  education  ; 

(2)  Those  in  which  considerations  of  health,  m effect, 
dictate  the  carrying  out  of  capital  works,  e.g.,  slum 


clearance  and  sewage  disposal  ; and 

(3)  Those  which  are  almost  wholly  a matter  of  local 
discretion,  e.g.,  swimming  baths  and  town  halls. 

In  respect  of  all  these  categories,  to  the  extent  that  capital 
projects  are  of  a long-term  nature  and  have  already  been 
started,  an  increase  in  rates  of  interest  will  probably  not  affect 
progress  except  that  some  corporations  may,  if  matters  «n 
be  so  arranged  with  contractors,  extend  the  period  of  carrying 
out  works. 

21.  In  regard  to  the  functions  in  category  (1),  it  can  broadly 
be  said  that  the  monetary  measures  have  little  or  no  effect. 
The  best  example  of  this  at  the  present  time  is  that  of  the 
school  building  programme,  in  which  the  only  limitation  for 
some  years  has  been  the  total  amount  of  capital  mvestrnent 
which  the  Government  of  the  day  was  prepared  to  sanction. 

It  would  be  very  difficult  indeed  for  any  local  authority  to 
hold  up  the  building  programme  on  toe  ground  of  increased 
rates  of  interest ; nor  can  it  be  said  that  any  of  them  have 
shown  any  sign  of  wanting  to  do  so. 

22.  In  relation  to  the  functions  in  category  (2),  toe  corn- 
pulsion  is  that  of  necessiQ'  rather  than  public  policy  and  in 
some  cases  has  resulted  from  the  action  of  the  courts.  If,  in 
fact,  the  growth  of  a town  is  such  that  the  sewage  disposal 
works  are  seriously  overloaded  and  pollution  is  taking  place, 
then  capital  expenditure  has  to  be  undertaken  regardless  of 
rates  of  interest. 

23.  With  regard  to  the  functions  in  category  (3),  the 
monetary  measures  can  be  as  effective  as  with  other  users 
of  capital.  In  any  event,  expenditure  considered  to  be  of 
a less  essential  nature  will  be  unlikely  to  be  sanctioned  by 
Government  departments,  and  at  a time  of  credit  restriction 
and  high  interest  rates  such  expenditure  will  tend  to  reduce,  or 
where  it  is  not  too  large  may  be  met  from  revenue  (rates  or 
trading  services)  in  the  period  in  which  it  is  incurred,  or  from 
capital  funds. 

24.  The  operation  of  consolidated  loans  funds  and  mort- 
gage pools  has  also  a bearing  on  this  aspect  of  capital 
financing.  Where  these  arrangements  operate  all  loans  are 
paid  into  a fund  or  pool  and  advances  to  cover  sanctioried 
capital  expenditure  are  made  therefrom  to  the  service 
concerned.  Interest  paid  on  the  loans  (stock,  mortgages, 
bonds,  etc.)  is  then  averaged  over  all  borrowing  service.  The 
borrowings  in  the  fund  or  pool  are  usually  at  rates  of  interest 
substantially  lower  than  those  being  currently  paid,  with  the 
result  that  the  interest  charged  in  respect  of  advances  made 
from  the  fund  or  pool  to  cover  capital  expenditure  at  present 
being  incurred  is  much  less  than  would  be  paid  by  toe  service 
if  present  borrowings  were  earmarked  to  particular  services. 
Thus  the  real  cost  of  present  borrowing  is  not  apparent  in  the 
charge  to  the  service  though,  naturally,  the  remainder  of  the 
services  will  have  to  pay  a higher  average  than  would  otherwise 
have  been  necessary.  These  funds  or  pools  are  a considerable 
administrative  simplification  and  convenience  and  show  the 
trend  of  average  interest  rates  payable  by  a municipal  corpora- 
tion, an  example  of  which  may  be  given  by  saying  that  an 
authority  which  is  having  to  pay  from  6 to  7%  on  current 
loans  shows  an  average  consolidated  loans  fund  rate  of 
approximately  4i%.  Nevertheless,  although  the  effect  of  a 
loan  fund’or  mortgage  pool  may  have  the  effect  of  limiting 
the  immediate  import  of  an  increase  in  rates  of  interest, 
we  consider  that  municipal  corporations  in  general  are 
undoubtedly  influenced  by  the  actual  rate  paid  at  the  time 
of  the  loan  rather  than  by  the  average  rate  of  the  fund  or  pool. 
Suggestions  for  mproving  present  Arrangements 

25.  The  crux  of  toe  problem  of  financing  the  capital 
expenditure  of  corporations  seems  to  be  that,  although  local 
authorities  are  responsible  for  meeting  the  demands  for 
Ksential  services  (both  locally  inspired  and  those  which  are 
the  subject  of  pressure  from  central  Government  departments, 
e.g.,  education),  they  are,  at  times  of  hi^  interest  rates,  placed 
in  considerable  difficulty  in  obtaining  the  necessary  finance. 
It  should  not  be  overlooked  that  although  at  present  loan 
charges  on  such  services  as  education  are  subject  to  specific 
(and  substantial)  Government  grant,  the  initial  capital  finance 
must  be  obtained  by  toe  county  boroughs  wherever  they 
can  find  it. 

26.  Issues  of  corporation  stock  must  now  be  for  amounts 
of  not  less  than  £3  million,  which  means  that  only  the  larger 
corporations  can  undertake  these  issues  and,  even  then,  must 
take  their  turn  in  a lengthy  queue  of  borrowers.  Several 
corporations  have  been  waiting  for  some  time.  The 
restrictions  applied  by  the  Public  Works  Loan  Commissioners 
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(including  the  penal  rates  to  which  their  charges  for  interest 
have  been  raised)  have  added  to  the  difficulties,  while  altering 
the  bank  rate  to  protect  the  currency  has  had  the  effect  of 
raising  interest  rates  in  the  contracted  money  market  to  which 
a large  number  of  corporations  are  compelled  to  turn  for 
their  needs.  While  this  may  be  politically  expedient,  it  is, 
from  the  municipal  corporations’  standpoint,  responsible  for 
imposing  a heavy  financial  burden  upon  the  ratepayers,  as 
many  works  must  in  the  public  interest  go  on;  e.g.,  a large 
water  scheme  cannot  be  stopped  in  the  middle  of  operations. 
In  this  case  the  increased  interest  rates  will  add  materially  to 
the  cost  and  affect  the  cost  of  living  by  increasing  charges  to 
aU  consumers,  domestic  and  trade. 

27.  In  present  circumstances  lenders  know  that  the  larger 
corporations  caimot  secure  anything  like  the  sums  they  require 
from  the  Public  Works  Loan  Commissioners  and  are  therefore 
able  to  hold  the  borrowers  “to  ransom”.  If  it  were  known 
that  corporations  coffid,  if  need  be,  secure  their  requirements 
from  the  Commissioners  it  is  believed  interest  rates,  generally, 
might  be  less  i>enal  and  therefore  less  onerous  on  the  public 
purse. 

28.  We  beheve  the  present  position  could  be  improved  in 
the  under-mentioned  ways  : — 

(<i)  If  the  minimum  stock  issue  is  to  remain  at  £3  million, 
then  two  or  more  corporations  should  be  permitted 
to  join  together  in  makkig  separate  issues  totalling  this 
amount  or  more. 

(Z>)  The  Public  Works  Loan  Commissioners  should  be  free 
at  aU  times  to  lend  to  all  municipal  corporations, 
provided  their  advances  are  made  at  current  rates  of 
interest. 

(c)  The  Public  Works  Loan  Commissioners  should  be  in 
a position  to  advance  “maturi^”  loans  instead  of 
insisting  on  loans  being  repaid  by  instalments,  whether 
on  the  annuity  or  fixed-instalment  principle. 

(d)  Local  authorities,  generally,  are  restricted  at  present 
to  borrowing  for  fixed  periods  of  years.  It  was  a 
common  practice  before  the  last  war  to  borrow  for 
varying  perioi^  of,  say,  one  year  upwards,  at  the 
expiration  of  which  loans  would  continue,  without 
reference  to  the  lender,  at  six  months’  notice,  and  this 
tapped  a most  useful  source  of  supply.  This  f^ility 
should  be  restored  as  soon  as  practicable  and  without 
the  restriction  of  a miniTmim  period  of  seven  years  at 
present  imposed  under  the  Control  of  Borrowing 
Order,  1947.  (We  undCTstand  H.M.  Treasury  are, 
in  fact,  favourable  to  this.) 

(e)  When  the  present  “indigestion”  in  the  stock  issue 
market  is  overcome  the  right  to  issue  stocks  for  less 
than  £3  million  should  be  restored. 

(/)  Prior  to  the  war,  local  authorities  had  the  right  to 
borrow  through  the  Public  Works  Loan  Board  a share 
of  the  amount  raised  in  the  area  of  the  authority 
through  National  Savings  media.  It  would  be  advan- 
tageous if  this  ri^t  could  be  restored,  althou^  it 
would  need  revision  in  detail  in  view  of  changed 
circumstances.  , 


(g)  The  power  to  raise  money  by  local  bills,  if  so  desired 
by  a local  authority,  should  be  restored. 

29.  The  second  suggestion  above  applies  with  special  force 
in  respect  of  medium-sized  authorities,  who  are  precluded 
from  raising  a stock  issue  by  reason  of  the  operation  of  the 
£3  million  minimum,  but  there  appears  to  be  no  reason  why 
the  P.W.L.B.  source  of  borrowing  should  not  also  be  open 
to  the  larger  authorities  if  they  wish  to  take  advantage  of  it. 

It  is  understood  that  the  smaller  corporations  are  still  able  to 
secure  the  sutetantial  part  of  their  requirements,  if  they  wish, 
from  the  Public  Works  Loan  Board. 

30.  We  also  believe  that  the  Public  Works  Loan  Commis- 
sioners, at  the  commencement  of  the  present  severe  restrictions, 
were  too  quick  to  put  up  their  interest  rates  and  then  fixed 
them  too  hi^.  Table  A,  para.  11,  shows  that  despite  the 
restoration  of  freedom  to  borrow  in  the  mortgage  and  stock 
markets  the  Public  Works  Loan  Board  continued  to  be  the 
source  which  provided  most  finance  between  1952-1956. 
This  stresses  the  difficult  situation  in  which  municipal 
corporations  are  placed  now  with  the  decision  of  the  Board  in 
October,  1955,  to  restria  severely  the  availability  of  loans 
fr'om  the  Board. 

31.  Municipal  corporations  desire  and  value  their  freedom 
to  borrow  wherever  th^  can  secure  their  requirements,  but 
the  substantial  measure  of  freedom  now  enjoyed  has  been 
restored  at  an  extremely  unfortunate  time  of  “credit 
restriction”  and  Government  action  which  has,  of  itself,  had 
the  effect  of  creating  restrictions  on  sources  of  bon-owing, 
Municipal  corporations  should,  in  our  view,  be  given  the 
widest  liberty  to  decide  for  themselves  when  and  how  to 
borrow. 

Summary  of  Conclusions 

32.  (1)  The  Government’s  monetary  measures  may  do 
something  to  restrict  the  rate  of  new  capital  expenditure — ^but 
it  is  generally  impracticable  to  stop  that  which  is  already  in 
progress  and  new  projects  of  many  kinds,  with  the  result 
that  the  burden  placed  upon  ratepayers  and  taxpayers  (for 
grant-aided  services),  because  of  hi^er  rates  of  interest,  is 
much  heavier. 

(2)  The  Government  already  have  the  means  of  restricting 
the  capital  investment  of  local  authorities  by  refusing  to  issue 
a loan  sanction — this  could  be  more  effective  than  creating 
the  necessity  for  local  authorities  to  pay  penal  rates  of 
interest. 

(3)  It  would  be  generally  advantageous  for  loc^  authorities 
to  have  greater  freedom  with  respect  to  borrowing  from  the 
Public  Works  Loan  Commissioners. 

(4)  Mortgages  should  be  allowed  to  run  on  at  notice  after 
the  termination  of  the  original  period,  and  the  existing 
restriction  of  a minimum  period  of  seven  years  withdrawn. 

(5)  The  minimum  of  £3  million  for  stock  issues  should  be 
reduced  as  soon  as  practicable. 

(6)  The  power  to  issue  local  bUls  should  be  restored. 
Victoria  Station  House, 

Victoria  Street,  S.W.I. 

March,  1958. 


2.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  COUNTY  COUNCILS  ASSOCIATION* 


A.  Introductory 

1.  The  evidence  in  this  memorandum  has  been  prepared 
on  behalf  of  the  county  councils  in  England  and  Wales  with 
the  exception  of  the  London  County  Council  which  is 
understood  to  submitting  evidence  independently.  Some 
of  the  evidence  necessarily  relates  to  local  authorities  as  a 
whole,  but  special  attention  has  been  given  to  any  features 
which  are  peculiar  to  county  councils. 

2.  The  Committee’s  attention  is  drawn  to  the  dutiw  and 
activities  of  county  councils  and  their  relationship  with  the 
Centr^  Government. 

3.  County  councils  were  established  by  the  Local  Govern- 
ment Act,  1888,  and  further  enactments  both  empower  and 
require  them  to  provide  certain  services  and  perform  certam 


• See  Minutes  of  Ertdenee  Qas.  8414  to  8569. 


functions.  These  relate  principally  to  the  provision  of 
Educational  instruction  ; the  care  of  deprived  Children  ; 
wdfare  of  the  Aged  and  Infirm  ; Fire  protection  ; the 
provision  of  Health  Services  ; the  construction,  maintenance 
and  improvement  of  Highways  and  Bridges  ; and  to  a 
share  in  the  administration  of  County  Police  forces  through 
representation  on  Standing  Joint  Committees,  .^though 
county  councils  are  statutorily  empowered  to  provide  the^ 
services,  in  general  they  do  so  within  the  framework  Imd 
down  by  Parliament.  Responsibility  for  high  level  policy 
rests  with  the  central  authority  which  has  always  secured  for 
itself  the  means  of  implementing  its  d^isions.  These  means 
include  the  necessity  of  obtaining  Ministerial  approval  for 
certain  acts  ; inspection  ; the  prescription  of  maximum  or 
minimum  standards  ; Government  audit ; detailed  gr^t 
regulations  ; and  the  requirement  of  Departmental  sanction 
for  the  borrowing  of  money. 
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B.  Capital  Investment  of  Local  AuraoRmEs  since  1951 

4.  The  volume  of  capital  investment  is  closely  linked  with 
the  nation^  economy.  In  the  recurring  economic  crises 
during  the  period  under  consideration  attempts  have  been 
made  to  control  and  restrict  the  volume  of  capital  expenditure. 

5.  The  following  table  shows  the  gross  fixed  capital 
formation  of  local  authorities  in  comparison  with  the  national 
total  since  1951,  whidi  is  understood  to  be  the  period  in 
which  the  Committee  are  particularly  interested  : — 

Table  1 


Gross  Fixed  Capital  Formation — United  Kingdom 
1951-1957 


Year 

National  Total 

Local  Authorities'  Share 

Amount 

Index 
1951  = 100 

Amount 

As  a % 
of  total 

Index 
1951  = 100 

1951 

£M. 

1,893 

100 

£M. 

460 

% 

24-3 

100 

1952 

2,114 

112 

540 

25-5 

117 

1953 

2,367 

125 

608 

25-7 

132 

1954 

2,554 

135 

577 

22-6 

125 

1955 

2,842 

150 

543 

191 

118 

1956 

3,115 

165 

572 

18-4 

124 

1957 

3,388 

179 

585 

17-3 

127 

(Source — ^National  Income  and  Expenditure). 


These  figures  show  that  the  total  capital  formation  of  the 
nation  increased  throughout,  but  the  local  authorities’  share 
fell  from  1953  to  1955  althou^  it  recovered  slightly  in  1956. 

6.  Tte  pattern  of  the  capital  expsiditure  of  county 
councils  in  England  and  Wales  does  not  conform  with  that 
of  all  local  authorities  as  can  be  seen  by  comparing  the 
following  figures  with  the  preceding  table  : — 

Table  2 

Capital  Payments  of  County  Councils 
in  England  and  Wales. 

1951-52  to  1956-57 


Financial  Year 

£M. 

Index 

1951-52=100 

1951-52 

46 

100 

1952-53 

49 

106 

1954-54 

49 

106 

1954-55 

51 

111 

1955-56 

59 

128 

1956-57 

77 

167 

(Source — Ministry  of  Housing  and  Local  Government). 


7.  It  can  be  seen  therefore  that,  although  the  aggregate 
capital  expenditure  of  all  local  authorities  has  fallen  from 
its  peak  in  1953,  mainly  due  to  the  reduced  municipal  housing 
programme,  the  capital  expenditure  of  county  councils  has 
continued  to  increase.  This  increase  in  expenditure,  the 
greater  part  of  which  is  attributable  to  Education,  has 
occurred  in  implementing  the  policy  of  the  Government. 

C.  Purposes  for  which  Ojunty  Councils  seek  Finance 
Otherwise  than  from  Rates  and  from  the  Exchequer 

8.  Finance  of  this  nature  is  required  by  county  councils 
for  the  following  purposes  : — 

(1)  To  meet  the  cost  of  new  capital  schemes  which  is 
not  met  directly  at  the  time  either  from  rates  or 
government  grants,  or  from  a reserve  fund. 

(2)  To  meet  current  revenue  expenditure  pending  the 
receipt  of  revenues. 

(3)  To  meet  capital  expenditure  by  temporary  borrowing 
pending  the  raising  of  long-term  loan. 

(4)  To  repay  previous  borrowings  which  have  matured 
before  the  expiry  of  the  loan  sanction  period. 

Borrowing  to  Finance  Capital  Expenditure 

9.  The  most  important  call  for  loan  moneys  is  for  the 
financing  of  new  capital  expenditure  on  the  various  services 


of  county  councils.  Approximately  90%  of  the  capital 
expenditure  of  local  authorities  is  financed  by  borrowing 
and  Government  control  of  this  form  of  borrowing  is  both 
comprehensive  and  detailed.  Sanction  of  the  appropriate 
Government  Department  is  required  with  minor  exceptions 
to  all  borrowing  of  this  nature  in  addition  to  the  consent  of 
the  Treasury  which  is  normally  required  by  the  Control 
of  Borrowing  Order,  1947.  Education  capital  works  form 
the  major  portion  of  the  capital  expenditure  of  county 
councils,  and  in  addition  to  the  above  controls,  the  approval 
of  the  Minister  of  Education  is  required  to  an  authority’s 
education  building  programme ; fee  Minister’s  approval 
must  also  be  obtained  to  the  starting  date  for  each  project. 

10.  The  following  table  shows  that  the  greater  part  of 
the  debt  of  county  councils  arises  from  services  of  national 
rather  than  purely  local  importance. 


Table  3 

Outstanding  Debt  of  County  Councils 
at  31jr  March,  1956 


Service 

£M. 

% 

Education  

•213 

69 

Police  

27 

9 

Welfare  

12 

4 

Health  

12 

4 

Fire  

6 

2 

Children  

3 

1 

Highways  and  Bridges 

3 

1 

Other  

31 

10 

Total 

•307 

100 

(*  Source — ^Institute  of  Municipal  Treasurers  and  Accountants 
— ^Return  of  Outstanding  Debt). 


(The  £94  million  of  debt  on  services  other  than  Education  has 

been  analysed  by  reference  to  a sample  of  county  councils.) 

The  Education  service  debt  of  £213  million  at  31st  March, 
1956,  represents  an  increase  of  163%  in  the  five  years  from 
31st  March,  1951,  when  the  aggregate  Education  debt  of 
county  coimcils  amounted  to  £81  million. 

Temporary  Borrowing 

11.  An  authority  may  resort  to  temporary  borrowing 
to  finance  current  revenue  expenditure  pending  receipt  of 
precept  moneys  and  other  income. 

12.  Temporary  borrowing  is  also  often  required  to 
finanrf.  capital  expenditure  if  delay  occurs  in  obtaining 
long-term  loans,  for  instance  pending  a stock  issue.  Similarly 
when  the  terms  for  long-term  loans  are  considered  to  be 
unsatisfactory  temporary  borrowing  is  often  resorted  to, 
in  the  hope  that  debt  funding  can  be  delayed  until  borrowing 
terms  are  more  favourable. 

Re-borrowing  to  repay  maturing  loans 

13.  In  addition  to  loans  required  for  new  capita]  expen- 
diture or  to  meet  current  expenditure  pending  the  receipt 
of  revenues,  a considerable  amount  of  money  is  required  each 
year  to  replace  maturing  loans. 

• D.  Sources  from  which  such  Finance  is  Sought 

14.  The  sources  from  which  county  coxmcils,  in  common 
with  other  local  authorities,  seek  finance  for  the  purposes 
outlined  in  paragraph  8 are  as  follows  : — 

(1)  The  Public  Works  Loan  Board. 

(2)  Internal  Borrowing  (e.g.  superannuation  and  reserve 
funds.) 

(3)  Stock,  mortgages  and  other  borrowing  from  local 
investors  and  the  capital  market  generally. 

(4)  Bank  Overdraft. 

15.  The  extent  to  which  finance  is  sought  and  obtained 
from  these  sources,  and  the  methods  by  which  it  is  sought, 
are  examined  below  : — 
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Table  4 


Changing  Debt  Structure  of  County  Councils  in  England  and 
Wales.  1948  to  1956 


Type  of  Debt 

At  31st  March 

1948 

1950 

1952 

1954 

1956 

£M.  % 

£M.  % 

£M.% 

£M.  % 

£M.  % 

34 

31 

25 

25 

25 

35 

26 

14 

11 

8 

Mortgages,  Instalment 

13 

13 

11 

11 

29 

or  Armuity 

13 

11 

7 

4 

9 

Mortgages,  Maturity ... 

11 

12 

11 

14 

27 

12 

10 

7 

6 

9 

Other  Loans  

1 

_ 

_ 

4 

4 

1 

- 

- 

2 

1 

1.  Total  Stock,  Mort- 

59 

56 

47 

54 

85 

gages,  etc. 

61 

47 

28 

23 

27 

2.  Public  Works  Loan 

25 

41 

95 

138 

165 

Board 

25 

35 

56 

59 

54 

3.  Internal  Advances... 

13 

19 

25 

36 

48 

13 

16 

15 

16 

16 

4.  Bank  Overdraft  ... 

1 

2 

2 

4 

9 

1 

2 

1 

2 

3 

£M.  % 

£M.  % 

£M.  % 

£M.  % 

£M.% 

98 

118 

169 

232 

307 

100 

100 

lOO 

100 

100 

(Compiled  from  the  biennial  Returns  of  Outstanding  Debt 
publi^ed  by  the  Institute  of  Municipal  Treasurers  and 
Accountants.) 


(1)  The  Public  Works  Loan  Board 

16.  The  functions  of  the  Commissioners  of  the  Public 
Works  Loan  Board  are  derived  chiefly  from  the  Public 
Works  Loans  Act,  1875,  and  the  Local  Authorities  Loans 
Act,  1945,  and  comprise  the  consideration  of  applications 
for  loans  by  local  authorities  and  other  prescribed  bodies, 
the  issue  of  loans  and  the  collection  of  repayments.  Funds 
for  toe  purpose  are  drawn  from  the  Local  Loans  Fund  which, 
in  turn,  is  financed  by  issues  by  toe  Treasury  from  the 
Consolidated  Fund.  The  rates  of  interest  payable  by  local 
authorities  on  the  Board’s  loans  are  fixed  by  the  Treasury. 

17.  From  1st  August,  1945,  to  toe  31st  December,  1952, 
county  councils  in  common  with  other  local  authorities  were, 
subject  to  certain  exceptions,  prohibited  by  the  Local 
Authorities  Loans  Act,  1945,  from  borrowing  from  any 
source  other  than  the  Board.  The  main  exceptions  were 
borrowing  from  other  sources  by  mortgage  or  bond  within 
toe  limit  of  toe  highest  figure  of  mortgage  and  bond  debt 
outstanding  at  any  time  between  1939  and  1945,  and 
borrowing  from  internal  sources.  The  main  purpose  of  this 
restriction  was  to  lessen  competition  for  capital  in  the 
immediate  post-war  period. 

18.  The  effects  of  the  restriction  and  the  subsequent 
restoration  of  freedom  are  reflected  in  the  following  figures  : — 

Table  5 

Loans  Raised  by  Local  Authorities  in  England  and  Wales. 

1946-47  to  1957-58. 


Financial 

Year 

Total  loans 
raised 

Loans  raised 
from  P.W.L.B. 

Loans  from 
other  sources 

£M. 

£M. 

£M. 

% 

1946-47 

149-9 

95-4 

64 

54-5 

36 

1947-48 

266-9 

214-2 

80 

52-7 

20 

1948-49 

287-3 

215-1 

75 

72-2 

25 

1949-50 

307-5 

247-3 

80 

60-2 

20 

1950-51 

340-4 

280-7 

82 

59-7 

18 

1951-52 

397-9 

337-7 

85 

60-2 

15 

Table  5 — continued 


Financial 

Year 

Total  loans 
raised 

Loans  raised 
from  P.W.L.B. 

Loans  from 
other  sources 

£M. 

£M. 

% 

£M. 

% 

1952-53 

473-9 

366-4 

77 

107-5 

23 

1953-54 

494-8 

272-9 

55 

221-9 

45 

1954-55 

491-4 

340-3 

69 

151-1 

31 

1955-56 

511-9 

311-9 

61 

200 

39 

1956-57 

•440 

109-8 

*25 

•330 

•75 

* Estimated 


(Source — Local  Government  Financial  Statistics  and  P.W.L.B. 

Reports.) 

19.  These  figures  dearly  show  the  increasing  dependence 
of  local  authorities  on  the  Board  during  the  period  1946  to 
1952.  The  lapsing  of  section  1 of  the  Lo^  Authorities  Loans 
Act,  1945,  on  31st  December,  1952,  enabled  local  authorities 
to  seek  funds  in  the  mortgage  and  stock  markets  again 
without  restricting  in  any  way  their  freedom  to  continue 
to  draw  their  requirements  from  the  Board  if  they  so  wished. 
The  figures  in  Table  5 above  for  the  years  1953-54,  1954-55 
and  1955-56  show  that,  for  local  authorities  taken  as  a 
whole,  toe  effect  of  the  new  freedom  was  to  reduce,  both  in 
amount  and  as  a proportion  of  total  loans  raised,  toe  sum 
borrowed  from  the  Board  in  these  three  years  as  compared 
with  1952-53. 

20.  The  extent  to  which  toe  various  classes  of  local 
authority  reduced  their  calls  on  the  Board  was  estimated  in 
a research  study  published  in  January,  1957,  by  toe  Institute 
of  Municipal  Treasurers  and  Accountants  entitled  “Local 
Authority  Borrowing”  from  which  the  following  table  is 
reproduced  : — 

Table  6 


Loans  Raised  from  the  Public  Works  Loan  Board  expressed  as 
a percentage  of  Total  Loans  Raised. 


No. 

Type  of  Authority 

1951-52 

1954-55 

15 

County  Councils 

% 

93-0 

% 

87-5 

15 

County  Borough  Councils 

90-3 

46-0 

2 

Metropolitan  Borough  Coimcils 

99-3 

52-9 

6 

Non-County  Borough  Councils 

92-6 

56-7 

6 

Urban  District  Councils 

93-7 

86-3 

6 

Rural  District  Councils 

99-3 

82-0 

50 

91-9 

62-2 

Total  I-oans  Raised 

£88M. 

£107M. 

21.  Although  these  figures  (drawn  from  a sample  of  50 
authorities)  show  for  all  types  of  local  authority  an  appreciable 
reduction  in  toe  proportion  of  total  loans  raised  from  the 
Board  the  reduction  is  much  less  in  toe  case  of  counties, 
and  urban  and  rural  districts  than  for  the  municipal  corpora- 
tions (counO'  boroughs,  metropolitan  boroughs,  and 
boronghs).  This  points  to  the  great  dependence  of  county 
councils  and  the  smaller  county  districts  upon  the  Public 
Works  Loan  Board  facilities  and  suggests  that  these  authorities 
were  less  well  situated  than  the  larger  urban  areas  to  take 
advantage  of  the  lapsing  of  section  1 of  toe  Local  Authorities 
Loans  Act,  1945.  Many  county  coimcils  take  the  view  that 
county  di^ct  counc^  shoidd  have  the  first  call  on  the 
local  mortgage  market  and  consequently  refrain  from 
entering  into  competition  for  funds  from  local  sources. 

22.  Following  increases  in  the  Bank  Rate  in  January  and 
February,  1955,  the  Treasury  increased  the  Board’s  interest 
rates  on  four  occasions  between  1st  March,  1955,  and  7th 
September,  1955,  raising  the  rate  for-  mortgages  of  ovm- 
15  years’  duration  from  3i  % to  5 %.  Despite  these  successive 
increases  heavy  calls  were  made  on  the  Board  up  to  October, 
1955,  when  the  Government  decided  that  subject  to  certain 
transitional  arrangements  no  further  loans  would  be  granted 
without  inquiry  as  to  toe  applicants’  ability  to  raise  loans 
in  the  stock  market  or  in  toe  mortgage  market  : this 
represented  a major  change  in  polky.  From  January,  1953, 
to  October,  1955,  the  amount  borrowed  by  local  authorities 
from  the  Board  depended  upon  the  availability  of  loans 
from  other  sources  and  the  attractiveness  of  the  terms  of 
such  alternative  finance  as  compared  with  those  of  the 
Board. 
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23.  Since  it  became  effective  the  restriction  of  access  to 
the  Board  has  been  applied  with  considerable  stringency  and 
county  councils  in  common  with  other  major  authorities 
have  received  little  accommodation  from  the  Board  save 
in  exceptional  circumstances.  The  extent  of  the  restriction 
is  evident  from  Table  5 above  which  shows  that  in  1956-57 
loans  advanced  by  the  Board  are  estimated  to  represent  only 
25%  of  the  total  loans  raised  during  the  year  by  all  local 
authorities,  compared  with  85%  in  1951—52.  The  1957 
national  Budget  shows  that  local  authorities’  loan  repayments 
estimated  at  £48  million  for  1957-58  now  represent  almost 
50%  of  the  total  of  new  loans  to  be  advanced  during  the 
year  so  that  the  net  additional  finance  provided  by  the 
Board  is  now  running  at  a comparatively  low  level.* 

24.  Table  4 shows  that  the  indebtedness  to  the  Board 
represented  59  % of  the  gross  debt  of  all  county  councils 
at  31st  March,  1954,  but  that  this  proportion  had  already 
fallen  to  54%  by  the  31st  March,  1956.  To  meet  the  capital 
expenditure  which  can  no  longer  be  financed  out  of  borrowings 
from  the  Board  local  authorities  are  having  to  seek  alternative 
sources  to  the  extent  of  between  £300  million  and  £400 
million  annually. 

(2)  Internal  Borrowing 

25.  Balances  in  hand  on  internal  funds  such  as  super- 
annuation funds,  insurance,  trust  and  sinking  funds,  and 
housing  reserve  funds  of  housing  authorities  form  a means 
of  financing  part  of  the  capital  outlay  of  local  authorities. 
County  councils  generally  make  extensive  use  of  these 
sources  and  Table  4 shows  that  the  total  internal  resources 
of  this  nature  used  by  county  councils  increased  from  £13 
million  at  31st  March,  1948,  to  £48  million  at  31st  March, 
1956,  and  despite  the  considerable  increase  in  total  debt 
the  proportion  represented  by  internal  advances  had  risen 
during  the  same  period  from  13%  to  16%. 

26.  This  increase  is  due  mainly  to  the  rapid  growth  in 
superannuation  funds,  which  comprise  approximately  70% 
of  the  total  balances  of  all  local  authority  special  funds,  and 
partly  to  the  general  power  given  to  local  authorities  by  the 
Local  Authorities  Loans  Act,  1945,  to  utilise  all  internal 
funds  in  this  way  whereas  previously,  apart  from  any  local 
act  powers,  this  power  was  available  only  in  relation  to 
superannuation  funds  and  housing  repairs  and  equalisation 
accounts.  An  assurance  must  now  be  given  when  applying 
for  Treasury  consent  to  external  bonowing,  that  the  expen- 
diture concerned  cannot  reasonably  be  financed  from  internal 
funds. 

27.  It  was  estimated  in  the  research  study  “Local 
Authority  Borrowing’’,  which  has  been  referred  to  earlier, 
that  at  31st  March,  1955,  approximately  50%  of  the  moneys 
in  local  authority  internal  funds  was  being  utilised  for  internal 
borrowing.  At  that  date  the  total  balances  of  special  funds 
of  all  local  authorities  in  England  and  Wales  was  some 
£444  million,  t In  view  of  the  present  Treasury  stipulation 
it  is  likely  that  the  proportion  of  special  fund  balances 
invested  internally  will  continue  to  rise,  but,  since  the  increase 
in  the  total  balances  is  only  of  the  order  of  £20  million  to 
£30  million  per  annum,  such  additional  internal  borrowing 
can  only  be  of  minor  assistance  in  closing  the  gap  created 
by  the  withdrawal  of  facilities  for  borrowing  from  the 
Public  Works  Loan  Board. 

(3)  Other  Sources  of  Borrowing 

28.  Other  sources  of  borrowing  (except  by  way  of  bank 
overdraft  which  will  be  dealt  with  separately)  comprise  such 
of  the  various  business  houses,  institutional  investors  and 
the  general  public  as  can  be  persuaded  to  invest  surplus 
funds  either  temporarily  or  for  a fixed  period  in  one  or 
other  of  the  types  of  security  which  county  councils  generaUy 
are  empowered  to  issue.  These  comprise  stock,  mortgages 
and  temporary  borrowing  under  deposit  receipt.  The 
amounts  raised  in  these  ways  and  the  sources  from  which 
the  money  is  drawn  are  considered  below. 


Stock 

29.  County  councils  in  England  and  Wales  have  a general 
power  to  issue  stock  imder  the  Local  Government  Act, 
1933,  the  consent  of  the  Minister  of  Housing  and  Local 
Government  being  required  for  each  issue.  Stock  issued  by 


• Tho  1958  National  Budget  provides  for  loans  to 
million  and  repayiuenj*  by  them  of  £52  million  giving  J 
to  local  authooue*  of  only  £13  mllhon.  The  1957-5S 
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omy  aij  mijjjon.  The  1957-5! 
loans  to  local  auinunues  of  £92  million  and  repaymen 
t Local  Oovernment  Finandal  SiaibtiDs.  Figi 
£47S  million. 


local  authorities  of  £65 
a net  provision  for  loans 
3 cut-turn  figures  show 
its  of  £47  Tniflinn 
foe  31st  March,  1956, 


county  councils  is  a trustee  security.  Before  the  Minister 
will  give  his  consent  he  requires  to  be  satisfied  that  theauthority 
hol<5  unexercised  loan  sanctions  up  to  the  amount  involved. 
Treasury  approval  under  the  Control  of  Borrowing  Order 
is  also  necessary  before  an  issue  can  be  made. 

30.  Since  access  to  the  money  market  was  restored  to 
local  authorities  as  from  1st  January,  1953,  8 En^ish  county 
councils  have  issued  stock  and  at  the  beginning  of  July, 
1957,  14  counties  were  on  the  waiting  list,  the  application 
of  longest  standing  having  been  made  in  January,  1955. 
Of  these  14,  6 were  originally  applications  for  less  than  £3 
million  which  were  increased  to  £3  million  after  1st  May, 
1957,  when  Bank  of  En^and,  in  an  effort  to  reduce  the 
waiting  period  for  stock  issues,  imposed  a minimum  of  £3 
million  for  new  issues.  A further  9 counties  had  made 
application  for  a stock  issue  of  less  than  £3  million  but  did 
not  submit  revised  applications  to  meet  the  new  minimum. 
No  county  council  stock  has  been  issued  since  the  restriction 
came  into  force§  and  it  is  apparent  that  local  authorities 
cannot  rely  on  issues  of  stock  to  satisfy  the  requirements 
which  were  formerly  met  by  the  Public  Works  Loan  Board, 

31.  The  figures  in  Table  4 illustrating  the  changing  debt 
structure  of  county  councils  show  that  fte  total  stock  of  all 
county  councils  fell  from  £34  million  at  31st  March,  1948, 
to  £25  million  at  31st  March,  1956,  and  the  proportion  of 
total  debt  represented  by  stock  fell  from  35  % to  8 % over 
this  period. 

32.  Comprehensive  figures  are  not  available  of  the 
different  classes  of  investors  who  take  up  local  authority 
stock  but  an  analysis  of  the  initial  stockholders  of  a large 
local  authority  stock  issue  in  1954  was  as  follows  : — 


% 

General  Public  58-8‘ 

Insurance  Companies  ...  12-2 

Pension  Funds  11-9 

Joint  Stock  Banks  7-9 

Budding  Societies  5-1 

Other  Local  Authorities  ...  2-8 

Savings  Banks  -7 

Co-operative  Societies  ...  -6 


100-0 


Mortgages 

33.  County  councils  are  empowered  by  the  Local  Govern- 
ment Act,  1933,  to  raise  loans  by  mortgage.  Unlike  stock, 
mortgages  are  not  trustee  securities  unless  the  authority 
has  been  authorised  to  issue  housing  bonds.  As  only  5 
county  councils  (induding  London  County  Council)  have 
been  so  authorised  the  mortgages  of  57  counties  do  not 
carry  trustee  status.f 

34.  With  minor  exceptions  mortgages  can  only  be  issued 
in  exercise  of  loan  sanctions  issued  by  the  Minister  of 
Housing  and  Local  Governmait  and  are  subject  in  addition 
to  Treasury  controls.  Between  1945  aad  1952  local  authority 
borrowing  by  mortgage  was  limited  by  a “ceiling”  determined 
for  each  individual  local  authority  by  reference  to  the 
maximum  amount  outstanding  on  mortgage  between  1938-39 
and  1st  August,  1945.  The  lapsing  of  Section  1 of  the  Local 
Authorities  Loans  Act,  1945,  removed  this  “ceiling”  control 
from  1st  January,  1953,  but  the  general  appheation  of  the 
Control  of  Borrowing  Order,  1947,  retained  overall  Treasury 
control  over  mortgages. , The  control  applies  to  external 
borrowing  both  by  way  of  new  mortgages  aad  by  replacements. 
In  practice  the  Treasury  now  gives  local  authorities  consent 
in  advance  for  the  ensuing  financial  year  for  the  replacement 
of  mortgages,  provided  such  replacement  is  effected  within 
six  months  from  the  repayment  of  the  existing  mortgage. 
As  regards  new  borrowing  Treasury  approval  under  the 
Control  of  Borrowing  Order  is  notified  by  the  Minister  of 
Housing  and  Local  Government  in  a letter  accompanying 
the  loan  sanction. 


35.  Other  restrictions  imposed  by  the  Treasury  require 
that  new  mortgages  shall  be  for  a definite  term  and  it  must 
not  be  a provision  that  after  reaching  the  stipulated  date 
for  repayment  or  renewal  it  may  continue  to  run  on  at 
notice.  A further  restriction  which  forbade  the  issue  of 


j Except  the  London  County  Council  issue  in  May  1958. 
t The  Local  Govemtnent  Bill  proposes  an  extension  of  trustee  status 
mortgage  loans  of  wunty  councils  aad  other  local  authorities  which  wUl 
the  present  anomaly. 


the 
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mortgages  for  periods  of  less  than  seven  years  was  withdrawn 
only  in  January,  1956.* 

36.  Before  the  war  short-term  mortgages  appealed  to  the 
local  investor  who  was  seeking  a security  for  a fixed  term 
and  who  was  unaccustomed  to  dealings  on  the  Stock  Ex- 
change. Although  it  was  difficult  to  raise  a large  amount 
of  money  in  a short  time  the  flow  of  mortgage  money  to 
some  authorities  was  often  sufficient  to  finance  the  normal 
volume  of  capital  expenditure.  This  source  of  finance  was 
lost  to  local  authorities  during  the  war  and  it  has  proved 
difiicult  to  re-establish.  War,  the  devaluation  of  money, 
the  changed  distribution  of  wealth,  the  extension  of  pension 
schemes,  have  all  had  their  effect  upon  the  local  community’s 
incentive  and  ability  to  save,  whilst  increased  competition 
from  trustee  savings  banks,  national  savings  and  building 
societies  have  further  worsened  the  situation,  although 
some  savings  bank  and  building  society  moneys  are  eventually 
loaned  to  local  authorities  by  those  institutions. 

37.  Some  idea  of  the  classification  of  investors  in  local 
authority  mortgages  can  be  obtained  from  the  foUowing 
analysis  compiled  from  a sample  of  28  authorities  which 
raised  £17  million  in  mortgages  in.  1954-55  ; — 


% 

Building  Societies  2T1 

Savings  Banks  20  ■! 

Insurance  Companies  ...  16-5 

General  Public  10-2 

Friendly  Societies  8-8 

Nation^  Boards 5-5 

Co-operative  Societies  ...  4-0 

Other  Local  Authorities  ...  3 '2 

Joint  Stock  Banks  '8 

Other  Bodies  9-8 


100  0 

38.  The  restriction  in  stock  issues  and  P.W.L.B.  advances 
has  served  to  cast  more  demands  upon  the  mortgage  market 
and  interest  rates  have  increased.  For  the  time  being  many 
local  authorities  undoubtedly  prefer  to  make  temporary 
borrowings  rather  than  pay  present  rates  for  more  permanent 
finance. 

39.  The  figures  in  Table  4 show  that  whilst  the  total 
amount  of  mortgages  outstanding  (excluding  P.W.L.B. 
advances)  remained  fairly  constant  at  about  £24  million  from 
1948  to  1954  but  increased  to  £56  million  at  31st  March, 
1956,  the  proportion  of  total  debt  represented  by  these 
mortgage  fell  from  25%  to  18%  over  the  period. 

Deposit  Receipts 

40.  The  Local  Government  Act,  1933,  empowers  local 
authorities  to  borrow  by  way  of  temporary  loan  or  overdraft 
to  finance  capital  expenditure  pending  the  raising  of  a loan 
and  to  meet  revenue  expenditure  pending  the  receipt  of 
income.  A convenient  method  of  temporary  borrowing  is 
by  deposit  receipt  and  there  has  been  a considerable  increase 
in  the  use  of  this  means  of  borrowing  in  recent  months. 

41.  It  has  previously  been  shown  that  the  loss  to  local 
government  borrowing  resources  caused  by  the  restriction 
in  P.W.L.B.  advances  was  of  the  order  of  £300  million  and 
that  borrowing  by  stock  and  mortgage  has  not  fiUed  the 
gap.  It  is  now  apparent  that  temporary  borrowing  is  being 
rehed  on  to  a marked  extent  to  meet  this  situation.  On 
enquiry  it  was  foimd  that  present  conditions  had  caused 
the  majority  of  county  councils  to  resort  to  temporary 
borrowing  to  finance  capital  expenditure  to  a greater  extent 
than  hitherto. 

42.  There  appears  to  be  a growing  tendency  for  industry 
to  lend  money  temporarily  surplus  to  requirements  to  local 
authorities  and  at  rates  which  compare  favourably,  from  a 
lender’s  point  of  view,  with  Bank  Deposit  rate  and  the  yield 
on  Treasury  Bills.  At  the  time  of  preparation  of  this  evidence 
local  authorities  are  paying  about  7 % for  temporary  money 
compared  with  the  Bankers’  deposit  rate  of  5%  and  the 
current  Treasury  Bill  rate  of  approximately  6f%. 

(4)  Bank  Overdraft 

43.  Bank  overdraft  has  previously  formed  a convenient 
source  of  finance  both  for  financing  current  revenue  expen- 
diture pending  the  receipt  of  revenue  and  financing  capital 


• The  Treasury  has  recently  intimated  that  when  economic  conditions  improve 
it  will  be  prepared  to  give  favourable  consideration  to  the  relaxation  of  the 
lestriciion  which  prevents  mortgages  running  on  at  notice  after  reaching  the 
stipulated  date  for  repayment. 


expenditure  pending  the  raising  of  a loan.  For  some  time, 
however,  the  rate  of  interest  on  bank  overdraft  has  not  been 
attractive  compared  with  the  rate  payable  on  temporary 
borrowing  by  deposit  receipt. 

44.  Present  restrictions  on  the  size  and  scope  of  bank 
overdrafts  have  not  had  a very  material  effect  upon  the 
finances  of  county  councils.  Banks  have  been  more  restrictive 
with  overdrafts  for  capital  purposes  than  for  revenue  purposes. 
The  restrictions  have  undoubtedly  increased  the  amount  of 
temporary  borrowing  by  means  of  deposit  receipts.  A few 
county  councils  have  expressed  concern  that  their  bankers 
have  refused  to  provide  overdraft  facilities  pending  the 
raising  of  stock  and  cover  for  temporary  loans  in  the  event 
of  their  recall  at  an  inconvenient  time. 

E.  Effect  of  Government’s  Monetary  and  Other 
Measures  since  1951 
Variations  in  Interest  Rates 

45.  Since  January,  1951,  Bank  Rate  has  been  changed 
nine  times  and  has  increased  over  the  period  from  2%  to 
its  present  level  of  7%.t  Apart  from  reductions  of  i%  on 
three  occasions,  the  variations  have  all  been  increases. 

46.  Whilst  the  Govraament  followed  a cheap  money 
policy  Bank  Rate  was  kept  at  a low  level,  and  the  demand 
for  cheap  credit  was  restrained  by  positive  Government 
controls  over  capital  investment.  With  the  gradual  relaxation 
of  positive  controls,  Bank  Rate  has  been  increasingly  used 
by  the  Government  as  the  major  instrument  of  monetary 
control,  and  the  policy  has  been  to  increase  Bank  Rate  in 
times  of  financial  stringency  with  the  avowed  objects  either 
of  combating  inflationary  tendencies  or  of  countering 
speculative  pressure  upon  sterling  resomces.  An  increase 
in  Bank  Rate  leads  to  a general  rise  in  interest  rates  which 
is  claimed  to  have  the  effect  of  lessening  the  demand  for 
credit  by  reducing  the  number  of  projects  capable  of  yielding 
an  economic  retum.  Whilst  this  consideration  may  apply 
in  the  case  of  business  ventures,  it  is  not  appropriate  to  a 
very  high  proportion  of  the  capital  works  of  county  councils 
where  the  purpose  of  the  expenditure  is  to  satisfy  a social 
need,  and  the  social  return  on  the  expenditure  is  not  assessable 
quantitatively  in  tenns  of  pounds,  shillings  and  pence. 

47.  However  successful  the  dear  money  policy  may  have 
been  in  the  private  sector  of  the  nation^  economy,  it  has 
not  had,  so  far,  much  effect  of  the  level  of  capital  investment 
of  county  councils.  It  has  already  been  shown  by  Tables  1 
and  2 that  although  the  total  capital  formation  of  all  local 
authorities  has  fdlen  from  its  peak  in  1953  the  capital 
expenditure  of  county  councils  has  continued  to  increase 
despite  the  hi^  cost  of  borrowing,  and  it  is  noteworthy 
that  the  figure  for  the  year  1956-57  shows  a larger  increase 
in  capital  payments  by  county  councils  than  in  any  of  the 
other  years  included.  In  response  to  an  enquiry  answered 
in  August,  1957,  by  all  the  coun^  councils  in  England  and 
Wales  (excluding  London),  53  out  of  61  stated  that  no 
schemes  had  been  abandoned  or  deferred  because  of  hi^ 
interest  rates  and  the  effect  in  the  other  8 coimties  was 
reported  to  be  small. 

48.  The  reasons  for  this  situation  are  not  difficult  to 
find.  To  make  up  for  the  virtual  suspension  of  capital 
works  during  the  war  years,  to  provide  the  new  services 
and  higher  standards  required  by  post-war  legislation,  ^d 
to  meet  the  needs  of  the  increasing  population  in  admini- 
strative counties  as  a result  of  both  natural  growth  and 
reception  of  overspill  families  from  overcrowded  county 
boroughs,  county  councils  have  been  compelled  to  embark 
upon  extensive  programmes  of  capital  works.  Th«e 
programmes  were  not  entered  upon  lightly  by  county  councils 
because  they  were  well  aware  that  their  fulfilment  would 
lead  to  ever-increasing  revenue  burdens.  At  the  request 
of  the  Government  during  recurrent  financial  crises  county 
councils  have  reviewed  their  capital  programmes  and 
curtailed  them  wherever  possible,  but  the  vital  social  and 
economic  need  for  new  schools  and  improved  educational 
facilities  has  precluded  drastic  measures  to  reduce  capital 
outlay  upon  the  Education  service.  Since  this  service  accounts 
for  the  greater  part  of  the  current  capital  expenditure  of 
county  councils,  there  is  little  scope  for  further  reducing 
that  expenditiue  if  the  Education  service  is  to  be  developed 
to  the  standards  laid  down. 

49.  For  the  purposes  of  illustration  it  is  pointed  out  that 
the  effect  of  a 1 % rise  in  interest  rate  on  a large  county  council 


t Bank  R&te  wcis  reduced  to  6^  on  20tE  March  19S3. 
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which  had  a debt  outstanding  of  £23  million  at  the  beginning 
of  the  financial  year  and  required  £5  million  to  finance 
new  capital  works  during  the  year  would  be  to  increase 
annual  loan  charges  by  2-3  %.  The  bulk  of  the  additional  loan 
charges  of  £50,000  would  rank  for  Government  grant  and 
probably  only  about  £12,000  would  fall  on  the  rates.  This 
would  be  equivalent  to  an  increase  of  only  0-11%  in  rate- 
bome  expenditure  and  would  not  represent  a significant 
deterrent  to  capital  investment.  Loan  charges  would  be 
further  increased  by  necessary  reborrowings  effected  at  the 
higher  interest  rate  which  cannot,  however,  serve  as  a 
deterrent  to  investment  which  has  already  taken  place. 

50.  Consequently,  variations  in  rates  of  interest  alone 
are  unlikely  to  have  any  significant  effect  upon  the  current 
amount  of  borrowing  by  county  councils,  and  any  reduction 
which  has  taken  place  in  the  capital  expenditure  upon  services 
other  than  Education  has  been  at  the  request  of  the  Govern- 
ment rather  than  as  a result  of  variations  in  rates  of  interest. 

51.  In  view  of  the  substantial  commitments  involved  in 
county  councils’  capital  programmes  it  has  proved  possible 
to  meet  only  a moderate  proportion  of  total  cost  from 
revenue  contributions  and  the  greater  part  must  be  financed 
by  borrowing.  In  consequence  of  the  high  interest  rates 
there  is  a natural,  reluctance  to  accept  loans  at  these  rales 
for  long  fixed  periods.  The  weighted  average  of  the  Public 
Works  Loan  Board’s  interest  rates  for  long-term  mortgages 
taken  over  the  €0  years  1897  to  1957  is  3-97%  and  councils  are 
unwilling  to  commit  their  authorities  to  paying  rates  sub- 
stantiaUy  higher  than  this  for  the  full  periods  for  which  th^ 
have  sanction  to  borrow.  As  a result  local  authorities’ 
financial  advisers  are  forced  to  spend  a great  deal  of  time 
and  effort  in  locatbg  and/or  replacing  substantial  amounts 
of  short-term  or  medium-term  money  on  acceptable  terms. 
In  reply  to  the  recent  questionnaire  47  county  councils 
indicated  that  they  had  been  forced  to  a greater  use  of 
temporary  borrowing  to  finance  capital  expenditure,  in  all 
except  4 cases  to  an  appreciable  extent. 

52.  There  appears  to  be  a possibility  that  since  access 
to  the  Public  Works  Loan  Board  was  restricted  a new  factor 
has  come  to  influence  the  rate  of  interest  which  local  authorities 
are  a^ed  to  pay.  When  the  Government’s  policy  with  regard 
to  access  to  the  Board  was  changed  it  was  announced  that 
the  rates  of  interest  charged  would,  in  future,  reflect  the  credit 
of  local  authorities  of  good  standing  in  the  market  for 
loans  of  comparable  period.  There  is  a body  of  opinion 
which  believes  that  as  a result  of  this  pronouncement  the 
money  market  has  chosen  to  regard  the  Board’s  rates  as  the 
Tninimnm  which  local  authorities  should  be  asked  to  pay, 
and  thus  in  effect  the  Treasury  are  prescribing  the  minimum 
rate  of  interest  to  be  paid  by  those  authorities  to  whom  it 
reuses  to  lend  money  through  the  Board. 

53.  It  is  certainly  unfortunate  that  the  very  necessary 
and  socially  desirable  projects  of  county  councils  have  been 
subjected  to  arbitrary  influences  which  have  increased  loan 
charges  both  to  the  ratepayers  and  to  the  Government. 
Restriction  of  Access  to  the  Public  IVorks  Loan  Board 

54.  As  indicated  in  paragraph  22  above,  since  October, 
1955,  the  Board  has  investigated  each  local  authority’s 
ability  to  raise  loans  elsewhere  before  considering  lending 
the  money  itself,  and  county  councils  after  a short  transition^ 
period  have  had  little  or  no  accommodation  from  the  Board. 

55.  The  effect  of  this  has  been  to  put  county  councils 
and  other  local  authorities  into  close  competition  with  one 
another  and  with  other  borrowers  on  the  money  market. 
This  competition  is  costly  both  in  staff  time  and  advertising 
costs  and  has  undoubte<Uy  helped  to  increase  interest  rates. 

56.  The  essential  nature  of  the  bulk  of  local  authority 
capital  schemes  has  already  been  referred  to  and  this  is 
borne  out  by  the  determination  of  local  authorities  to  raise 
loans  to  ddiray  the  cost  of  schemes  which  have  received 
Ministry  and  Treasury  sanction.  In  reply  to  the  recent 
enquiry,  54  county  coimcils  stated  that  no  schemes  had  been 
abandoned  or  defened  as  a result  of  the  restriction  of  credit. 
The  other  7 counties  specified  abandoned  or  deferred  schemes 
totaling  £li  million  over  the  period. 

57.  The  result  of  this  restriction  has  therefore  not  been 
to  reduce  the  amount  of  credit  obtained  by  county  councils 
by  any  appreciable  amount  but  merely  to  force  authorities 
to  seek  funds  from  other  quarters. 

Increase  of  Stock  Issue  Minimum  to  £3  Million 

58.  As  indicated  in  paragraph  30  there  were  some  15 


county  councils  on  the  waiting  list  for  issues  of  less  than 
£3  million  when  the  minimum  was  raised  from  £1  million 
on  1st  May,  1957.  As  a result  of  the  Treasury  action,  6 
of  these  authorities  have  now  had  to  ask  for  larger  issues 
than  they  originally  considered  desirable,  and  the  requirements 
of  the  remaining  9 counties  have  further  increased  the 
competition  on  the  mortgage  and  temporary  money  market. 

Restriction  of  Bank  Advances 

59.  Throu^out  the  period  when  the  Government  has 
been  taking  action  to  restrain  economic  activity  the  Banks 
have  been  repeatedly  asked  to  co-operate  by  restricting 
advances. 

60.  Action  by  the  Banks  does  not  appear  to  have  had 
any  general  effect  on  county  councUs’  arrangements  for 
meeting  their  short-term  requirements,  no  doubt  chiefly 
because  temporary  borrowing  has  always  been  preferred  to 
bank  overdraft,  being  usually  available  at  a lower  rate  of 
interest. 

61.  In  answering  the  recent  questionnaire  51  of  the  61 
county  councils  reported  no  change  in  arrangements  for 
meeting  their  short-term  requirements  as  a result  of  the 
restriction  of  bank  advances. 

Requests  to  Local  Authorities  to  Restrict  Capital  Expenditure 

62.  The  Government  has  on  several  occasions  asked 
local  authorities  to  review  their  capital  expenditure  pro- 
grammes in  the  light  of  the  current  economic  situation,  the 
most  recent  requests  being  made  in  October,  1955,  and 
February,  1956.* 

63.  The  request  in  October,  1955,  was  of  a general  nature 
asking  local  authorities  to  undertake  an  immediate  review 
of  their  capital  expenditure  from  that  date  until  the  31st 
March,  1957,  the  aim  being  primarily  to  restrict  capital 
expenditure  in  1956-57  to  an  aggregate  not  exceeding  that 
of  1954-55  and  secondly  only  to  undertake  those  new  works, 
whether  or  not  already  authorised,  whidi  were  urgently 
necessary  to  meet  the  needs  of  the  area.  In  February,  1956, 
the  request  was  more  detailed  and  restrictive  and  set  out 
future  policy  for  each  service  ; the  restrictions  were  to  last 
six  months  but  this  period  has  been  extended  indefinitely 
by  a further  Ministry  circular  issued  in  October,  1956. 

64.  These  requests  were  considered  by  county  councils 
in  the  light  of  the  clear  indication  that  the  issue  of  loan 
sanctions  would  be  severely  restricted  except  in  cases  where 
a special  urgency  existed.  A major  exception  from  the  new 
restrictions  was  the  educational  building  programme  where 
the  only  changes  proposed  affected  timing  of  projects. 
Since  Educational  projects  form  by  far  the  greater  part  of 
county  councils’  capital  programmes  the  scope  for  reduction 
was  very  small. 

65.  Through  the  granting  or  withholding  of  Ministry 
loan  sanction  the  Government  has  always  had  a very  effective 
control  over  the  greater  part  of  county  council  capital 
expenditure  and  borrowing,  and  capital  projects  are  generaDy 
not  brought  forward  where  there  is  no  likelihood  of  obtaining 
loan  sanction. 

F.  Effectiveness  of  Various  Monetary  Measures 

66.  The  difficulty  at  present  experienced  by  county 
councils  in  raising  the  finance  required  for  their  capital 
programmes  is  causing  growing  concern.  The  difficulty  is 
due,  mainly,  to  the  restriction  of  access  to  the  Public  Works 
Loan  Board,  the  long  delays  experienced  by  authorities 
awaiting  stock  issues,  and  the  increasing  competition  for 
such  mortgage  and  temporary  money  as  is  available.  Despite 
these  difficulties  and  the  increasing  interest  rates  finance 
must  be  found  to  enable  essential  local  government  schemes, 
approved  by  the  Central  Government,  to  proceed. 

67.  Whilst  there  are  undoubtedly  many  desirable  projects 
of  a less  essential  nature  these  schemes  have  generally  been 
deferred  or  abandoned  due  to  the  realisation  that  loan 
sanction  would  not  be  forthcoming  rather  than  due  to  inability 
to  raise  loan  moneys. 

68.  From  the  evidence  available  it  appears  that  the 
measures  to  restrict  credit  and  to  increase  the  cost  of  borrow- 
ing have  not  had,  of  themselves,  a great  effect  so  far  on 
county  councils’  capital  expenditure.  County  councils’ 


• The  Minislry  of  Education  issued  a circular  in  October.  1937,  which  detailed 
restrictions  to  be  applied  to  educational  building  and  in  November  1957  a 
circular  from  the  Ministry  of  Housing  and  Local  Government  drew  local 
authorities'  attention  to  the  Government's  intention  Co  stabilise  capital  investment 
in  the  public  sector  at  its  present  level  during  the  next  two  financial  years 
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capital  programmes  are  formulated  largely  in  accordance 
with  Government  policy  for  the  various  services  involved 
the  principal  measures  which  control  the  volume  of 
capital  expenditure  at  the  present  time  are  the  Departmental 
indications  of  the  type  and  extent  of  expenditure  of  a capital 
nature  which  is  likely  to  receive  Ministry  loan  sanction  and 
Treasury  approval  under  the  Control  of  Borrowing  Order, 
where  required. 

G-  Suggestions  for  Improving  Present  Arrangements 

69.  To  enable  county  councils  and  other  local  authorities 
to  perform  their  statutory  duties  in  accordance  with  Govern- 
ment policy  sufficient  finance  must  be  available  and,  in  the 
interests  of  both  taxpayer  and  ratepayer,  at  the  lowest 
possible  rates  of  interest. 

70»  Since  adequate  means  exist  apart  from  monetary 
measures  by  which  the  Government  can  regulate  the  capital 
expenditure  of  local  authorities  it  is  considered  that  local 
authorities  should  receive  facilities  additional  to  those  at 
present  available. 

71.  The  following  suggestions  would  make  a substantial 
improvement  in  the  financing  of  local  authority  capital 
expenditure. 

Access  to  the  Public  Works  Loan  Board 

72.  It  is  in  the  national  as  well  as  local  government 
interest  that  full  freedom  to  borrow  from  the  Public  Works 
Loan  Board  should  be  restored  to  all  local  authorities  without 
in  any  way  restricting  their  rights  to  borrow  from  other 
sources. 

73.  The  present  position  where  over  one  thousand  local 
authorities  are  in  constant  competition  with  one  another, 
often  for  loans  of  comparatively  small  amounts,  is  un- 
doubtedly detrimental  to  the  negotiation  of  fair  rates  as 
well  as  wasteful  of  administrative  effort.  In  competition 
of  this  kind  the  smaller  authorities  particularly  are  at  a 
disadvantage.  A central  borrowing  agency  to  co-ordinate 
local  authority  borrowing  and  lending  woiid  obviate  direct 
competition  and  save  administration  costs,  and,  with 
adequate  statutory  powers  and  wide  publicity  campaigns, 
would  be  likely  to  supply  short,  medium  and  long-temi 
finance  for  loci  authorities  at  lower  rates  than  those  being 
paid  by  many  individual  authorities  at  preset. 

74.  The  establishment  of  sudi  a central  agency  might 
cause  difficulties  in  view  of  its  obvious  duplication  of  some 
of  the  functions  of  the  Public  Works  Loan  Board.  In  view 
of  this  it  is  suggested  that  the  present  restrictions  on  the 
Board’s  advances  should  be  removed  and  that  if  the  supply 
of  finance  from  the  Consolidated  Fund  proved  insufficient 
to  meet  the  demand  this  should  be  supplemented  by  special 
national  issues  of  stock,  bonds,  or  by  other  means.  The 
sale  of  bonds  in  small  denominations  could  be  sponsored  at 
local  savings  campaigns. 

75.  In  view  of  the  comprehensive  control  exercised  by 
the  Government  over  local  authority  borrowing  through 
the  loan  sanctioning  procedure  it  is  fdl  that  the  restoration 
of  freedom  of  access  to  the  Board  would  not  of  itself  increase 
local  authority  capital  formation.  The  present  invidious 
competition  between  local  authorities  would  be  reduced  and 
individu^  authorities  could  be  left  free  to  issue  stock  or  local 
mortgages  if  considered  advantageous. 

76.  Such  an  arrangement  would  bring  local  authorities 
more  into  line  with  the  nationalised  industries  whose  capital 
requirements  are  now  met  by  the  Treasury. 

Public  Works  Loan  Board  Interest  Rates. 

77.  It  is  appreciated  that  with  the  present  limited  access 
to  tbe  P.W.L.B.  it  would  be  unfair  if  the  Board’s  rates  of 
interest  were  lower  than  those  payable  by  authorities  borrow- 
ing elsewhere.  If  full  access  to  the  Board  were  restored  it 
would  be  logical  to  restore  also  the  policy  of  basing  interest 
rates  on  market  rates  for  Treasury  issues  for  corresponding 
periods,  which  was  die  policy  declared  by  the  then  Chancellor 
of  tire  Exchequer  in  1944. 

78.  When  the  Board’s  rates  of  interest  were  increased 
iji  1952  it  was  announced  that  it  was  inconsistent  with  the 
general  principles  of  the  new  monetaty  policy  that  the  long- 
term programmes  of  local  authorities  should  be  financed 
at  rates  which  contained  an  element  of  concealed  subsidy. 
In  October,  1955,  it  was  decided  that  the  Board’s  rates  were 
not  to  reflect  Government  credit  but  the  credit  of  local 
authorities  of  good  standing  in  the  market,  and  as  previously 


pointed  out  this  announcement  may  be  considered  to  have 
penalised  local  authorities  by  rendering  it  difficult  for  a 
local  authority  to  negotiate  a lower  rate.  Local  authorities 
do  not  ask  for  subsidised  rates  of  interest  from  the  Board 
but  for  loans  to  be  advanced  based  on  market  rates  for 
Treasury  issues  of  corresponding  periods.  If  there  is  no 
loss  to  the  Exchequer  there  can  be  no  suggestion  of  subsidy, 
and  in  view  of  the  dose  financial  relationship  between 
Central  and  Local  Government  it  would  not  be  inconsistent 
with  monetary  policy  for  local  authorities  to  borrow  at 
the  same  rate  as  the  Government.  It  is  understood  that  the 
rates  of  interest  charged  to  the  nationalised  industries  in 
respect  of  advances  made  by  the  Treasury  have  teen  lower 
than  the  comparable  PubUc  Works  Loan  Board  rate  and 
probably  *%  lower  than  most  local  authorities  have  been 
paying  to  finance  their  services.’* 

79.  Whatever  method  were  adopted  to  obtain  lower 
interest  rates  for  local  authorities  the  result  would  benefit 
the  Government  since,  through  grants-in-aid  and  subsidies, 
the  Government  contributes  to  a great  extent  to  local 
authorities’  loan  charges. 

80.  If  the  arrangements  outlined  are  not  considered 
necessary  or  advisable  as  a matter  of  general  policy  it  is 
felt  that  at  least  they  should  certainly  apply  during  periods 
when  interest  rates  are  high  as  a result  of  Government 
monetary  measures. 

Relaxation  of  PubUc  Works  Loan  Board  Restrictions 

81.  At  present  a local  authority  which  has  once  borrowed 
from  the  Board  against  a particular  loan  sanction  may  not 
re-borrow  even  though  the  advance  from  the  Board  was  for 
a seven-year  period  against  a sixty-year  sanction.  It  is 
consider^  that  this  prohibition  should  be  lifted  and,  further, 
that  the  miniTnum  borrowing  period  of  seven  years  should 
be  substantially  reduced.  The  insistence  that  a local  authority 
borrowing  from  the  Board,  on  a sanction  for,  say,  sixty  years, 
must  borrow  for  the  full  period  or  be  forced  to  re-borrow 
other  than  from  the  Board  if  the  money  is  taken  for  a shorter 
teem,  is  hardly  consistent  with  borrowing  freedom  and 
penalises  small  authorities.  It  would  also  be  a convenience, 
especially  to  smaller  authorities,  if  the  Board  were  to  give 
lo^  authorities  the  option  of  maturity  loans. 

Stock  Issues 

82.  It  is  essential  for  facilities  for  stodk  issues  fay  local 
authorities  to  be  improved.  Some  authorities  have  been  on 
the  waiting  list  for  over  two  years,  the  amount  of  temporary 
money  hdd  pending  such  issues  is  substantial,  and  the 
administrative  effort  in  obtaining  and  replacing  such  tem- 
porary money  is  considerable.  It  would  assist  if  funds  could 
be  advanced  temporarily  by  Banks  or  the  Treasury  pending 
a stock  issue. 

83.  Any  increase  in  the  total  amount  funded  by  stock 
would  ease  the  prospect  for  smaller  authorities  on  the 
mortgage  market  and  for  this  reason  it  is  suggested  that  the 
present  minimum  issue  be  reduced  from  £3  million  and  that 
approval  be  ^ven  to  joint  issues  of  stock,  and  issues  by 
county  councils  on  behalf  of  county  districts. 

Trustee  Status 

84.  County  councils  are  bandicap;^d  by  the  fact  that 
their  mortgages  rank  as  trustee  securities  only  if  the  council 
has  been  authorised  to  issue  housing  bonds.  Since  the 
proceeds  of  housing  bonds  cannot  be  pooled  with  other 
loans,  only  five  county  councils  sought  the  power  to  issue 
them,  thus  obtaining  trustee  status  for  their  mortgages. 
No  authorisations  to  issue  bonds  have  been  granted  since  1928. 

85.  The  Government  has  indicated  its  intention  to  confer 
trustee  status  on  local  authority  mortgages  by  legislation  in 
due  course,  and  it  is  suggested  that  this  somewhat  anomalous 
position  should  be  put  right  at  the  earliest  possible  oppor- 
tunity. 


Bonds 

86.  It  is  considered  that  county  councils  should  be  given 
power  to  raise  money  by  the  issue  of  bonds  not  limited  in 
use  as  in  the  case  of  the  proceeds  of  housing  bonds.  Power 
to  issue  such  bonds  at  a discount  would  be  an  advantage  in 
present  circumstances. 


* Advances  by  the  Treasury  to  the  Central  Electricity  Authority  and  the  Gas 
Council  commenced  on  I7tb  Auguat,  1956.  and  by  31st  March,  1957,  they 
amounted  to  £172  mil  linn  The  rates  of  interest  were  5^  for  £50  miUion  and 
51  % for  the  remaining  £122  million  and  the  advances  were  for  25  years.  During 
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Money  Bills 

87.  It  is  suggested  that  all  county  councils  should  be 
empowered  to  issue  money  bills  for  temporary  finance. 
Many  years  ago  a few  En^sh  and  Scottish  authorities 
obtained  this  power  by  Local  Act  or  Provisional  Order, 
but  the  Treasury  have  opposed  any  extension  of  this  power 
to  other  authorities  during  the  last  thirty  years.  These 
securities  are  usually  offered  for  tender  through  discount 
houses  in  London,  and  subject  to  certain  conditions  are 
eligible  for  rediscount  at  the  Bank  of  England.  With  such 
facilities  it  might  be  possible  for  larger  authorities  to  obtain 
temporary  money  at  rates  approximating  to  Treasury  Bill 
rates. 


Revenue  Contributions  to  Capital  Outlay 

88.  It  is  the  practice  of  many  local  authorities  to  finance 
some  part  of  their  capital  expenditure  by  revenue  con- 
tributions and,  in  the  research  study — “Local  Authority 
Borrowing” — already  referred  to,  it  was  shown  that  it  is 
customary  for  county  councils  to  meet  a higher  proportion 
of  capital  expenditure  from  revenue  than  most  other  types 
of  local  authorities.  Financial  estimates  for  the  current  year 
show  that  county  councils  estimate  that  an  aggregate  of 
approximately  £20  million  capital  expenditure  will  be  met 
out  of  rates  and  grants  in  1957-58.* * 

89.  In  the  present  period  of  higher  interest  rates  there  is 
an  incentive  to  finance  capital  expenditure  from  revenue. 
The  initiative  of  individual  authorities  in  this  matter  is 
restricted  by  the  existence  of  Departmental  limitations  on 
the  amount  of  capital  expenditure  chargeable  to  revenue 
which  will  be  admitted  for  grant  in  a financial  year,  chiefiy 
in  the  case  of  the  Education  and  Health  services.  A limit  of 
an  amount  equivalent  to  the  proceeds  of  a 3d.  rate  is  imposed 
by  the  Minister  of  Education  ; the  Minister  of  Health  will 
not  admit  for  grant  any  item  of  capital  expenditure  exceeding 
£2,000  for  the  purchase  of  land  or  buildings  or  £10,000  for 
other  items,  or  exceeding  the  product  of  a Id.  rate,  unless 
special  approval  has  been  given.t 

90.  The  financing  of  an  increased  amount  of  capital 
expenditure  from  revenue  would  reduce  borrowing  require- 
ments and  it  is  suggested  therefore  that  Departmental 
restrictions  in  this  matter  should  be  removed. 


Capital  Grants 

91.  In  the  case  of  grant-earning  services  the  normal 
method  of  treatment  of  capital  works  financed  by  the  local 
authority  out  of  borrowing  is  for  the  Government  to  pay 
the  appropriate  grant  percentage  of  the  loan  charges  on  the 
full  cost  of  the  scheme.  In  the  case  of  Highways  and  Bridges 
the  Government  Department  makes  a fuU  reimbursement  of 
its  share  of  the  total  cost  of  the  scheme,  leaving  the  local 
authority  to  finance  only  the  residual  cost  out  of  loan.  This 
practice  reduces  the  loan  requirements  of  coun^  councils 
and  an  extension  of  the  practice  to  other  grant-earning 
services  would  substantially  reduce  the  aggregate  of  local 
authority  borrowing. 


• Financial  estimates  for  195S-I9S9  indicate  that  county  councils  will  meet 
capital  expenditure  of  approxioiaiely  £23  miUion  from  rates  and  grants. 

*f  For  the  financial 
the  restrictions  on  the 
be  admitted  for  grant, 
education  authorities  in 
basis  of  school  population. 


ur  19SS-S9  the  Minister  of  Educotion  has  tightened  up 
amount  of  capital  expenditure  from  revenue  whkh  will 
A limit  of  £J  million  has  been  imposed  for  all  local 
England  and  Wales,  this  sum  being  apportioned  on  the 


H.  Summary  of  Conclusions 

92.  (a)  There  is  evidence  that  credit  restriction  and  high 
interest  rates  as  such  have  had,  up  to  July  of  this  year,  little 
effect  on  the  volume  of  county  councU  capital  investment. 

(f>)  When  the  national  economic  position  demands  the 
restriction  of  local  authority  capital  expenditure,  this  should 
be  exercised  entirely  through  the  several  Government 
Departments  by  restricted  issue  of  loan  sanctions. 

(c)  Since  the  Government,  through  grants-in-aid  and 
subsidies,  is  usually  a nmjor  contributor  to  local  authorities’ 
loan  charges  it  would  be  in  the  Government’s  own  financial 
interest  to  facilitate  the  financing  of  local  authorities’  capital 
expenditure  in  such  a way  as  to  avoid  penal  interest  rates  on 
essential  schemes. 

(d)  For  capital  projects  approved  by  the  Government 
the  necessary  finance  should  be  made  available  (to  the 
extent  not  available  from  internal  borrowing  on  reasonable 
terms,  such  terms  to  be  related  to  Government  credit  and 
certainly  not  less  advantageous  than  those  for  advances  by 
the  Treasury  to  the  nationalised  industries.  If  not  considered 
necessary  in  “normal”  times  such  arrangements  should 
nevertheless  apply  during  periods  when  interest  rates  are 
high  as  a result  of  Government  monetary  measures.  If 
stock  issues  continue  to  be  restricted  it  will  be  essential  for 
alternative  sources  of  capital  to  be  available. 

(e)  The  present  situation  where  over  one  thousand  local 
authorities  are  competing  with  one  another  for  funds  is 
wasteful  of  administrative  effort  and  uneconomical  in  its 
results,  especially  in  the  case  of  smaller  authorities.  A central 
borrowing  agency  to  co-ordinate  aU  local  authority  require- 
ments would  have  some  advantages  but  impinge  on  the 
functions  of  the  Public  Works  Loan  Board.  The  better 
course  would  be  to  restore  freedom  of  access  to  the  Board  at 
rates  fixed  by  reference  to  Govenunent  credit  and  to  supple- 
ment the  Board’s  advances  from  the  Consolidated  Fund  if 
necessary  by  national  issues  of  stock,  bonds  or  other  means. 

(/)  The  Public  Works  Loan  Board  should  permit  borrowing 
for  periods  less  than  seven  years,  re-borrowing  to  repay 
advances  from  the  Board,  and  the  issue  of  maturity  loans. 

(g)  It  is  essential  for  local  authority  stock  issues  to  be 
speeded  up  and  either  the  minimum  of  £3  million  reduced  of 
joint  issues  approved. 

(h)  Consideration  should  be  given  to  the  extension  of 
the  practice  of  capital  grants-in-aid.  The  total  loan  require- 
ments of  county  councils  would  be  very  substantially  reduced 
if  the  Government  directly  financed  its  share  of  the  capital 
cost  of  schemes  on  all  grant-aided  services. 

(J)  Other  suggestions  for  the  improvement  of  county 
councE  borrowing  arrangements  are  : 

(i)  Bank  credit  restrictions  should  be  relaxed  to  permit 
cover  pending  stock  issues. 

(ii)  All  county  council  mortgages  should  be  given  trustee 
status  at  the  earliest  opportunity. 

(iii)  County  councils  should  be  empowered  to  issue  bonds 
and  money  bills. 

(iv)  Restrictions  on  financing  capital  expenditure  out  of 
revenue  should  be  removed. 

December,  1957  (revised  May,  1958) 
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Introduction 

1 . Apart  from  the  general  and  universal  results  of  changes 
in  the  value  of  money  and  their  consequent  effects  on  wages 
and  prices  the  working  of  the  monetary  and  credit  system 
concerns  the  Coimcil  solely  in  its  capacity  as  a borrower. 
The  Council’s  operations  on  revenue  account  are  normally 
financed  from  current  income  ; temporary  borrowing  for 
this  purpose  is  necessary  only  occasionally  and  for  very 
short  periods.  Its  borrowing  is  thus  mainly  confined  to 
its  requirements  on  capital  account  including  loans  to  house 
purchasers,  etc.  It  is  therefore  in  relation  to  the  Council’s 
policy  regarding  capital  expenditure  that  it  is  concerned  with 
measures  taken  by  the  monetary  authorities  to  control  or 
influence  borrowing.  The  following  comments  are  made  in 
the  light  of  the  financial  position  prevailing  at  1st  October, 
1957. 

Methods  and  purposes  of  borrowing 

1.  The  Council's  methods  of  borrowing  (apart  from 
temporary  borrowing)  are  prescribed  by  , the  London  County 


Council  (Loans)  Act,  1955.  The  most  important  methods 
and  the  only  ones  to  have  been  used  in  recent  years  are  the 
creation  and  issue  of  stock  and  the  issue  of  mortgages.  The 
Council  also  has  power  to  issue  housing  bonds  under  the 
Housing  Act,  1957,  and  it  may  also  use  moneys  of  the 
sinking  fund,  the  superannuation  and  provident  fund  and 
other  internal  funds  in  lieu  of  borrowing. 

3.  The  extent  to  which  the  Council  may  borrow  is  con- 
trolled by  Parliament  by  means  of  an  annual  Money  Act 
which  sets  out  the  amount  which  may  be  spent  on  capital 
account  or  lent  in  respect  of  each  specified  service  or  purpose. 

4.  Details  of  the  Council’s  expenditure  on  capital  account 
in  the  financial  years  from  1950-51  to  1956-57,  together 
with  an  estimate  for  1957-58,  showing  the  services  on  which 
the  money  has  been  spent  and  the  sources  from  which  it  has 
been  financed  are  given  in  the  appendices*  to  this  statement. 


* Not  reprinted  in  tliis  record  oT  evidence 
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The  effect  of  monetary  measures  on  the  ability  of  the  Council 
to  raise  the  money  required  for  its  capital  programme  and 
on  the  cost  of  its  borrowing 

5.  Until  October  1955  the  whole  of  the  Council’s  external 
post-war  borrowing  was  by  issue  of  mortgages  to  the  Public 
Works  Loan  Board.  Since  then,  owing  to  the  restriction  of 
access  to  the  Board,  the  Council  has  been  able  to  meet  only 
a small  part  of  its  capital  requirements  from  that  source 
and  it  has  found  it  extremely  difficult  to  raise  the  balance 
in  the  open  market. 

6.  An  issue  of  £15  million  of  5i%  stock,  1977-81,  at  a 
price  of  99i%  was  made  in  October,  1956.  In  view  of  the 
high  rate  of  interest,  the  Council  would  have  preferred  a 
shorter  term  but  it  was  advised  that  this  would  be  likely 
to  prejudice  the  success  of  such  a relatively  large  issue. 

To  date  a sum  totalling  £14  million  has  been  raised  on 
mortgages  for  terms  varying  from  two  to  four  years  at 
rates  between  5|%  and  6%.  Pending  further  permanent 
or  semi-perraanent  bonowing,  the  balance  of  the  Council’s 
requirements,  after  allowing  for  the  moneys  available  from 
internal  funds,  has  been  met  by  bank  overdraft  or  short-term 
loans  at  rates  currently  in  the  region  of  7%.  Generally, 
little  difficulty  has  been  experienced  in  raising  the  sum  required 
in  these  ways,  although  there  is  a limit  on  the  bank  overdraft. 
The  funding  of  this  temporary  borrowing  before  it  reaches 
embarrassing  proportions  is  a more  serious  problem.  It  is 
doubtful  whether  another  issue  of  stock  could  be  made  in 
the  near  future  and  it  would  be  difficult  to  obtain  in  the 
mortgage  market  the  large  sums  required  except  at  a high 
rate  of  interest  payable  for  long  periods.  The  renewal  or 
replacement  of  short-term  mortgage  loans  may  also  present 
considerable  difficulties  in  due  course.  The  Coimcil  may  be 
obliged  to  look  to  the  Public  Works  Loan  Board  to  help  in 
meeting  this  situation. 

The  effect  of  borrowing  difficulties  and  high  cost  of  borrowing 

7.  The  Council  has  not  yet  felt  compelled  to  suspend  any 
capital  works  already  tmder  way  or  to  defer  any  capital 
project  which  it  considers  essential.  It  has,  however,  post- 
poned many  less  vital  works  in  conformity  with  the  policy 
which  the  Government  is  enforcing  on  other  local  authorities, 
yiz.,  placing  a virtual  embargo  on  all  new  capital  projects 


or  expansions  of  existing  schemes  which  can  be  deferred 
without  risk  to  health  or  safety  or  other  vital  interests. 
Housing  schemes  and  approved  road  schemes  are  specifically 
excluded  from  the  embargo . Although  education  programmes 
are  unaltered,  individual  projects  are  liable  to  be  postponed. 

8.  Partly  because  of  the  difficulties  of  borrowing  money 
and  partly  because  of  the  increased  consequential  saving  of 
interest  at  the  currait  high  rates,  the  Council  has  in  1957-58 
raised  from  £500,000  to  £2,500,000  the  amount  of  capital 
oipenditure  to  be  defrayed  direct  from  current  rate  income. 
It  has  further  attempted  to  limit  the  need  to  borrow  by 
retricting  the  scope  of  its  scheme  for  loans  to  house  purchasers 
and  by  ceasing  to  lend  to  the  Metropolitan  Borough  Councils. 

9.  There  can  be  no  further  appreciable  reduction  of  capital 
expenditure  without  adversely  affecting  the  development  of 
services  which  are  regarded  as  having  priority  according  to 
the  Government’s  declared  policy.  Nevertheless,  borrowing 
difficulties  are  now  causing  the  Council  to  consider  some 
postponement  of  capital  works  and  it  is  perturbed  that 
failure  to  secure  adequate  finance  might  seriously  prejudice 
its  essential  capital  programmes  and  entirely  preclude  less 
essential  but  nevertheless  desirable  projects.  “Mon^”  stocks 
are  coming  more  and  more  into  disfavour  as  the  result  of 
continuing  inflation  and  many  of  the  investors  who  are  at 
present  tied  to  such  investments  are  seeking  wider  powers. 
Moreover,  the  demand  for  capital  is  likely  to  increase  as  a 
result  of  ffie  Government’s  action  in  forcing  local  authorities 
on  to  the  market.  This  threatens  to  lead  to  precisely  the 
same  situation  as  that  which  the  Local  Authorities  Loans 
Act  of  1945  was  designed  to  prevent,  viz.,  delays  in  execution 
of  essential  public  works  as  a result  of  difficulties  in  the 
capital  market. 

Suggestions  for  improving  present  arrangements  for  providing 
local  authorities  with  capital  finance 

10.  The  Council  considers  that  the  provision  of  adequate 
capital  finance  for  public  services  is  a clear  responsibility 
of  the  Government  as  is  already  recognised  in  relation  to 
all  the  nationalised  industries.  There  is  an  even  stronger 
case  for  its  acceptance  in  relation  to  the  non-trading  services 
carried  out  by  local  authorities. 

72nd  October,  1957. 
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1.  The  National  Coal  Board 


1.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  NATIONAL  COAL  BOARD* 


Question  (i)  What  are  the  main  considerations  which  determine 
the  size  and  content  of  your  organisation's  fixed  investment 
programme  ? 

Question  (ii)  How  far  ahead  does  your  organisation  plan 
the  size  and  content  of  its  fixed  investment  programme  ? 
How  and  in  what  detail  is  H.M.  Government’s  control 
of  the  programme  exercised  ? How  quickly  and  by  what 
means  has  it  proved  possible  to  expand  or  contract  the 
planned  level  of  investment  ? 

Question  (iii)  How  far  have  changes  in  interest  rates  affected 
the  volume,  the  pattern  or  the  timing  of  your  organisation's 
fixed  investment  programme  ? 

1.  In  1949,  the  Board  formulated  the  National  Plan  for 
long-term  production  and  for  the  reconstruction  and  develop- 
ment of  the  industry  over  the  15  years  up  to  1965.  It  was 
published  in  outline  in  1950  under  the  title  “Plan,  for  Coal". 
The  plan  envisaged  an  output  of  about  240  million  tons  a 
yeai-  by  1961-65. 

2.  In  1955,  in  the  light  of  5 years  experience,  the  plan 
was  revised  and  was  republished  in  1956  under  the  title 
“Investing  in  Coal”.  It  then  envisaged  an  output  of  240 
mihiou  tons  in  1965  and  included  a tentative  view  of  the 
prospects  up  to  1970.  To  carry  out  the  revised  plan  the 
Board  envisaged  the  spending  of  nearly  £1,000  million 
(including  expenditure  on  ancillaries  such  as  Coke  Ovens) 
of  which  they  expected,  on  the  assumptions  stated  in  “Invest- 
ing in  Coal”,  to  provide  hy  internal  financing  about  two- 
thirds,  the  remainder  to  be  obtained  from  advances  from  the 
Government.  For  collieries,  the  programme  provides  for 
the  creation  of  such  additional  capacity  as  may  he  required, 
the  replacement  of  existing  capacity  and  equipment  and  &e 
continuous  improvement  of  efficiency,  welfare  and  safety. 

_ 3.  The  primary  consideration  in  the  determination  of  the 
size  and  content  of  the  investment  programme  is  the  estimated 
requkement  of  the  country  for  solid  fuel  (taking  into  account 
also  the  potential  market  for  exports).  Estimates  of  future 
demand  can  vary  within  wide  U^ts  and  must  continuously 
be  revised.  From  the  end  of  the  war  until  1957,  there  was  a 
chronic  shortage  of  fuel  both  in  this  country  and  in  Europe 
which  necessitated  extensive  imports  of  coal,  and  the  forecasts 
made  of  the  growth  of  industrial  activity  all  implied  that 
the  demand  for  fuel  would  continue  to  be  pressing  for  a 
long  time  to  come.  Hitherto,  therefore,  the  Board’s  main 
problem  in  formulating  their  plans  has  been  to  provide  for 
the  maximum  production  at  reasonable  levels  of  cost ; 
it  was  rarely  necessary  to  select  between  two  or  more  projects 
of  more  or  less  equal  attractiveness.  Current  estimates  of 
future  demand  appear  to  take  a rather  more  cautious  view 
of  the  future  and  the  position  has  been  affected  by  the 
greater  part  that  oil  and  atomic  energy  may  play  in  years  to 
come  in  meeting  the  fuel  needs  of  the  country. 

4.  In  framing  the  plan,  the  Board  have  also  had  to 
consider  the  resources  of  the  various  kinds  and  qualities  of 
coal  as  they  are  revealed  by  ejgiloration  and  development ; 
the  geographical  distribution  of  demand  in  relation  to  these 
resources  ; and  the  availability  of  labour  to  exploit  them. 
Prediction  of  these  factors,  as  well  as  of  future  demand 
generally,  can  never  be  precise.  Moreover,  some  of  the 
assumptions  on  which  the  plans  are  based  (e.g.  as  to  working 
time  and  the  deployment  of  labour  to  the  best  advantage 
of  the  industry)  may  in  the  events  prove  to  be  wrong.  The 
Board’s  plans  are  therefore  kept  under  constant  review. 
But  in  the  coal  industry  large  projects  must  be  planned  long 
in  advanc«.  e.g.  it  takes  up  to  ten  years  to  bring  a big  modem 
colliery  into  full  production  from  the  moment  the  idea  is 
ffist  proposed.  Once  a mining  project  becomes  a commitment 
it  can  only  be  abandoned  at  a heavy  loss.  The  basic  plan 
therefore  can  only  be  expanded  or  contracted  in  any 
significant  degree  over  a relatively  long  period  ; there  is 
little  scope  for  sudden  change.  As  changes  take  place  in 
the  assumptions  on  which  the  plan  is  based  variations  can 
be  made  by  postponing  the  introduction  of  projects  or  by 
introducing  projects  earlier  than  was  originally  intended. 

5.  The  Board’s  investment  plan  includes  expenditure  to 
maintain  capacity  at  existing  mines  and  to  improve  efficiency, 
as  well  as  expenditure  on  new  collieries  and  major  recon- 
structions of  old  ones,  mainly  designed  to  replace  exhausted 
capacity  at  other  pits  and,  in  some  degree,  to  provide 

• See  Minutes  of  Evidence  Qns.  11181  to  11249. 


additional  capacity.  To  restrict  expenditure  on  new  collieries 
or  major  reconstructions  would  tend  to  delay  the  operation 
of  the  basic  plan.  On  the  other  hand,  expenditure  to  maintain 
capacity  at  existing  pits  or  to  improve  efficiency,  as  well  as 
expenditure  on  associated  and  ancillary  activities,  is  susceptible 
to  some  expansion  or  contraction  as  may  be  required  by 
circumstances.  Figures  can,  of  course,  be  given  of  the 
division  of  expenditure  between  activities  (e.g.  mines,  coke 
ovens,  houses,  etc.)  but  it  is  not  possible  to  give  accurate 
figures  of  the  expenditure  needed  to  increase  capacity,  or 
to  maintain  it,  or  to  increase  efficiency.  Many  projects 
contain  elements  of  all  three.  This  table  gives  a picture  of 
the  Board’s  capital  expenditure  in  1957. 

Capital  Expenditure 
in  1957 
Total 


LM,. 

Collieries 83-6 

Other  Activities  13-0 

Coke  Ovens  5-7 

Subsidiary  Housing  Associations  ...  0-5 


102-8 

Of  the  £83-6  million  expenditure  on  collieries,  £44  million 
was  on  schemes  costing  over  £250,000. 

6.  In  Section  3 (2)  of  the  Coal  Industry  Nationalisation 
Act,  1946,  it  is  stated  that  “In  framing  programmes  of 
reorganisation  or  development  involving  substantial  outlay 
on  capital  account  the  Board  shall  act  on  lines  setUed  from 
time  to  time  with  the  approval  of  the  Minister”. 

The  basic  plan  and  its  revision  were  accordingly  submitted 
to  the  Minister  of  Power,  as  will  be  future  revisions,  and  in 
this  way  the  forward  plans  of  the  Board  are  approved. 
Working  within  the  overall  plan  the  Board  submit  to  the 
Ministry  in  each  year  proposals  for  investment  in  the  following 
year.  These  proposals  are  examined  and  are  the  subject 
of  meetings  between  officials  of  the  Ministry  and  of  the 
Board  after  which  a level  for  investment  in  the  foDowing 
year  is  decided.  Thus  the  Government,  having  approved  the 
general  outline  of  the  plan,  exercises  control  by  approving 
the  amount  of  capital  expenditure  to  be  incurred  in  each 
year  and  by  approving  the  limit  of  the  advances  to  be  made 
to  the  Board  in  each  year.  The  Select  Committee  on 
Nationalised  Industries  recommended  that  the  Ministry  of 
Power  should  be  able  to  make  a greater  financial  check  on 
the  Board’s  investment  schemes  than  they  do  at  present ; 
to  this  end  they  recommended  and  it  has  been  agreed  that 
the  Board  should  present  the  Ministry  each  year  with 
particulars  of  those  major  schemes  which  they  expect  will 
be  least  profitable. 

7.  To  the  extent  that  internal  resources,  mainly  from 
depreciation,  are  insufficient  the  Board  are  feanced  by 
borrowings  from  the  Government.  Under  Section  26  of  the 
Coal  Industry  Nationalisation  Act,  1946  (as  amended  by 
Section  1 of  the  Coal  Industry  Act,  1951  and  by  Section  1 of 
the  Coal  Industry  Act,  1956)  ffie  Minister  may  make  advances 
to  the  Board  to  defray  expenditure  properly  chargeable  to 
capital  account,  including  the  provision  of  working  capital. 
The  aggregate  amount  outstanding  by  way  of  principal  may 
not  exceed  £650  million  and  shall  not  at  any  time  in  any 
year  aiding  31st  March  exceed  by  more  than  £75  million 
(or  such  greater  sum  as  the  Minister  may  by  Order  confirmed 
hy  Resolution  of  the  House  of  Commons,  specify  for  that 
year)  the  highest  aggregate  amount  so  outstanding  at  any 
time  during  the  immediately  preceding  feancial  year.  It 
follows  that  the  Board  are  not  direcdy  affected  by  restrictions 
of  bank  credit,  but  by  statutory  and  Ministerial  limitation 
on  advances. 

8.  Since  the  plan  is  based  upon  an  assessment  of  the  needs 
of  the  country  for  solid  fuel  the  level  of  interest  rates  has  in 
general  had  little  direct  effect  upon  the  volume,  pattern  or 
timing  of  the  investment  programme.  The  nature  of  the 
industry  is  such  that  the  Government  and  the  Board  must 
decide  what  coal- will  be  required  at  certain  dates  in  the 
future.  Thereafter  the  investment  programme  of  the  Board 
and  the  annual  expenditure  within  the  framework  of  the 
general  programme  will  be  based  on  the  assumptions  made. 
To  a limited  extent  interest  rates  do  affect  the  approval  or 
rejection  of  marginal  schemes  although  temporary  fluctuations 
will  have  no  affect  on  the  basic  plan. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


182 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued] 


1.  The  National  Coal  Board 


9.  Slimming  up,  the  short  answers  to  questions  (i)  to 
(iii)  are  as  follows  : — 

(i)  the  main  considerations  in  the  determination  of  the 
size  and  content  of  the  fixed  investment  programme 
of  the  Board  are  : — 

(а)  the  expected  requirements  of  the  country  for  coal 
(for  internal  use  and  for  exports)  taking  into 
account  future  developments  of  alternative  sources 
of  fuel  and  power  ; 

(б)  the  resources  of  the  kinds  and  qualities  of  coals 
in  relation  to  the  localities  in  which  they  are 
required  ; 

(c)  the  availability  of  labour  in  the  localities  where 
coal  can  be  most  economically  produced. 

(ii)  The  Board  plan  the  size  and  content  of  the  fixed 
investment  programme  for  approximately  ten  years 
ahead,  taking  a view  also  of  Ute  five  years  following. 
The  plan  itself  is  subject  to  the  approval  of  H.M. 
Government  through  the  Minister  of  Power  who  also 
examines  the  aimual  programme.  It  is  not  possible 
quickly  to  expand  or  contract  the  basic  plan  although 
minor  changes  can  be  made.  That  part  of  the  capital 
investment  programme  not  directly  concerned  with 
the  efficient  production  of  coal  is  susceptible  to  some 
Bipansion  or  contraction  at  fairly  short  notice. 

(iii)  Changes  in  interest  rates  do  not,  in  general,  affect 
the  volume,  pattern  or  timing  of  the  investment 
programme  although  they  might  have  an  ^ect  on 
the  approval  of  minor  marginal  schemes. 


Question  (iv)  What  are  the  main  considerations  which 
determine  your  organisation’s  investment  in  stocks  ? 

10.  The  investment  in  stocks  of  stores  for  maintenance, 
for  operating  and  for  capital  purposes  is  inevitably  heavy 
in  an  industry  so  vast  and  so  scattered  as  the  coal  industry. 
The  holding  of  stocks  of  sudi  levels  is  costly  to  finance  and 
it  is  &e  aim  of  the  Board  to  keep  levels  down  to  the  minimum 
consistent  with  sstfety  and  good  buying  principles.  Maximum 
levels  therefore  are  fixed  nationally  for  the  various  types  of 
stocks  held  which  are  varied  from  time  to  time  to  conform 
with  prevailing  conditions. 

11.  The  Board  do  not  normally  hold  stocks  of  coal,  coke 
and  other  products  beyond  the  limits  determined  by  the 
need  to  meet  demand  at  peak  periods.  Until  1957,  stocks 
were  relatively  low  and  special  efforts  were  needed  in  most 
years  to  build  them  up  to  meet  the  winter  needs.  Since 
1957,  as  consumption  of  coal  has  fallen  because  of  the 
recession  in  industry  and  as  the  Board’s  customers  have 
tended  to  reduce  their  stock  levels,  the  stocks  held  by  the 
Board  have  risen  substantiaUy,  involving  the  Board  in  a 
heavy  financial  burden.  There  are,  of  course,  limits,  financial 
and  physical  to  the  level  of  stocks  wMch  the  Board  can  cany. 
Question  (v)  How  far  have  changes  in  interest  rates  or 

restrictions  of  bank  credit  affected-  the  level  of  stock- 
holdings ? 

12.  In  genera],  since  it  is  the  Board’s  policy  to  keep  the 
level  of  stockholdings  to  the  minimum,  changes  in  interest 
rates  and  restrictions  on  credit  would  generally  have  no 
direct  effect  on  these  levels.  The  Board  make  practically 
no  use  of  bank  credit. 

October,  1958. 


2.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  ELECTRICITY  COUNCIL* 


1.  The  Electrici^  Supply  Industry  is  a public  service 
regulated  by  the  Electricity  Act,  1957,  and  earlier  legislation. 

2.  At  the  present  time,  the  statutory  bodies  responsible 
for  the  Industry  in  ^^and  and  Wales  are  : — 

The  Electricity  Council : Whose  duties  include,  inter  alia, 
the  responsibUity  for  raising  capital  finance  for  the 
whole  Industry. 

The  Central  Electricity  Generating  Board  : Responsible 
for  the  generation  and  supply  of  electrici^  in  bulk  to 
the  Area  Electricity  Boai^  in  England  and  Wales. 

12  Area  Electricity  Boards  : Who  buy  electricity  from  the 
Generating  Board  and  distribute  and  sell  it  to  con- 
sumers in  their  respective  areas. 

3.  The  Electricity  Supply  Industry  can  expand  or  contract 
its  &ed  investment  programme  only  within  relatively  narrow 
limits,  particularly  in  present  circumstances.  On  the  one 
hand  the  Hectricity  Boards  must  endeavour  to  fulfil  their 
statutory  obligations  to  the  community  to  supply  a service, 
the  demand  for  which  is  continually  expanding  and,  on  the 
other,  the  rate  at  which  they  invest  in  capital  development 
is  limited  from  year  to  year  by  Government  decision  and — on 
a longer  view — by  the  statutory  maximum  borrowing  deter- 
mined by  Parliament. 

4.  The  Boards  have  almost  continuously,  since  their 
inception,  been  subject  generaUy  to  restrictions  in  relation 
to  their  capital  investment.  It  would,  however,  be  possible, 
when  the  present  back-log  of  work  has  heen  overtaken  and 
ff  toe  Boards  were  operating  in  a completely  free  capital 
market  working  in  an  economy  which  was  not  over-stretched, 
for  the  Boards  to  expand  their  pro^ammes  to  some  extent 
by  carrying  out  work  in  advance  in  anticipation  of  later 
needs.  This  would  imply  that  subsequently  they  could 
reduce  their  programmes  to  a comparable  extent.  In  such 
circumstances,  the  Boards’  action  would  undoubtedly  be 
influenced  by  the  cost  and  availability  of  money. 

5.  The  following  paragraphs  contain  fuller  replies  to  the 
specific  questions  asked  by  the  Committee. 

(i)  What  are  the  main  considerations  which  determine  the 
size  and  content  of  your  organisation’s  fixed  investment 
programme  7 

6.  The  main  considerations  which  determine  the  size  and 
content  of  the  Industry’s  fixed  capital  investment  programme 
are  ; — 

• See  Minutes  of  Evidence  Qns.  11067  to  11113. 


(а)  the  statutory  duties  imposed  upon  the  Boards  which 
require  them  to  develop  and  maintain  an  efficient 
co-ordinated  and  economical  system  of  supply  of 
electricity  and  to  distribute  those  supplies  to  persons 
who  require  them  ; 

(б)  the  demands  made  by  these  consumers  and  the  measures 
taken  to  satisfy  them  ; with  supplies  at  a fiiequency 
and  at  voltages  within  the  limits  fixed  by  statute  ; 

(c)  the  obligation  upon  the  individual  Boards  to  pay 
their  way  financially  taking  one  year  with  another. 

7.  The  consumption  of  electricity  in  this  country  has  for 
many  years  increased  v^  rapidly.  For  instance,  in  the 
ten  years  1947  to  1957  it  doubled.  In  order  to  meet  this 
continuing  increase  in  demand  and  to  maintain  an  efficient 
service  to  consumers,  the  Electricity  Boards  must  be  con- 
tinually : — 

(i)  planning  and  building  new  power  stations  and 
extending  eristing  stations  ; 

(ii)  extending  and  reinforcing  the  high  voltage  main 
transmission  systems  (the  Grid  and  Supergrid)  which 
interconnect  the  power  stations  and  permit  the 
transfer  of  electricity  in  bulk  from  one  part  of  the 
country  to  another,  as  required  ; 

(iii)  ^tending  and  reinforcing  the  distribution  networks 
as  necessary  to  supply  new  and  existing  consumers. 

8.  In  addition,  the  Boards  are  faced  with  a back-log  of 
work  which  has  accumulated  as  a result  of  the  severe 
restrictions  on  capital  investment  during  and  immediately 
after  the  1939-1945  War  and  which  the  Boards  have  not 
yet  been  able  to  overtake  because  of  continued  capital 
restrictions  by  the  Government  in  the  post-war  years.  In- 
cluded in  this  back-log  is  a substantial  sum  relating  to  the 
standardisation  of  the  systems  and  voltages  of  supply  to 
many  of  the  Boards’  consumers,  which  it  is  desirable,  in 
the  interests  of  ultimate  economy  and  efficiency,  to  complete 
as  soon  as  possible. 

9.  Althou^  the  factors  mentioned  in  paragraph  6 dictate 
the  size  and  content  of  the  Industry’s  fixed  investment 
programme,  the  rate  at  which  the  programme  can  be 
implemented  is  largely  determined  by  the  amount  of  capital 
investment  which  the  Government  are  able  to  approve  for 
the  Industry  from  time  to  time  ; this  has  in  the  past  generally 
been  insufficient  to  meet  the  needs  of  the  Boards  as  contained 
in  their  programmes. 
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(ii)  How  far  ahead  does  your  organisation  plan  the  size  and 
content  of  its  fixed  investment  programme  ? How  and 
in  what  detail  is  H.M.  Government’s  control  of  the 
programme  exercised  ? How  quickly  and  by  what  means 
has  it  proved  possible  to  expand  or  contract  the  planned 
level  of  investment? 

10.  On  the  generation  side  of  the  Industry  plans  have 
to  be  made  for  at  least  five  years  ahead,  this  being  the  time 
required  to  plan,  secure  the  necessary  consents  and  approvals 
and  to  construct  a modem  power  station.  The  forward 
planning  of  the  generation  construction  programme  is  based 
upon  forward  estimates  of  kilowatt  demands,  and  of  the 
quantities  of  electricity  which  consumers  will  use  in  future 
years.  Whilst  these  estimates  are  carefully  framed  in  the 
light  of  the  best  information  available  from  time  to  time, 
the  increase  in  demands  for  electricity  has  been  such  that 
estimates  so  made  have  been  proved  almost  consistently 
conservative.  Given  a general  continuation  of  present 
conditions,  there  is,  prima  facie,  little  danger  that  planning 
so  far  ahead  will  produce  over-investment,  particularly  while 
there  is  stiU  a shortage  of  modem  generating  plant  in  our 
generating  stations  and  still  a shortage  of  distribution 
capacity  at  the  command  of  the  Area  Electricity  Boards. 

11.  The  level  of  the  Industry’s  capital  programme  is — in 
the  ultimate — controlled  by  Parhament,  inasmuch  as  the 
exercise  of  their  borrowing  powers  is  subject : — 

(1)  globally  to  a maximum  laid  down  from  time  to  time 
by  statute  ; 

(2)  in  some  detail  to  the  consent  and  approval  of  the 
Minister  of  Power  and  the  Treasury  respectively. 

12.  Apart  from  the  foregoing  overriding  controls,  the 
Government  have  hitherto  exercised  practical  control  in 
greater  detail  over  the  Industry’s  fixed  investment  pro- 
gramme by 

(a)  stipulating  that  their  approval  must  be  obtained 
annually  in  advance  to  the  amoimt  of  new  generating 
plant  to  be  brought  into  service  ; this  approval  has 
been  related  to  date  five  years  ahead  so  as  to  permit 
the  placing  in  good  time  of  contracts  for  the  construc- 
tion and  equipment  of  power  stations  : (a  new 
procedure  not  yet  finally  settled  is,  however,  in 
course  of  being  worked  out)  ; 

(ft)  determining  (shortly  before  the  beginning  of  each 
financial  year)  the  amount  of  capital  investment  to 
be  permitted  for  the  Electricity  Boards  during  the 
year.  (Recently  the  Government  have  also  fixed 
provisionally  the  amount  for  the  next  ensuing  year). 

13.  The  size  and  timing  of  the  programme  for  the 
construction  of  nuclear  power  stations  is,  in  particular, 
subject  to  Government  policy  but,  apart  from  this,  the 
practice  has  been  for  the  Government’s  approval  of  the 
industry’s  overall  capital  investment  programme  to  be  specific 
in  the  overall  amount  but  on  a broad  basis  only  as  regards 
content,  it  being  left  to  the  Industry  through  the  medium  of 
the  Electricity  Council  to  see  that  the  programmes  of  the 
several  Boards  are  kept  in  balance  as  required  by  the 
circumstances  (i.e.,  between  generation,  main  transmission 
and  distribution).  Until  recently,  the  Industry’s  capital 
invMtment  programme  has  been  settled  on  a year-to-year 
basis  but  it  has  sometimes  been  necessary  for  the  Industry 
to  modify  its  more  immediate  capital  programme  at  fairly 
short  notice.  The  reductions  called  for  have  been  achieved 
in  the  main  by  : — 

(i)  deferring  the  placing  of  contracts  for  particular 
long-term  works  in  connection  with  the  construction 
and  equipment  of  power  stations  which  has  the  effect 
of  deferring  capital  expenditure  imta  a later  date. 
This  involves  the  complete  re-casting  of  the  com- 
plicated and  carefully-timed  prograirunes  for  construc- 
ting each  of  the  stations  concerned  so  as  to  ensure 
that  the  various  plant  works  and  machinery  come 
forward  in  the  proper  sequence  dictated  by  teclufical 
considerations  ; 

(ii)  postponing  the  carrying  out  of  some  short-term  schemes 
so  far  as  practicable  (e.g.,  schemes  for  reinforcement 
of  mains  to  meet  increased  demands  from  existing 
consumers  can  in  some  cases  be  deferred  but,  obviously, 
schemes  for  giving  supplies  to  new  housing  estates 
and  new  factories  cannot  be  deferred).  Similarly, 


many  schemes  for  the  building  of  new  workshops, 
stores,  depots  and  offices  made  necessary  by  the 
expansion  and  reorganisation  of  the  Industry  have 
had  to  be  deferred. 

14.  The  revision  of  the  Industry’s  capital  investment 
programme  for  1958-59  was  effected  in  part  by  a slowing 
down  of  the  nuclear  programme  and  substituting  coal-fired 
stations  (which  cost  less  to  build  per  kilowatt  installed)  for 
the  capacity  lost  by  slowing  down  the  rate  of  construction 
of  the  nuclear  stations.  These  adjustments,  coming  at  such 
short  notice,  not  only  had  the  effect  of  delaying  important 
work  but  also  tended  to  throw  the  programmes  out  of  balance 
because  the  schemes  and  contracts  selected  for  deferment 
were  chosen  on  account  of  the  prospect  of  an  immediate 
financial  saving  rather  than  by  reason  of  their  relative 
urgency.  It  is  hoped,  however,  toat  this  particular  difficulty 
may  be  avoided  in  future,  as  it  is  understood  that  the 
Government  have  under  consideration  proposals  to  deal 
with  programmes  of  this  kind  on  a longer-term  basis  than 
hitherto. 

15.  The  Electricity  Boards  have  so  far  not  been  called 
upon  to  expand  their  programmes  at  short  notice*. 

(iii)  How  far  have  changes  in  interest  rates  affected  the 
volume,  the  pattern  or  the  timing  of  your  organisation’s 
fixed  investment  programme  ? 

16.  As  the  level  of  capital  investment  permitted  to  the 
Boards  has  generally  been  less  than  the  Boards  considered 
necessary  for  meeting  the  growing  demand  and  for  carrying 
out  their  statutory  duties,  the  reduction  of  capital  programmes 
in  periods  of  high  interest  rates  has  not  been  an  issue  of 
practical  significance.  Equally,  the  Boards  have  not  been 
able  to  take  advantage  of  low  interest  rates  for  accelerated 
capital  expansion,  as  the  Government  have  limited  the  total 
capital  expenditure.  It  follows,  therefore,  ^at  since  the  War 
changes  in  interest  rates  have  not  materially  affected  the 
pattern  or  timing  of  the  Industry’s  fixed  investment  pro- 
gramme. 

(iv)  What  are  the  main  considerations  which  determine  your 
organisation’s  investment  in  stocks  ? 

17.  A large  proportion  (in  money  terms)  of  the  stocks 
held  by  the  Electricity  Supply  Industry  is  represented  by 
coal  and  other  fuel  held  at  power  stations.  These  are  normally 
kept  at  the  minimum  level  required  to  ensure  that  adequate 
supplies  are  avaUable  as  required,  bearing  in  mind  consump- 
tion rates  and  possible  delays  in  delivery  in  wintry  weather. 

18.  The  volume  of  other  stocks  and  stores  is  kept  under 
continuous  review  in  order  to  ensure  that  they  remain  at 
the  lowest  possible  level  consistent  with  efficient  working. 
The  nationalisation  of  the  Industry  in  1948  reduced  the 
number  of  separate  supply  areas  from  some  560  to  only  14, 
thus  permitting  considerable  centralisation  and  rationalisation 
of  stores,  with  a consequential  substantial  reduction  in 
volume  and  value.  The  furtherance  of  this  process  has, 
however,  been  somewhat  impeded  because  a number  of 
schemes  for  the  provision  of  central  stores  buildings  have 
had  to  be  deferred  in  order  to  keep  the  Industry’s  capital 
investment  within  the  restricted  levels  approved  by  the 
Government.  Nevertheless,  the  great  improvement  already 
achieved  in  this  respect  is  shown  by  the  fact  that  the  value 
of  stocks  and  stores  held  by  the  Industry  was  very  little 
higher  at  31st  March,  1958,  than  at  31st  March,  1949, 
despite  the  substantial  increase  in  price  levels  in  the  meantime 
and  the  fact  that  the  Industry’s  turnover  has  more  than 
doubled  between  these  dates. 

(v)  How  far  have  changes  in  interest  rates  or  restrictions 

of  bank  credit  affected  the  level  of  stockholding  ? 

19.  The  Industry  has  kept  its  stocks  to  a minimum  and 
has  endeavoured  to  reduce  its  holdings  whenever  this  has 
been  possible  by  reorganisation  of  storage  accommodation 
and  in  other  ways.  In  these  circumstances,  changes  in 
interest  rates  or  restrictions  of  bank  credit  have  not  greatly 
affected  the  level  of  stock  holdings,  but  the  Area  Boards 
have  naturally  to  adjust  their  stocks  of  domestic  appliances 
according  to  turnover,  which  is  affected  by  hire-purchase 
restrictions,  etc. 

2hrd  September,  1958. 


* ttole  by  witness,  June  1959:  SIcce  thiA  memoraodujn  was  saboiitied  the 
Boards  have  heerr  asked  to  expand  their  programmes  at  short  notice,  although 
to  a relatively  modest  degree. 
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1 . The  organisation  of  the  gas  industry  established  under 
the  Gas  Act,  1948,  consists  of  twelve  Area  Gas  Boards  and 
the  Gas  Council.  The  Area  Boards  are  directly  answerable 
to  the  Minister  of  Power  for  the  conduct  of  their  business 
and  for  seeing  that  they  pay  their  way,  taking  one  year  with 
another.  Their  responsibility  covers  production,  transmission 
and  distribution  and  there  is  no  division  of  these  functions. 
The  Boards  are  separate  financial  entities  and  their  revenues 
are  not  pooled.  At  the  time  the  Area  Boards  were  established, 
Parliament  decided  that  a central  body  was  necessary  to 
represent  the  gas  industry  and  the  Gas  Council  was  formed 
imder  the  Gas  Act  consisting  of  a Chairman,  a Deputy 
Chairman  and  the  Chairmen  of  the  twelve  Area  Boards. 
The  Council  is  specifically  responsible  for  capital  finance, 
labour  relations  and  research  for  the  industry  as  a whole. 
It  is  also  required  to  advise  the  Minister  on  questions 
affecting  the  gas  industry  and  generally  to  assist  the  Boards 
in  the  ^cient  exercise  of  their  functions  of  developing  and 
maintaining  an  efficient,  co-ordinated  and  economical 
system  of  gas  supply  and  die  efficient  production  of  coke  and 
other  products  of  gas  making  processes. 

2.  In  carrying  out  any  measures  of  reorganisation  or 
works  of  development  involving  substantial  outlay  on  capital 
account,  Area  Boards  are  required  to  act  in  accordance  with 
a general  programme  settled  by  each  of  them  from  time  to 
time  with  the  approval  of  the  Minister  of  Power,  and  before 
approving  any  such  programme,  the  Minister  is  required  to 
consult  the  Gas  Council.  The  Gas  Council  alone  can  raise 
permanent  capitai  by  the  issue  of  Stock  or  accept  capital 
advances  from  the  Minister,  and  before  it  may  exercise  its 
powers  of  permanent  borrowing  for  the  purpose  of  defraying 
capital  expenditure  incurred  by  Area  Boards,  the  Coimcil 
must  be  satisfied  that  the  capital  work  of  Boards  will  be 
in  accordance  with  the  general  programme  approved  by 
the  Minister. 

3.  The  following  paragraphs  contain  the  replies  to  the 
specific  questions  asked  by  the  Committee  in  the  letter  dated 
28th  July,  1958,  sent  by  the  Chairman  of  the  Committee  to 
the  Chairman  of  the  Gas  Council. 

(i)  What  are  the  main  considerations  which  determine  the 
size  and  content  of  your  organisation's  fixed  investment 
programme  ? 

4.  The  main  consideration  which  determines  the  level 
of  the  fixed  investment  programmes  of  Area  Boards  is 
their  statutory  obligation  : — 

(a)  to  develop  and  maintain  an  efficient,  co-ordinated  and 
economical  system  of  gas  supply  for  their  areas  and 
to  satisfy  all  reasonable  demands  for  gas  within  their 
areas  ; 

{b)  to  develop  and  maintain  an  efficient,  co-ordinated  and 
economical  production  of  coke,  other  than  metallur- 
gical coke  ; 

(c)  to  develop  and  maintain  efficient  methods  of  recovering 
by-products  obtained  in  the  process  of  manufacturing 
gas. 

5.  The  investment  programmes  of  Boards  and  the  Council 
are  directed  to  the  attainment  of  the  following  objects  : — 

(fl)  to  meet  the  increasing  demand  for  gas,  by  either 
increasing  gas  making  plant  capacity  or  by  taking 
from  outside  sources  supplies  of  gas  which  can  be 
absorbed  economically  ; 

(5)  to  achieve  greater  efficiency,  co-ordination  and 
economy,  by  replacing  obsolete  and  inefficient  plant, 
the  integration  of  undertakings,  and  the  research  into 
and  improvement  of  production  techniques. 

6.  The  undertakings  which  vested  in  the  Area  Boards 
varied  greatly  in  size  and  also  in  their  physical  condition. 
While  some  had  been  as  well  maintained  as  war  conditions 
allowed,  others  were  in  a less  happy  state  and  the  condition 
of  some  was  bad.  Consequently,  there  were  considerable 
arrears  of  work  to  be  overtaken  and  also  an  extension  of 
plant  capacity  had  to  be  provided.  In  spite  of  the  restrictions 
of  investment  experienced  during  the  years  to  date — either 
through  scarcity  of  materials  or,  in  the  more  recent  years, 
of  shortage  of  capital  finance— much  of  this  arrear  of  work 
has  been  overtaken,  and  many  schemes  of  integration  of 
works,  with  ffie  consequential  dosing  down  of  smaller  units 
and  the  concentration  of  production  in  larger  and  more 
modem  plants,  have  been  completed. 

• Sec  Miautes  of  Evidence  Qna.  12X89  to  12262. 


7.  Briefly,  therefore,  the  size  and  content  of  the  industry  s 
fixed  investment  programme  is  primarfly  determined  by  the 
statutory  duties  placed  upon  Boards,  on  the  one  hand  to 
maintain  and  develop  efficient  and  economical  supplies  of 
gas  and  on  the  other  to  pay  their  way,  taking  one  year  with 
another. 

(ii)  Haw  far  ahead  does  your  organisation  plan  the  size  and 
content  of  its  fixed  investment  programme  ? How  and 
in  what  detail  is  H.M.  Government's  control  of  the 
programme  exercised  ? How  quickly  and  by  what  means 
has  it  proved  possible  to  expand  or  contract  the  planned 
level  of  investment? 

8.  The  Area  Boards’  fixed  investment  programmes  usually 
cover  a period  of  five  years.  At  present  programmes  are 
being  prepared  for  a period  up  to  the  year  1964/65.  Each 
year.  Boards  submit  to  the  Minister  and  to  the  Gas  Council 
their  programmes  and  these  are  examined  by  the  Council 
so  that  they  can  express  their  views  on  them  when  consulted 
by  the  Minister.  The  programmes  are  also  discussed  with 
the  Boards  by  the  Ministry.  Before  the  commencement 
of  each  year,  an  annual  tot^  of  investment  is  agreed  with 
the  Minister.  As  the  Minister  approves  annually  the  level 
of  investment  for  the  industry  and,  also,  has  to  approve 
the  amount  of  the  advances  to  be  made  to  finance  these 
approved  programmes,  H.M.  Government,  through  the 
Treasury  and  ttie  Ministry  of  Power,  exercises  a close  super- 
vision on  the  annual  level  of  investment.  During  the  autumn 
of  1957,  as  the  Committee  wiU  be  aware,  the  Government 
took  st^  to  hold  the  level  of  investment  in  the  public 
sector  to  that  of  the  1957/58  level.  Consequently,  the 
amounts  approved  for  the  g^  industry  for  the  years  1958/59 
and  1959/^  were  £53-5  miUion  and  £47  million  respectively, 
compared  with  totals  of  £61T  million  and  £55-6  million 
contained  in  the  programmes  originaUy  submitted  by  the 
Boards. 

9.  The  industry  to  date  has  not  been  called  upon  to 
expand  its  investment  programme.  At  the  Government’s 
request  during  the  year  1955/56,  the  Area  Boards,  at  short 
notice,  deferred  work  to  the  amount  of  £3  million.  It  is  a 
fact,  however,  that  Area  Boards’  programmes  cannot  be 
substantially  expanded  or  contracted  at  short  notice. 

(iii)  How  far  have  changes  in  interest  rales  affected  the  volume, 
the  pattern  or  the  timing  of  your  organisation's  fixed 
investment  programme  ? 

10.  Because  of  the  essential  nature  of  the  work  contained 
in  the  fixed  investment  programmes  of  Boards  and  of  the 
close  scrutiny  of  the  programmes  by  the  Gas  Council  and 
the  Ministry  and  also  the  general  restrictions  of  investment, 
the  changes  in  the  rates  of  interest  have  not  materially  affected 
the  volume  or  the  timing  of  the  Area  Boards’  programmes. 

(iv)  What  are  the  main  considerations  which  determine  your 
organisation's  investment  in  stocks  ? 

1 1.  The  Area  Boards  maintain  their  stocks  at  the  minimum 
level  necessary  to  enable  them  to  conduct  their  business  in 
an  efficient  manner  consistent  with  the  maintenance  of  ade- 
quate daily  supplies  of  gas  over  24  hours  all  the  year  round. 
Demands  for  supplies  are  sensitive  to  changes  in  temperature 
and  demands  during  the  winter  months  are  considerably 
greater  than  those  of  the  summer  months.  The  volume  of 
stocks  of  all  materials  is  kept  under  continuous  review  so 
as  to  ensure  that  they  remain  at  an  economical  level. 

12.  On  the  nationalisation  of  the  industry  in  1949,  the 
ownership  of  over  1,050  works  vested  in  the  twelve  Area 
Boards  and  this  led  to  centralisation  and  concentration  of 
stores  with  the  object  of  reducing  their  levels  to  a minimum. 

(v)  How  far  have  changes  in  interest  rales  or  restrictions  of 
Bank  credit  affected  the  level  of  stockholdings  ? 

13.  Changes  in  interest  rates  or  restrictions  of  bank 
credit  have  not  materially  affected  the  level  of  Boards’ 
stockholdings.  Throughout  the  years  Boards  have  taken 
steps  to  reduce  their  holdings  of  stocks  to  a ininimiim^ 
consistent  with  safety. 

14.  With  the  fall  in  the  level  of  sales  of  appliances  through 
the  introduction  of  the  hire  purchase  restrictions,  Boards 
have  had  to  adjust  their  level  of  stocks  of  appliances.  On 
the  other  hand,  the  decline  in  the  sales  of  coke  during  the 
last  two  years  has  led  to  an  increase  in  the  stocks  of  coke 
held  for  sale. 
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Summary 

15.  The  fixed  investment  programme  of  the  gas  industry 
has  not  yet  been  formulated  in  a period  of  free  economy. 
In  the  years  immediately  following  vesting  date,  the  industry 
was  faced  with  the  problem  of  re-organisation  and  redevelop- 
ment, the  magnitude  of  which  is  illustrated  by  the  fact  that 
to  date  the  manufacture  of  gas  has  ceased  at  over  500  works 
of  the  1,050  works  taken  over.  This  problem  has  had  to  be 


met  during  a period  in  which  there  has  been  a shortage  of 
materials — ^the  quantities  made  available  to  the  industry 
being  controlled  under  Governmental  licensing  systems — 
followed  by  financial  restrictions  of  varying  degrees  of  severity. 
The  experience  of  the  gas  industry  to  date  has,  therefore, 
been  one  of  using  to  the  best  advantage  restricted  quantities 
of  either  materials  or  of  money. 

23rd  September,  1958. 


4.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  NORTH  OF  SCOTLAND  HYDRO-ELECTRIC  BOARD* 


1.  What  are  the  main  considerations  which  determine  the 
size  and  content  of  the  Hydro  Board’s  fixed  investment 
programme  ? 

The  main  responsibility  of  the  Board  is  to  exploit  to  the 
full  the  water  power  resources  of  the  North  of  Scotland 
District  to  produce  electricity,  without  limit  to  their  spending 
in  any  one  year.  Since  the  industry  was  nationalised,  the 
Government  has  paid  particular  attention  to  the  amount 
of  money  spent  by  the  electricity  industry  and,  consequently, 
the  Hydro  Board  have  been  as  much  subject  to  spending 
control  as  other  Boards.  Subject  to  what  is  said  in  the 
answer  to  Question  2,  the  main  consideration  determining 
the  size  and  content  of  the  Board’s  fixed  investment  pro- 
gramme is  now  the  estimated  amount  of  electricity  that 
will  be  needed  to  meet  the  demands  of  present  and  future 
consumers.  The  fixed  investment  is  to  provide  electricity 
generating  stations  (which,  being  predominantly  hydro- 
electric, involve  dams,  tunnels  and  aqueducts),  the  associated 
high  voltage  transmission  which  interconnects  stations  and 
takes  electricity  to  where  it  is  needed,  and  the  distribution 
systems  which  enable  the  electricity  to  be  delivered  to 
consumers.  Having  decided  how  much  electricity  is  to  be 
provided,  the  form  of  generation — hydro-electric,  diesel, 
steam  or  nuclear — ^has  then  to  be  determined.  The  estimated 
costs  of  building  and  operating  the  necessary  generation 
system  are  worked  out  and  compared  with  Ae  estimated 
revenue  that  should  be  available  to  meet  the  capital  and 
op^ation  charges.  In  these  calculations  the  probable  rate 
of  interest  is  of  great  importance  as  interest  comprises  about 
40%  of  the  charges  against  the  Board’s  revenue.  The  rate 
has  been  kept  as  low  as  possible  by  obtaining  a Treasury 
Guarantee  of  the  principal  and  interest  of  all  extern^ 
borrowing.  A very  hi^  interest  rate  might  divert  expenditure 
to  steam  generation  from  hydro-electric  works,  the  capital 
costs  of  which  are  relatively  high  as  are  the  costs  of  nuclear 
generation.  It  is  the  Board’s  policy,  however,  to  expand 
their  generating  capacity  by  hydro-electric  schemes  whenever 
economically  possible  and  so  to  be  independent  of  coal  and 
other  fuels  and  their  price  variations. 

2.  (a)  How  far  ahead  does  the  Hydro  Board  plan  the  size 
and  content  of  its  fixed  investment  programme  ? (i)  How 
and  in  what  detail  is  H.M.  Government’s  control  of  the 
programme  exercised  ? {c)  How  quickly  and  by  what  means 
has  it  proved  possible  to  expand  or  to  contract  the  planned 
level  of  investment  ? 

(a)  The  fixed  investment  programme  is  planned  ahead  in 
detail  for  two  calendar  years  and,  for  the  longer  term,  for 
five  or  six  years,  the  latest  assessment  being  for  the  period 
1960/65.  As  the  major  constructional  schemes  take  more 
than  two  years  to  complete,  the  long-term  programme 
greatly  influences  the  short-term  detailed  programme.  In 
arriving  at  the  long-term  programme,  there  are  discussions 
with  the  South  of  Scotland  Electricity  Board  so  that  the 
arrangements  for  new  generating  capacity  to  meet  the 
requirements  of  all  Scotland  are  the  most  economical  possible, 
taking  account  of  the  location  and  character  of  the  demands 
to  be  met. 

(ft)  Government  control  is  exercised  through  the  Secretary 
of  State  who  prescribes  a maximum  amount  of  capiti 
investment  by  the  Board  one  year  at  a time  after  having 
received  individual  estimates  of  the  probable  expenditure 

• See  Minuws  of  Evidene*  Qns.  11708  to  I17«. 


under  main  classes  by  each  of  the  two  Scottish  Electricity 
Boards.  He  also  approves  hydro-electric  constructional 
schemes  before  construction  is  ^owed  to  start  in  each  case. 
Government  White  Papers  on  Capital  Investment  in  the 
Coal,  Gas  and  Electricity  Industries  were  published  in 
April,  1957  (Cmd.  132)  and  AprU,  1958  (Cmd.  415). 

(c)  It  is  extremely  difBcult  to  regulate  closely  any  expansion 
or  contraction  of  the  planned  level  of  investment  because, 
once  major  schemes  of  construction  are  set  on  foot,  contracts 
are  placed  with  the  intention  of  getting  the  work  completed 
and  power  available  as  soon  as  possible.  Any  interference 
with  a Contractor’s  planned  rate  of  progress  could  give  rise 
to  expensive  claims  and  the  Board  would  be  more  vi^erable 
in  the  case  of  contracts  at  fixed  prices. 

For  the  effect  of  attempts  made  to  control  the  planned 
level  of  investment  reference  is  made  in  the  Board’s  Reports 
for  1949,  1950,  1953,  1955  and  1956  to  cuts  in  capital 
expenditure,  particularly  in  the  autumn  of  1949  and  the 
spring  of  1956,  at  the  instance  of  the  Government.  For 
convenience  the  relevant  extracts  are  given  in  a separate 
Appendix,  t In  any  scheme  the  initial  year’s  expenditure  is 
low  and  it  is  only  that  year’s  expenditure  that  can  readily 
be  controlled.  O^y  limited  expansion  or  contraction  of  the 
planned  level  of  investment  can  therefore  be  achieved  by 
asking  the  Board  to  delay  making  a start  on  specified  new 
schemes.  Investment  can  also  he  regulated  in  minor  degree 
by  increasing  or  reducing  the  Board’s  annual  outlay  on 
new  distribution  capital  work.  Even  with  distribution  work, 
however,  an  appreciable  alteration  of  speed  would  lead  to 
expensive  claims  from  contractors. 

3.  How  far  have  changes  in  interest  rates  affected  the  volume, 
the  pattern  or  the  timing  of  the  Hydro  Board's  fixed 
investment  programme  ? 

Changes  in  interest  rates  have  only  affected  the  Board’s 
fixed  investment  programme  in  respect  that  appreciable 
increases  have  contributed  to  revenue  deficits  and  in  order 
to  write  off  these  deficits  it  has  been  necessary  to  slow  down 
the  rate  of  investment  on  future  distribution  capital. 

4.  What  are  the  main  considerations  which  determine  the 
Hydro  Board’s  investment  in  stocks  ? 

The  Board  have  made  constant  efforts  to  reduce  their 
requirements  in  stocks  of  materials,  Stocks  of  finished  goods 
for  resale  axe  kept  as  low  as  possible  having  regard  to  the 
rate  of  turnover,  while  stocks  of  material  such  as  engineering 
spare  parts,  underground  cable  and  conductor  required  for 
the  operation,  maintenance  and  replacemeut  of  the  Board’s 
systems  are  kept  as  low  as  possible  consistent  with  safety  of 
operation  and  the  possibility  of  sudden  scarcities  occurring. 
A fair  but  not  unreasonably  high  stock  of  coal  and  fuel  oil 
is  carried. 

5.  How  far  have  changes  in  interest  rates  or  restrictions  of 
bank  credits  affected  the  level  of  stockholdings  ? 

Neither  changes  in  interest  rates  nor  restrictions  of  bank 
credit  have  affected  the  Board’s  level  of  stockholdings  as 
the  aim  has  always  been  to  reduce  these  levels  as  much  as 
possible  consistent  with  sound  practice  in  operation  and 
maintenance. 

19th  September,  1958. 


t Not  lepilntcd  in  tbls  record  of  evidence. 
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5.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  BRITISH  TRANSPORT  COMMISSION* 


(i)  fVhat  are  the  main  considerations  which  determine  the 
size  and  content  of  your  organisalion''s  fixed  investment 
programme  ? 

1.  In  some  cases  the  sheer  physical  necessity  to  replace 
outworn  assets  is  paramount ; in  others  the  need  to  improve 
or  modernise  the  services  is  more  important ; and  of  course 
the  financial  or  economic  improvement  wliich  will  result 
from  any  programme  undertien  is  a big  consideration. 
These  are  the  main  factors,  but  there  are  others. 

2.  The  programme  for  British  Railways  is  affected  by 
all  three  main  factors.  Because  of  wartime  and  post-war 
investment  controls,  much  of  the  Rolling  Stock  had  become 
worn  out,  obsolescent,  and  expensive  to  operate.  The 
locomotive  stock  was  a case  in  point.  Way  and  structures 
had  reached  a state  where  ordinary  repair  would  no  longer 
suffice  to  maintain  many  of  the  big  worto  of  civil  engineering. 
Tunnels  and  bridges,  for  example,  needed  major  recon- 
struction. A considerable  plan  for  essential  “replacement” 
expenditure  was  therefore  necessary,  physically,  if  railways 
were  to  continue  to  run  at  all.  But  it  seemed  only  sensible 
to  modernise  the  system  at  the  same  time.  Also,  at  many 
points  the  traffic  could  not  be  dealt  with  unless  this  moderni- 
sation took  place.  Electrification  of  suburban  passenger 
railways  is  an  ecample.  Again,  improvement  of  the  services 
was  often  a competitive  necessity.  Modem  freight  terminals, 
for  example,  are  in  these  days  very  important.  Over  and 
above  the  physical  need  for  replacement,  however,  and  the 
importance  of  modernising,  there  were  the  economic  and 
financial  considerations.  The  railways  could  not  play  their 
proper  part  in  the  economy  of  the  country  unless  they  wrae 
re-shaped  and  modernised  as  a coherent  system  (e.g.  under 
the  Modernisation  Plan  it  is  intended  to  construct  or 
re-coDstruct  about  55  marshalling  yards,  which  will  result 
in  the  total  or  partial  closure  of  af»ut  150  existing  yards). 
And  the  financial  retiom  from  the  Plan  promised  to  be  so 
great — and  in  fact  has  been  great  wherever  a real  moderni- 
sation has  been  carried  throu^i — ^that  the  “inducement” 
to  invest  was  equally  compelling,  always  unless  the  rate  of 
interest  should  reach  some  quite  unusual  level,  or  a quick 
fail  in  the  cost  of  new  equipment  and  capital  works  was  a 
virtual  certainty— the  reverse  having  been  true  for  many  years. 

3 . Another  considerable  factor  which  is  taken  into  account 
is  the  capacity  of  industry  to  meet  the  needs  of  British 
Railways  without  a great  interference  with  export  require- 
ments, or  by  expansions  of  a temporary  or  imdesirable 
character.  In  other  words,  the  expenditure  programme  of 
British  Railways  is  phased,  within  reason,  to  suit  wider 
interest,  but  it  would  be  out  of  the  question  to  make  British 
Railways  into  a kind  of  residuary  legatee  whose  investment 
programme  would  be  constantly  affected  by  every  fluctuation 
in  the  state  of  an  industry’s  order-books  or  in  the  country’s 
economy  as  a whole.  It  is  vital,  in  an  activity  like  railways, 
to  have  an  ordered  plan  and  to  adhere  to  it. 

4.  Subject  to  the  fact  that  the  results  of  the  individual 
railway  projects  are  often  closely  interwoven  together  (e.g. 
the  results  of  one  section  of  electrification  cannot  be  assessed 
separately  from  the  results  of  electrifying  the  whole  stretch) 
and  that  modernisation  must  normally  be  advanced  simul- 
taneously in  various  directions  to  have  its  full  value,  the 
Commission  have  some  regard,  in  arranging  their  priorities 
of  investment,  to  the  financial  yidd  expected.  This  is  only 
possible  in  a very  general  way,  however,  and  to  a very 
limited  extent.  It  is  not  possible  in  practice  to  postpone  the 
electrification  of  a suburban  service,  for  example,  when  it 
is  already  much  overdue,  even  thou^  a financially  more 
advantageous  outlet  (i.e.  more  financially  advantageous  to 
the  Commission,  as  distinct  from  the  advantage  to  the 
community)  could  be  found  for  the  capital  elsewhere. 

5.  The  rdative  weights  of  all  these  considerations  become 
rather  different  when  applied  to  the  Commission’s  other 
major  activities. 

6.  For  the  Provincial  and  Scottish  Bus  Groups  the 
investment  programme  is  largely  one  of  renewal  as  and  when 
physically  necessary,  subject  to  the  requirements  implicit 
in  the  licensing  system  for  road  passenger  vdiicles. 

7.  For  London  Transport  the  considerations  are  not 

HUQimilar  so  far  as  rolling  stock  is  concerned.  The  possible 
buildiog  of  new  tubes,  however,  is  much  held  up  by  the 
consideration  that  in  themselves  they  are  not  likely  to  pay 
their  way.  

• See  Minutes  of  Evidence  Qns.  12263  to  12300. 


8.  In  the  case  of  British  Road  Services  the  programme  is 
based  largely  on  physical  needs  for  renewal,  but  there  is 
both  a competitive  field  and  an  expanding  one,  and  account 
is  taken  of  the  possibilities  of  increased  business  and  bigger 
profit.  Much  the  same  applies  to  the  investment  in  new 
Ships. 

9.  In  the  case  of  the  Docks  owned  by  the  Commission 
the  major  consideration  is  the  need  to  modernise  the  facilities 
and  to  take  account  of  the  changing  nature  of  shipping  and 
freight  through  the  docks. 

10.  On  inland  waterways  the  policy  of  the  Commission 
is  to  improve  the  canals  which  have  real  economic  value 
but  not  to  invest  further  sums  in  canals  of  which  the  economic 
value  is  very  dubious  or  demonstrably  nil. 

(ii)  (fl)  How  far  ahead  does  your  organisation  plan  the  size 
and  content  of  Us  fixed  investment  programme  ? 

(6)  How  and  in  what  detail  is  H.M.  Government's  control 
of  the  programme  exercised  ? 

(c)  How  quickly  and  by  what  means  has  it  proved  possible 
to  expand  or  contract  the  planned  level  of  investment  ? 

11.  (a)  For  British  Railways  an  outline  plan  was  published 
early  in  1955  looking  forward  to  1970.  TTiis  was  an  outline 
only,  a policy,  and  ttiou^  it  was  based  on  a proper  review 
of  major  ne^  and  probabilities,  it  could  not  specify  in 
detail  the  schemes  to  be  actually  undertaken  in  the  i»riod. 
When  the  actual  schemes  are  formulated  in  det^,  for 
major  schemes  the  Commission  find  it  essential,  if  only 
bemuse  of  the  time  required  to  carry  out  the  type  of  major 
works  involved,  to  have  a firm  programme  for  several  years 
ahead.  Appro'^  is  given  by  the  Commission  to  particular 
projects  or  programmes  put  forward  in  pursuance  of  the 
outline  plan  aforementioned,  e.g.  provision  of  diesel  main- 
tenance facilities  at  a particular  place,  the  ^ectrification  of 
a particular  section  of  line,  or  a programme  for  building 
diesel  locomotives  to  cover  particular  areas  of  operation, 
and  from  the  time-tabled  spread  of  these  particular  projects 
or  programmes  over  the  years  an  annual  expenditure  for 
each  year  ahead  is  assessed.  An  overall  investment  budget 
is  then  formally  compiled  for  three  years  ahead  and  the 
totals  are  compared  with  the  resources  of  finance  and  total 
productive  capacity  available ; the  budget  and  programme 
are  then  adjusted  to  each  other  as  necessary. 

12.  The  Commission  feel  that  if  waste  and  inefficiency 
are  to  be  avoided  it  is  important  to  plan  for  railways,  even 
in  detail,  somewhat  further  ahead.  A five-year  plan  is 
aimed  at.  Once  a plan  is  set,  whether  for  three  years  or  five 
years,  its  scope  and  rhythm  should  be  safeguarded  from 
casusd  disturbance. 

13.  For  other  major  activities  the  plans  are  on  the  whole 
less  forward-looking  for  the  reasons  outlined  in  the  answer 
to  Question  (i).  The  procedure  adopted  for  the  investment 
budget  is,  however,  the  same  as  for  British  Railways. 

14.  ib)  Under  Section  4 (2)  of  the  1947  Transport  Act 
the  Commission  shall,  “in  framing  programmes  of  re- 
organisation or  development  involving  substantial  outlay  on 
capital  account  . . . act  on  lines  settled  from  time  to  time 
with  the  approval  of  the  Minister”.  In  recent  practice  the 
control  of  the  Government  has,  however,  been  much  closer, 
and  the  finance  needed  for  capital  investment  is  now  provided 
by  cash  advances  from  the  Treasury,  and  no  longer  by 
public  issues  as  envisaged  by  the  Transport  Act. 

15.  Control  is  exercised  through  an  annual  “Review  of 
Investment”,  when  the  proposed  expenditure  for  either  two 
or  three  years  ahead  is  discussed  with  the  Ministiy  and  the 
Treasury,  so  far  as  the  level  and  general  complexion  of  the 
proposjLls  are  concerned.  The  to^  expenditure  to  be  per- 
mitted is  finally  notified  to  the  Commission,  but  only  for 
one  year  ahead,  by  which  time  the  year  may  already  have 
begun. 

16.  The  Commission’s  investment  expenditure  is  thus 
secured  for  one  year  ahead,  though  many  of  the  investment 
schemes  take  mudi  more  than  a year  to  carry  through,  and 
though  in  practice  the  orders  must  often  be  placed  well  before 
the  year  begins  if  the  expenditure  programmed  is  to  be 
effective  in  that  year. 

17.  (c)  Particularly  in  the  case  of  electrification  schemes 
or  civil  engineering  works,  it  is  very  difficult  to  expand  or 
contract  a planned  programme  at  short  notice.  Advance 
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planning  and  co-ordination  of  several  flows  of  production 
is  required  and  these  are  not  easily  altered.  If  a reduction  in 
total  expenditure  is  suddenly  imposed,  physical  work  in 
progress,  such  as  bridges,  has  to  be  continu^  and  the  cuts 
fall  more  heavily  on  other  forms  of  investment.  The  overall 
plan  becomes  unbalanced,  with  the  supply  of  rolling  stock 
getting  out  of  phase  with  the  engineering  works.  Finance 
is  tied  up  in  works  yielding  no  return  and  the  final  cost  of 
investment  is  increased. 

18.  A rapid  expansion  of  a programme  is  even  more 
difficult.  Shortages  of  particular  items  cause  bottlenecks, 
delays  and  more  expense  and  once  more  the  cost  of  the 
investment  is  increased. 

19.  Another  feature  of  a sudden  expansion  is  that  existing 
designs  or  types  of  equipment  have  to  be  ordered,  and 
the  progressive  introduction  of  improved  designs,  possible  if 
finance  were  assured  over  a longer  period,  is  not  possible. 
The  Commission  have  come  to  the  conclusion,  as  remarked 
above,  that  a five-year  plan  ought  to  be  aimed  at  for  railways. 

20.  Such  matters  are  of  less  significance,  however,  when 
it  is  a question  of  ordering  road  vehicles,  for  example,  which 
are  in  standard  production  for  a much  wider  market. 

(iii)  How  far  have  changes  in  interest  rates  affected  the  volume, 
the  pattern  or  the  liming  of  your  organisation’s  fixed 
investment  programme  ? 

21.  The  investment  in  railway  modernisation  which  can 
be  carried  out  in  the  next  fifteen  years  is  expected  to  provide 
an  ample  margin  over  the  interest  rate  assumed,  viz.,  an 
average  of  5 % per  annum  over  the  whole  period.  A temporary 
increase  in  ^e  long-term  rate  of  interest  is  not  itself  a 
decisive  deterrent  to  carrying  on  with  the  railway  investment 
programme  either  in  volume  or  in  timing,  for  reasons  already 
explained.  The  financial  cost  to  the  railway  of  any  further 
delay  in  investment  far  outweighs  the  additional  cost  of 
borrowing,  but  it  is  true,  of  course,  that  the  future  financial 
problem  is  easier,  other  things  being  equal,  the  lower  the 
long-term  rates  at  which  money  is  borrowed. 

22.  In  the  case  of  other  investment,  however,  and 
particularly  non-essential  investment  in  such  things  as  a new 
hotel,  or  entirely  fresh  or  quasi-separate  investment  in 
undertakings  such  as  new  tubes  or  mono-rails  to  airports,  a 
high  rate  of  interest  has  had  a significant  bearing. 

(iv)  What  are  the  main  considerations  which  determine  your 
organisation’s  investment  in  stocks  ? 

23.  The  stocks  of  stores  and  work  in  progress  of  the 


Commission  are  required  for  three  main  reasons.  First, 
stores  are  required  to  keep  vehicles  and  equipment  in  use 
and  the  track  in  repair  ; secondly,  stocks  of  {^uel  and  lubri- 
cants and  other  operational  stores  are  needed  to  keep 
vehicles  ninning  ; thirdly,  materials  and  work  in  progress 
are  required  for  the  manufacturing  activities  of  the  Com- 
mission, for  example,  locomotive  and  wagon  manufacture 
and  bus  and  coach  manufacture.  The  optimum  level  of 
the  &st  two  is  determined  by  experience  of  operational 
requirements  and  of  the  third  by  the  needs  of  the  investment 
programme. 

24.  The  likelihood  of  fluctuations  in  supply,  or  in  prices, 
may  influence  some  departure  from  the  optimum,  but  the 
extent  of  such  departures  has  not  been  great.  The  Commission 
play  on  the  side  of  safety,  and  cannot  speculate  in  any 
substantial  measiure. 

25.  The  Commission  being  engaged  in  a service,  they 
cannot  hold  stocks  of  their  final  product  as  a buffer  against 
variations  in  demand  by  customers. 

(v)  How  far  have  changes  in  interest  rates  or  restrictions  of 
bank  credit  affected  the  level  of  stockholding  ? 

26.  While  interest  charges  on  stocks  held  by  the  Com- 
mission are  substantial,  such  charges  have  little  effect  on  the 
level  of  stocks  because,  as  remarked,  the  Commission  are 
not  free  to  speculate.  In  any  case,  the  cost  of  not  having 
spare  parts  or  fuel  where  operationally  required,  or  of  not 
having  stocks  of  particular  raw  materials  or  components 
which  may  thereby  delay  the  introduction  into  effective 
operation  of  a large  scale  investment  scheme,  are  much 
greater  than  the  interest  charge,  whici  may  be  regarded  as  a 
relatively  small  premium  for  insurance  against  the  expense 
resulting  from  failure  to  have  an  item  in  stock. 

27.  With  the  continuously  rising  price  of  materials  and 
fuels  in  the  past  few  years  this  “premium”  has  not  been 
expensive,  interest  charges  having  bwn  offset  by  lie  increased 
prices  which  would  otherwise  have  been  paid. 

28.  On  the  other  hand,  continuous  efforts  are  made  to 
keep  down  the  total  level  of  stocks  to  a mioimuro,  not  only 
because  of  the  cost  in  interest  but  also  because  the  Commission 
have  found  it  essential  to  devote  as  much  finance  as  is  available 
to  their  capital  investment. 


October,  1958. 
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1.  Mr.  F.  a.  Cockfteld,  Finance  Director,  Boots  Pure  Drug  Co.  Ltd. 


I.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  F.  A.  COCKFIELD, 
FINANCE  DIRECTOR,  BOOTS  PURE  DRUG  CO.  LTD.* 


Structure  of  the  Group 

1.  The  Group  consists  of  Boots  Pure  Drug  Company 
Limited,  (the  Parent  Company),  five  Retail  Subsidiary 
Companies  operating  in  the  United  Kingdom  (the  RetaU 
Companies)  and  a number  of  Subsidiaries  overseas  (the 
Overseas  Companies). 

The  Retail  Companies  are  ; — 

Boots  Cash  Chemists  (Northern)  Limited 
Boots  Cash  Chemists  (Eastern)  Limited 
Boots  Cash  Chemists  (Southern)  Limited 
Boots  Cash  Chemists  (Western)  Limited 
Boots  Cash  Chemists  (Lancashire)  Limited. 

The  Overseas  Companies  are  : — 

Boots  The  Chemists  (New  Zealand)  Limited 
Boots  The  Chemists  (Fiji)  Limited 
B.P.D.  (South  Africa)  (^)  Limited 
Boots  Pure  Drug  Co.  CTodia)  Private  Limited 
Boots  Pure  Drug  Co.  (Pakistan)  Limited 
Boots  Pure  Drug  Co.  (Far  East)  Limited 
Boots  Pure  Drug  Co.  (Australia)  Pty  Limited 
Biochemico  (1954)  (Pty)  Limited. 

In  addition  the  Company  is  represented  by  Agents  in  many 
parts  of  the  world. 

All  the  Subsidiary  Companies  both  at  home  and  overseas 
are  wholly  owned  by  Boots  Pure  Drug  Co.  Ltd. 

2.  The  Retail  Chemist’s  shops  in  the  United  Kingdom  are 
operated  by  the  Retail  Companies.  Boots  Pure  Drug 
Company  acts  not  only  as  the  Parent  of  the  Group  but  it 
carries  on  all  the  Group’s  manufacturing  activities  in  the 
United  Kingdom,  and  it  buys,  wardiouses  and  distributes 
almost  all  the  goods  sold  in  the  retail  shops. 

Overseas  the  greater  part  of  the  Group’s  activities  consists 
of  distribution  at  the  wholesale  level  but  there  is  an  important 
factory  in  India  and  a small  specialised  plant  in  South 
A&ica.  The  only  retail  branches  opiated  overseas  are  in 
New  Zealand  and  Fiji. 

Issued  Capital 

3.  The  issued  capital  of  Boots  Pure  Drug  Co.  Ltd.  (the 
only  Company  in  which  there  is  public  participation)  consists 
of  £1‘,400,000  in  Preference  Shares  and  £12,800,000  in 
51,200,000  Ordinary  Shares  of  5s.  each.  In  addition  thwe 
is  a sum  of  £2,065,866  outstanding  in  6%  Loan  Stock 
1978-83.  The  market  capitalization  of  the  Group  at  present 
prices  is  approximately  £55  million. 

Total  Assets  and  Capital  Employed 

4.  The  total  assets  of  the  Group  (as  at  31st  March,  1958) 
amounted  to  just  over  £51  million  and  the  capital  employed 
to  approximately  £42  million.  Most  of  this  capital  was 
employed  in  the  United  Kingdom,  the  capital  employed  in 
the  Overseas  Subsidiaries  being  a comparativdy  small 
proportion  of  the  total.  Rather  more  than  half  of  the  total 
capital  employed  is  in  the  Retail  side  of  the  business. 
Turnover 

5.  The  turnover  of  the  Home  Group  for  the  year  ended 
3Ist  March,  1958,  amounted  to  £78i  million.  This  figure 
includes  sales  to  Overseas  Subsidiaries  but  not  die  sales  by 
the  Overseas  Subsidiaries. 

The  figure  of  £78}  million  represents  sales  to  people 
outside  ^e  Home  Group.  It  does  not  include  any  internal 
transactions. 

Number  of  Employees 

6.  The  total  number  of  employees  in  the  Home  Group  on 
31st  March,  1958  (counting  two  part-timers  as  one)  was 
about  39, (XX). 

Nature  of  the  Business 

7.  The  Group  carries  on  the  following  activities  ; — 


* See  Minutes  of  Evidence  Qns.  1160S  to  11631. 


(1)  Retail 

The  Group  operates  through  the  Retail  Subsidiaries 

I, 310  retail  branches  in  the  United  Kingdom.  They  vary 
in  size  from  small  chemist’s  shops  to  large  stores  carrying 
a comprehensive  range  of  merchandise.  All  the  branches 
are  managed  by  pharmacists  and  they  all  operate  a full 
dispensing  service.  The  Group  in  fact  dispenses  one- 
seventh  of  the  National  Health  prescriptions  in  the  country. 

(2)  Manufacturing 

The  Parent  Company  manufactures  fine  chemicals, 
medical  products,  antibiotics,  pharmaceutical  products, 
veterioa^  and  horticultural  products,  and  toilet  prepara- 
tions (including  soap).  It  has  chemical  factories  in 
Nottingham,  and  Beeston,  a separate  antibiotics  plant  in 
Nottingham  and  pharmaceutical  factories  at  Beeston  and 
at  Airdrie  in  Scotland. 

In  addition  to  manufacturing  products  of  its  own  for 
sale  at  the  retail  or  wholesale  level,  the  Company  also 
carries  on  a considerable  contract  manufacturing  business. 

(3)  Warehousing  and  Distribution 

The  Parent  Company  manufactures  or  buys  centrally 
virtually  all  the  goods  sold  in  the  branches.  The  Group 
has  substantial  warehouses  in  Nottingham,  Beeston, 
London,  Heywood  (Manchester)  and  at  Airdrie  in  Scotland. 
The  branches  order  their  requirements  on  these  warehouses 
which  are  responsible  for  breaking  bulk  and  distributing 
the  goods  to  the  branches. 

(4)  Wholesale  and  Hospital  Sales 

The  Parent  Company  carries  on  a wholesale  business 
in  goods  of  its  own  manufacture,  mainly  fine  chemicals 
and  medical  specialities.  It  also  sells  direct  to  hospitals. 

(5)  International  Division 

The  Parent  Company  sells  its  own  products  abroad, 
mainly  at  a wbolesde  level  either  through  its  own  Sub- 
sidiary Companies  or  through  Agents. 

In  addition  to  these  main  activities  the  Parent  Company 
also  carries  on  a number  of  ancillary  activities.  Thus  it 
manufactures  and  installs  its  own  shop  fittings  and  it  orates 
its  own  Printing  Works. 

Profits 

8.  The  profits  of  the  Group  for  the  year  ended  31st 
March,  1958,  amounted  to  £5,178,510.  This  figure  was 
strudc  after  charging  depreciation  on  freehold  and  leasehold 
properties,  and  on  fittings  and  plant,  amounting  in  the 
aggregate  to  £1,369,000.  The  undistributed  profits  for  the 
year  amounted  to  £967,855.  The  total  funds  retained  in 
the  business  during  the  year  and  available  to  meet  capital 
expenditure  amounted  therefore  to  £2,337,000. 

Capital  Expenditure 

9.  The  capital  expenditure  for  the  year  1957-58  on  fixed 
assets  amounted  to  just  under  £2, 400, (XX).  In  addition  stocks 
for  the  Group  as  a whole  showed  an  increase  of  £1}  million. 
New  Capital 

10.  The  last  time  the  Group  raised  new  capital  was  in 
1952  when  an  ordinary  share  issue  was  made  which  raised 
about  £4  million.  Since  then  the  capital  expenditure  of  the 
Group  has  been  met  out  of  internal  resources. 

Capital  Expenditure  and  sources  of  finance  for  the  ten  years 
1948-49  to  1957-58 

II.  Tables  are  appended  showing  the  capital  expenditure 
of  the  Group  for  the  ten  years  1948-49  to  1957-58  and  the 
sources  from  which  this  expenditure  was  financed.  The 
figures  relate  to  the  Home  Group  only. 

13rt  November,  1958. 
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Continued]  1.  Mr.  F.  A.  CocKFiELD,  FINANCE  DiREcrOR,  Boots  Pure  Drug  Co.  Ltd. 


Boors  Pore  Drug  Co.  Ltd.,  and  Home  Subsidiaries 
Financial  Staiement  (£*000)  for  ten  years  ended  31^r  March,  1958 


Year  ended  31st  March 

Ten  Years 
ended 
31st  March 
1958 

1949 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

Capital  Expenditure 
Buildings  

674 

479 

487 

568 

449 

509 

748 

1,147 

1,210 

1,072 

7,343 

Plant  

960 

925 

1,005 

1,172 

901 

756 

879 

1,603 

1,185 

1,296 

10,687 

Total  Fixed  Assets. . .. 

1,634 

1,404 

1,492 

1,740 

1,350 

1,265 

1,627 

2,755 

2,395 

2,368 

18,030 

Increase(-f)/Decrease(— ) 
in  Stodc  

— 704 

-t- 1,541 

+ 1,333 

+ 1,717 

— 928 

— 61 

+ 1,665 

-1-  980 

— 959 

+ 1,325 

+ 5,909 

Total  Capital  Expenditure 

930 

2,945 

2,825 

3,457 

422 

1,204 

3,292 

3,735 

1,436 

3,693 

23,939 

Current  Funds  Available 
Undistributed  Profits  . . 

233 

410 

415 

144 

324 

208 

829 

936 

963 

956 

5,418 

Depreciation  Charges  . . 

417 

499 

588 

698 

822 

894 

929 

982 

1,050 

1,333 

8,212 

Total  Current  Funds  . . 

650 

909 

1,003 

842 

1,146 

1,102 

1,758 

1,918 

2,013 

2,289 

13,630 

Surplus  (,+)IDeficieney  ( — ) 
of  Current  Funds  ..  .. 

— 280 

-2,036 

— 1,822 

—2,615 

-1-  724 

— 102 

— 1,534 

— 1,817 

+ 577 

— 1,404 

— 10,309 

Increase  (-t-)/Decrease  (— ) 
of  othCT  sources  (Credi- 
tors, less  Debtors,  War 
Damage  Payments,  Capi- 
tal Receipts,  etc.)  . . . . 

-h  450 

-1-  618 

-b  734 

— 744 

+ 828 

+ 874 

-i-  1,178 

-f-  420 

-1-  500 

-1-  347 

+ 5,205 

Increase  (-i-)/Decrease  { — 
in  Cash 

+ 170 

— 138 

— 128 

737 

-t- 1,552 

-1-  772 

— 356 

— 1,397 

-1-  1.077 

— 1,057 

+ 1,232 

Cash  received  for  Ordinary 
Shares  issued  . . . . 

- 

1,2») 

960 

4,096 

- 

- 

- 

- 

- 

- 

6,336 

Notes : 1.  Tax  is  charged  in  the  accounts  on  the  current  basis.  Differences  between  the  amount  of  tax  charged  and  the  amount 
actually  paid  in  the  year  are  included  under  “Increase/Decrease  of  other  sources”. 

2.  Accounts  for  past  years  have  been  adjusted  to  the  same  basis  as  in  the  latest  accounts. 


2.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  LORD  GODBER,  CHAIRMAN, 
SHELL  TRANSPORT  AND  TRADING  CO.  LTD.* 


7.  What  are  the  main  considerations  which  determine  the  size 
and  content  of  your  organisation's  fixed  investment 
programme  ? 

1.  The  main  consideration  detennioing  the  fixed  invest- 
ment programines  of  the  Royal  Duti^/Shell  Group  of 
Companies  is  the  concept  of  the  “going  concern.”  The  oil 
industry  is  a continuing  and  expanding  industry  and,  in 
order  that  the  Royal  Dutdi/Shdl  Group  .shall  maintain 
itself  in  health  and  progress  within  this  industry,  it  is  necessary 
for  us  to  carry  out  aimually  a large  and  increasing  programme 
of  fixed  investment.  The  greater  part  of  this  investment  is 
for  maintaining  the  health  of  the  business,  i.e.  to  replace 
supplies  of  oil  as  they  are  drawn  upon,  and  taokers,  pipelines, 
refineries  and  marketing  facilities  as  they  wear  out  and 
become  obsolete. 

2.  This  part  of  the  Group’s  investment  programmes, 
which  can  be  classified  as  replacement,  is  difficult  to  segregate 
from  file  total,  if  only  b^use  neither  replacement  its^ 
nor  its  costs  are  identical  with  the  items  replaced.  So  far 
as  costs  are  concerned,  this  is  only  too  evident  in  the  case  of 
replacement  of  oU  supplies,  which  may  vary  between  very 
wide  limits  according  to  the  d^ee  of  success  in  finding  new 
sources,  but  which  on  average  is  increasing  to  an  even  greater 
degree  than  the  general  lei^  of  prices. 

3.  This  replacement  investment  is  essential  and  is  financed, 
for  the  most  part,  from  depreciation  and  similar  provisions, 
although  it  is  well  known  ffiat,  in  times  of  rising  prices  and 
costs,  such  provisions  are  not  adequate  to  cover  all  replace- 
ment expenditure.  As  a rough  estimate  it  may  be  said  that 
such  expenditure  comprises  some  60%  of  total  capital 
expenditure  programmes. 


• See  Minutes  of  Evidence  Qos.  11520  to  U604. 


4.  In  addition,  as  part  of  the  concept  of  the  going  concern, 
the  Group  must  also  pay  attention  to  progress.  The  inter- 
national oil  industry  has  expanded  since  the  war  at  an  average 
annual  rate  of  the  order  of  10%  and,  although  the  future  rate 
of  expansion  cannot  be  predicted  with  certainty,  there  is 
every  reason  to  believe  that  rapid  growth  will  continue.  It 
has  always  been  the  policy  of  those  who  direct  its  affairs 
that  the  Royal  Dutch/Shell  Group  shall  play  its  part  in  this 
expansion  and  the  investment  required  to  do  so  may  be 
considered  as  essential  for  its  h^th  as  that  devoted  to 
replacement.  The  greater  part  of  the  fixed  investment 
programmes  other  than  for  replacement  is  undertaken  to 
allow  for  this  steady  expansion  in  the  volume  of  business 
whidi  is  expected  over  the  coming  years. 

5.  In_  addition,  some  investment  is  made  with  the  object 
of  entering  new  fields.  The  clearest  examples  of  this  type  of 
investment  are  those  in  the  field  of  petroleum  chemicals 
in  the  development  of  which  the  Royal  Dutch/Shdl  Group 
has  played  a leading  part.  The  principal  consideration  which 
determines  decisions  to  embark  upon  new  ventures  in  this 
field  is  the  expectation  of  an  adequate  return  on  the  invest- 
ment. The  problems  involved,  however,  are  viewed  in  the 
broadest  possible  context,  talcing  into  consideration  the 
natural  advantages  which  the  Group  possesses  in  the  fund  of 
inventive  and  technical  knowledge  and  skill  acquired  from 
its  lar^  research  programmes,  its  experience  and  the 
availability  of  raw  materials  derived  from  its  oil  refineries 
for  the  manufacture  of  chemicals. 

6.  One  other  type  of  investment  covering  the  whole  fidd 
of  its  activities  may  be  identified,  namdy,  expenditure 
undertakeii  to  increase  operational  efficiency  by  reducing 
costs.  This  carmot  be  direcfly  classified  as  replacement 
expenditure,  nor  attributed  to  expansion.  The  principal 
consideration  in  undertaking  such  expenditure  is  clearly  the 
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2.  Lord  Godber,  Chairman,  Shell  Transport  and  Trading  Co.  Ltd.  [Continued 


e:q>ectation  of  an  adequate  return  on  the  sums  invested  in 
the  form  of  increased  operational  efficiency. 

II.  How  far  ahead  does  your  organisation  plan  the  size  and 

content  of  it  fixed  investment  programme  ? How  quickly 
and  by  what  means  has  it  proved  possible  to  expand  or 
contract  the  planned  level  of  investment? 

7.  Reviews  of  capital  expenditure  plans  for  a period  of 
five  years  ahead  are  made  regularly  and  the  size  and  content 
of  these  plans  are  conditioned  by  the  forecasts  of  Group 
trade  for  the  same  and  longer  periods.  These  reviews  indicate 
the  likely  levels  of  investment  should  present  conditions, 
modified  by  future  developments  foreseen  at  the  time,  be 
realised.  In  fact  the  operations  of  the  Group  are  carried  on 
in  ever  changing  circumstances  and  it  is  necessary  to  retain 
the  greatest  possible  degree  of  flexibility  in  our  plans  for  the 
future.  These  five-year  forward  plans,  therefore,  are  subject 
to  modification  in  the  light  of  changing  conditions  and  ffius 
indicate  the  likely  level  of  investment,  rather  than  fixed  and 
unalterable  decisions  to  invest. 

8.  The  actual  decisions  on  the  level  of  investment  are 
taken  on  an  annual  basis  in  total,  although  there  are  facilities 
both  for  additions  and  canceUations  to  be  made  at  all  times 
during  the  year.  The  annual  capital  expenditure  budgets 
comprise  all  those  items  which,  it  is  expected  at  the  time  of 
preparation,  will  be  initiated,  and  therefore  commitment 
made,  during  the  coming  year.  The  length  of  time  involved 
in  the  completion  of  the  projects  and  programmes  included 
in  annual  capital  expenditure  budgets  varies  in  different 
phases  of  the  business.  For  instance,  in  undertaking  explora- 
tion in  a new  country,  it  may  be  a period  of  several  years 
from  the  time  when  a decision  is  taken  to  open  negotiations 
to  the  time  when  even  the  first  exploratory  weU  is  begun. 
Similarly,  a refinery  takes  from  three  to  four  years  to  complete 
from  the  time  of  its  inception.  The  building  of  large  taificers 
takes  two  years  or  more,  but  it  may  be  necessary  to  book 
berths  for  ffieir  building  far  in  advance,  because  of  competing 
demands  on  what  may  at  the  time  be  the  limited  shipbmlding 
capacity  of  the  world.  Marketing  facilities  in  general  take 
a shorter  time  to  complete — ^perhaps  between  one  and  one- 
and-a-half  years  on  average,  while  drilling  programmes  are 
essentially  annual  affairs  which  can,  within  limits,  be  speeded 
up  or  slowed  down  in  accordance  with  operation^  needs. 

9.  The  greater  part  of  an  integrated  oil  concern’s  fixed 
investment  programmes  require  as  their  starting  point  capital 
goods  manufactured  by  others,  i.e.  petroleum  equipment 
manufacturars  and  shipbuilders.  The  extent  to  wMch  they 
can  be  expanded  at  short  notice  is  limited  by  the  availability 
of  these  goods  and  by  competing  demands  on  them  from 
others.  It  is  also  limited  by  the  availability  of  skilled  personnel 
in  various  parts  of  the  world  to  carry  out  the  programme. 

10.  Similarly,  the  possibilities  of  short-term  contraction 
are  limited,  since  the  programmes  are  essentially  long-term 
programmes  to  cater  for  levels  of  business  expected  after 
sever^  years.  There  is,  nevertheless,  a certain  degree  of 
flexibility  in  contraction,  and  also  of  postponement,  which 
is  evident  more  in  some  phases  of  the  business  (e.g.  exploration, 
drilling,  marketing)  than  in  others  (e.g.  manufacturing  and 
shipbuilding).  If  a quantitative  estimate  is  to  be  made,  I 
should  say  that,  out  of  programmes  allowing  for  capital 
expenditure  of,  say,  £250  million  in  a year  outside  North 
America,  it  would  not  be  possible  to  modify  the  rate  of 
expenditure  by  a margin  of  more  than  20%  in  one  year 
without  involving  Group  companies  in  serious  losses  from 
frustrated  works  underUken,  idle  resources  and  cancelled 
contracts.  Similarly,  I doubt  whether  it  would  be  possible, 
because  of  limitation  of  resources,  to  increase  the  planned 
level  of  expenditure  by  more  than  20  % in  one  year.  In  order 
to  achieve  either  of  these  objectives,  decisions  to  do  so  would 
have  to  be  taken  at  or  near  the  beginning  of  the  year 
concerned. 

III.  How  far  have  changes  in  interest  rates  affected  the  volume, 
the  pattern  or  the  timing  of  your  organisation's  fixed 
investment  programme? 

11.  The  answer  to  this  question  in  general  terms  is  that 
changes  in  interest  rates  have  had  no  influence  on  the  volume, 
pattern  or  timing  of  fixed  investment  programmes  of  the 
Royal  Dutch/Shell  Group.  I have  on  many  occasions  in 
my  aimual  reports  to  sl^eholders  stated — ^to  quote  from 
one  of  them — that  “the  capital  requirements  of  the  intCT- 
national  oil  business  have  outgrown  the  money  markets  of 
the  world,  and  they  can  be  financed  only  by  retaining  in 
the  business  an  appreciable  proportion  of  earnings”.  Since 


our  fixed  investment  programmes  are  motivated  in  the 
manner  I have  described,  it  follows  that  they  cannot  be 
influenced  to  any  raitent  by  rates  of  interest  to  be  paid  on 
borrowed  money. 

12.  You  will  not,  I am  sure,  assume  from  what  I have  just 
said  that  we  do  not  care  about  the  level  of  interest  rates 
here  and  elsewhere.  We  do  make  use  of  outside  finance  as 
well  as  using  our  own  funds  and  rates  of  interest  in  this 
country  are  important  when  we  are  considering  raising  money 
here,  just  as  rates  of  interest  in  most  overseas  countries  are 
also  of  importance  to  us.  In  the  long-term  we  depend  on 
outside  sources  for  a part  of  our  funds  ; we  aim  not  to  be  so 
dependent  on  outside  finance  in  the  short-term  that  our 
irnmediate  capital  expenditure  programme  would  be  jeopar- 
dised if  outside  finance  at  a reasonable  cost  were  not 
available. 

13.  Shell  Transport  raised  £45  million  by  a rights  issue 
early  in  1958  in  order  to  contribute  its  share  to  the  companies 
of  the  Royal  Dutch/SheU  Group  for  their  future  capital 
requirements.  It  is,  of  course,  desirable  that  such  an  issue 
should  be  made  at  a favourable  time  and  this  would  be  so 
when  interest  rates  are  low  ; but  interest  rales  in  London 
normally  play  little  part  in  the  timing  of  an  issue  because  of 
the  desirability  for  ffie  issue  to  be  made  contemporaneously 
with  an  issue  by  the  Royal  Dutch  Petroleum  Company,  the 
widespread  international  ownership  of  the  share  capit^  of 
the  two  companies  and,  above  all,  the  fact  that  such  an  issue 
is  embarked  on  at  a time  when  ffie  ratio  of  planned  capital 
expenditure  to  resources  indicates  that  further  finance  is 
necessary. 

14.  Additional  evidence  that  the  rate  of  interest  is  a 
subsidiary  factor  for  tbe  Group  is  provided  by  the  tanker 
finance  operation  which  was  carried  out  last  year  by  which 
some  £20  million  was  raised  from  banks  and  institutions 
for  the  purchase  of  tankers  to  be  chartered  to  Shell.  No 
doubt  interest  rates  could  be  so  high  as  to  produce  a rate  of 
demise  charter  hire  for  these  ships  which  the  Group  would 
not  have  been  prepared  to  pay  ; what  can  be  said  with 
certain^,  howevCT,  is  that,  despite  the  rather  high  rates  of 
interest  prevailing  at  the  time,  it  was  attractive  to  the  Group 
to  secure  this  additional  source  of  finance  when  it  was 
available. 

15.  In  deciding  whether  a particular  capital  asset  shall  be 
provided  out  of  the  Group’s  own  funds  or  whether  outside 
finance  should  be  obtained,  the  oil  industry,  in  common 
with  others,  finds  that  particular  kinds  of  investment  are 
especially  suitable  for  financing  from  outside  sources. 
Distribution  facilities  are  an  example  of  this  kind  of  invest- 
ment. The  rate  of  interest  payable  is  important  to  a decision 
whether  to  seek  outside  ^ance  for  an  investment  of  this 
kind,  but  many  other  factors  enter  into  the  decision,  such  as 
the  strength  of  the  local  currency,  the  availability  of  local 
finance  and,  sometimes,  the  desirability  of  inviting  partici- 
pation of  local  interests  in  the  equity  of  a Group  company. 

16.  What  I have  just  said  relates  mainly  to  borrowing  by 
overseas  companies  for  local  purposes.  Because  a great 
part  of  the  Group’s  trade  is  for  sterling,  it  will  always  be 
attractive  to  us  to  be  able  to  borrow  in  this  country  for 
general  Group  purposes  ; low  interest  rates  here  would 
be  a factor  in  favour  of  doing  so  ; but  for  the  reasons  I have 
mentioned  the  scale  and  timing  of  our  fixed  investment 
programme  has  not  been,  and  is  unlikely  to  be,  controlled 
by  changes  in  interest  rates. 

IV.  What  are  the  main  considerations  which  determine  your 
organisation's  investment  in  stocks? 

17.  The  stocks  held  by  Group  companies  are  classified 
as  stocks  of  oil  and  stocks  of  materials. 

1 8 . Our  aim  is  to  maintain  stocks  of  oil  at  a level  adequate 
to  meet  the  supply  requirements  of  Group  companies 
wherever  and  whenever  they  may  arise.  Variation  in  levels 
of  stocks  of  oil  may  be  seasonal — for  instance,  it  is  necessary 
to  build  up  sizeable  stocks  of  heating  oils  before  the  beginning 
of  the  winter  period  in  some  parts  of  the  world.  They  also 
vary  to  some  extent  because  of  the  interplay  between  the 
rates  of  production  and  of  sales.  While  production  of  oil 
and  oil  products  is  geared  to  the  expect^  level  of  sales, 
there  is  inevitably  a certain  time-lag  in  the  adjustment  of 
the  former  to  unpredicted  changes  in  the  latter.  This  was 
very  evident  in  the  last  half  of  1957  for  the  oil  industry  as 
a whole  when,  after  the  Suez  Canal  had  been  reopened  and 
oil  could  once  more  flow  throu^  the  Iraq  Petroleum 
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Company’s  pipelines,  availability  exceeded  demand,  thus 
bringing  about  a higher  level  of  oil  stocks,  which  was 
acc^tuated  by  a widespread  slackening  in  the  tempo  of 
industrial  activity  at  about  the  same  time. 

19.  The  level  of  stocks  of  materials  is  dictated  by  similar 
considerations — ^i.e.  to  meet  the  r^uirements  of  the  fixed 
investment  programmes  and  the  maintenance  and  operational 
needs  of  Group  companies  wherever  and  whenever  they 
arise.  Their  level  may  vary  according  to  the  size  of  the 
investment  programmes  and  of  operations  and  is  also 
influenced  to  some  extent  by  tune-lags  before  the  flow  of 
supply  is  adjusted  to  a changed  level  of  requirements. 

V.  How  far  have  changes  in  interest  rates  or  restrictions  of 
bank  credit  affected  the  level  of  stock  holdings? 

20.  I have  shown  in  answering  ttie  previous  question  that 
the  size  of  stock  holdings  of  Group  companies  is  largely 
independent  of  changes  in  interest  rates  or  restrictions  of 
bank  credits.  This  is  so  in  spite  of  the  fact  that  large  taxes 
are  paid  on  stocks  of  oil  products  in  some  countries,  of 
which  the  United  Kingdom  is  an  outstanding  example,  thus 
involving  large  and  costly  investment  in  stocks. 

21.  Restrictions  of  bank  credit  may  have  a limited  effect 
on  the  level  of  stocks  held  by  Group  companies  in  some 

3.  MEMORANDUM  OF  EVIDENCE  SUBMITTED 
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Preliminary  Note 

The  activities  of  I.C.I.  consist  principally  of  the  manufacture 
and  sale  of  a wide  range  of  dhemicals  and  chemical  products. 

In  addition,  the  Company  is  a substantial  manufacturer 
of  other  products,  such  as  explosives,  non-ferrous  metals, 
paints,  leathercloth  and  synthetic  fibres,  for  which  either 
the  techniques  required  in  production  or  the  materials 
utilised  are  available  within  flie  organisation. 

The  Company  supplies  the  U.K.  market  in  these  products 
and  also  participates  on  a large  scale  in  the  export  of  these 
products  from  the  U.K.  and,  in  addition,  has  set  up  sub- 
sidiary or  associated  companies  for  the  manufacture  of 
many  of  these  products  in  a number  of  oversea  territories. 

In  1957  the  Group  sales  to  external  customers  in  the  U.K. 
were  £254-9  million  and  the  Group  sales  to  external  customers 
overseas  £208-0  million.  The  F.O.B.  value  of  I.C.I.  exports 
from  the  U.K.  was  £76-6  million.  The  total  investment  of 
the  Group  in  fixed  assets  (before  depreciation)  and  in  net 
current  assets  was  £683-6  million  at  the  end  of  1957,  and  the 
total  expenditure  by  the  Group  during  the  year  on  plant, 
properties  and  equipment  was  £67-7  million. 

Questions  put  by  Committee  and  comments  thereon 
1.  What  are  the  main  considerations  which  determine  the 
size  and  content  of  your  organisation's  fixed  investment 
programme  ? 

The  Company’s  capital  investment  programme  can  be 
divided  broadly  between  : — 

(c)  Replacement  and  modernisation  of  equipment. 

(b)  Extensions  to  capacity  to  manufacture  established 
products. 

(c)  Capacity  to  manufacture  “new”  products,  that  is 
products  resulting  from  either  the  Company’s  own 
programme  of  work  on  research  and  development  or 
products  to  be  manufactured  under  licence  from  others. 
Such  “new”  products  are  considered  as  candidates 
for  manufacture  only  if  they  are  within  the  field  of 
activity  already  established  by  the  Company  or  are 
a natural  extension  to  that  field. 

(<0  Extensions  to  service  plants  producing,  for  example, 
steam  and  dectricity  for  use  in  the  Company’s  works. 

(«)  Offices,  research  laboratories,  warehouses,  etc.,  can- 
teens and  other  ancillary  facilities, 

As  regards  size,  the  main  considerations  are  : — 

(6)  The  demand  for  the  Company’s  established  products  is 
kept  constantly  under  review.  It  is  possible  statistically 
to  establish  the  trraid  of  demand  for  many  main 
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countries  overseas  where,  because  of  possible  exchange 
difficulties,  stocks  may  be  at  risk  until  remittance  for  them 
is  made.  Such  stocks  may,  therefore,  be  financed  by  local 
bank  credit  or  by  period  bills  discounted  in  London  or 
elsewhere.  Since,  however,  it  is  always  necessary  to  maintain 
stocks  at  a level  sufficient  to  meet  the  sales  demand  in  each 
country,  variations  in  stocks  due  to  this  cause  are  limited 
in  size  and  occur  only  in  a few  countries.  Variations  of 
interest  rates  within  reasonable  limits  are  not  likely  to 
influence  the  level  of  stocks  in  such  countries,  even  thou^ 
they  may  be  influenced  by  the  availability  of  credit  facilities, 
since  the  prime  consideration  in  such  cases  will  be  the 
desirability  of  obtaining  foreign  exchange  cover  for  the 
investment  in  stocks,  rather  than  the  money  cost  of  financing 
the  transaction. 

22.  In  the  same  way  stocks  of  materials,  since  their  level 
is  governed  by  operational  needs,  are  not  influenced  by 
changes  in  interest  rates  or  restrictions  of  bank  credit. 
Bank  credit  and  outside  finance  is  not  used  by  Group 
companies  specifically  to  carry  stocks  of  materials.  They 
would  be  financed  by  such  means  only  when  they  form  part 
of  a fixed  investment  project  for  which  external  finance  has 
been  obtained. 

11th  September,  1958. 

BY  MR.  P.  T.  MENZIES,  FINANCE  DIRECTOR, 
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products  over  a long  number  of  past  years  and  to 
extend  this  trend  into  the  future,  making  allowance 
for  any  exceptional  features  which  can  be  expected 
to  affect  future  demand.  If  the  Company  is  the  only 
or  the  mam  manufacturer  of  a particular  product  in 
this  country,  the  Board  considers  it  has  an  obligation 
to  try  to  ensure  that  full  demand  can  be  met  in  due 
course,  or,  if  the  Company  is  unwilling  to  expand 
production  further,  major  consumers  are  given  ample 
warning  so  that  they  may  find  an  alternative  source  of 
supply.  Where,  however,  there  are  alternative  manu- 
facturers or  alternative  products  avaUable,  allowance 
is  made  for  alternative  methods  of  meeting  future 
demand  and  the  Company  is  then  more  selective  in 
deciding  whether  it  is  to  its  ultimate  advantage  to 
plan  for  an  increase  in  production. 

(c)  As  regards  “new  ” products,  it  is  not  so  easy  to  estimate 
potential  demand.  Reliance  is  placed  on  estimates 
of  the  end  uses  to  which  the  product  can  be  put  and 
of  its  competitive  strength  in  these  uses  against 
alternative  materials.  This  may  require  long  collabora- 
tion with  potential  users  of  the  product.  The  capital 
expenditure  involved  in  some  new  products,  e.g. 
Polythene  and  Terylene,  is  very  large  indeed  but 
the  Board  has  not  been  deterred  by  the  size  of  the 
expenditure  if  it  has  judged  the  expenditure  to  be 
commercially  desirable. 

(rf)  and  (e)  The  programme  of  work  on  services  and 
ancillary  facilities  generally  follows  directly  from  the 
programme  for  the  main  manufacturing  plants. 

The  only  financial  limitation  placed  on  the  Company’s 
programme  is  that  each  item  in  it  should  show,  or  be 
reasonably  expected  to  show,  an  adequate  return  on  the 
capital  to  be  invested.  Ideas  as  to  what  is  adequate  in  any 
particular  case  depend  on  the  technical  and  commercitd 
merits  of  the  project. 

2.  How  far  ahead  does  your  organisation  plan  the  size  and 
content  of  its  fixed  investment  programme  ? How  quickly 
and  by  what  means  has  it  proved  possible  to  expand  or 
contract  the  planned  level  of  investment? 

(a)  Our  practice  since  the  war  has  been  for  each  operating 
division  of  the  Company  to  prepare  annually  for  tiie  con- 
sideration of  a committee  of  the  Board  a five-year  capital 
programme  giving  separate  figures  for  each  of  the  five  years 
for  each  project  costing  over  £50,000  and,  in  addition,  one 
figure  for  all  projects  under  £50,000  eadi. 

(b)  The  programme  forecast  for  the  fourth  and  fifth 
future  years  has  proved  to  be  of  doubtful  reliability  and  in 
fact  more  accurate  forecasts  of  the  total  capital  expenditure 
to  be  incurred  can  be  prepared  by  considering  the  trend  of 
the  capital  expenditure  in  past  years  and  the  expected 
external  influences  on  that  trend  extending  over  ensuing 
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years.  As  from  1958  the  Company  is  restricting  the  detailed 
capital  forecast  to  a three-year  forecast. 


(c)  A study  of  a number  of  major  representative  projects 
over  the  last  ten  years  shows  that  the  rate  of  expenditure 
of  money  on  a ^ical  I.C.I.  large-scale  chemical  project  is 
of  the  following  order  : — 


1st  year  

2nd  year  

3rd  year  

4th  year  

5th  and  future  years 


Actual  Cumulative 
% % 

8-5  8-5 

36'0  44-5 

33  0 77-5 

16-5  94  0 

60  100  0 


The  rate  of  delivery  and  construction  and  thus  of  otpenditure 
on  capital  projects  is  currently  speeding  up  and  future  projects 
seem  likely  to  be  completed  more  quickly  than  is  indicated 
by  this  sample  taken  from  the  past  ten  years. 

(/O  In  addition  to  preparing  detailed  programmes  for 
capital  projects,  the  Company  studies  the  long-term  trend 
in  the  demand  for  its  main  products  for  as  long  as  ten  or 
fifteen  years  ahead  in  order  to  plan  in  advance  the  availability 
of  the  general  site  and  service  facilities  which  will  be  required 
to  enable  new  plants  to  be  constructed  without  delay  when 
the  time  comes.  A typical  example  which  can  be  quoted  is 
the  development  since  the  war  of  the  WUton  site  in  North 
Yorkshire  and  plans  for  a new  site  near  Bristol. 

(e)  The  Company’s  experience  is  that  it  is  seldom  practic- 
able to  extend  or  to  contract  the  planned  rate  of  expenditure 
on  individual  projects  without  adding  unduly  to  the  cost 
of  projects.  It  is  desirable  to  keep  as  steady  as  possible  &e 
flow  of  design  and  construction  work  whether  undertaken 
by  the  Company’s  own  personnel  or  by  contractors.  Further- 
more, it  is  shown  by  item  (c)  above  that  it  takes  three  or 
four  years  to  bring  a large-scale  project  to  the  production 
stage.  A contraction  in  investment  might  result  in  our 
inability  to  meet  demands  for  a product  which  the  project 
was  designed  to  satisfy  in  four  or  five  years  time. 

3.  How  far  have  changes  in  interest  rates  affected  the  volume, 

the  pattern  or  the  liming  of  your  organisation's  fixed 
investment  programme? 

Short-term  changes  in  interest  rates  have  little  effect  on 
the  Company’s  fixed  investment  programme.  The  Company 
has  to  plan  to  meet  a demand  which  will  not  be  incurred 
until  some  three  of  four  years  subsequently.  Moreover,  a 
scheme,  once  started,  can  be  speeded  up  or  slowed  down  to  a 
material  degree  only  at  considerable  additional  expense. 
Thus,  both  planning  and  the  implementation  of  the  &ed 
investment  programme  are  little  affected  by  the  consequence 
of  short-term  changes  in  interest  rates.  Cta  the  other  hand, 
interest  rates  may  affect  the  timing  of  a new  issue  of  permanent 
capital.  The  Board  has  some  freedom  of  action  in  this 
respect  to  the  extent  that  temporary  bank  finance  is  available. 

4.  What  are  the  main  considerations  which  determine  your 

organisation's  investment  in  stocks? 

Raw  materials  are  purchased  according  to  a plan  designed 
to  meet  the  requirements  of  the  Company’s  production 
programme  as  it  is  forecast  from  time  to  time  and  the 
Company  avoids,  if  it  can,  being  in  an  over-bou^t  or  under- 
bought position  in  respect  of  raw  material  stocks.  Every 


effort  is  made  to  minimise  both  the  investment  in  raw 
materials  and  the  consequaitial  gains  or  losses  which  result 
from  changes  in  price  levels.  Similarly,  finished  stoc^  are 
kept  at  the  minimum  level  needed  to  meet  customers’ 
demands  and  to  accord  with  the  most  economic  production 
programme  for  such  products  as  have  a fluctuating  demand 
throu^out  the  year. 

5.  How  far  have  changes  in  interest  rates  or  restrictions  of 
bank  credit  affected  the  level  of  stockholdings? 

The  Company  has  not  changed  the  level  of  stockholdings 
of  raw  materials  or  of  stock  in  process  of  production  following 
on  changes  in  interest  rates  or  restriction  of  bank  credit. 
As  regards  finished  products,  there  has  recently  been  a 
tendency  for  customers  to  carry  less  stock  themselves  and 
to  rely  more  on  the  Company  to  provide  them  with  their 
supplies  as  required.  This  to  some  extent  is  due  to  financial 
stringency  but  is  mainly  due,  we  think,  to  the  reappearance 
throu^out  industry  of  some  spare  productive  capacity  and 
the  disappearance  of  difficulties  in  obtaining  quick  d^very 
of  essential  materials. 

Supplementary  Question  (see  Minutes  of  Evidence  Qn.  10776) 
What  are  the  effects  on  the  Company's  capital  programme 
of  investment  and  initial  allowances  granted  for  taxation 
purposes  ? 

I.C.I.’s  programme  of  expenditure  on  capital  equipment 
has  not  b«n  materially  affected  by  changes  in  successive 
Budgets  in  the  investment  and  initial  allowances  granted  for 
taxation  purposes  on  expenditure  incurred  on  new  capital 
assets.  On  no  sin^e  occasion  has  consideration  of  the 
resultant  taxation  benefit  been  a factor  influencing  the 
Company  in  its  decision  to  proceed  with  a major  project. 

Investment  allowances  at  the  rate  of  20%  on  plant  and 
10  % on  industrial  biuldings  on  capital  outlay  incurred  between 
6th  April,  1954  and  17th  February,  1956,  except  in  respect 
of  eipHiditure  under  contracts  already  entered  into  at  that 
date,  were  granted  in  addition  to  the  ordinary  anmial 
depreciation  allowances  whidi  accumulate  over  the  years  to 
100%  of  the  cost  of  new  equipment.  The  investment 
allowances  were  designed  to  promote  and  encourage  new 
capital  expenditure  and  were  not  designed  to  augment 
distributable  profits.  For  this  reason,  the  Company  has 
appropriated  each  year  from  the  net  income  remaining  after 
providing  for  taxation,  and  has  carried  to  capital  reserve, 
the  whole  amount  of  ffie  taxation  benefit  resulting  from  tiie 
investment  allowances.  Amounts  so  appropriated  to  capital 
reserve  have  since  been  utilised  as  part  of  the  reserves  applied 
to  an  issue  of  new  ordinary  shares  (^edited  to  stockholders 
as  fully  paid  shares. 

Initial  allowances  at  rates  which  have  varied  from  time 
to  time  diminish  the  subsequent  annual  depreciation  allow- 
ances and  for  this  reason  the  resultant  benefit  has  been 
treated  by  the  Company  as  if  it  were  an  interest-free  loan 
from  the  ExchequCT.  Each  year  the  Company  has  computed 
and  charged  as  part  of  its  provision  for  taxation  the  net 
amount  of  the  benefit  resisting  from  initial  allowances. 
This  amount  has  been  transferred  to  a reserve  for  deferred 
liability  due  to  initial  allowances  shown  as  a separate  item 
in  the  Company’s  balance  sheet  amounting  by  31st  December, 
1957  to  £12,703,000. 

20/A  October,  1958. 
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NOTES 

This  appendix  consists  mainly  of  statistical  material  which  the  Committee  specifically  requested  the  institutions  concerned 
to  make  available;  it  does  not  generally  speaking  include  material  provided  by  institutions  in  their  memoranda  of  evidence 
or  in  supplementary  notes  to  answers  given  in  the  course  of  their  oral  evidence,  except  in  a few  instances  for  ease  of  comparison . 

Other  statistical  material  wiU  be  found  throughout  the  manoranda  and  minutes  of  evidence,  and  in  the  supplementary 
notes  which  form  the  appendix  to  the  minutes  of  evidence.  The  following  references  cover  the  main  new  or  previously 
unpublished  material. 


Memoranda  of  Evidence 

Part  I,  Appendix  2 . . 

Part  n no.  1 

Part  II  no.  10  and  Appendix 

Part  in  no.  1 

Part  VI  no.  6 

Part  VII  nos.  1 and  8 


Exchequer  and  banking  figures,  1951-58. 

Exchequer  financing  tables,  1951-58. 

National  Debt:  analyses  of  distribution  by  maturity  and  by  holder,  etc. 
Assets  of  financial  institutions. 

Discount  market:  annual  turnover. 

Effects  of  credit  restrictions  and  interest  rate  changes:  surveys  by 
Association  of  British  Chambers  of  Commerce  and  Federation  of 
British  Bidustries. 


Minutes  of  Evidence 
Question  13269 


Local  authority  loan  debt:  Treasury  survey. 


Appendix  to  Minutes  of  Evidence 

Note  to  Qns.  865  and  932  . . 
Note  to  Qns.  1923,  1926  and  2061 

Note  to  Qn.  2248 

Note  to  Qns.  2295  to  2299  . . 

Note  to  Qn.  2584 

Note  to  Qn.  2613 

Note  to  Qns.  3433,  3514  and  3515 

Note  to  Qns.  4081  to  4083  .. 

Note  to  Qn.  4100 

Note  to  Qn.  6200 

Note  to  Qns.  6625  to  6627  . . 

Note  to  Qn.  6917 

Note  to  Qn.  7338 

Note  to  Qn.  8309 


United  Kingdom  gross  external  investment. 

Movements  of  international  short-term  funds  in  relation  to  changes  of 
Bank  Rate. 

Distribution  of  market  Treasury  Bills. 

Relationship  between  changes  in  the  quantity  of  money  and  changes  in 
interest  rates. 

Overseas  official  sterling  holding:  maturity  distribution. 

Borrowing  by  Rest  of  Sterling  Area  Governments  in  non-sterling  markets. 
Discount  market:  monthly  figures  1957. 

New  issue  market:  small  issues. 

New  issue  market:  issues  for  companies  registered  overseas. 

Capital  Issues  Committee;  applications  for  consent. 

Retailers : cash  and  credit  sales. 

National  Savings  Certificates:  size  distribution  of  holdings. 

Building  societies;  transactions  in  British  Government  securities. 

Local  Authorities;  sources  of  mortgage  and  short-term  borrowing. 
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SxATisncAL  Appendix 


General  Notes  and  Defcnitions  to  Tables  1 — 20 
1.  Figures  have  been  submitted  by  the  various  groups  of 
banks,  etc.  as  follows  : — 

(a)  London  clearing  banks : submission  by  the  Com- 
mittee of  London  Clearing  Bankers  covering  the 
eleven  banks  which  are  members  of  the  London 
Bankers’  Clearing  House,  viz.: 

Barclays  Bank  Ltd. 

Courts  & Co. 

District  Bank  Ltd. 

Glyn,  Mills  & Co. 

Lloyds  Bank  Ltd. 

Martins  Bank  Ltd. 

Midland  Bank  Ltd. 

The  National  Bank  Ltd. 

National  Provincial  Bank  Ltd. 

Westminster  Bank  Ltd. 

Williams  Deacon’s  Bank  Ltd. 
pThe  submissions  presented  as  Table  12,  Current 
and  Deposit  Accounts  (analysed  by  type  of  holder), 
and  Table  20,  Funds  of  Overseas  Residents,  include 
hgures  for  the  Bank  of  England]. 


(di)  Scottish  banks : submission  by  the  Committee  of 
Scottish  Bank  General  Managers  covering  ; 

Bank  of  Scotland. 

British  Linrai  Bank. 

Qydesdale  and  North  of  Scotland  Bank  Ltd. 
Cominerdal  Bank  of  Scotland  Ltd. 

National  Bank  of  Scotland  Ltd. 

The  Royal  Bank  of  Scotland. 


(c)  Northern  Irish  banks : submission  by  the  British 
Bankers’  Association  covering  the  offices  in 
Northern  Ireland  of : 

Bank  of  Ireland. 

Belfast  Banking  Co.  Ltd. 

Hibernian  Bank  Ltd. 

Munster  and  Leinster  Bank  Ltd. 

Northern  Bank  Ltd, 

Provincial  Bank  of  Ireland  Ltd. 

Ulster  Bank  Ltd. 


Netherlands  Bank  of  South  Africa  Ltd. 
Royal  Bank  of  Canada. 

State  Bank  of  India. 

The  Standard  Bank  of  South  Africa  Ltd. 
The  Toronto-Dominion  Bank. 


(/)  American  banks  in  London : submission  by  the 
Group  of  American  Banks  in  London  covering 
the  United  Kingdom  offices  of : 

American  Express  Co.  fric. 

Bank  of  America  and  National  Trust  and 

Savings  Association. 

Bankers’  Trust  Company. 

Chase  Manhattan  Bank. 

First  National  City  Bank  of  New  York. 
Guaranty  Trust  Company  of  New  York. 

The  Hanover  Bank, 


(g)  Other  foreign  banks : submission  by  the  Foreign 
Banks  and  Affiliates  Association  covering  the 
United  Kingdom  offices  of : 

Anglo-Portuguese  Bank  Ltd. 

Banco  de  Bilbao. 

Banco  Espanol  en  Londres  S.A. 

Bank  of  China. 

Bank  Leumi  le-Israel  B.M. 

Banque  Beige  Ltd. 

Banque  du  Congo  Beige  S.C.R.L. 

Banque  de  I’Indochine  S.A. 

British  and  Continental  Banking  Co.  Ltd. 
British  and  French  Bank  Ltd. 

Comptoir  National  d’Escompte  de  Paris  S.A. 
Crddit  Fonder  d’Algerie  et  de  Tunisie  S.A. 
Credit  Industriel  et  Commercial. 

Crddit  Lyonnais  S.A. 

Italo-Belgian  Bank  (Banque  Italo-Belge  S.A.) 
National  Bank  of  Greece  S.A. 

Soci6t6  Gdndrale  pour  favoriser  le 

Developpement  du  Commerce  et  de 

rindustrie  en  France  S.A. 
Swiss  Bank  Corporation. 

Zivnostenska  Banka  Narodni  Podnik. 


(d)  Other  United  Kingdom  banks : submission  by  the 
Briti-ih  Bankers’  Assodation  covering  : 

C.  Hoare  & Co. 

Lloyds  Bank  (Foreign)  Ltd. 

Yorkshire  Bank  Ltd. 


(c)  British  overseas  banks : submission  by  the  British 
Overseas  Banks’  Association  covering  the  United 
Kingdom  offices  of : 

Australia  and  New  Zealand  Bank  Ltd. 

Baj^  of  Adelaide. 

Bank  of  West  Africa  Ltd. 

Bank  of  Ceylon. 

Bank  of  India  Ltd. 

Bank  of  London  and  South  America  Ltd. 

Bank  of  Montreal. 

Bank  of  New  South  Wales 
Bank  of  New  Zealand. 

Bank  of  Nova  Scotia. 

Bardays  Bank  D.C.O, 

The  British  Bank  of  the  Middle  East. 

Canadian  Bank  of  Commerce. 

The  Chartered  Bank. 

Commercial  Bank  of  Australia  Ltd. 
Commercial  Banking  Company  of  Sydney  Ltd. 
Commonwealth  Trading  Bank  of  Australia. 
Eastern  Bank  Ltd. 

English,  Scottish  and  Australian  Bank  Ltd. 

The  Hongkong  and  Shan^ai  Banking 

Corporation. 

Mercantile  Bank  Ltd. 

National  Bank  of  Australasia  Ltd. 

National  and  Grindlays  Bank  Ltd. 

. National  Bank  of  New  Zealand  Ltd. 

National  Bank  of  Nigeria  Ltd. 


ik)  Accepting  houses : submission  by  the  Accepting 
Houses  Committee  covering  : 

Arbutbnot,  Latham  & Co.  Ltd. 

Baring  Brothers  & Co.  Ltd. 

Wm.  Brandt’s  Sons  & Co.  Ltd. 

Brown,  Shipley  & Co.  Ltd. 

Erlangers  Ltd. 

Antony  Gibbs  & Sons  Ltd. 

Guinness,  Mahon  & Co. 

Hambros  Bank  Ltd. 

S.  Japhet  & Co.  Ltd. 

Kleinwort  Sons  & Co.  Ltd. 

Lazard  Brothers  & Co.  Ltd. 

Samuel  Montagu  & Co.  Ltd. 

Morgan  Grenfell  & Co.  Ltd. 

N.  M.  Rothschild  & Sons. 

M.  Samuel  & Co.  Ltd. 

J.  Henry  Schroder  & Co.  Ltd. 

S.  G.  Warburg  & Co.  Ltd. 

(incorporating  Seligman  Brothers). 


(0  Discount  houses : submission  by  the  London 

Discount  Market  Assodation  covering : 

Alexanders  Discount  Co.  Ltd. 

Allen,  Harvey  & Ross  Ltd. 

Cater,  Brightwen  & Co.  Ltd. 

Clive  Discount  Co.  Ltd. 

Gillett  Brothers  Discount  Co.  Ltd. 

Jessel,  Toynbee  & Co.  Ltd. 

King  & Shaxson  Ltd. 

National  Discount  Co.  Ltd. 

Ryders  Discount  Co.  Ltd. 

Seccombe  Marshall  & Campion  Ltd. 

Smith,  St.  Aubyn  & Co.  Ltd. 

Union  Discount  Company  of  London  Ltd. 
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1.  Definitions 

(а)  Overseas  residents 

(i)  Overseas  banking  offices : all  banking  offices 
located  outside  the  United  Kingdom,  irres- 
pective of  the  location  of  the  registered  (or 
head)  offices. 

(ii)  Other  overseas  residents : Governments,  com- 
panies, persons,  etc.  whose  registered  address 
or  permanent  domicile  is  outside  the  United 
Kingdom. 

(б)  Deposits 

(i)  Current  and  deposit  accounts : bank  customers’ 
funds  whether  transferable  or  withdrawable  on 
demand  (current  accounts)  or  lodged  for  a 
definite  period  or  subject  to  agreed  notice 
of  withdrawal  (deposit  accounts).  Sterling 
^uivalents  of  foreign  currency  deposits  are 
included. 

(ii)  Other  accounts : credits  in  course  of  trans- 
mission, suspense  accounts  and  internal  funds 
of  the  banks  themselves. 

(c)  Balances  with  other  banks,  etc. : balances  with, 
and  cheques  in  course  of  collection  on,  other  banks 
in  the  United  Kingdom. 


(<0  Items  in  transit : cheques  in  course  of  collection  on 
the  batiks’  own  branches. 

(e)  Investments : British  Government  and  other 

securities  at  book  values  or  cost,  excluding  invest- 
ments in  affiliated  banks  and  subsidiary  companies. 

(/)  Advances  and  other  accounts  : amounts  outstanding 
on  loan  and  overdrawn  accounts,  banks’  deposits 
with  overseas  banking  offices  and  other  accounts 
of  the  banks  themselves. 


3.  Symbols 

. . indicates  that  figures  are  not  available. 

— indicates  nil  or  less  than  half  the  final  digit  shown. 


4.  Reconciliation  of  figures  for  hems  common  to  different 
tables 

In  most  cases,  apparent  discrepancies  are  due  to  differ- 
ences in  reporting  dates  as  shown  in  the  footnotes.  In 
other  instances  ffiey  may  be  attributable  to  errors  in 
estimation  of  items  for  which  complete  records  have 
not  been  kept  by  reporting  institutions ; or  to  items  in 
transit  between  reporting  institutions. 
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Table  1 

All  Reporting  Banks^and  Accepting  Houses 

Note  issues,  deposits  and  main  assets  (a) 


1951  — 1958 


Other  foreign 
Accepting  housea  ... 


108-6 

$41-8 

95-5 


129-0  9,337-8 


with  other 
Items  in 


86-3 

16-8 


98-6 

20-2 


42-8 

12-7 

11-3 


20-2 

15-0 

36-2 


201  and  Tables  2^. 


®“®P‘  Other 


baris,  foreign  banks  and  accepting  houses. 
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Tabi£  2 

London  Clearing  Banks 
Deposits  and  maio  assets 
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Table  2 

London  Cleabing  Banks 


N2 
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Table  3 
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iContinued 


Table  3 
Scottish  Banks 

Note  issues,  deposits  and  main  assets 


1938,  and  1951  — 1958  £ Millions 
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Table  4 

Northern  Irish  Banks 
Note  issnes,  deposits  and  main  assets  (a) 
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Table  4 

Northern  Irish  Banks 
Note  issues,  deposits  and  oiain  assets  (a) 
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Table  5 

Other  Untied  Kingdcw  Banks 
Deposits  and  main  assets 

1938,  and  1951  — 1958  £ Millions 


Tabl£  6 

British  Overseas  Banks 
Depo^  and  main  assets 

1951  — 1958  £ Millions 


Table  7 

American  Banks  in  London 
Deposits  and  main  assets 

1951  — 1958  £ Millions 
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Table  5 

Other  Untthd  Kingdom  Banks 
Deposits  and  main  assets 

1938,  and  1951  — 1958  £ Millions 


Table  6 

BRmsH  Overseas  Banks 
Deposits  and  main  assets 

1951  — 1958  £ MiUioos 


Table  7 

American  Banks  in  London 
Deposits  and  main  assets 

1951  — 1958  £ Millions 
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Table  8 

Other  Forson  Banks 
Deposits  and  main  assets 

1?51  — 1958  £ Millions 


Table  9 

AccEPTiNQ  Houses 
Deposits  and  main  assets 

1951  — 1958  £ MilHoos 
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Table  8 

Other  Foreign  Banks 
Deposits  and  main  assets 

1951  — 1958  £ Millions 


Investments 

L^oans  and  advances 

Acceptances 

Total 

British  Gc 
and  Go- 

ileed 

Other 

sterling 

United 

Kin^om 

banking 

Other 

overseas 

allocated 

Total 

United 

Kingdom 

Ovt^as 

Un. 

allocated 

(to*” 

matunty) 

Over  5 
years  and 
undated 

(« 

1951  December  . 

121 

8-5 

2-4 

1-2 

20-7 

9-2 

8-8 

I 

6 

l-I 

20-8 

3-7 

14-9 

2-2 

1953  December  . 

10-7 

6-7 

3-1 

-9 

21-7 

9-2 

9-0 

2 

3 

1-2 

16-5 

2-2 

12-7 

He 

1955  June.., 

12-4 

6-9 

3-6 

1-9 

25-5 

13-8 

10-0 

1 

6 

21-8 

4-7 

17-1 

1956  June 

13-2 

8-4 

2-9 

1-9 

31-4 

17-8 

10-5 

2 

8 

IB'-8 

5-0 

13-8 

1957  June... 

12-7 

8-1 

3-0 

n 

36-3 

16-4 

16-2 

3 

4 

-3 

22-8 

5-2 

17-6 

_ 

1958  June... 

11-5 

7-0 

3-3 

1-2 

49-4 

2I-I 

24-0 

3 

7 

-6 

18-3 

4-4 

13-9 

— 

1959  February  . 

12-0 

7-8 

2-7 

1-5 

51-8 

24-7 

21-3 

5 

8 

- 

20-8 

4-9 

15-9 

- 

(i)  Excluding  Dade  investments 


Table  9 

Accepting  Houses 

Deposits  and  main  assets 

1951  — 1958  £ Millions 
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Table  10 
Discount  Houses 
Total  assets  and  fonds  borrowed 
1951  — 1958 

£ Millions 

(a) 

Toul 

assets 

Funds  borrowed 

Total 

Bank 

of 

England 

London 

clearing 

banks 

Scottish 

banks 

Other 
United 
Kingdom 
banks  (6) 
and 

accepting 

houses 

Overseas 

and 

foreign 

banks 

(i) 

Other 

sources 

<c) 

1951 

December  ... 

1.031-4 

991-6 

4-5 

December  ... 

1.066-5 

1,028-1 

5-0 

495-0 

Deamber  ... 

1,048-2 

December  ... 

1,050-7 

49-5 

452-1 

48  0 

December  ... 

1,014-3 

58-3 

Deewnber  . . 

909-0 

33-5 

453-7 

December  (efi 

90’-9 

11-0 

Deewnber  ... 

i.006-5 

7-5 

519-3 

85-3 

83-8 

263-2 

47-4 

but  partly  ■ 

to  I9JS  arc  p«nl;  euimai^. 

It)  Tbe  clauificauiKi  of  bants  diflcrs  soiseahat  from  that  even  in  tte  CeneiB] 
■“  a-^i-  “Other  L'niied  Jun^OT  banks”  in 


(c)  Excluding  capital  and  reserves. 
M)  For  monthly  figures  in  1957  s« 
to  Qns.  J433,  3314  and  3315, 


Appendix  to  Minutes  of  Evidence,  r 


MiLFch 

June 

September 

Deamber... 


Mard) 

June 

September 

Dotember... 

Mardi 

June 

September 

December... 

Mardi 

June 

Seftexnber 


Mardi 

June 

September 

Deamber... 

January  ... 

February  ... 

March 

April 

May 

June 

July 

August 


January 

February 

March 

Aphi 

May 

June 

July 

August 

September 

October  ... 

November 

December.., 


Table  11 
Discount  Houses 
Analysis  of  assets 
1951  — 1958 


1, 166-7 
U191 
1,136-3 
1,031-4 

997-1 

1.143-5 

1,064-0 

1,066-5 

997- 4 

998- 0 
1,056-6 
1,085-2 


853-2 

863-7 

1,067-8 


869-0 

842-6 

954-2 

824-2 

736-6 

815-4 

768-3 

790-9 

838-5 

805-7 

797-9 

765-5 

790-2 

794-1 

956-0 


778-1 

812-3 

830-7 

832-6 

848-0 

1,053-0 


Bills  discounted 


II  partlj  at  other  date$.  Figures  for  1951  t, 


603-2 

771-9 

748-5 

701-9 

585-6 

613-9 

621-6 

605-8 

530-4 

462-3 

508-4 

617-6 

447-0 

417-0 

479-6 

651-8 

447-4 

470-5 

475-3 

523-0 

341-7 

226-3 

289-9 

254-6 

249-0 

320-5 

327-5 

354-1 

348-6 

383-0 

426-2 

585-2 


70-8 

75-4 

77-3 

62-6 


66-1 

56-3 

41-5 


41-7 

43-8 

46-7 

59-9 

45-4 

41-9 

45-2 

74-3 

55- 8 

56- 4 
84-6 


89-5 

88-3 

103- 7 
113-1 
115-7 
106-5 
121-6 
113-7 
115-9 
110-5 

83- 9 

84- 0 
78-9 
95-6 

83- 3 

85- 0 
98-6 

104- 6 
100-5 

86- 6 

84- 0 
72-5 
69-8 


Government 
guaranteed 
securities  (c) 


317-1 

309-4 

298-3 

314-2 

289-3 

278-2 

231-8 

291-3 

340-0 

317-7 

368-5 

382-9 

402-3 

407-6 

417-4 

372-6 

343-1 

354-1 

304-5 

307-4 

266-0 

296-3 

274-1 

293-5 

360-2 
378-7 
398-0 
368-2 
387-4 
354  0 
327-8 
284-7 
262-0 
252-6 
220-9 
223-2 


206-5 

224-7 

241-6 

237-6 

257-5 

270-5 

293-9 

284-8 

309-7 

324-2 

321-2 


d local  authority  bilb. 


17-3 

19-0 

21-2 

23-5 

21-8 

21- 7 

25- 3 
23-6 

23-8 

22- 1 

26- 4 
37-9 

31-1 

27- 2 
26-2 

43- 5 

31-4 

30-6 

35- 6 
54-5 

34-6 

40-  1 

34- 8 

44- 6 

37-6 

39-8 

36- 5 
39-8 
39-4 
42-2 

41- 9 

35- 6 

39- 2 

37- 6 

34- 4 

54- 1 

40- 4 
39-5 
47-4 

55- 4 
39-1 
52-8 

38- 9 

39- 6 

35- 4 

41- 0 
39-0 

_57-4 
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Table  12 

Current  and  Deposit  Accounts 


Types  of  holders,  February  1959  £ Miliioas 


Total  of 
reporting 
banks, 
etc. 

Bank  of 
England  {a 
and 

London 

clearing 

banks 

Scottish 

banks 

Northern 

Irish 

banks 

Other 

United 

Kingdom 

banks 

Biitish 

ovCTseas 

banks 

American 

banks 

Other 

foreign 

banks 

Accepting 

houses 

United  Kingdom  residents; 
Central  Government  ... 
Nationalised  industries 
and  other  public 

corporations 

Local  government 

authorities  

Other  banking  ofdces 
in  United  Kingdom.., 
Limited  companies 
Personal  accounts 

Others  

Unallocated  

129 ’3 

69’2 

176-4 

348-5 

1,926-3 

2,915-8 

1,603-7 

307-7 

115-4 

57-4 

153-6 

34M 

1,712-0 

2,495-5 

1,407-8 

8-3 

7-6 

14-3 

6-5 

164-5 

280-1 

179-1 

5-6 

4-2 

8-5 

-9 

47-0 

44-1 

13-3 

2-8 

96-1 

3-5 

124-9 

66-8 

23‘-3 

92-7 

Total  United 
Kingdom  residents 
Overseas  residents 

7,476-9 

1,127-9 

6,282-8 

269-6 

660-4 

10-5 

123-6 

5-3 

102-4 

7-8 

124-9 

459-5 

66-8 

96-4 

23-3 

151-3 

92-7 

127-5 

Total 

8,604-8 

6,552-4 

670-9 

128-9 

110-2 

584-4 

163-2 

174-6 

220-2 

(a)  Bank  of  England  flguKs  relate  to  Public  and  Other  Deposits  Including 
uncleared  > ffects, 


Table  13 

Current  and  Deposit  Accounts 
Size  distribution,  June  1958 


London  clearing  banks 

Scottish  banks 

depositors 

%of 

deposits 

, %of 
depositors 

%of 

deposits 

Size  of  account 

Less  than  £10,000  (inc.  Home  Safes) 

99-510 

£100,000  — £999,999  

-029 

-001 

5-3 

-002 

4-6 

100 

100 

100 

100 

Table  14 

London  Clearing  Banks 
Net  personal  deposits  (a) 

1940,  and  1951  — 1958  £ Millions 


1940 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

30th  June 

31st  December  

617-3 

1,675-7 

1,688-3 

1,681-5 

1,748-3 

1,775-9 

1,829-8 

1,856-2 

1,907-8 

1,924-6 

1,981-9 

2,024-9 

2,069-3 

2,091-8 

2,221-8 

2,269-0 

2,260-4 

(a)  Total  of  deposits  of,  less  advances  to,  persons  resident  in  the  United  Kingdom, 
i.e.,  excluding  accounts  known  to  be  used  for  the  purpose  of  business  by 
in^vidual  traders,  farmers,  etc- 
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Table  15 

British  Government  and  Government  Guaranteed  Securittes  (a) 
Ranlcing  boldii^  : matnrity  distribution  (5) 


31st  December 

1955 

1956 

1957 

1958 

0-5 

Over  5 

0-5 

Over  5 

0-5 

0-5 

Total 

im  dated 

undated 

undated 

undated 

LMtonclemn^^ 

1,917-8 

882-6 

1.045-2 

1,892-3 

1,052-6 

840-2 

I.96I-6 

1,085-6 

876-0 

1,994-2 

985-3 

1,008-9 

Scottish  hanks 

364-g 

78-6 

286-3 

345-2 

92-6 

252-6 

339-3 

91-4 

247-9 

335-6 

98-5 

237-1 

Northern  Irish 
banks  (c) 

101-3 

17-7 

83-6 

95-5 

23-1 

72-4 

98-0 

30-7 

67-3 

105-6 

33-3 

72-3 

Ocher  United 
Kingdom 
banks  (d) 

63-2 

301 

331 

620 

42-6 

„■> 

39-9 

36-2 

23-7 

60-2 

31-7 

28-5 

British  overseas 

285-2 

102-1 

183- 1 

274-6 

117-2 

157-4 

254-5 

103-6 

150-9 

256-2 

87-9 

168-3 

American  banks  ... 

7-9 

6-0 

1-9 

6-6 

5-5 

I-l 

6-4 

S-0 

1-4 

5-9 

5-0 

-9 

Other  foreign 

10-7 

7-1 

3-6 

9-8 

6-9 

2-9 

9-3 

6-3 

3-0 

10-2 

7-5 

2-7 

Accepting  houses  ... 

48-2(A) 

27-4(A) 

20-8(A 

42-2 

21-8 

20-4 

37-9 

21-0 

16-9 

44-9 

22-7 

22-2 

Discount  houses  (f  . 

307-4 

307-4(g) 

293-5 

293 -5{j) 

223-2 

223-2(g 

321-2 

321- 2(g 

TOTAL  

3,116-6 

I,459-0<g 

1,657-6 

3,022-2 

I,655-8(g 

1,366-4 

2,990-1 

1,603-OCg 

1,387-1 

3,134-0 

1.593-l(g 

1,540-9 

(si  Mainly  at  book  valuw  or  cost, 

(b)  Analysed  by  Goal  maturity  date. 

(c)  Holdings  of  offices  in  Northern  Ireland  and  the  Republic  of  Ireland. 

(d)  As  at  difiteent  dates  for  each  bank,  m.,  30tb  June,  Stb  July  and  30th 


smpleti;  but  the  deficiencies  are  unlikely  to  be 

. iBuces  are  mainly  as  at  31st  but  partly  at  other  dates 

December  i for  19S1-19SS  they  are  partly  estimated. 

(g)  May  include  small  amounts  of  securities  with  more  than  S years  to  maturity. 
(A)  Partly  estimaud. 


Table  16 

British  Government  and  Government  Guaranteed  Securities 
Holdings  in  banks’  trustee  departments  (a) 

31st  December  1958  £ Millioas 


London 

Nortbem 

Total 

clearing 

Scottirii 

Irish 

United  Kingdom 

banks 

banks 

banks 

banks 

437-2 

414-6 

13-1 

3-9 

5-6 

(a)  Excluding  holdings  fonning  part  of  superannuation  and  pension  funds  of 
wMch  the  banks  are  trustees. 
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Table  17 

British  Government  Securities  (a)  and  Government  Guaranteed  Securities 
Issued  by  the  Nationaused  Intjustries 
Net  cash  transactions  by  banking  holders,  1951  — 195S 

(net  purchases  +,  net  sales  — ) £ Millions 


ib) 

Total 

(c) 

London 

clearing 

banks 

Scottish 

banks 

Northern 

&ish 

banks 

(d) 

Other 

United 

Kingdom 

banks 

Discount 

houses 

Overseas 

ofScial 

holders 

(«) 

1951 

January — March 

+ 

49-8 

+ 

28-3 

_ 

18-4 

_ 

-6 

+ 

2 

_ 

22-9 

+ 

63-2 

April — June 

-1- 

67-2 

-1- 

17-4 

+ 

M 

3 

5-2 

53-6 

J«jy — September 

+ 

70-9 

+ 

8-4 

•5 

1-2 

12-6 

76-8 

October — December  (f) 

+ 

830-4 

-f- 

476-3 

- 

22-1 

- 

1-3 

+ 

I 

+ 

28-5 

+ 

358-9 

1952 

January — March 

_ 

62-0 

_ 

19-4 

_ 

14-2 

_ 

•7 

- 1 

0 

_ 

23-7 

_ 

3-0 

April — June 

29-3 

-f 

3-0 

-f 

11-4 

•3 

5 

13-6 

29'3 

July — September 

39-2 

+ 

4-3 

+ 

n-2 

+ 

•2 

+ I 

2 

43-5 

12-6 

October — 'December 

+ 

264-2 

217-9 

+ 

11-4 

+ 

1-4 

2 

+ 

63-0 

- 

29-3 

1953 

January — March 

-1- 

19-9 

_ 

28-4 

_ 

8-4 

+ 

1-5 

~ 2 

3 

56-3 

1-2 

April — June 

+ 

39-8 

+ 

15-5 

+ 

19-1 

+ 

•2 

+ 1 

2 

27-8 

-f 

31'6 

July — September 

-1- 

9-0 

+ 

9-9 

-f 

•7 

1 

+ 

53-8 

-f 

4'7 

October — December 

+ 

153-7 

+ 

125-0 

+ 

10-9 

+ 

7 6 

+ 

1 

+ 

12-7 

2 6 

1954 

January — March 

+ 

21-0 

+ 

2'5 

_ 

4-6 

+ 

1-5 

+ 

1 

+ 

22-0 

_ 

•5 

April — June 

+ 

111-7 

-f 

28-8 

-i- 

12-4 

•I 

3 

3-1 

67-0 

Jtriy — September 

+ 

92-1 

45-0 

+ 

2-4 

•4 

4 

10-6 

33-3 

October — December 

- 

31-4 

- 

9-9 

- 

•7 

— 

•t- 

I 

38-1 

+ 

17-2 

1955 

January — March 

_ 

92-1 

_ 

85-3 

_ 

30-2 

•9 

3 

_ 

29-4 

51-6 

April — ^June 

89'2 

128-4 

6-2 

3 

12-5 

32-6 

July — September 

39-7 

5-2 

4-0 

■1 

2 

50-2 

4- 

19-6 

October-December 

— 

52-3 

— 

56-9 

— 

3-7 

- 

3-1 

+ 

3 

+ 

7-7 

+ 

3-4 

1956 

January — March 

_ 

17-4 

_ 

23-7 

_ 

10-9 

•1 

3 

36-9 

54' 3 

April — June 

+ 

5-2 

20-9 

8-2 

2-1 

1 

38-1 

1-8 

Jdy — September 

67-4 

8-7 

+ 

6-1 

1-2 

+ 

1 

19-4 

44-3 

October — December 

+ 

56'4 

+ 

31-1 

- 

5-9 

+ 

1-6 

- 

8 

+ 

21-5 

4- 

8-9 

1957 

January — March 

-i- 

133-4 

3-1 

12 

• 5 

_ 

2 

103-8 

27-4 

April — June 

13-2 

5-4 

3-4 

•3 

7 

42-3 

54-5 

July — September 

7M 

31-2 

+ 

20 

2 

88-5 

16-0 

October-December 

— 

101-8 

+ 

33-6 

- 

5-3 

- 

-7 

2 

— 

43'9 

- 

85-3 

1958 

January — March 

+ 

53-0 

+ 

64-5 

+ 

2'8 

+ 

1-3 

+ 

7 

5-2 

_ 

21-5 

April — June 

+ 

12-9 

-f 

69-0 

+ 

4'9 

1-3 

30-5 

90-2 

July — September 

17-3 

5-2 

1-5 

-f- 

-1 

+ 

6 

4- 

28-1 

— 

42-4 

October — December 

■ 

100-7 

“ 

106-1 

■ 

7-2 

+ 

■2 

~ 

1 

+ 

43-8 

31-3 

(a)  Excluding  Treasury  Bills,  (d)  Belfast  Banking  Cootpany.  Nortb>-rD  Bank  and  Ulster  Bank  only. 


(b)  Calendar  quarters  ended  3!st  March,  30th  June,  30th  Septecsbar  and  3Iat 
December. 


CO 


Net  I 


rtals  of  figures  shows  in  this  table.  Net  totals  of  cash  received  from 
id  to  the  whole  market  <i.e.  including  other  holders  besides  the  banks, 
lot  bouses  and  overseas  official  holders)  by  the  Exchequer  group  and 
lalised  industries  as  a result  of  issues,  redemptions  ana  Depanmental 
transactiona  art  given  in  Table  II  of  Appendix  2 to  the  Bank  of 
nd's  evidence  (Memoranda  of  Evidence,  Part  I,  Appendix  2). 


(e)  Overseas  central  banks,  currency  boards  and  certain  other  offidai  bodies. 
Id  a few  isolated  cases  the  figures  shown  include,  indistinguishably,  trans- 
actions in  United  Kingdom  securities  other  than  those  issued  by  the  British 
Govemisent  or  by  the  nationalised  industries.  The  figures  are  estimates 
made  by  the  Bank  of  England,  and  are  cot  necessarily  accurate  to  £100,000 
CD  Figures  for  October-December  1951  include  the  acquisition  of  Serial  Funding 
stocks  against  the  surrender  of  Treasury  Bills. 


Table  18 

Advances  Outstandinq  (a) 
Size  distribution,  June  1958 


London  clearing  banks 

Scottish  banks 

borrowers 

%of 

advances 

outstanding 

3 

borrowers 

%of 

advances 

outstanding 

Size  of  account 

Less  than  £10,000  

98 '073 

33'2 

96-10 

25-2 

£10,000  — £99,999  

1-747 

22-9 

3-42 

26-0 

£100,000  — £999,999  

•165 

23-0 

•44 

27-0 

£1,000,000  and  over  

-015 

20-8 

-04 

21-8 

100 

100 

100 

100 

(a)  Loans  and  overdrawn  accounts,  excluding  “ other  accounts." 
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Table  19 

London  Clearing  Banks 

Advances  ontstandiog  to  persons  for  house  purchase  (a) 

1951  — 1959  £ Millions 


1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

1959 

Mid-Febniary  

121-2 

129-7 

115-1 

114-9 

12M 

114-4 

104-9 

104-4 

132-3 

Mid-May 

122-8 

124-6 

113-5 

II6-1 

122-2 

II0-2 

105-0 

104-8 

Mid-August  

127-8 

121-5 

113-9 

118-4 

124-1 

109-0 

106-3 

109-4 

Mid-November  

130-5 

118-2 

113-6 

119-1 

118-9 

105-9 

104-8 

120-7 

(a)  Pvt  of  the  Personal  and  Profes^onal  category  in  the  guartaly  analysis  of 
bank  advances  by  the  British  Bankers'  Association. 


Table  20 

Funds  or  Overseas  Residents  (a) 

With  banking  ofiSces  in  the  United  K^gdom 

3Ist  May  1S157  and  1958  £ Millions 


British  overseas  banks 

Am 

erican  banks 

Othv  foreign  banks 

Accepting  ho 

31st  May 
(« 

28th 

Feb. 

31st  May 
(6) 

28th 

Feb. 

31st  May 
(« 

28th 

Feb. 

3Ist  May 
(A) 

28(b 

Feb. 

1957 

I9S8 

1959 

1957 

19S8 

19S9 

1957 

1958 

1959 

1957 

19S8 

1959 

Current  and  deposit  accounts  of ; 
Overseas  Bovemments  and  central 

banks  (a)  

Oilier  overseas  banking  offices  (e) 

308-2 

303-6 

326^0 

(e) 

(0 

British  Government  and  Government 
guvanued  securities  held  for 

Stoliog  bills  (1)  hdd  for  overseas 
residents 

63-2  (A) 

79-4  (A) 

66-7 

6-20) 

28-7 

7-1 

8-7 

7-9 

9-5 

4-7 

35 

6-0 

582-8 

608-9 

718-8 

58-T 

93-9 

m-7 

123-8 

138-7 

168-4 

117-8 

125-9 

152-1 

Advances  to  overseas  residents 

60-6 

75-7 

92-4 

6-6 

16-2 

14-8 

19-6 

27-7 

27-1 

24-8 

32-1 

35-7 

(a)  No  allovance  has  been  made  in  this  table  for  the  amounts  unallocated 
between  United  Kingdom  leaidezrts  aed  oversev  residents  as  at  30th  June 
1937  and  1958  in  Tables  6,  7 and  8. 

(h)  30th  June  for  Current  and  deposit  accounts  and  Advances. 

(e)  Figures  are  partly  estimated. 


Md^Accepticg  hou 
in  Securities  are  showi 


. Figures  for  Bank  of  England  and 


London  clearing  basks  relate  to  holdings  for  overseas  banking  offices 
(including  central  banks)  and  governments  only,  excluding  the  non-inlecesi- 
bearing  Treasury  notes  held  for  the  Intemuional  Monetary  Fund  and  the 
International  Bank  for  Reconstruction  and  Development.  Figures  for 
Scottish  banks.  Northern  Irish  banks  and  Other  United  Kingdom  banks 
relate  to  holdings  for  overseas  banking  offices  only. 

(g)  Covers  32  (out  of  30)  banks  only, 

(A)  Covers  29  (out  of  30)  banks  only, 

(f)  Including  Treasury  Bills.  Sterling  bills  held  by  the  discount  houses  for 
overseas  residents,  not  included  in  this  table,  amounted  to  £0'€  mllUoc 
it  31st  May  1957  and  £3-3  million  at  3Ist  May  1938. 

O')  Covers  6 (out  of  7)  banks  only. 


Table  21 

Untied  Kingdom  Banks 
Acceptances  ootstanding  on  non-resident  account 

1951  — 1958  £ Millions 


(a) 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

1958 

31st  March 

101 

130 

73 

90 

117 

116 

168 

140 

30th  June 

130 

86 

57 

94 

104 

108 

184 

123 

30th  September  ... 

88 

55 

39 

73 

94 

103 

161 

114 

31st  December 

112 

70 

102 

101 

126 

147 

130 

Source ; Bank  of  England. 

(a)  Figures  for  1952  to  1957  arc  partly  estimated. 
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Table  22 
Finance  Houses 
Liabilities,  1954  — 1958 
(See  also  notes  to  Qns.  5210  and  5329) 
(i)  Liabilities  of  members  of  Finance  Houses  Association  (a) 


Year  ended  31st  December 

1954 

1955 

1956 

1957 

1958 

f.mn 

per  cent 

fTnrt 

non* 

£mn 

T*or  non* 

*Tr,T* 

P 

Bankioans(6)  

29-6 

19-1 

30-0 

19-9 

46-0 

Acceptance  credits  

8-5 

14-4 

9-3 

11-4 

7-6 

Debentures  

4-3 

4-0 

51 

3-3 

4-6 

Current  and  deposit  accounts  (b^ 

37-7 

34'8 

62-9 

40-6 

58-8 

39-1 

Bills  discounted 

1-3 

1-2 

2-9 

J-9 

2-0 

1-3 

Unsecured  notes 

0-4 

Q'3 

0-4 

0-2 

Capital  and  free  reserves  

21-5 

19'8 

27-1 

I7-S 

29-5 

19-6 

Tax  reserves  

3-9 

3-6 

4-7 

3-0 

5-8 

Other  liabilities 

6-3 

5-8 

7-8 

5-0 

7-8 

5-2 

9-5 

4-4 

12-4 

4-5 

TOTALS  

108-5 

lOO'O 

154-9 

100-0 

150-4 

100-0 

215-7 

100-0 

275-2 

100-0 

Source  : Finance  Houses  Association. 


(ii)  Liabilities  of  members  of  Industrial  Bankers’  Association  (c) 


Various  dates  (c)  in 

1954 

1955 

1956 

1957 

Bank  loans  

£000 

36 

per  cent 
6-3 

£000 

148 

^7o^T' 

£000 

820 

per  cent 

£000 

per  cent 

Acceptance  credits  

3 

0-6 

47 

3-3 

DebCTtures  ...  

7 

1-3 

7 

OS 

Current  and  deposit  accounts  .. 

258 

4S-S 

754 

33-7 

1.263 

2,097 

Bills  discounted 







Unsecured  notes 









Capital  and  free  reserves 

123 

21-7 

263 

78-7 

832 

Tax  reserves  

3-3 

37 

2-6 

Other  liabilities 

121 

21-4 

148 

10-6 

250 

7-4 

355 

7-5 

TOTALS  

568 

100-0 

1,404 

100-0 

3,372 

m-0 

4,715 

100-0 

Source  : Industrial  Bankers'  Association. 


) 1954  to  1957  figures  for  llse  following  twelve  membets  of  idle  Finance  Houses 
Association  as  at  31st  December  19?7  ; 

The  Aetley  Industrial  Trust  Ltd. 

Bowmaker  Ltd. 

British  Wagon  Company  Ltd. 

Forward  Trust  Ltd. 

Lombank  ltd.  (see  note  (i)). 

Mercantile  Credit  Company  Ltd. 

Mutual  Finance  Ltd. 

North  Central  Wagon  and  Finance  Company  Ltd. 

Olds  Discount  Company  Ltd. 

Scottish  Midland  Guarantee  Trust  Ltd. 

United  Dominions  Trust  Ltd. 

The  Wagon  Fioance  Corporation  Ltd. 

1958  flgurea  for  the  above  twelve  and  one  additional  house  which  became 
a member  in  1958,  viz. : 

Midland  Counties  Motor  Finance  Company  Ltd. 

) The  figures  included  for  the  Lombard  Croup  are  chose  of  Lombank  Ltd., 
a member  of  the  Association  and  a whoUy-owned  subsidiary  of  Lombard 
Banking  Ltd.,  whicb  is  not  itself  a member  of  the  Association.  Lombank 
Ltd.  does  not  accept  deposits,  and  therefore  the  flgurea  of  deposits  ia  this 
table  do  not  indude  any  deposits  with  the  Lombard  Group.  Lombank  Ltd. 
does  however  receive  substantial  loans  from  its  parent,  Lombard  Banking 
Ltd. ; these  loans  are  induded  in  the  figures  of  bank  loans  in  this  table. 
The  parent  company's  balance  sheet  for  31sl  December  1958  included  an 
item  " currenc,  deposit  and  ocher  accounts"  amounting  to  £33*0  million. 


(c)  Indudes  figures  for  the  following  members  of  the  Industrial  Bankers’ 
Association  reporting  at  (be  dates  shown  ; 

Belmont  Finance  Corporafion 

'*•“  ...  30th  April  m ' 


Equity  Credit  Co.  L 


C.  and  C.  Finance  Corporation 

Ltd 

Theo.  Garvin  Ltd,  


. First  account  i ~ 

February,  1956.  29th  February, 
and  28tb  February,  1957. 


kh  lune  each  year, 
rst  accounts  made  up  to  31s( 
March,  1956.  31st  MWi.  1956 
and  1957. 

Hermiston  Securifles  First  accounts  made  up  to  30tb 

June,  1955.  30th  June.  1955,  1956 
. and  1957. 

Marlborough  Finance  Ltd.  ...  30Ch  June  each  year. 

Mutual  Facilities  Ltd. ...  31st  July  each  year. 

First  accounea  made  up  to  30th 

April,  1956.  30th  April,  1956  and 
1957. 

Talbot  CAnto)  Services  Ltd,  1st  December,  1954.  3Ist  March. 

1956  and  1957, 


Overscone  Ltd, 


Table  23 
Finance  Houses 
Analysis  of  deposits 
31st  December  1957 


Finance  Houses 
Association 
(11  members)  (a) 

Industrial  Bankers 
Association 
(11  members) 

Industrial  and  commercial  companies  

Insurance  companies  and  other  financial  institutions  

Private  individuals  

Other  lenders  

£000 

62,293 

16,857 

7,142 

1,852 

per  cent 
70-7 
19-1 
8-1 
2-1 

£000 

170 

108 

1,854 

104 

^ 7-6 
48 
82-9 
4-6 

.TOTALS  

88,144 

100-0 

2,235 

100-0 

Sources  : Finance  Houses  Assodation  and  Industrial  Bankers’  AssociadoD. 


(a)  See  note  (h)  to  Table  22. 
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Table  24 

Members  of  the  British  Insurance  Association 
Distribotion  of  inTested  assets  in  respect  of  business  transacted  in  the  United  Kingdom 
at  the  end  of  1956  and  1957 


Life  funds 

Genera 

funds 

End  of  1956 

End  of  1957 

End  of  1956 

End  of  1957 

I. 

£mn  (a)  per  cent 
535  14’2 

£mn  (a)  per  cent 
584  14-4 

£tnn  (a) 
21 

per  cent 
5-7 

£mn  (a)  per  cent 
25  6-3 

2. 

British  Govenuneot  and  Govemment  guaranteed 
securities 

1,127 

29'9 

1,116 

27-6 

154 

41-6 

148 

37-1 

3. 

Commonwealth  government  provincial  and  muni- 
dpa!  stocks  

70 

1-9 

68 

1-7 

7 

1-9 

9 

2-3 

4. 

Foreign  government,  provincial  and  municipal 

13 

0-3 

13 

0-3 

3 

0-8 

4 

1-0 

5. 

Debentures  and  loan  stock  

525 

13-9 

591 

14-6 

45 

12-1 

50 

12-5 

6. 

Preference  stocks  and  shares  

281 

7-5 

290 

7-2 

21 

5-7 

23 

5-8 

7. 

Ordinary  stocks  and  shares  

602 

16-0 

698 

17-3 

62 

16-8 

78 

19-5 

8. 

Real  property  and  ground  rents 

345 

9-2 

389 

9-6 

26 

7-0 

26 

6-5 

9. 

Other  investments 

267 

7-1 

293 

7-3 

31 

8-4 

36 

9-0 

TOTALS  

3,765 

100-0 

4,042 

100-0 

370 

100-0 

399 

100-0 

(a)  Amounts  by  book  value. 


Table  25 

Members  of  the  British  Insurance  Association 
Inrestment  and  disioTestment  (cash  transactions)  in  respect  of  United  Kingdom  life  business 
during  1956  and  1957  (a) 


During  1956 

During  1957 

Total 

invest- 

ments 

Total 

disinvest- 

ment 

Net 

investment 

Total 

invest- 

ment 

Total 

disinvest- 

ment 

Net 

investment 

1.  Mortgages  

2.  British  Government  and  Govemment  guaranteed 

£mn 

£mn 

£mn 

£mn 



114 

32 

82 

31-6 

87 

34 

53 

17-3 

secunties  

3.  Commonwealth  government,  provind^  and  muni- 

38 

35 

3 

1-2 

46 

23 

23 

7-5 

dj^  securities 

4.  Foreign  government,  provindal  and  munidpal 

6 

8 

-2 

-0-8 

6 

9 

-3 

-1-0 

securities  

5.  Debentures  and  loan  stocks  

13 

6.  Preference  stocks  and  shares  

7.  Ordinary  stocks  and  shares  

84 

8.  Real  properly  and  ground  rents 

32  (ft 

3 

9.  Home  corporation  securities  M 

5-5 

10.  Other  investments  

11.  Increase  in  loans  on  policies  and  personal  securitv  fc) 

8 

12.  Increase  in  net  current  assets 

6 

- 

6 

2-3 

13 

- 

13 

4-2 

TOTALS  

405 

146 

259 

100-0 

470 

163 

307 

100-0 

Source  ; British  Insurance  Assoriation. 


t")  ^ ^ include  switching  operations  in  gUt-edged 

(i)  Includes  £6  million  expended  on  new  property  development. 

(e)  Items  9 and  11  are  included  in  Other  investments  (item  9)  in  Table  24. 
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Table  26 

Members  of  the  Biutish  Insurance  Associaiion 
Underwriting  of  and  sutecriptions  to  new  issues  in  the  United  Kingdom 

1956  and  1957  £ Millions 


Total  amounts  underwritten 
(whether  or  not  an  allotment  is  made) 

Amoimts  subscribed 
to  new  issues  (a) 

19 

56 

19 

57 

1956 

1957 

Life 

Funds 

General 

Funds 

Life 

Funds 

General 

Funds 

Life 

Funds 

General 

Funds 

Life 

Funds 

General 

Funds 

Commonwealth  government,  provincial  and  municipal 
securities  

6-8 

0-8 

4-1 

0-9 

4-1 

Debenture  and  loan  stocks 

44-7 

5-7 

66-8 

23-6 

Preference  stocks  and  shares  

10 

01 

1-2 

0-8 

2-0 

Ordinary  stocks  and  shares  

32-0 

5'3 

51-6 

13-2 

21-2 

•2-2 

23-1 

Home  corporation  securities  ...  

120 

1-9 

8-1 

4-6 

24-0 

Other  investments 

0-1 

— 

0-2 

0-2 

2-0 

0-3 

1-6 

0-3 

TOTALS  

96-6 

13-8 

132-0 

43-3 

99-2 

8-9 

87-6 

14-2 

Source  : British  Insurance  Associadon, 


(a)  Excluding  purchases  and  oSers  for  sale  of  existing  securities  and  amounts 
subscribed  to  issues  for  conversion  or  redemption  of  existing  issues>  many 
of  which  may  have  been  underwritten,  but  in^uding  subscriptions  to  issues 
which  were  not  underwritten. 


Table  27 

Members  of  the  British  Insurance  Association 
Holdings  of  and  transacdons  in  British  Government  and  Government  Guaranteed  Securides  : 
life  and  general  funds  combined 
1957 


Holdings  at 
31st  December  1957 
(nominal  values) 

Transactions  (a) 

Purchases 

Sales 

Stocks  with  five  years  or  less  to  run  to  final  maturity  ...  

Stocks  with  over  five  but  not  more  than  fifteen  year  to  run  to  final  maturity 
Stocks  with  over  fifteen  years  to  run  to  final  maturity  and  undated  stocks  ... 

£mn 

14-2 

238-5 

1,319-5 

per  cent 
0-9 
15-2 
83-9 

£mn 

13-5 

83-5 

299-5 

£mn 

14-1 

134-4 

226-3 

TOTALS  

1,572-2 

100 -0 

396-5 

374-8 

Source  : British  Insurance  Association, 

(a)  Total  cash  amounts  of  purchases  and  sales  including  switching  operations. 
Net  cash  purchases  (excluding  switching  operations)  : 

1925,  £14-1  mlllioii.  1956,  £1-9  million-  1957,  £22  0 million. 


Table  28 

Members  of  the  British  Insurance  Association 
Mortgages  held  : life  and  general  funds  'combined 
31st  December  1957 


United  Kingdom  house  purchase  loans 

Mortgages  on  agricultum  property  in  the  United  Kingdom ! 

Mortgages  on  industrial  and  commercial  properties  induding  blocks  of  flats  in  the  United  Kingdom 
Mortgages  on  properties  outside  the  United  Kingdom 

£mn 

410-2 

13-9 

179-7 

87-9 

^59-3 

2-0 

260 

12-7 

TOTALS  

691-7 

1000 

Source : 
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Assets  of  superannuation  and  pension  funds,  1957 
General  note  on  Tables  29  and  30 


In  order  to  obtain  information  on  the  financial  activities 
of  superannuation  and  pension  funds  the  Committee,  with 
the  support  of  the  A^ociation  of  Superannuation  and 
Pension  Funds,  approached  the  funds  of  the  nationalised 
industries,  the  London  clearing  banlcs  (who  made  a joint 
return)  and  some  500  other  funds  for  information  on  assets 
held  and  transactions  undertaken  during  their  annual 
accounting  periods  ending  between  1st  April  1957  and  31st 
March  1958.  Replies  were  received  from  funds  whose  assets 
formed  over  90  per  cent,  of  the  total  assets  of  the  funds 
approatihed. 

The  inquiry  was  limited  to  independently  administered 
funds  : the  transactions  of  those  reassured  with  insurance 
companies  are  covered  by  the  statistics  provided  by  insurance 
companies.  Sufficient  information  for  the  Committee’s 
piuposes  was  already  available  on  local  authority  funds ; 
they  were  not  therefore  covered  by  the  inquiry.  Details 
were  not  requested  in  respect  of  fiinds  with  accumulated 
assets  of  less  than  £100,000. 

Funds  were  asked  to  show  the  total  book  value  of  their 
assets  at  the  opening  balance  sheet  date,  the  pattern  of 
their  assets  at  the  closing  balance  sheet  date,  at  market 
prices  if  possible,  and  to  5iow,  if  possible  on  a cash  trans- 
actions b^is,  their  purchases  and  sales  of  various  kinds  of 
assets  ; if  fim  figures  were  not  available  on  this  basis  they 
were  asked  to  give  estimates  (e.g.  by  taking  the  differences 
between  book  values  of  assets  at  the  closing  and  opening 
balance  sheet  dates).  Funds  were  also  asked  to  give  figures 
of  their  holding  of  British  Government  and  Government- 
guaranteed  securities  (at  nominal  values)  at  the  closing 
balance  sheet  date,  shewing  separately  holdings  of  securities 
with  fifteen  years  or  less  to  run  to  fcal  maturity  date  and 


securities  with  over  fifteen  years  to  nxn  to  final  redemption 
date.  Over  90  per  cent,  of  the  funds  io.,  terms  of  assets  made 
returns  of  assets  valued  at  market  and  over  70  per 

cent,  of  net  investment  in  assets  was  shewn  on  a cash 
transaction  basis.  There  have  been  previous  inquiries  into 
the  pattern  of  assets  held  by  superaruixiation  and  pension 
funds  ; but  no  figures  of  annual  cash  transactions  or  of 
the  maturity  distribution  of  holdings  of  gilt-edged  securities 
have  hitherto  been  available. 

The  size  of  the  accumulated  assets  of  all  “ approved  ” 
private  funds  at  book  values  has  been  estimated  at  £],230mn. 
at  the  end  of  1956  {Hansard,  31st  Ndittrch,  1958,  cols.  99 
and  100)-  On  the  basis  of  this  estuna-te,  and  corresponding 
estimates  of  the  book  values  of  assets  held  by  binds  in 
certain  size  groups,  the  aggregate  figures  resulting  from 
the  Committee’s  inquiry  have  in  Table  29  been  grossed  up 
so  as  to  provide  estimates  of  assets  belt!  by  all  funds.  Table 
30,  however,  gives  the  figures  obtained,  from  the  returns  to 
the  Committee  before  they  were  so  grossed  up.  The  hmds 
covered  by  the  estimate  given  in  Hansard  were  ffiose  approved 
by  the  Inland  Revenue  under  section  3T9  of  the  Income  Tax 
Act,  1952.  The  returns  to  the  Committee’s  inquiry  may 
have  included  some  returns  from  **  unapproved”  funds 
not  covered  in  the  Hansard  estimates  ; but  it  is  believed 
that  in  total  the  “ unapproved  ” funds  a.re  small  in  relation 
to  the  “ approved  ” funds. 

Where  firms  made  returns  in  respect  of  more  than  one 
fund,  all  the  funds  of  that  firm  were  classified  according  to 
the  size  of  the  main  fund.  The  figures  from  the  joint  return 
of  the  London  clearing  banks  were  included  in  the  size  group 
containing  the  largest  funds,  those  witb.  assets  of  over  £5 
million. 
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Table  29 

Slrt’ERANNUATlON  AND  PENSION  FUNDS 

(excluding  funds  reassured  with  insurance  companies  and  local  authority  funds) 
Assets  and  transactions  1957-S8  (a) 


Type  of  asset 


Size  of  Main  Fund 


£lmn 

£100,000 

£5mn  and  over 

and  over 

and  over 

£100,000 

but  under  £5nm 

but  under  £lmn 

and  over 

Total 
ah  Funds 


(i)  Assets  held  at  end  of  accounting  years. 


(Market  values  when  available) 


1.  British  Government  and 
Govemment  guaranteed 

£mn 

per  cent 

£mn 

per  cent 

£mn 

per  cent 

£mn  per  cent 

Hr  cent 

securities  

2.  Overseas  government, 

provincial  and  municipa) 

396 

35 

99 

34 

54 

32 

549 

34 

570 

34 

secunties  

3.  Securities  of,  and  loans  to. 
United  Kingdom  local 

37 

3 

10 

3 

5 

3 

52 

3 

54 

3 

authorities 

60 

5 

22 

8 

13 

8 

95 

6 

98 

4.  Company  debentures 

109 

10 

52 

18 

26 

IS 

187 

12 

194 

32 

5.  Preference  shares 

35 

3 

17 

6 

9 

5 

61 

4 

6.  Ordinary  stocks  and  shares  ... 

7.  Mor^ages  (excluding  loans 

to  United  Kingdom  local 

241 

21 

65 

22 

31 

18 

337 

21 

351 

21 

authorities) 

8.  Real  property  (excluding 

23 

2 

7 

2 

2 

1 

32 

33 

2 

mortitaces) 

32 

3 

7 

2 

1 

I 

40 

3 

42 

3 

9.  Life  and  annuity  poKcies 

I 

1 

1 

10.  Cash  and  other  assets  (b) 

202 

18 

13 

5 

28 

17 

243(6) 

IS 

252(6) 

IS 

TOTAL  ASSETS 

1,136 

700 

292 

100 

169 

100 

1,597 

700 

1.658(c) 

100 

(u)  Net  imestment  during  accounting  years. 


1.  British  Government  and 
Government  guaranteed 

£mn 

per  cent 

£nin 

per  cent 

£mn 

per  cent 

£mn 

per  cent 

to 

per  cent 

securities  

2.  Overseas  government, 

provincial  and  municipal 

25 

20 

6 

IS 

7 

78 

38 

20 

40 

20 

securities  

3.  Securities  of,  and  loans  to 
United  I^gdom  local 

1 

3 

1 

4 

2 

1 

2 

1 

authorities 

8 

6 

5 

13 

3 

4.  Company  debentures 

21 

16 

5.  Preference  shares 

1 

1 

6.  Ordinary  stocks  and  shares  .. 

7.  Mortgages  (excluding  loans 

to  United  Kingdom  local 

51 

40 

12 

31 

7 

28 

70 

37 

73 

37 

authorities) 

8.  Real  propaty  (excluding 

1 

1 

1 

3 

— 

— 

2 

1 

2 

1 

mortBages) 

6 

S 

3 

10 

9.  Life  and  annuity  policies 

1 

1 

10.  Cash  and  other  assets 

13 

10 

2 

5 

3 

12 

18 

9 

18 

9 

TOTAL  ASSETS 

127 

700 

39 

100 

25 

700 

191 

100 

198(d) 

100 

(iii)  British  Oovernment  arxd  Government  guaranteed  securities  held  at  end  of  accounting  years, 

£mn.  nominal 


With  fifteen  years  or  less  to  run 

to  final  redemption  date 

With  over  fifteen  years  to  run  to 
final  redemption  date  

80 

456 

28 

98 

21 

54 

129 

608 

134 

631 

(а)  Figures  £rom  aosual  accounteending  b«tweea  1st  April  19S6  and  3Ut  March  (<0  Of  this  total  £140  million  Is 

I9SS.  sales  at  purchasing  and  selling 

(б)  Includes  substantial  sums  in  respect  of  loans  to  the  British  Transport  ^ 

Commission  and  Co-operative  Societies.  “ 

(c)  Includes  £143  million  based  on  returns  giving  book  values, 

lased  on  separate  returns  of  purchases  and 
prices  ; the  temalaing  £S8  million  represents 
t value  of  assets  at  Uie  opening  and  clo^g 
e of  funds  which  did  not  furnish  separate 
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Table  30 

Superannuation  and  Pension  Funds 

(excluding  funds  reassured  with  insurance  companies  and  local  authority  funds) 


Assets  held  in  and  transactions  during  1957-58  : 
unadjusted  aggregates  of  returns  provided  in  response  to  Committee’s  inquiry  (a) 

£ Millions 
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Table  31 

Building  Soobties 


iDTestments  at  the  end  of  1958  (a) 


Table  32 

Builddmo  Soobties 

Inyestment  and  disinvestment  (cash  transactions}  daring  1958  (a) 
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MEMORANDA  OF  EVIDENCE 


The  National  iNsrrruTE  of  Economic  and  Social  Research 


I.  Introduction 

1.  The  National  Institute  was  invited  by  Lord  Radcliffe 
to  prepare  ‘ a comprehensive  memorandum  on  financial  and 
economic  statistics,  which  would  : 

(1)  state  what  statistics  are  at  present  (a)  collected  and 
(.b)  published  ; 

(2)  examine  their  ad^uacy  and  timeliness  for  the  mone- 
tary authorities  in  the  function  of  forming  monetary 
policy  and  for  informed  public  opinion  ; 

(3)  suggest  what  additions  and  change  are  required  to 
meet  deficiencies,  and  how  these  additions  and  changes 
should  be  made.’ 

2.  For  reasons  given  to  the  Chainnan  and  members  of  the 
Committee,  die  present  memorandum  does  not  cov»  the 
whole  of  these  terms  of  reference.  In  the  first  place,  we  have 
not  attempted  to  give  a full  and  systematic  description  of  all 
the  financial  and  economic  statistics  now  collected  and 
published,  although  in  making  recommendations  for  im- 
provements we  have  tried  in  all  cases  to  describe  the  present 
position.  A separate  memorandum  on  the  existing  statistics 
is  being  submitted  by  the  Central  Statistical  Office.*  Second- 
ly, we  have  confined  our  report  mainly  to  ‘ financial  and 
monetary  ’ statistics  (as  defin^  below) — ^not  the  whole  range 
of  economic  statistics  ; but  at  some  points  we  have  made 
suggestions  which  are  highly  relevant  to  financial  analysis, 
althoi^  not  strictly  concerned  with  financial  and  monetary 
statistics.  We  realise,  of  course,  that  in  the  formation  and 
assessment  of  financial  policy  many  other  statistics  than  those 
relating  strictly  to  finance  must  be  brou^t  into  use,  and  also 
a great  body  of  non-statistical  information. 

3.  The  memorandum  has  been  pr^ared  by  a committee 
consisting  of  Mr.  C.  T.  Saunders  director  of  the  National 
Institute),  Professor  Brian  Tew  (of  the  University  of  Notting- 
ham) and  Mr.  J.  C.  R.  Dow  (J>eputy  Director  of  the  National 
Institute). 

4.  We  have  had  in  mind  the  r^uirements  of  three 
different  classes  of  users  of  financial  statistics.  The  monetary 
authorities  need  information  about  the  operations  of  the 
various  classes  of  financial  institutions  throu^  which  mone- 
tary policy  works,  and  about  the  volume  of  money  and  liquid 
assets  and  the  various  kinds  of  lending  and  borrowing  opera- 
tions which  affect  the  level  of  expenditure  and  economic 
activity.  Up-to-date  financial  statistics  are  needed  by  the 
people  and  institutions  concerned  with  financial  operations. 
Finally,  we  believe  that  the  public  shottld  be  in  a position  to 
follow  the  course  of  events  in  the  financial  world  and  to  under- 
stand and  assess  fiie  evolution  of  policy.  We  have  not  tried 
to  distinguish  between  these  three  dasses  of  users,  because 
their  needs  and  interests  are  very  similar.  We  have  necessarily 
considered  the  problems  chiefly  from  the  point  of  view  of  the 
‘ informed  public  ’,  since  we  are  not  able  to  speak  authorita- 
tiveN  of  the  detail^  requirements  either  of  the  authorities  or 
of  private  operators.  For  the  most  part,  therefore,  the  report 
is  concerned  with  statistics  that  are,  or  in  our  view  should  be, 
published.  For  day-to-day  operation,  the  authorities  need 
(and  in  some  cas«  already  get)  more  speedy  and  more  detailed 
infonnation  about  current  operatioia,  sometimes  inappro- 
priate for  publication,  and  sometimes  at  the  cost  of  compre- 
hensiveness and  precision.  We  have  not  tried  to  deal  with 
such  special  requirements. 

5.  In  forming  our  proposals,  we  have  consulted  a number 
of  people,  mainly  economists  in  the  univMsities,  the  financial 
institutions  and  business,  and  have  done  our  best  to  take  their 
views  and  criticisms  into  account.  None  of  them  is  in  any 
way  committed  to  our  recommendations  and  we  do  not 
necessarily  claim  to  present  the  agreed  view  of  all  whom  we 
have  consulted  ; we  have,  however,  found  a remarkable 
degree  of  common  agreement  on  the  basic  needs. 

General  features  of  our  recommetuiations 

6.  Because  our  recommendations  for  improvements  in 
statistics  are  as  concrete  and  specific  as  possible,  the  rq>ort  is 
necessarily  long  and,  no  doubt,  laborious.  This  may  give  a 
misleading  impression  of  the  volume  of  new  statistical  records 
wMii  we  are  proposing.  In  fact,  the  number  of  proposals 
which  would  for  the  compilation  of  new  records  is  com- 
paratively small,  although  some  of  these  new  records  will 
certainly  involve  a substantial  burden  of  clerical  work.  The 
majority  of  our  proposals,  however,  call  for  the  systematic 


* See  Memoteode  of  Evidence  Part  m No.  3. 


collection  and  publication  of  records  which  are  already  kept 
by  the  institutions  concerned,  or  for  modifications  in  the 
form  in  which  statistics  are  now  collected  and  published.  The 
increase  both  in  the  usefulness  and  in  the  quantity  of  informa- 
tion available  to  the  public  would  in  our  view  be  very  large  in 
relation  to  the  additional  amount  of  recording  and  tabulating 
required. 

7.  We  believe,  too,  that  even  without  any  systematic 
programme  a considerable  improvement  in  financial  statistics 
woidd  come  about  in  the  course  of  time  by  the  SQiarate  action 
of  the  various  interests  involved.  Our  main  service  may  be 
to  suggest  priorities  and  a basis  for  co-ordination  of  this  effort. 
The  new  problems  and  the  new  thinking  in  financial  and 
monet^  matters  have  brought  to  the  surface,  in  all  advanc^ 
countries  the  need  for  more  up-to-date  and  systematic  fau- 
cial statistics.  We  feel  that  the  kind  of  recommendations 
made  in  this  report,  if  carried  out,  would  put  the  United 
Kingdom  in  the  forefront.  Major  improvements  of  this  sort 
in  our  statistical  equipment  inevitably  take  some  years  to 
achieve  ; the  aim  should  be  to  get  agreement  now  on  the 
general  lines  of  advance  and  to  establish  the  ground-work 
of  an  improved  statistical  system  that  could  be  expected  to 
meet  major  opiating  requirements  for  a long  time  to  come. 

8.  By  ‘ financial  and  monetary  ’ statisdcs,  we  mean 
statistics  describing : 

(i)  the  amount  and  composition  of  financial  assets  (that 
is,  monetary  claims  such  as  securities  or  mortgages  as 
distinct  from  tangible  assets)  and  liabilities  held  by 
various  classes  of  transactors  at  a given  date.  For 
convenience,  we  describe  these  as  statistics  of  the 
‘ stocks  ’ of  assets  and  liabilities. 

(ii)  transactions  ovm  a given  period  in  financial  assets  and 
liabilities,  taking  the  form  of  borrowing  or  leading,  or 
the  purchase,  issue  or  sale  of  securities  (or  currency). 
We  rrfer  to  these  as  statistics  of  the  ‘ flows  ’ of  funds. 

(ill)  the  rates  of  yield  or  interest  on  various  kinds  of  financial 
assets,  and  the  prices  at  which  such  assets  change 
hands. 

9.  Our  recommendations  have  three  main  purposes.  In 
the  first  place,  we  are  seeking  to  improve  the  existing  financial 
and  monetary  statistics  at  a number  of  points  where  modifica- 
tion of  present  practice  would  result  in  figures  which  are  more 
comprehensive,  more  comparable  as  betweai  one  institution 
and  another  and  ‘ cleaner ' in  the  sense  of  measuring  clearly 
defined  items.  We  make  proposals,  for  example,  for  a 
monthly  return  of  banking  business  based  on  ffie  present 
Qearing  Banks’  return,  but  covering  all  deposit  banks  and 
with  certain  revisions  in  the  definition  of  the  items.  Again,  we 
make  suggestions  for  the  collection  of  more  complete  informa- 
tion about  rates  of  interest  and  yields  on  securities. 

10.  Secondly,  we  aim  at  the  publication  of  much  more 
comprehensive  information  than  can  at  present  be  got  about 
the  stock  of  different  kinds  of  financial  assets  and  liabilities, 
divided  according  to  different  groups  of  holders  and  according 
to  the  various  classes  of  assets  and  liabilities,  For  this  pur- 
pose, particular  interest  centres  upon  those  assets  which  are 
relatively  ‘ liquid  ’ since  it  is  these  in  particular  which  may 
influence  expenditure  on  goods  and  services.  Thus  it  is 
dearly  important  to  know  the  distribution  between  different 
parts  of  &e  economy  of  the  holdings  of  money,  the  most 
liquid  of  assets  ; we  recommend,  for  instance,  a periodical 
ar^ysis  of  bank  deposits  between  different  groups  of  holders . 
Beyond  this,  however,  each  class  of  assets  may  differ  in 
‘ liquidity  ’ as  between  different  holders  and  in  dfferent  cir- 
cumstances ; in  wrtain  conditions,  almost  any  paper  asset 
may  give  ready  access  to  money.  Thus  we  regard  it  as 
desirable  to  get  fairly  detailed  accounts  of  the  holdings  of 
various  dasses  of  assets  by  different  groups  of  holders. 

11.  Thirdly,  we  make  proposals  designed  to  secure  much, 
more  comprehensive  and  comparable  information  than  is  now 
available  about  the  flows  of  lending  and  borrowing  between 
different  branches  of  the  economy  (including  the  sale  of  equity 
interests).  In.  most  cases,  reasonable  estimates  of  these  flows 
can  be  obtained  by  comparing  successive  figures  of  the  stocks 
of  particular  classes  of  assets  (e.g.  the  net  flow  of  Government 
borrowing  by  Treasury  bills  over  a period  is  represented  by 
the  change  in  the  stock  outstanding).  Thus,  it  is  not  usually 
necessary  to  ask  for  separate  statistics  of  stocks  and  flows. 
The  only  important  exception  is  tjie  case  of  marketable 
securities  (other  than  bills),  for  the  cfian^  in  the  book  value 
of  the  stock  of  securities  held  does  not  necessarily  represent 
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the  receipts  or  expenditure  involved  in  transactions.  We 
propose,  therefore,  that  separate  statistics  of  actual  purchases 
and  sies  of  securities  should  be  collected  (or,  where  already 
collected,  published)  i from  all  groups  of  enterprises  with 
sul^tantial  transactions  in  securities. 

12.  In  considering  the  frequency  with  which  statistics 
should  be  collected,  we  have  had  in  mind  the  need  to  secure 
infnrmfltinn  most  frequently  where  it  bears  on  the  ownership 
of,  and  transactions  in,  money  and  other  relatively  liquid 
assets.  Our  proposals  call  for  more  frequent  statistics  from, 
say,  banks  and  building  societies,  whose  debts  are  highly 
liquid  assets,  than  from,  say,  pension  funds  and  investment 
trusts.  In  particular,  we  have  given  special  emphasis  to 
statistics  bearing  on  the  operations  of  the  deposit  batiks  and  on 
the  factors  which  control  their  ability  to  add  to  the  money 
supply. 

13.  We  have  had  in  mind  throughout  one  very  important 
consideration  : the  need  for  much  more  complete  knowledge 
of  the  overseas  financial  assets  and  liabilities  of  the  United 
Kingdom,  and  particularly  of  the  chants  in  short-term 
o-edit.  Wierever  it  seems  relevant,  we  suggest  that  overseas 
assets  held  or  liabilities  incurred  by  financial  institutions 
should  be  separately  specified,  and  should,  where  possible,  be 
divided  between  sterling  and  non-sterling  claims.  We  sug- 
gest, for  example,  a good  deal  of  new  information  about  non- 
resident (teposits  in  British  banks  and  about  overseas  bills 
held  in  London.  We  also  sug^t  that  an  attempt  should  be 
made  to  obtain,  by  sampling,  information  from  industrial  and 
merchant  firms  about  changes  in  international  trade  credit. 
It  may  well  prove  impracticable  to  build  up  a complete  picture 
of  international  financial  transactions,  but  we  believe  that  it 
is  of  the  greatest  importance  to  obtain  much  more  information 
than  now  exists. 

Confidentiality 

14.  Some  of  our  proposals  call  for  the  publication  of 
information  wWch  has  hiSierto  been  regarded  as  confidential 
and  inappropriate  for  publication.  There  are  two  cases  to 
which  we  should  call  the  attention  of  the  Comimttee. 

15.  hi  the  first  place,  we  suggest  (in  Section  4)  the  disclosure 
in  some  detail  of  the  financial  transactions  of  the  Central 
Government.  The  institutional  developments  of  recent  yeaK, 
the  new  problems  of  monetary  and  foreign  exchan^  policy 
and  of  management  of  the  National  Debt,  have  made  the 
traditional  records  of  the  transactions  of  the  ‘ Exchequer  ’ 
uninformative  and  open  to  much  misunderstanding.  We 
propose  the  publication  of  much  fuller  and  more  fr^uent 
statistics  showing  the  financial  transactions  between  the  Cen- 
tral Government  Sector  as  a whole  (including  here  the  Bank 
of  En^and  Issue  Department  and  the  Exchange  Equalisation 
Account)  with  the  rest  of  the  economy  2. 

16.  Since  there  would  be  a risk  of  undermining  the  effec- 
tiveness of  official  operations  if  detailed  statistics  about  current 
and  very  recent  market  operations  were  available  to  private 
operators,  there  is  a limit  to  the  rapidity  with  whidi  informa- 
tion should  be  released  and  to  the  degree  of  detail  which  should 
be  given.  At  the  same  time,  we  believe  not  only  that  the 
public  is  entitled,  as  a matter  of  principle,  to  fuller  information 
about  die  operations  of  the  Government  and  its  agents,  but 
also  that  the  provision  of  fuller  information  would  on  balance 
help  die  authorities  to  use  financial  policy  more  ^ectively  and 
to  m^e  their  aims  and  methods  more  fully  understood. 
Moreover,  when  accurate  information  is  not  available,  those 
concerned  are  not  content  to  remain  in  a condition  of  ignor- 
ance. They  will  always  guess  ; and  th^  will  often  guess 
incorrectly,  sometimes  to  the  prejudice  of  the  Government’s 
policy  objectives.  The  risks  of  disclosure  must  be  set  against 
the  risks  arising  from  inaccurate  information  and  consequent 
ill-judged  actions. 

17.  The  problem,  therefore,  is  primarily  one  of  determining 
how  much  additional  information  should  be  given  and  how 
quicMy.  We  make  proposals  (in  Section  4)  about  the  amoimt 
of  information  which  we  think  should  be  given  annually,  and 
quarterly.  The  question  of  the  ri^t  time  kg  before  publica- 
tion is  one  on  which  we  do  not  make  a specific  recommenda- 
tion. We  would  only  urge  that  to  secure  full  understandkg 


1 TEe  banks  and  some  other  inatituiions  already  provide  the  Treasury  and  Bank 
orEngland  with  regular  confidential  statemena  of  their  tranaactioos in  Goveroment 

2 See  para.  138.  This  would  be  a development  of  the  statistics  already  pub- 
lishetl  annually  and  in  a highly  summarised  form  in  the  National  Income  Blue 


of  public  policy,  the  information  to  be  given  must  not  be  so 
old  as  to  be  merely  historical  ; it  must  be  relevant  to  the  cur- 
rent trend  of  policy  although  not  necessarily  to  day-to-day 
operations.  The  need  fox  a longer  delay  than  that  required 
for  compilation  of  the  figures,  itself  often  quite  appreciable, 
should  be  justified  by  those  competent  to  assess  the  risks 
of  quick  disclosure. 

18.  Secondly,  a question  of  disclosure  arises  on  the  valua- 
tion of  securities  held  by  financial  institutions.  We  su^jest 
that  in  valuing  the  stock  of  assets  held  by  financial  institutions 
(including  banks,  discount  companies  and  assurance  compan- 
ies), securities  should,  preferably,  be  entered  at  market  values. 
We  should  emphasise  that  we  are  not  proposing  publication 
of  such  figures  for  individual  companies,  but  only  publication 
of  aggregate  figures  for  each  group  of  institutions  as  a whole. 

19.  Publication  of  figures  of  security  holdings  at  market 
values  would  go  a long  way  towards  revealing  the  aggregate 
of  undisclosed  reserves  in  file  balance  sheet  position  of  each 
group  of  institutions.  Under  the  Companies  Act,  1948, 
banks,  discount  companies  and  assurance  companies  were 
specifically  exempted  from  the  general  obligation  to  publish 
the  market  valuation  of  securiQ'  holdings  in  their  individual 
balance  sheets.  This  exemption  followed  the  recommendation 
of  the  Cohen  Committee  of  1945  on  Company  Law  Amend- 
ment ; the  Committee  maintained  that  in  the  case  of  banking 
and  assurance  companies  ‘ the  interests  of  the  depositors  and 
the  policy-holders  respectively  outweigh  the  interests  of  the 
share-holders,  and  in  the  case  of  all  three  classes  of  companies 
considerations  affecting  the  public  interest  must  be  taken  into 
account.’  (Cmd.  6659,  paragraph  101). 

20.  We  have  two  reasons  for  proposing  the  disclosure  of 
market  values,  (a)  They  represent  file  most  realistic  valua- 
tion which  can  be  put  on  the  assets  ; if  it  is  iinportant  that 
the  holding  of  assets  should  be  known,  then  it  is  important 
that  they  should  be  valued  realistically.  (_b)  It  is  important 
that  it  should  be  possible  to  assess  the  distribution  of  particu- 
lar classes  of  securities — e.g.  medium-term  Government 
securities — between  different  groups  of  holders  ; for  this 
purpose  a common  unit  of  valuation  is  required  and  market 
values  are  clearly  more  comparable  than  book  values.  It  is, 
however,  true  that  a statement  of  securities  held  at  nominal 
value,  although  sometimes  highly  unrealistic,  would  make  it 
possible  to  compare  the  holdings  of  different  groups  (indeed 
for  purely  statistical  purposes  nominal  values  mi^t  be  pre- 
ferable for  some  kinds  of  securities,  for  which  figures  of  the 
total  supply  are  available  only  in  nominal  values)  3. 

21 . While  therefore  we  make  definite  recommendations  on 
this  matter,  it  clearly  raises  issues  of  policy  outside  our  com- 
petence to  which  we  must  draw  the  attention  of  the  Committee. 

The  need  for  comprehensiveness  and  consistency 

22.  We  have  emphasised  the  need  for  improving  the  com- 
prehensiveness and  comparability,  as  between  different  groups 
of  transactors,  of  financial  statistics.  One  reason  for  this  is 
to  permit  the  more  effective  aggregating  and  articuktion  of 
the  figures  from  various  parts  of  the  economy  and  especially 
of  the  information  about  the  operations  of  the  banking  sys- 
tem. We  are  not  wedded  to  any  specific  method  of  building 
a systematic  structure  of  inter-rekted  statistics  although  we 
mske  some  suggestions  : for  example,  we  propose  a consoli- 
dated account  of  the  transactions  of  the  banking  system  with 
the  rest  of  the  economy,  and  a corresponding  account  for  the 
transactions  of  the  (Central  Government  sector.  But  our 
major  concern  is  to  improve  the  basic  records,  which  can  be 
done  by  stages,  as  ne^s  and  resources  dictate.  But  if  the 
concepts  and  methods  of  measurement  are  soundly  thought 
out  from  the  beguming,  then  the  statistics  as  they  are  deve- 
loped will  lead  to  a systematic  and  internally  consistent  des- 
cription of  the  assets  and  liabilities  of  the  various  parts  of  the 
economy  and  of  the  flows  of  funds  between  them.  Thus  in 
improving  the  parts,  it  would  be  wise  to  bear  in  mind  the  need 
for  them  to  add  up  to  a whole. 

23.  Many  of  our  proposals  do  not  involve  the  preparation 
of  new  records,  but  only  the  collection  and  publication  of 
records  which  Jtlready  exist.  Other  propoMls,  however,  call 
for  the  collection  of  new  information  which  involve  ex- 
pense and  labour,  often  for  staffs  of  institutions  already  sub- 


3  We  might  point  out  that  Building  Societies,  wbeie  some  of  the  same  issues 
are  nised,  are  non  obliged  to  report  to  the  Chief  Registrar  of  Friendly  Societies 
figures  of  market  valces  of  secunty  holdings.  (See  paragraph  IIS.)  AlUiough  the 
figures  have  not  yet  hem  published  by  the  Registrar,  a number  of  societies  m fact 
give  them  in  their  published  accounts. 
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ject  to  considerable  strain.  We  have  tried,  throughout,  to 
bear  in  mind  the  probable  cost  of  securing  new  information 
and  to  avoid  suggestions  which  would  require  much  labour  for 
facts  of  small  value,  but  since  we  do  not  always  know  what 
records  are  already  kept,  or  how  conveniently  they  could  be 
collated,  we  are  not  fully  competent  to  balance  the  costs 
against  the  usefulness  of  the  results. 

24.  We  assume  that  action  would  not  be  taken  on  our 
proposals  without  detailed  consultation  with  the  interested 
parties,  who  could  consider  with  more  technical  competence 
the  merits  of  tte  suggestions  put  forward,  whether  they  would 
in  fact  serve  the  purposes  for  which  they  are  designed,  and 
their  practicability  and  costs.  Some  suggestions  for  taking 
the  matter  further  are  given  in  Section  1 1 . The  present  report 
is  intended  to  provide  a detailed  agenda  for  such  an  examina- 
tion, with  reasons  for  the  changes  which  we  suggest,  and  to 
indicate  how  the  various  needs,  as  we  see  them,  interlock. 


Plan  of  report 

25.  We  consider  the  various  classes  of  financial  statistics 
under  the  following  headings  : 

Deposit  banks  (including  merchant 

banks)  Section  2 

Other  financial  institutions  (discount 
houses,  special  investment  institu- 
tions, insurance,  superannuation 
sch^es,  building  societies,  hire 
purchase  finance,  investment  trusts 

and  others)  Section  3 

The  Central  Government  and  Bank 

of  England  Section  4 

Local  authorities  Section  5 

Public  corporations  (i.e.  the  boards 
managing  the  nationalised  indus- 
tries)   Section  6 

Industrial  and  commercial  compan- 
ies (i.e.  privately-owned  companies 
other  than  financial  institutions)...  Section  7 
The  personal  sector  (including  pri- 
vate non-profit-making  bodies  and 
non-corporate  businesses)  ...  Section  8 

Overseas  transactions  Section  9 

Other  financial  statistics  Section  10 

(a)  Analysis  of  security  holdings 
and  transactions. 

{b)  Capita]  issues. 

(c)  Stock  Exchange  business. 
id)  Interest  rates  and  security 
prices  and  yields. 

Organisation  of  the  proposed  im- 
provements   Section  1 1 


26.  The  treatment  in  Section  2 to  9 follows  the  ‘ sectors  ’ 
into  whidi  the  analysis  of  the  economy  is  divided  in  the  ofiicial 
national  income  and  expenditure  statistics,  except  that  for 
our  special  purposes  financial  institutions  are  separated  from 
other  enterprises.  It  is  clearly  convenient  that  the  framework 
of  financial  statistics  should  conform  in  general  with  the  sys- 
tem of  national  accounting. 


2.  Deposit  Banks 

27.  Our  main  objects  in  considering  the  improvement 
of  banking  statistics  are  firstly  to  render  more  comprehensive 
the  up-to-date  records  about  the  operations  of  the  banking 
system,  and  secondly  to  improve  at  several  points  the  content 
of  the  various  items  of  information  supplied.  Our  purpose 
is  to  make  more  complete  and  precise  the  statistical  account 
of  the  factors  involved  in  changes  in  the  money  supply  through 
the  banking  system.  We  propose  a monthly  return  of  bank- 
ing operations,  relating  to  all  institutions  wUch  can  be 
described  as  deposit  banks,  and  resembling,  though  with  a 
number  of  modifications,  the  present  monthly  return  of  the 
London  Clearing  Banks. 


Comprehensiveness  of  the  statistics 

28.  We  suggest  that  monthly  returns  should  be  obtained 
from  all  deposit  banks.  The  precise  application  of  this  prin- 
ciple will  need  careful  consideration.  We  suggest,  as  a 
starting  point,  that  d^iosit  banks  should  be  defined  as  all 
institutions  accepting  deposits  of  a kind  which  can  be  defined 


as  “ money  By  “ money  ”,  we  mean,  in  tu^  currency  and 
deposits  transferable  by  cheque  without  restriction.  i 

29.  We  suggest,  also,  that  the  monthly  banks’  return 
should  be  corded  so  fai'  as  possible  to  banking  transactions 
within  the  United  Kingdom.  This  raises  a numbw  of  difficul- 
ties on  which  we  make  suggestions  below.  Broadly  we 
suggest  that  the  return  should  be  confined  to  the  business 
directly  conducted  by  offices  (whether  branches  or  head 
offices)  located  in  the  United  Kingdom,  including  business 
done  by  these  offices  with  non-residents  2.  The  purpose  is  to 
isolate  so  far  as  possible  those  transactions  which  affect  money 
supply  within  the  United  Kingdom. 

30.  Lhe  present  monthly  return  covers  the  eleven  Clearing 
Banks  and  thus  probably  represents  about  three-quarters 
of  total  bank  deposits  in  the  United  Kingdom.  Even  though 
these  statistics  may  at  most  times  be  adequate  indicators  of 
short  period  changes,  the  omission  of  a number  of  banks, 
whose  proportion  of  total  business  may  very  well  change, 
could  easily  mislead.  Even  in  the  short-run,  a chan^,  ifor 
example,  in  the  relation  between  the  Treasury  biU  rate  and  the 
deposit  rate  may  divert  more  business  to  or  from  some  kinds 
of  banks  than  others. 

31.  We  suggest,  therefore,  that  monthly  returns  should  be 
obtained  from  the  following  groups  of  institutions ; — 

(f|  London  Clearing  Banks,  excluding  the  business  of 
offices  not  located  in  the  United  Kingdom  (the  most 
significant  examples  are  the  Indian  business  of  Lloyds 
and  the  business  of  the  National  Bank  in  the  Irish 
Rj^iublic). 

(iQ  The  Scottish  banks.  These  six  banks  already  make  a 
monthly  return,  which  is  not  published,  to  the  British 
Bankers'  Association,  on  much  the  same  lines  as  the 
London  Clearing  Banks  return  (see  Appendix  3 to 
Bank  of  England  Evidence  to  Radcliffe  Committee). 
There  seems  to  be  no  reason  why  this  combined  return 
should  not  be  separately  published. 

(iii)  The  Northern  Irish  banks.  What  is  required  here  is 
separation  of  the  business  of  the  offices  in  the  United 
Kingdom  of  these  banks. 

(iv)  Banks  with  head  offices  overseas  operating  in  the  United 
Kingdom,  and  British  banks  operating  mainly  abroad. 
A statement  similar  to  that  required  from  other  banks 
is  needed  in  respect  of  the  business  of  offices  located  in 
the  United  Kingdom  ; sug^stions  are  made  below  for 
s^arate  statements  of  business  with  non-residents  by 
these  and  by  other  banks.  There  will  be  qwcii 
difficulties  within  this  gi'oup  in  deciding  exactly  what 
is  meant  by  banking  transactions  “ within  the  United 
Kingdom  ”,  on  which  expert  advice  will  have  to  be 
sou^t.  As  a starting  point,  we  suggest  that  the 
returns  should  include  the  assets  and  liabilities  of  head 
offices  (including  cash,  investments,  bills,  etc.)  if  the 
head  office  is  located  in  the  United  Kingdom,  the 
head  office  is  overseas,  the  returns  shoidd  include  all 
assets  or  liabilities  arising  from  transactions  in  cash, 
investments,  bills,  etc.,  by  offices  in  the  United  King- 
dom. In  either  case,  however,  a balancing  item  will 
be  necessary  representing  credit/debit  balances  of  the 
United  Kingdom  with  head  offices  or  other  offices 
abroad. 

(v)  Merchant  banks  and  accepting  houses.  This  is  not  an 
easily  defined  group.  We  suggest  that  it  should  in- 
dude not  only  the  well-known  merchant  banks — the 
seventeen  members  of  the  Accepting  Houses  Commit- 
tee— but  also  other  institutions  with  a substantial 
volume  of  deposits  easily  transferable  by  cheque. 

(vi)  Other  deposit  banks.  We  would  include  here,  if  they 
are  thought  to  fall  within  our  definition  of  deposit 
banks,  the  C.W.S.  Bank,  the  Scottish  C.W.S.  Bank, 
the  Birmingham  Municipal  Bank  and  the  Yorkshire 
Penny  Bank. 

32.  We  would  not  suggest  including  as  deposit  banks  the 
Trustee  Savings  Banks,  the  Post  Office  Savings  Bank,  Building 
Sodeties  or  the  ” industrial  banks  ” largely  engaged  in  finan- 
cing hire  purchase.  This  is  because  it  does  not  appear  to  us 
that  deposits  in  these  institutions  can  properly  be  regarded  as 


1 We  would  (eke  this  to  Include  d^osic  eccoonts  in  the  joint  slock  banks,  the 
restriedons  on  transfer  being  such  that  the  accounts  can  be  regarded  as  de  facto 
transferable  ■'  without  restriction 

2 By  aon-residenla  we  mean  residents  outside  the  United  Kingdom,  including 
residents  in  the  overseas  sterling  area. 
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“ money  But  there  may  be  cases  which  should  be  included. 
The  exact  list  of  institutions  to  be  regarded  as  deposit  banks 
will  clearly  need  careful  study  by  those  competent  to  judge. 


Form  and  content  of  proposed  new  monthly  banking  return 

33.  In  later  paragraphs  we  suggest  a number  of  changes  in. 
the  information  to  be  published  by  all  deposit  banks  as  com- 
pared with  the  present  return  of  the  London  Clearing  Banks. 
We  would  not  suggest  that  each  bank  should  necessarily  pub- 
lish its  records  individually  in  the  new  form  ; hence  the  present 
return,  showing  separate  figures  for  each  of  the  Clearing 
Banks,  should  continue,  although  the  more  closely  it  can  be 
linked  with  the  new  return,  the  better.  There  would  be  many 
advantages  in  publishing  aggregated  figures  in  the  new  form 
for  group  of  banks,  e.g.  for  the  Clearing  Banks,  the 
Scotti^  banks,  the  Northern  Irish  banks,  etc.  (the  groups 
listed  in  para.  31),  especially  because  of  the  interest  in  the 
geographical  pattern  of  banking  transactions. 

34.  Our  main  purpose  would,  however,  be  served  by  pub- 
lication of  a single  consolidated  monthly  account  for  all  deposit 
banks  showing  in  full  what  the  present  monthly  return  of  the 
nearing  Banks  shows  in  part  : an  account  showing  changes 
in  the  total  supply  of  money  and  the  factors  affecting  it,  based 
on  the  transactions  between  the  banking  system  and  the  rest 
of  the  economy.  In  the  same  way,  in  considering  the 
statistics  to  be  published  for  the  Central  Government  (see 
para.  138),  we  propose  a consolidated  return  showing  the 
financial  transactions  of  the  Central  Government  with  the 
rest  of  the  economy,  taking  the  “ Central  Goveniinent  ” in  a 
wide  sense  to  embrace  not  only  the  Exchequer  but  also  the 
Bank  of  En^and  Issue  Department,  the  Exchange  Equalisa- 
tion Fund  and  the  other  departments  of  the  Government. 

35.  In  this  consolidated  account  of  the  banking  system,  it 
mi^t  well  be  desirable  to  include  the  discount  market.  But 
because  of  the  importance  of  the  discount  market  from  the 
point  of  view  of  money  market  operations,  it  is  essential  also 
to  have  separate  statistics  about  the  discount  houses’  opera- 
tions. We  make  sug^tions  about  the  information  to  be 
collected  from  discount  houses  in  Section  3,  but  the»  sugg«- 
tions  are  designed  to  allow  consolidation,  if  required,  with 
the  statistics  from  deposit  banks. 

36.  The  proposal  for  a single  account  of  the  banking 
system  raises  the  question  of  the  statistical  treatment  of  the 
Bank  of  England.  The  suggestion  which  appeals  to  us  is  that 
the  Banking  Department  should  be  regarded  as  part  of  the 
banking  system--^though  the  statistical  treatment  must  pay 
attention  to  the  special  functions  of  the  Bank  within  the 
banking  system — while  the  Issue  Department  is  better  regar- 
ded as  part  of  the  Central  Government  in  a wide  sense  (this  is 
further  discussed  in  J^tion  4 — ^para.  16^. 

37.  The  suggestion  of  statistical  returns  designed  to  fit  into 
an  interlocking  system  calls  for  some  co-ordmation  of  the 
definitions  and  classifications  of  individual  items  (dealt  with  in 
our  detailed  propos^  below)  and  of  the  points  in  time  to 
which  the  statistics  should  relate.  For  example,  the  present 
monthly  return  of  the  Clearing  Banks  relates  to  the  third 
Wednesday  in  each  month  (except  June  and  December,  when 
the  return  is  for  the  last  day  of  the  month).  Whatever  timing 
is  adopted  for  the  new  return,  it  is  important  that  all  the  inter- 
locking statistics — ^for  the  Bank  of  England,  all  the  deposit 
ba^s,  and  the  discount  houses — shoifid  so  far  as  possible 
relate  to  the  same  dates. 

38.  We  now  have  to  consider  the  items  about  which  infor- 
mation should  be  sou^t  in  the  new  monthly  retim  from 
deposit  banks.  For  convenience,  we  take  as  a starting  point 
the  items  shown  in  the  present  monthly  return  of  the  Clearing 
Banks. 


Assets 

Coin,  bank  notes  and  balance  with  the  Bank  of  England 
39.  This  item— the  cash  holdings  of  the  banks— should 
be  divided  between  currency  and  deposits  with  the  Bank  of 
England  L 


ee  aDd  pobllslied  m Appendices  I and  U of  iU 


Balances  with  other  banks,  etc.,  and  items  in  transit 

40.  We  recommend  that  all  banks  should  show  separately 
under  “ Items  in  Transit  ”,  or  include  with  " Balances  with 
Other  Bante,  etc.”,  cheques  and  other  items  in  transit  from 
one  branch  to  another  of  the  same  bank.  At  present  only 
Lloyds  show  such  items  separately  while  other  banks  include 
them  under  “ Advances  to  customers  and  other  accounts  ”. 
In  order  to  allow  for  the  inclusion  of  banks  operating  in  the 
United  Kingdom  and  overseas  (see  para.  31(iv)),  the  balances 
with  other  banks  should  be  divided  between  ” balances  with 
other  banks  in  the  United  Kingdom  ” and  “ balances  with 
offices,  or  other  banks,  abroad 

Money  at  call  and  short  notice 

41.  We  recommend  that  this  item  should  be  divided  be- 
tween loans  to  the  discount  market  and  other  loans  (mainly 
to  stock  exchange  jobbers).  Foreign  currency  balances 
should  ^0  be  separated^. 

Bills  discounted 

42.  We  recommend  that  overseas  bills  discounted  (which 
should  be  preferably  divided  between  sterling  and  non- 
sterling  should  be  separately  stated.  In  conjunction  with 
our  recommendations  below  for  sep^ating  acceptances  of 
overseas  hilU  and  deposits  of  non-residents,  this  woxdd  pro- 
vide significant  indicators  of  certain  short-term  international 
capital  movements.  A definition  of  overseas  bills  will  be 
required.  We  suggest  that  they  should  be  defined  as  all  bills 
for  whitdi  the  immediate  debtor  is  a non-resident.  So  long  as 
a similar  separation  is  made  by  all  institutions  handling  bills, 
as  we  suggest,  this  definition  should  secure  a correct  estimate, 
without  duplication,  of  bills  drawn  on  non-residents. 
Investments 

43.  Under  this  heading  we  have  three  proposals  to  make, 
all  of  which  we  would  regard  as  major  improvements.  All 
apply  to  the  accounts  of  all  financial  institutions,  not  only 
banks.  All  present  difficulties  and  in  two  cases  we  do  not 
recommend  that  the  extra  information  should  be  presented  as 
frequently  as  every  month.  The  necessary  particulars,  which 
in  any  case  would  not  fit  into  the  balance  sheet  form,  might, 
for  example,  be  shown  as  Addenda  to  the  monthly  return  say 
once  every  3 months.  For  the  monthly  return,  which  would 
continue  to  be  a balancing  statement,  the  method  of  entering 
securities  could  remain  as  at  present. 

44.  The  first  proposal  relates  to  the  valuation  of  transactions 
in  securities.  One  of  the  main  purposes  of  collecting  statistics 
for  financial  interm^aries  is  to  show  the  amount  and  pattern 
of  their  lending.  Since  the  change  in  investments  as  shown  in 
the  present  Clearing  Bank  return  (as  in  nearly  all  balance 
sheets)  is  essentially  a change  between  two  book  valuations,  it 
does  not  reveal  the  amount  of  the  flow  of  funds  from  the  banks 
into  investments.  The  figures  required  instead  are  the 
amounts  spent  in  purchasing  securities  and  the  proceeds  of 
securities  sold  (or  matured).  The  difference  gives  the  net 
outflow  of  funds  from  the  banks— the  amount  of  funds  put  by 
the  banks  at  the  disposal  of  the  rest  of  the  economy  during 
ffie  accounting  period.  Such  a figure  would  broadly  corres- 
pond, for  exampk,  with  the  normal  figures  of  changes  in 
advances  and  in  bills  discounted,  whereas  the  change  in  book 
values  of  investments  does  not. 

45.  An  unpublished  quarterly  return  on  the  lines  suggested, 
showing  transactions  of  all  banks  belonging  to  the 
British  Bankers’  Association  in  British  Government  securities 
and  guaranteed  securities,  is  already  made  to  the  Bank  of 
England,  and  a similar  return  is  made  by  the  Discount 
Houses  (See  Memoranda  of  Evidence,  Part  1,  Appendix 
3).  Our  proposal  is,  therefore,  that  a monthly  return 
on  these  lines  should  be  published.  3 It  is,  of  course, 
true  that  figures  of  expenditure  on  securities,  if  published, 
could  be  used  to  calculate  a " profit  ” for  the  banks  which 
would  differ  from  that  shown  by  the  accounts  of  the  banks 
themselves  (ffie  latter  depending  in  part  on  the  method  of 
valuation  of  securities).  Such  a proposal  should,  however, 
raise  fewer  difficulties  than  those  discussed  in  para.  18,  where 
we  raise  the  issue  of  displaying  the  total  holdings  of  securities 


ided  (pua.  409)  that  only  figures 
i.iuiwj  ».  — -ivided  between  " the  Money  Market 

and  the  Stock  Exchange  ",  Our  feeling  is  that  the  distinction  between  money  at 
call  and  money  at  short  notice  is  probably  not  worth  making.  An  analysts  of 
money  at  short  notice  for  each  month  of  the  period  1919 — March  1931  was 

inpDued  by  the  Banks  (including  the  Scottish  banks)  to  Uie  Macmillan  - 


3 The  present  unpublished  return  relates  K 

E repose  a return  relating  Co  a date  coinciding 
i«v  returns. 


calendar  quarters 
vitli  the  suggested 


We 
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at  market  values.  Our  own  feeling  is  that  the  provision 
of  meaningful  statistics  of  the  flow  of  funds  between  flie  banks 
and  the  rest  of  the  economy  is  by  far  the  most  important  con- 
sideration. We  are  not  of  course  suggesting  disclosure  of  these 
figures  for  any  individual  bank. 

46.  We  suggest  in  addition  that  the  figures  of  purchases 
and  sales  of  securities  during  the  previous  3 months  should  be 
divided  between  various  categories  of  securities.  It  should 
be  a prindi)^  object  of  financial  statistics  to  show  the  pattern 
or  composition  of  lending.  We  tentatively  suggest  the  follow- 
ing grouping,  having  in  mind  (a)  a Rouping  by  maturity 
dates,  which  is  significant  for  appreciating  probleins  of  policy 
in  management  of  the  National  Debt  and  (i)  a separation  of 
holding  of  National  Debt  from  other  securities,  so  that 
chan^  in  the  pattern  of  holdings  of  National  Debt,  as  be- 
tween different  types  of  holder,  could  be  estimated  : — 

British  Government  and  guaranteed  securities  accord- 
ing to  maturity  date  (see  Appendix  I) 

Securities  of  U.K.  local  authorities 
Securities  of  overseas  public  authorities  and  com- 
panies t 

Securities  of  U.K.  companies 
Other  securities 

47.  We  have  suggested  that  transactions  in  securities 
should  be  analysed  by  ^oups  of  securities.  For  analysing 
the  composition  of  holdings  of  National  Debt,  however,  and 
for  other  purposes,  it  would  also  be  necessary  to  analyse  the 
existing  stock  of  securities  held,  which  should  be  done  in 
terms  of  market  values  2.  Hence  we  would  recommend  that 
the  market  value  of  securities  held  should  also  be  analysed  by 
the  groups  set  out  above,  at  least  once  a year,  in  the  form  of 
a special  statistical  return  to  be  published  only  in  aggregate 
form. 


Advances  to  customers  and  other  accounts 

48.  We  have  already  sug^ted  ^ara.  40)  that  items  in 
transit  and  any  other  items  which  are  not  real  advances  should 
be  excluded  from  this  heading  (in  particular  foreign  exchange 
balances,  which  appear  here).  The  analysis  of  advances  by 
industry  is  considered  in  paras.  67-75. 

49.  We  suggest  that  the  compilation  of  figures  of  unused 
overdrqft  limits  should  be  seriously  considered.  We  realise 
that  such  overdraft  limits  are  not  always  specified  in  exact 
figure  and  that  bank  managers  would  have  some  difficulty  in 
defining  them.  Nevertheless,  the  control  of  credit  by  the 
banks  operates  directly  on  the  amounts  of  overdraft  limits 
rather  than  on  actual  overdraft  facilities  used.  Hence  esti- 
mates showing  chan^  in  the  unused  overdraft  facilities  if  they 
could  be  compiled  would  be  far  more  sensitive  and  refined 
indicators  of  the  operation  of  credit  control  than  the  delayed 
reflection  in  actual  advances. 

50.  An  attempt  mi^t  also  be  made  to  separate  loans  with 
a definite  term  of  more  than  say  one  year  (such  as  tanker 
credits,  medium-term  export  credits,  and  loans  to  individuals 
for  house  purchases)  from  overdrafts  (althou^  here  again  a 
precise  distinction  may  not  always  be  possible). 

51.  Although  both  proposals  (in  paras.  49  and  50)  may 
prove  particularly  difficult  to  execute  in  practice,  and  mi^t 
also  to  produce  precise  figures,  we  feel  that  both  could 
prove  important  guides  to  changes  in  the  loan  policy  of  banks. 
We  also  feel  that  the  practical  difficulties  could  be  reduced  by 
sampling. 

52.  It  would  be  a convenience  if  interest  debited  on 
advances  (and  interest  credited  on  d^osits,  see  para.  61) 
could  be  separately  stated  as  Memorandum  Entries.  Interest 
debited  tends  to  disturb  the  advances  figure  at  certain  dates, 
but  cannot  be  regarded  as  a ‘ normal  ’ seasonal  variation 
because  the  magnitude  of  the  disturbance  depends  on  the  rate 
of  interest. 

Liabilities  of  customers  for  acceptances,  etc. 

53.  For  reasons  given  above,  we  recommend  a separate 
statement  of  acceptances  of  overseas  bills,  as  there  defin^ 
(para.  42  ; this  should  preferably  be  divided  between  sterling 
and  non-sterling  bills). 


1 We  suggest  thsc  “overseas"  securities  should  be  defined  as  securities  issued  by 
a oon-resident  pubHe  authority  or  company,  without  regard  to  the  currency  in 
which  the  security  is  denominated. 

2 For  a discussion  of  the  quesUon  of  coUecdog  statistics  of  the  market  value 
of  security  holdings  see  para.  1 8. 


54.  We  understand  that  this  item  includes  guarantees  and 
forward  exchange  engagements,  which  should  be  separated 
so  as  to  give  a clean  figure  of  acceptances. 

Liabilities 
Capital  paid  up 
Reserves 

55.  The  item  “ Reserves  ” should  be  replaced  by  a purely 
balancing  item,  the  amount  dqiending  in  part  on  the  valua- 
tion adopted  for  securities.  New  issues  for  cash,  or  the  call 
up  of  existing  capital,  during  the  period  of  the  return,  should 
be  stated  separately. 

Deposits 

56.  This  item  at  present  contains  (imder  “ deposit  and 
other  accounts  ” as  distinct  from  “ current  accounts  ”)  certain 
extraneous  elements  ; reserves  held  against  depreciation  of 
securities,  and  cert^  other  internal  accounts,  such  as  bank 
pension  frmds.  We  suggest  that  it  is  of  major  importance  to 
have  a “ clean  ” figure  of  bank  d^osits— the  indicator  of  the 
total  supply  of  deposit  bank  money.  It  is  therefore  important 
that  the  item  should  be  confined  strictly  to  d^sits  of  cus- 
tomers, and  that  the  “other  accounts”  should  be  stated 
separately  or  included  in  the  item  “ balance 

57.  We  feel  that  there  is  a serious  need  for  some  classi- 
fication of  dqsosits.  There  are  two  main  possibilities  : a 
classification  by  the  industry  of  the  holder,  corresponding  to 
the  present  quarterly  classification  of  advances  (see  para.  67)  ; 
or  a classification  by  sector,  that  is  between  : 

Central  Government 
Local  Authorities 
Public  Corporations 
Financial  Companies 
Other  Companies 

Persons — ^perhaps  separating  business  accounts  from 
private  accounts  2. 

Non-residents 

(See  also  para.  75  for  suggested  size  classification). 

58.  Therewouldbeadvantagesinaclassification  ofdeposits 

by  industry  : the  trend  of  d^osits  in  each  industry  could  be 
compared  with  the  trend  of  advances  (see  para.  67)  and  one 
aspect  of  the  liquidity  position  of  individual  industries  would  be 
revealed.  On  the  other  hand,  it  would  reveal  only  one  aspect 
of  the  financial  position  of  industry  and  would  be  very  much 
less  useful  than  the  up-to-date  picture  of  the  overall  financial 
position  of  industries  which  we  suggest  might  be  obtained 
directly  from  industrial  enterprises  (paras.  206  and  207). 
Moreover,  the  load  on  the  bank  staffs  of  classifying  dqjositors 
by  industry  would  be  very  heavy — much  heavier  than  the  work 
now  done  in  classifying  advances  because  of  the  much  greater 
number  of  depositors  than  of  debtors.  We  suggest,  therefore, 

that  a classification  by  sectors,  on  the  lines  suggested  in  the 
previous  paragraph,  which  wotUd  be  much  simpler  to  operate, 
should  be  given  priority. 

59.  The  classification  of  deposits,  whichever  basis  be  adop- 
ted, should  be  available  at  least  quarterly — at  dates  corres- 
ponding to  the  classification  of  advances  (see  para.  74). 

60.  For  the  reasons  given  in  para.  42  above,  non-resident 
accounts  should  be  separately  stated,  at  least  quarterly,  even 
if  no  classification  of  resident  accounts  should  prove  practic- 
able. 

61.  It  would  be  convenient  if  interest  credited  on  deposits 
could  be  sqjarately  stated  as  a Memorandum  l^try  (see 
para.  52). 

Acceptances,  endorsements,  etc. 

62.  The  counterpart  of  this  item  is  dealt  with  in  para.  53. 
Regional  analysis  of  bank  business 

63.  It  is  hoped  that  consideration  might  be  given  to 
analysing  advances  and  deposits  on  a geographical  basis,  in 
particular  to  separation  of  figures  for  Gotland,  Wales  and 
Northern  Ireland.  Separate  summaries  for  ffie  Scottish  banks 
and  for  the  U.K.  offices  of  the  Irish  banks  would  go  some  way 
in  this  direction. 


3  Ouse  evuy  six  montlu,  a separate  figure  is  compiled  showing  “ net  personal 
deposits"  oajy.  This  is  toe  depots,  less  advances,  of  individuals,  excluding 
accounts  Itnown  to  be  used  fbr  business  purposes.  It  is  doubtlUl  however  whether 
the  distinction  between  business  accounts  and  other  accounts  Is  worth  making. 
We  would  also  consider  it  more  useful  to  obtain  a classification  of  the  toW  of 
deposits,  rather  than  of  deposits  less  advances,  so  that  the  deposit  position  cart  be 


m separately  from  the  Mvaoces  position. 
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Notes  in  circulation 

64.  At  present  this  relates  to  Irish,  Scottish  and  Isle  of  Man 
notes.  No  change  is  needed. 

65.  This  concludes  our  review  of  the  proposed  monthly 
statement  for  all  deposit  banks,  based  on  the  present  monthly 
statement  of  the  London  Clearing  Banks. 

66.  There  are  certain  other  statistics  relating  to  the  banking 
system  (apart  from  the  Bank  of  England)  on  which  we  should 
like  to  comment. 

Quarterly  analysis  of  bank  advances  outstanding 

67.  Since  it  began  as  a regular  series  after  the  war,  the 
quarterly  classification  of  outstanding  advances,  by  industry, 
has  bKn  very  widely  used  as  a guide  to  the  effect  of  changes  ip 
credit  policy  on  different  parts  of  the  economy  and  of  their 
changing  requirements  for  bank  loans.  The  return  covers 
all  members  of  the  Briti^  Bankers’  Association.  The  series 
is  the  principal  innovation  in  banking  statistics  in  recent  years 
and  resulted  from  the  recommendations  of  the  Macmillan 
Committee. 

68.  We  would  suggest  that  the  industrial  classification 
used  in  this  return  might  be  re-examined,  so  as  to  bring  it 
more  closely  into  line  with  the  Standard  Industrial 
Clas^cation  t. 

69.  Thus  merchants  are  at  present  classified  to  the  industry 
processing  the  commodity  in  which  they  deal ; e.g.  cotton 
importers  appear  under  the  cotton  textile  industry.  This  has 
certain  advantages  ; both  merchants  and  processors  are  affec- 
ted by,  for  example,  a change  in  price  of  the  particular  com- 
modity. On  the  other  hand,  it  means  that  the  statistics  are 
never  quite  comparable  with  other  series.  In  nearly  all  other 
statistics,  wholesale  distribution  is  treated  as  a separate 
industry,  including  all  merchants,  brokers,  importers,  expor- 
ters, etc.,  other  than  retail  traders.  Again,  the  combination 
of  shipping  and  ship-building  tmder  a single  industry  heading 
appears  to  join  together  industries  of  a very  different  character. 

70.  It  would  be  convenient  if  the  statistics  of  advances 
outstanding  to  nationalised  industries,  begun  in  June  1956  and 
at  present  published  ia  connection  with  the  monthly  Clearing 
Bank  return,  but  also  including  Scottish  banks,  could  be 
absorbed  into  the  quarterly  analysis  by  industry  of  the  B.B.  A. 
For  example,  each  of  the  industrial  classifications  “ Public 
Utilities  ” and  “ Transport  and  Commtinications  ” might  be 
divide  between  “ Nationalised  Industries  ” and  “ Other 
Alternatively,  the  advan«s  to  nationalised  industries  could 
be  segregate  and  shown  as  a single  group  in  the  quarterly 
analysis  by  industry.  This  would  facilitate  the  use  of  the 
quarterly  analysis  by  industry  to  estimate  figures  for  advances 
by  sector,  which  must  be  done  in  order  to  link  the  bank  ad- 
vances to  other  financial  statistics  available  only  on  a sector 
basis  (e.g.  profits  and  bank  d^osits  if  these  are,  as  we  suggest 
in  para.  58,  classified  by  sector). 


71.  For  the  same  reasons,  we  suggest  that  the  figures  for 
pqch  industry  might  be  divided  between  companies,  unincor- 
porated buaincsses  and  other.  This  might  not  be  sufficiently 
interesting  for  separate  publication,  exc^t  to  show  a total  for 
companies,  unincorporated  businesses,  etc. 

72.  We  suggest  that  advances  to  non-residents  with 
acroiints  at  offices  in  the  United  Kingdom  (if  in  fact  signifi- 
cant) should  be  segregated  and  stated  separately. 

73.  The  coverage  of  the  quarterly  analysis  of  advances 
shovdd  be  extended  to  include  all  advances  made  by  offices 
within  the  United  Kingdom — as  we  suggest  for  the  monthly 
bank  return.  At  present  it  is  limited  to  business  within 
Great  Britain  of  Member  Banks  of  the  British  Bankers’ 
Association. 

74.  Under  present  practice,  the  analysis  of  advances  relates 
to  average  advances  during  ffie  months  of  February,  May, 
August  and  November.  It  would  be  more  convenient  for 
the  user  (although  imposing  an  extra  load  on  bank  staffs  at 
peak  periods)  if  the  analysis  could  be  assimilated  to  the  other 
banking  statistics  by  relating  to  a single  date  at  or  near  the 
end  of  eacffi  calendm-  quarter. 

75.  We  suggest  that  an  occasional — perhaps  annual — 
analysis  both  of  advances  outstanding  and  of  deposits  (com- 
bining current  and  deposit  accounts)  ^ould  be  made,  at  least 

2 For«4<nple.  the  modiScation  of  the  S.I.C  uaedby  the  National  Institute  and 
the  Board  of  Trade  ia  their  enalyais  of  the  accounts  of  public  cotnpenies  might 


on  a sample  basis,  classifying  each  by  size,  under  broad  groups, 
as  well  as  by  sector  of  holder.  2 Althou^  perfectly  unambigu- 
ous results  cannot  be  obtained  (for  example,  because  many 
customers  hold  more  than  one  account,  and  at  more  than  one 
brandi),  we  believe  that  changes  ia  the  size  disttibution  of 
deposits  and  advances  would  be  helpful  in  assessing  changes 
in  the  liquidity  position. 

The  volume  of  banking  transactions 

76.  A measure  of  the  total  transactions  in  bank  deposits 
is  required,  primarily  as  an  indicator  of  the  velocity  of  turnover 
of  the  money  supply. 

77.  A comprehensive  measiue  of  bank  transactions  might 
also  serve  as  a rough  indicator  of  very  short-term  changes  in 
economic  activity  generally,  provided  that  transactions  relating 
to  goods  and  services  can  be  satirfactorily  separated  from 
transactions  in  financial  assets  (which  in  fact  represent  the 
bulk  of  the  aggregate  value  of  cheques,  etc. , passing  (see  para. 
79)).  3 

78  The  indicator  now  available  and  normally  used  as  a 
measure  of  bank  transaction  is  the  monthly  figure  of  cheques, 
bills  etc.,  passing  through  the  London  and  provincial  clearmg 
hou^.  The  present  statistics,  however,  do  not  cover  cheque, 
etc  transactions  between  customers  of  the  same  bank,  or  local 
presentations  in  towns  where  there  is  no  provincial  clearing 
house.  To  make  the  statistics  compr^ensive  of  all  cheqi« 
etc.  transactions  would  probably  require  the  institution  of  a 
special  statistical  return  from  branches,  instead  of  the  simple 
record  of  turnover  throu^  the  clearing  houses.  In  effect,  _we 
are  suggesting  that  in  place  of  the  records  of  the  clearing 
houses,  there  should  be  a special  record,  perhaps  on  a sample 
basis,  of  all  cheques  drawn  on  customers’  accounts— a figure 
of  total  debits  or  turnover (The  last  figures  of  turnover 
published,  for  1938,  show  average  monthly  “turnover  as 
50  per  cent,  greater  than  reported  clearings). 

79.  To  render  the  figures  useful,  it  would  be  important  to 
separate  “ financial  ’’  transactions  (e.g.  Stock_  Exclmnge 
transactions).  In  the  present  series  of  bank  clearings,  this  is 
done  roughly  by  separation  of  Town  Clearings 
(dieques,  etc.,  drawn  on  branches  within  the  City  of  London). 
These  Town  Clearings  account  for  nearly  80%  of  the  total  of 
clearings  and  are  affected  by  rather  different  considerations 
from  those  determining  other  clearings.  Consideration  might 
be  given  to  the  possibility  of  obtaining  a more  accurate  guide  to 
the  volume  of  “financial”  transactions  (since  some  of  the  Town 
Gearings  are  not  financial,  and  some  of  the  clearings  elsewhere 
are  financial)  ; it  has  been  suggested,  for  example,  that  a 
cleaner  indicator  of  “ financial  ” transactions  could  be  got  by 
segregating  the  clearings  of  a handful  of  Qty  branches  instead 
of  the  80  or  so  branches  now  classified  as  “ Town”. 

80.  If  a more  comprehensive  series  were  compiled, _ we 
would  recommend  that  a geographical  division  be  maintained 

in  particular  that  separate  figures  be  published  for  Scotland, 

Wales  and  Northern  Ireland  (which  are  not  specifically 
covered  by  the  present  series  of  provincial  clearings). 

81  If  it  proved  impracticable  to  collect  figures  of  the  total 
turnover,  or  if  it  were  thoi^t  that  the  labour  involved  would 
not  be  justified  by  the  results,  we  would  suggest  that  at  least 
an  attempt  be  made  to  collect  statistics  on  a more  compre- 
hensive basis  and  in  particular  that  banks  outside  the  present 
clearing  (especially  Scottish  banks)  should  be  asked  to  provide 
figures. 

Summary  of  principal  proposals  for  Deposit  Banks 

82.  It  is  convenient  at  this  point  to  summarise  those  pro- 
posals for  improving  the  aggregate  statistics  of  d^osit  banks 


1 mftv  be  made  10  tlie  aamioJ  survey  of  deniauu  ucyv»,i.j 

samrie)  inducted  by  tbe  Federal  Reserve  Board,  analysing  accounts  by  < 
S^s  and  by  the  se«or  of  tie  bolder  (corporate  biMipess,  non-corpor^bus 
divided  between  financial  and  non-financial— non-profit 

farmers  individuals,  trust  departments  of  banks  and  foreigners).  Ooverti 
d^ste  are  excluded,  but  ar^hown  separately  ra  the  ordinary  monthly  stati 
For  results  of  1957S^ey,  see  Federal  Reserte  Bullella  May,  1957. 

3 The  statistics  of  bank  transactions,  i f they  could  be  published  within  i 
days,  would  be  availalsle  some  weete  before  the 


- aodvity 

isible  to  tell  what  factors 
1 of  eiiminacing  the  eSects 
rfsSS^^i  ch:r8;srsome“rv^^^^  from  past  experience. 

1 of  1930-31,  was  compiled  for  the  MaciniUi 


_ indicator  of  p 

ciieci  ui  -J  removed  ; _it  is  ic_,  - 

are  responsible  for  any  change  shown  : there  is  a 


Corrum^(AppSidrx'l,  Tabie?)  and  stib^uently  continued,  monthly 
of  England  Sutistical  Summary  until  the  war.  The  figures  for  Ui 
suggest  that  the  total  turnover  ia  less  volatile  than  the  figures  of 


the  Bank 
. s 1931-37 
clearings. 
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which  we  would  regard  as  of  major  importance,  and  to  which 
we  flunk  priority  should  be  attached.  These  are  fnot  neces- 
sarily in  order  of  priority)  : 

(a)  The  extension  of  the  monthly  statistics  of  deposits, 
advances  and  investments  in  securitira  and  bills  to 
cover  the  Scottish,  Northern  Irish,  overseas  and  other 
deposit  banks.  This  proposal  requires  segregation 
of  the  business  of  offices  within  the  U.K.  of  those  banks 
which  have  a considerable  amount  of  business  outside 
the  U.K.  ^ara.  31). 

(h)  Publication  of  statistics  of  purchases  and  sales  of 
securities  (paras.  44  to  46). 

(c)  ^ annual  return  showing  the  composition  of  the  secu- 
rity portfolio,  preferably  at  current  market  values 
(para.  47).  (See  also  paras.  18  to  20). 

id)  A“  clean  ” figure  ofaifi'flrtces,  free  of  “ other  accounts” 
and  items  in  transit  (paras.  40  and  48). 

(c)  “ Qean  ” figures  of  deposits  and  acceptances,  free  of 
“ other  accounts  ” (para.  56). 

if)  A classification  of  deposits,  between  sectors  quarterly 
(paras.  57  and  59). 

fg)  S^arate  figures  of  overseas  bills  discounted  and  accqi- 
ted  and  of  deposits  held  on  accounts  of  non-residents 
(paras.  42,  53  and  60). 

83.  We  are  suggestmg  aggregated  returns  for  appropriate 
groupings  of  all  deposit  banks,  incorporating  these  improve- 
ments (and,  we  hope,  the  other  suggestions  to  which  we  attach 
a lower  priority),  without  sgiarate  specification  of  the  affairs 
of  any  individual  bank.  We  woid  envisage  a monthly 
return  (except  for  (h)  (para.  46),  (c)  and  perhaps  if)). 

84.  Werecognisethatsome  of  these  proposals,  in  particular 
(/),  would  involve  substantial  additional  work  for  hard- 
pressed  bank  staffs.  Other  proposals  mean  additions  or 
changes  to  the  form  of  presentation  of  data  already  recorded. 

3.  Other  Financial  iNSimmoNS 

85.  The  general  proposal  of  Section  1 is  that  there  should 
be  adequate  and  timely  statistics  of  the  composition  of  the 
financial  assets  and  liabilities  of  the  financial  institutions, 
having  special  regard  to  their  relative  liquidity,  and  of  the 
flow  of  funds  between  them  and  other  sectors  of  the  economy. 

86.  We  have  considered  the  kind  of  records  required  from 
each  group  of  institutions  s^arately,  The  kinds  of  statistics 
required  naturally  vary  with  the  special  functions  of  ffie 
different  groups  ; the  frequency  and  detail  of  the  statistics 
needed  must  be  determined  by  the  variability  and  economic 
significance  of  the  transactions  concerned. 

Classification  of  institutions 

87.  In  dealing  with  the  records  of  the  various  kinds  of 
financial  institutioDs,  we  have  considered  ffiem  in  the  groups 
described  below.  We  realise  that  because  of  overlapping 
functions  no  completely  satisfactory  and  tidy  classification 
of  these  institutions  is  possible.  The  classification  is  intended 
only  for  convenient  consideration  of  statistical  requirements  ; 
it  is  not  necessarOy  meant  as  an  ideal  classification  for 
grouping  of  the  statistics,  when  they  appear,  in  financial  or 
economic  analysis. 

88.  The  classification  is  as  follows  : 

The  discount  market 

Special  investment  institutions  (I.C.F.C., 

F.C.I.,  C.D.C.,  C.D.F.C.,  etc.) 

Insurance  companies 

Superannuation  schemes 

Building  societies 

The  finance  of  hire  purchase  and  other 
instalment  credit 

Investment  trusts  and  other  financial 
trusts  and  companies. 


89.  The  Trustee  Savings  Banks  and  Post  Office  Savings 
Banks  are  excluded  from  this  section,  since  their  deposits  are 
lodged  directly  with  the  National  Debt  Commissioners 
(apart  from  those  in  the  Special  Investment  Departments  of 
the  Trustee  Savings  Banks)  and  it  seems  more  convenient  to 
regard  these  institutions  as  part  of  the  Central  Government 
Sector. 


The  Discount  Market  i 

90.  Analysis  of  the  operations  of  the  discount  market 
would  be  of  general  public  interest  for  three  reasons  : (a) 
the  discount  houses’  transactions  play  an  important  part  in 
relation  to  short-term  changes  in  the  liquidity  of  flie  banking 
system  ; (A)  the  discount  houses  are  important  holders  of 
short-term  Government  debt  (not  only  Treasury  bills)  ; 
(c)  the  discount  houses  are  a channel  for  the  investment  of 
short-term  funds  of  non-residents. 

91.  The  only  information  at  present  publicly  available 

about  the  discount  houses  is  the  published  annual  accounts, 
relating  to  various  terminal  dates,  of  the  eleven  houses  (out 
of  twelve)  which  are  quoted  public  companies.  But  confi- 
dential monthly  returns  are  made  to  flie  Bank  of  &igland 
and  Treasury  by  all  the  discount  houses,  showing  Treasury 
bills  held  and  fiinds  borrowed  by  source  (separating  loans 
from  overseas  banks  and  agencies)  ; and  confidential 
quarterly  returns  are  made  showing  cash  transactions  in 
Government  and  Government  guaranteed  securities.  (See 
Bank  of  England  Evidence,  Appendix  3). 2 We  suggest 

that  at  least  the  information  now  available  to  the  Bank  and 
the  "Deasury,  aggregating  all  the  discount  houses,  should  be 
published. 

92.  We  would  further  suggest  that  the  information  be 
incoiporated  in  a regular  monthly  return  showing  all  major 
operations  of  the  discount  market.  The  returns  should  be 
so  arranged  as  to  fit  the  categories  used  in  the  general  con- 
solidated account  of  the  banking  system  (see  para.  37). 
The  information  sought  from  the  discount  houses  might  be 
itemised  as  follows  : 

Liabilities 

Capital 

Reserve  or  Balance  (see  para.  55) 

Money  at  call  and  short  notice — 

Bank  of  England 
Clearing  banks 
Other  U.K.  banks 

Overseas  banks  and  other  non-residents 
, Other  sources 
Bills  rediscoimted — 

Treasury  bills 
Other 

Depositors  and  other  creditors — 

Domestic 

Non-resident 

Assets 

Cash 

Treasury  bills 
Other  bills — 

Domestic 

Overseas  (for  definition,  see  para.  42) 
Securities  (book  value) 

Loans 

Premises,  etc. 

Other  assets. 

93.  This  balance  sheet  statement  would  be  supplemented 
(as  we  suggest  for  other  financial  institutions)  by  (i)  a three- 
monthly  return  of  purchases  and  sales  of  securities  ; and  (if) 
an  annual  figure  of  the  stock  of  securities,  preferably  at 
market  prices  (see  para.  18).  In  both  statements,  securities 
should  be  divided  into — 

British  Government  and  guaranteed  securities 
according  to  maturity  date  (see  Appendix  I) 
Securities  of  U.K.  local  authorities 
Securities  of  overseas  public  authorities  and 
companies  (see  para.  46,  foomote  1) 

Other  securities, 

Special  Investment  Institutions 

94.  This  group  is  taken  to  include  the  following  in- 
stitutions, whose  special  characteristics  are  (a)  that  their 
funds  are  drawn  largely  from  the  banks  or  other  financial 
institutions  or  from  flie  Government ; thus  they  act  as,  in  a 
sense,  ‘ extensions  ’ of  the  banks,  etc.;  (A)  that  their  funds 
are  used  for  medium-  or  long-term  financing  of  industry  or  of 
economic  development  in  the  Commonwealth. 


1 Consideration  will  need  to  be  given  to  the  definition  of  the  discount  market 
for  the  pt^ose  of  statlscical  records.  For  example,  it  might  be  confined  to  those 
houses  with  a discount  account  at  the  Bank  of  England.  This  would  exclude  the 
■ running  brokets ' who  act  as  agents  only. 

2 The  returns  about  Treasury  bills  etc,,  do  not  slways  relate  at  present  to  the 
same  dates  as  the  returns  about  transactions  in  securiHa. 
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Industrial  and  Commercial  Finance  Corporation 
Finance  Corporation  for  Industry 
Air  Finance  Corporation  (.financed  by  merchant 
banlcs,  aircraft  manufacturers  and  F.C.I.) 

Ship  Mortgage-Finance  Company  (financed  by 
I.C.F.C.,  Shipping  Companies  and  insurance 
companies) 

Agricultural  Mortgage  Corporation 
Scottish  Agricultural  Securities  Corporation 
Estate  Duties  Investment  Trust  (financed  by 
I.C.F.C.) 

National  Film  Finance  Corporation  • (financed 
by  Government) 

Colonial  Development  Corporation  • (financed 
by  Government) 

Commonwealth  Development  Finance  Company 
(financed  by  Bank  of  England  and  business 
concerns) 

Tanker  Finance  Ltd. 

Tanker  Charter  Co. 

Revolving  Funds  for  Industry  and  Agriculture. 

95.  All  these  institutions  public  annual  accounts,  but 
these  are  not  always  sufficient  to  fit  their  operations  into  a 
systematic  analysis  by  source  and  destination  of  the  flow  of 
funds  into  industry.  Their  operation  are  very  diverse,  and 
we  would  not  suggest  that  a standardised  form  of  r^orting 
be  adopted.  We  would,  however,  sug^t  that  in  their 
sTiTinal  reports  (or  if  necessary  by  statistical  reports  to  be 
published  only  in  aggregate),  these  institutions  should  aim 
at  showing  : 

(a)  an  analysis  of  their  sources  of  finance  between 

Exchequer 

Bank  of  Ei^and 

Deposit  banks  and  other  banks 

Insurance  companies 

Other  sources 

(b)  an.  analysis  of  advances  by  industry,  as  is  already  done 
in  the  informative  annual  reports  of  the  I.C.F.C. 
(except,  of  course,  where  the  operations  are  confined 
to  a single  industry) ; 

(c)  where  the  finance  is  provided  by  the  purchase  of 
securities,  figures  of  purchases  and  sales  of  securities 
rather  than  (or  in  addition  to)  the  book  valuation  of 
the  securities. 

Insurance  Companies 

96.  After  the  banks,  the  insurance  companies  are  the 
largest  group  of  financial  transactors.  Their  total  assets 
(with  a book  value  of  £5,000  millions)  approach  in  size  those 
of  the  lAindon  Clearing  Banks  (£7,000  millions).  The 
annual  increase  in  die  funds  of  life  assurance  and  super- 
annuation schemes  (life  assurance  companies  being  the 
greater  part)  is  about  £500  millions  ; this  can  be  regarded  as 
rq>resenting  the  flow  of  savings  channelled  through  life 
assurance  and  siq^erannuation  sch^es  into  various  forms 
of  investment,  and  is  equal  to  one-sixth  of  the  nation’s  total 
fixed  investment.  Hence  adequate  information  about  the 
size  and  pattern  of  this  flow  of  savings  is  essential  for  financial 
analysis  of  the  economy. 

97.  Insurance  companies  are  already,  of  course,  subject  to 
specific  statutory  accounting  requirements  and  the  statutory 
accounts,  as  published  by  the  Board  of  Trade,  provide  mudi 
of  the  statistical  information  needed  to  trace  their  financial 
operations.  The  statutory  requirements  are,  however, 
designed  primarily  to  insure  prudsnt  financial  management  : 
from  the  point  of  view  of  economic  analysis,  a certain  amount 
of  additional  information  is  reqtiired. 

98.  We  are  concerned  in  what  follows  primarily  with  life 
assurance  ; and  we  suggest  only  one  addition  (in  para.  102) 
to  the  information  available  in  respect  of  other  forms  of 
insurance.  We  understand  that  mixed  coitq)aiiies  would  be 
able  to  provide,  with  an  element  of  estimating,  a separate 
analysis  of  the  assets  held  in  respect  of  life  business.  We 
would  propose  to  cover  all  companies  doing  business  in  the 
United  Kingdom,  whether  ‘ ^tablished  ’ here  or  not. 

99.  On  the  liabilities  side,  we  suggest  that  the  publidied 
information  ^onld  show  separately  increases  in  share  or  loan 
capital  due  to  new  issues  for  cash. 

• Treated  in  tEe  nadooal  accounts  as  public  coiporations,  not  as  part  ot  Central 
Oovenusent. 


100.  In  addition  to  the  statutory  annual  accounts,  it  seems 
to  us  that  it  is  necessary  to  have,  annually  : 

(a)  an  analysis  of  purchases  and  sales  of  securities  during 
the  year,  as  distinct  from  the  changes  in  book  values 
shown  in  the  balance  sheets. 

(i)  an  analysis  of  the  stock  of  securities  held  at  the  balance 
dieet  date,  preferably  eiqiressed  at  market  values  ftut 
see  para.  18  for  a discussion  of  the  issues  involved  in 
publishing  figures  of  market  values). 

101.  Both  (a)  and  (6)  above  should  be  divided  according 
to  categories  of  securities,  as  follows  : 

British  Government  securities  according  to 
maturity  date  (see  Appendix  I) 

Treasup'  bills 

Securities  of  U.K.  local  authorities 
Securities  of  overseas  public  authorities  and 
companies  (see  para.  46,  footnote  1) 

Securities  of  U.K.  companies — quoted 

— ^unquoted 

Others 

Where  an>licable,  securities  should  also  be  divided  between 
debenture,  preference  and  ordinary. 

102.  The  annual  analysis  of  the  stock  of,  and  transactions 
in,  securities  might  well  be  extended  to  cover  all  insurance 
enterprises,  not  only  life  business. 

103.  It  is  desirable  to  trace  the  purchases  of  new  issues, 
since  this  represents  the  most  direct  way  by  which  savings  are 
channelled  through  the  capital  market  into  industry.  Hiere 
are  considerable  difficulties  in  getting  significant  figures  of 
new  issues  purchased  or  held  since  insurance  companies  may 
act  as  underwriters,  or  may  buy  new  issues  for  quick  resale, 
or  may  buy  newly  issued  securities  shortly  after  the  original 
issue.  Perhaps  securiti^  issued  could  be  regarded  as  ‘ new  ’ 
for  a given  period,  say  six  months.  (Payments  in  respect 
of  ‘calls  ’ would  have  to  be  regarded  as  purchases  of  new 
issues). 

104.  We  have  concentrated  on  transactions  in  securities 
because  the  figures  statutorily  required  for  the  value  of  other 
assets  are  sufficient  to  enable  at  least  rough  estimates  to  be 
made  both  of  the  anmial  flow  of  funds  between  insurance 
companies  and  offier  sectors,  and  of  the  total  claims  held  on 
other  sectors.  In  respect  of  other  assets  than  securities,  the 
statutory  requirements  (Assurance  Companies  Act,  1909. 
TOrd  Schedule)  call  for  separate  figures  of ; 

Mortgages  of  property  within  U.K. 

Mortgages  of  property  out  of  the  U.K. 

Loans  on  parochial  and  other  rates 
Loans  on  life  interests,  reversions,  stocks  and 
shares,  companies’  policies,  personal  savings 
(each  separately) 

Rent  charges,  fre^old  and  leasehold,  ground 
rents  (eadi  separately) 

Honse  property 

Life  interests  and  reversions 

Agents’  balances 

Outstanding  premiums 

Outstanding  interest,  dividends  and  rents 

^traest  accrued  but  not  payable 

Bills  receivable 

Cash  on  deposit 

Cash  in  hand  and  on  current  account 
Other  assets  (to  be  specified) 

We  suggest  that  the  annual  r^orts  of  the  Board  of  Trade 
should,  for  the  aggregate  of  all  companies,  give  rather  more 
detail  of  the  classes  of  assets  than  at  present.  For  example, 
the  reports  do  not  s^arate  mortgages  on  property  in  the  U.K. 
from  those  outside  the  U.K.,  nor  ‘ loans  on  parochial  and 
other  public  rates  ’ from  local  authority  securities,  although 
this  information  appears  to  be  available. 

105.  We  would  also  suggest  that  loans  for  private  house 
purchase  should  be  separated  from  other  mortgages,  in  view 
of  the  importance  of  insurance  companies  in  financing  private 
house  ownership.  If  possible,  although  this  would  involve 
extra  work,  newly-erected  house  mortgages  should  be 
separated,  as  has  been  done  by  the  builffing  societies  (see 
para.  117). 

106.  The  interval  for  collection  and  publication  means 
that  the  figures  relating  to,  for  example,  1955  (that  is,  to  the 
accounting  years  ending  for  the  most  part  at  31  December 
1955)  were  not  publish^  until  October  1957.  The  ordinary 
accoimts  of  most  of  the  companies  are,  of  course,  available 
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much  sooner,  and  the  Life  Offices  Association  msikes  a 
useful  summary  of  information  much  sooner  than  the 
statutory  returns  appear  (for  example,  for  1956  in  October 
1957).  But  these  sources  provide  very  much  less  than  the 
full  details  required.  (Indeed  we  notice  with  regret  that  the 
Life  Offices  Aaociation  Rqjort  for  1952  to  1956  contains  less 
information  about  sponsored  superannuation  schemes  than 
in  earlier  years).  We  suggest  that  the  Board  of  Trade  should 
be  invited  to  consider  the  publication  of  detailed  estimates  for 
the  tot^  of  all  companies,  as  soon  as  a sufficient  number  of 
returns  are  available  to  allow  such  estimates  to  be  made  (for 
example,  it  should  be  possible  to  provide  fair  estimates  for 
the  year  well  before  the  ^d  of  the  next  year). 

107.  But  annual  figures,  even  if  they  could  be  made 
available  much  earlier  than  at  present,  are  not  really  frequent 
enou^  for  following  changes  in  so  important  an  element  in 
the  economy  as  the  flow  of  savings  through  life  assurance. 
There  are  two  aspects  which  mi^t  justify  more  frequent,  say 
quarterly,  records.  The  first  is  the  inflow  of  premiums  and 
contributions  andl  the  outflow  of  payments  on  claims, 
annuities  and  surrenders  ; the  trends  in  these  flows  are 
necess^y  very  even  and  ^ort-period  variations  (other  than 
seasonal  variations,  etc.)  are  likely  to  arise  only  on  account  of 
variations  in  the  amount  of  new  business.  The  case  for 
frequent  statistics  cannot  be  vwy  strong  where  there  is  rather 
a small  chance  of  significant  variabUity.  However,  we  feel 
that  the  arguments  should  be  examined,  having  regard  to  the 
comparatively  small  amoimt  of  labour  involved  in  collating 
the  records.  Possibly  a quarterly  figure  of  neyv  business 
(measured  by  receipts  on  new  policies  taken  out  during  the 
quarter)  mi^t  be  a sufficient  guide  to  any  changes  in  trend 
that  might  occur,  and  might  also  be  useM  to  the  insurance 
companies.  The  second  a^ect  is  the  use  made  of  the  inflow 
of  funds.  Again,  the  aggregate  inflow  of  funds  to  the  life 
assurance  companies  may  well  be  very  even.  But  there  may 
also  be  significant  short-period  differences  in  the  pattern  of 
investment.  Hence  importance  might  be  attadied  to  a 
quarterly  record  showing  ; 

(а)  purchases  and  sales  of  securities,  divided  at  least 

between 

(0  British  Govemment  and  guaranteed  securities 
(if)  other  securities 

(б)  other  loans  and  investments 

(c)  net  increase  in  cash. 

108.  In  connection  with  the  figure  of  transactions  in 
Government  securities,  it  may  be  pointed  out  that  quarterly 
figures  of  expenditure  on  British  Govemment  securities  and 
guaranteed  securities  are  already  provided  privately  to  the 
Bank  of  England  by  the  members  of  the  British  Bankers’ 
Association  and  by  discount  houses.  (See  Bank  of  England 
Evidence,  Appendix  3).  It  may  be  equally  important  to 
have  simflar  figures  from  the  insurance  companies.  It  may 
also  be  noted  that  quarterly  figures  of  expenditure  on 
securities,  by  categories  (and  on  other  assets),  are  now 
collected  for  Canadian  insurance  companies  by  the  Bank 
of  Canada. 

SUTERANNUATION  SCHEMES 

(Including-  Benevolent  Funds,  Etc.) 

109.  We  are  chiefly  considering  here  (examples  in  para. 
113)  industrial  superannuation  and  pension  schemes,  in- 
cluding those  of  the  nationalised  industries,  which  are  in- 
dq>endently  managed.  The  accounts  of  schemes  which  are 
operated  by  life  assurance  companies  are  incorporated  in  the 
present  and  proposed  returns  from  the  Ufe  assurance 
companies.  We  also  exclude  from  consideration  here  the 
Central  Government  sdiemes  : th^e  are  either  non-con- 
tributory  (the  ordinary  national  govemment  provision  for 
the  Forces  and  Civil  Servants)  ; or  they  are  contributory 
(the  Post  Office,  public  health  and  education  schemes),  but 
no  separate  investment  fund  is  maintained  and  the  account 
must  be  incorporated  in  the  accounts  of  the_  Central 
Govemment.  For  local  authority  schemes,  special  funds 
are  maintained  and  managed  by  the  local  authorities. 

110.  The  indepeudently  managed  schemes  of  private 
industry  have  a gross  income  from  contributions  (including 
deficiency  payments)  of  £129  millions  a year,  and  accumulated 
fiindsof  £l,230millionsi  ; they  add  to  their  funds  at  the  rate 
of  about  £125  millions  a year. 


The  Phillips  Committee  2 observed  that  ‘ the  in- 
formation ordinarily  available  about  occupational  pension 
sdiemes  is  inadequate  for  the  determination  of  national 
policy  ....  We  ffierefore  consider  that  information  on  this 
subject  should  be  readily  avsdlable,  and  we  recommend  that, 
for  the  future,  returns  giving  certain  minimum  statistics  about 
all  pension  schemes  provided  in  cxranection  with  employment 
should  be  submitted  at  regular,  but  not  necessarily  annual, 
intervals  to  some  central  official  agency  which  should  be 
charged  with  the  duty  of  collating  the  irfformation  obtained 
and  publishing  summary  reports.’  The  Inland  Revenue 
compUe  estimates  of  the  overall  income  and  expenditure  of 
these  funds  from  their  annual  accounts.  These  estimates 
are  the  basis  of  the  figures  given  above  and  (together  with 
the  statistics  for  life  assurance  companies)  of  the  annual 
estimates  given  in  the  National  Income  Blue  Books. 

111.  The  basic  information  about  the  schemes  thus  now 
appears  to  be  available,  provided  that  the  statistics  can  be 
k^t  up-to-date.  There  are,  however,  certain  additional 
items  of  information  about  the  ind^ndently  managed 
schemes  which  are  needed  so  that  the  operation  of  the  schemes 
can  be  compared  with  those  of  the  life  assurance  companies. 
These  are  : 

(fl)  The  disposition  of  assets.  The  only  information 
available  is  that  collected  by  Professor  Victor 
Morgan  3 in  a special  inqu^.  This  showed,  for  a 
number  of  schemes,  the  division  of  assets,  at  market 
values,  between  various  classes  of  securities  and  other 
forms  of  investment.  We  suggest  that  this  information 
should  be  obtained  annually,  at  least  from  the  larger 
schemes  (for  example,  those  with  assets  of  more  than, 
say,  £100,000)  on  the  same  lines  as  the  statistics  for 
Ufe  assurance  companies.  The  statistics  should 
show  : 

Assets 

British  Government  and  guaranteed  securities 
according  to  maturity  (see  Appendix  D 
Securities  of  local  authorities 
Securities  of  overseas  public  authorities  and 
companies  (see  para.  46,  footnote  1) 

Securities  of  U.K.  cou^anies — quoted 

— unquoted 

Other  securities 

(Where  applicable,  securities  should  also  be  divided  between 
debenture,  preference  and  ordinary) 

Mortgages  on  property 
Loans  to  local  authorities 
Other  loans 

Cash  and  bank  dqiosits 

Liabilities 

Any  loans  incurred. 

(b)  We  also  recommend,  as  for  insurance  companies,  a 
return  of  purchases  and  sales  of  securities  during  the 
year,  analysed  in  the  same  categories  as  the  analysis 
of  securities  above,  and  distinguishing  new  issues. 

(c)  The  information  about  the  terms  and  conditions  of 
schemes,  summarised  in  the  Government  Actuary’s 
survey,  should  also  be  collected  from  time  to  time. 

1 1 2.  We  are  uncertain  whether  this  additional  information 
could  best  be  collected  through  the  Inland  Revenue  who 
already  handle  the  annual  accounts  of  the  schemes,  or 
whether  special  returns  should  be  collected  throu^  other 
channels,  for  example,  the  Govemment  Actuary.  There  may 
be  a case  for  collecti^  quarterly  information,  at  least  from 
the  larger  funds. 

113.  fri  addition,  we  suggest  the  provision  of  certain 
g^dditinni^i  information  about  occupational  pension  schemes 
other  than  independently  managed  schemes  in  private 
industry. 

(a)  It  might  be  desirable  to  obtain  annual  returns  from 
local  authorities'  pension  funds,  or  at  least  those  above 
a certain  size,  in  respect  of  types  of  assets  held,  analysed 
as  above  in  para  111  (a),  and  of  purchase  and  sales  of 
securities  during  the  year.  Summary  annial  accounts 
of  income  and  expenditure  are  available  already  in 
the  Local  Government  Financial  Statistics. 
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(i)  The  information  available  about  schemes  in  private 
industry  which  are  financed  through  life  offices  does 
not  permit  a division  of  receipts  between  employers’ 
and  employees’  contributions.  This  information 
would  not  necessarily  be  recorded  by  the  life  assurance 
companies.  It  might  be  obtained  from  time  to  time 
by  direct  inquiry  (as  has  been  done  for  the  Govern- 
ment Actuary’s  survey). 


Building  Societies 

114.  Like  insurance  companies,  building  societies  already 
make  statutory  annual  returns  of  income,  expenditure  and 
balance  sheets  ; these  are  published  promptly  (April  of  the 
following  year)  by  the  Chief  Registrar  of  Frienffiy  Societies. 
The  majority  of  building  societies  also  make  a summ^ 
quarterly  return,  which  is  published  by  the  Building  Societies 
Association.  The  main  gap  is  the  absence  of  any  analysis  of 
securities  comparable  with  that  available  for  life  assurance 
companies  and  suggested  for  superaiuiuation  schemes. 
Ihe  total  of  securities  held  by  building  societies  (about  £300 
millions)  is,  however,  small  in  relation  to  that  held  by  in- 
surance companies  or  superannuation  sdiemes. 

115.  We  welcome  a number  of  improvements  recently 
made  in  the  questionnaire  issued  by  the  Chief  Re^strar.  i 
These  include  : 

(a)  Analysis  of  investments  : market  value  to  be  given  as 
well  as  book  value,  by  classes  of  securities  (British 
Government  securities  are,  however,  given  as  a single 
class). 

(b)  Purchases  and  sales  of  securities  during  the  year  to  be 
stated,  by  classes  of  securities. 

The  resulting  figures  have  not  yet  been  published  but 
we  hope  that  publication,  at  least  in  aggregate  form,  will  be 
possible.  2 We  suggest  that  consideration  should  be  given 
to  expanding  the  return  so  as  to  show  a division  of  govern- 
ment securities  according  to  maturity  groups  (see  Appendix  I). 

116.  Building  Societies’  transactions  in  gilt-edged  are 
important  and  we  suggest  that  a quarterly  return  (for  pub- 
lication only  in  aggregate)  should  be  got  of  purchases  and  sales 
of  British  Government  and  Government  guaranteed  securities 
according  to  maturity  groups  (see  Appendix  I).  This  might 
be  confined  to  the  societies  with  assets  of  over  £5  millions 
(64  in  1956  out  of  the  total  of  773  societies). 

117.  Two  other  matters  might  be  considered.  In  the 
Annual  Report  for  1954,  the  Chief  Re^trar  reported  the 
results  of  a special  questionnaire  (to  societies  with  assets  of 
over  £5  millions  only)  analysing  mortgage  advances  during 
the  year  so  as  to  show  mortgages  on  newly  erected  houses 
(about  a quarter,  in  value)  separately  from  other  mortgages. 
The  figure  of  mortga^  on  new  houses  has  a special  import- 
ance in  connection  with  the  trend  of  new  building  (it  appears 
that  in  1954  about  two-thirds  of  the  new  houses  privately 
built  were  erected  with  building  society  finance)  ; we  suggest 
ffiat  in  present  circumstances  a quarterly  return  of  mortgages 
on  newly  erected  houses  would  be  justified.  We  also 
suggest  that  the  annual  return  might  include  a return  of 
mortgages  on  property  offier  than  dwellings. 

118.  Secondly,  althou^  the  great  bulk  of  shares  and 
deposits  in  building  societies  is  subscribed  by  individuals 
and  is  thus  a part  of  personal  savings,  a certain  and  probably 
varying  proportion  is  subscribed  by  companies.  So  as  to 
distinguish  more  awurately  between  personal  and  corporate 
saving,  we  suggest  that  at  least  the  large  building  societies 
should  be  invited  to  make  this  separation  in  their  annual 
return. 


The  Financing  of  Hire  Purchase 
AND  Other  Instalment  Credit 

119.  The  monthly  statistics  published  by  the  Board  of 
Trade  since  late  1955  contain  the  main  figures  about  hire 
purchase  and  other  instalment  credit  sales  in  relation  to 
consumer  expenditure.  The  Board  of  Trade  figures  show 
(a)  the  total  sales  on  hire  purchase,  etc.,  and  (b)  changes  in 
the  debt  owed  by  customers  both  to  ret^ers  and  to  finance 
houses. 


t Report  of  CWef  Regiatiar  of  Frieodly  Societies  for  Year  1956.  Part  5. 

2 Some  societies  are  tbemsalves  publisbicg  the  Sgures  in  their  own  aruma] 
accounts. 


120.  One  improvement  that  might  be  considered  is  that 
for  each  class  of  goods  separate  figures  should  be  given 
showing  (a)  cash  dqiosits  or  ‘ down-payments  ’ (at  time  of 
purchase)  and  (i)  subsequent  r^ayments.  The  total  sales 
are,  of  course,  highly  volatile.  The  subsequent  repayments, 
deriving  from  transactions  over  the  previous  year  or  two, 
necessarily  follow  a fairly  smooth  course.  To  establish  the 
amount  of  new  credits  given  to  consumers  through  hire 
purchase,  etc.,  transactions,  the  crucial  figure  is  the  total 
sales  less  the  cash  deposits.  This  cannot  be  estimated  from 
the  total  sales,  because  the  ratio  of  cash  deposits  to  total  sales 
varies  from  time  to  time  and  between  different  commodities 
and  shops. 

121.  From  the  point  of  view  of  financial  analysis,  the  main 
gaps  in  the  present  information  are  first  that  there  is  some 
rmcertainty  about  the  comprehensiveness  of  the  statistics 
from  finance  houses  and,  secondly,  that  there  is  no  in- 
formation about  the  sources  from  which  the  finance  houses 
draw  their  money. 

122.  The  Board  of  Trade  intend  to  improve  substantially 
the  basis  and  scope  of  their  statistics,  both  from  retailers  and 
finance  houses,  by  the  Sample  Census  of  Distribution  which 
is  now  being  taken  in  respect  of  1957.  Finance  houses  will 
be  asked  to  give  an  analysis  of  the  agreements  they  have 
entered  into,  or  discoimted,  diuing  the  year  and  of  amounts 
outstanding  at  the  end  of  the  year.  3 

123.  Although  every  effort  has  been  made  by  the  Board 
of  Trade  to  secure  comprehensive  statistics,  it  seems  to  us 
highly  probable  that  comprehensiveness  caimot  be  secured 
without  a compulsory  register  of  enterprises  financing 
consumer  credit  (other  than  ordinary  retail  credit).  There 
will  certainly  be  difficulties  in  defining  the  scope  of  such  a 
register  (for  example,  whether  the  finance  of  check  trading 
should  be  included). 

124.  In  addition  to  the  monthly  statistics  already  ob- 
tained from  finance  houses  by  the  Board  of  Trade,  relating  to 
transactions  with  customers,  we  recommend  that  additional 
information  should  be  obtained  designed  to  analyse  the  flow 
of  funds  to  the  finance  houses.  We  would  suggest  that  the 
first  requirement  is  a quarterly  return  in  balance  sheet  form, 
at  least  from  all  enterprises  over  a catain  size,  and  to  be 
published  in  aggregate,  showing  : 

Assets 

Outstanding  amount  of  H.P.  accounts  receivable: — 

— ^from  retailers 
— ^from  purchasers  of  goods 
(fl)  corporate 
(b)  other 

Amount  of  receivables  purchased  from  customers  (i.e. 
trade  debtors) 

Other  credit  extended  to  businesses 

Secimties 

Cash 

Other  assets 
Liabilities 

Share  and  loan  capital  (indicating  any  new  issues  for 
cash  during  the  period) 

Reserves  or  balancing  item 

Deposits 

Outstanding  amoimt  of  bills  discounted  (excluding 
rediscounted) 

Bank  debt 

Other  liabiUties 

Contingent  liabilities,  representing  bills  discounted. 

125.  Because  of  the  wide  differences  in  accounting  methods, 
the  exact  form  of  return  will  obviously  require  careful  con- 
sideration. 

126.  The  second  item — accounts  receivable  from  customers 
other  than  retmlers — ^is  one  of  the  figures  already  obtained 
monthly  by  the  Board  of  Trade.  The  proposed  return  shohld 
probably  be  regarded  as  a quarterly  supplement  to  the  existing 
monthly  return. 

127.  The  item  ‘ deposits  ’ could  usefully  he  divided  by  term. 
Moreover,  as  we  have  suggMted  for  the  Deposit  Banks,  a 
periodical  analysis  of  deposits  according  to  type  of  holder 
would  be  valuable  (see  para.  57  for  classification), 

128.  Hire  purchase  finance  and  the  many  borderline  activi- 
ties take  a variety  of  complicated  forms.  Tlie  main  points  we 
wish  to  make  are  that  for  full  understanding  of  the  importance 
of  consumer  credit,  it  is  essential  that  the  statistics  should  be 
made  fully  comprehensive  within  a d^ed  rang®,  and  that 

i Board  o/Trade  Journal,  I7th  November  1956,  page  1023.  The  sample  census 
wUl  also  provide  informBtion  about  debt  outstanding  to  check  traders  and  to 
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information  should  be  made  available  about  the  sources  from 
which  the  finance  of  consumer  credit  is  drawn.  We  would 
not  wish  precise  recommendations  to  be  made  until  the  Board 
of  Trade,  who  have  great  experience  of  the  difficulties  involved, 
have  given  the  matter  full  consideration. 

Investment  Trusts  and  Other  Financial  Trusts  and 
Companies 


129.  The  groups  of  institutions  considered  above  omit  a 
number  of  substantial  financial  enterprises  of  which  invest- 
ment trusts  are  probably  the  most  important.  We  feel  it  is 
important  that  records  should  be  collected  at  any  rate  from 
unit  trusts  and  from  those  investment  trust  companies  whose 
shares  are  quoted  on  a stock  exchange. 

130.  The  main  items  of  infomiation  required  from  enter- 
prises in  this  category  are  concerned  with  securities.  We 
suggest  that  annual  returns  should  be  provided,  preferably  for 
calendar  years,  showing  : 

(a)  Gross  purchases  and  sales  of  securities  during  the  year. 

(b)  The  market  value  of  seciuities  held  at  the  end  of  the 
year. 

131.  Both  items  should  be  divided  into  the  foUowing 
categories  : 

British  Government  and  guaranteed  securities  accord- 
ing to  maturity  date  (see  Appendix  I) 

Securities  of  U.K.  local  authorities 
Securities  of  overseas  public  authorities  and  companies 
(see  para.  46,  footnote  1) 

Securities  of  U.K.  companies — quoted,  unquoted  (at 
directors’  valuation) 

Other  securities 

Where  applicable,  securities  should  also  be  divided  between 
debenture,  preference  and  ordinary. 

132.  As  we  have  suggested  for  life  assurance  companies, 
(para.  103),  the  statistics  of  transactions  in  securities  should 
specify  separately  purchases  and  sales  of  new  issues.  (As 
proposed  in  para.  1 03,  these  might  be  defined  as  purchases  and 
sales  within,  say,  six  months  of  issue). 

133.  We  suggest,  too,  that  annual  information  should  be 
obtained  about  outside  sources  of  finance,  in  particular  new 
capital  issues  for  cash. 

134.  There  are  numerous  financial  enterprises  which  have 
not  been  covered  by  our  recommendations.  We  suggest  that 
for  several  reasons,  including  decisions  about  the  rendering 
of  regidar  statistical  returns,  a register  of  all  financial  enter~ 
prises  (including  those  dealt  with  in  earlier  parts  of  this  section) 
should  be  compiled.  i The  registration  requirements  should 
include  sufficient  indication  of  the  nature  and  size  of  the 
business  to  make  it  possible  to  determine  whether  regular 
statistical  returns  should  be  obtained. 


135.  The  definition  of  the  enterprises  to  be  rostered  would 
not  be  at  all  easy.  We  suggest  that  the  following  considera- 
tions might  help  : (a)  the  object  is  to  include  companies,  or 
groups  of  companies,  in  whose  consolidated  balance  sheets 
financial  assets  predominate  and  physical  assets  are  relatively 
unimportant ; thus  (b)  industrisd  holding  companies  would 
be  excluded  ; (c)  unit  trusts  should  also  be  included  ; [d) 
charitable  trusts  and  other  non-profit-making  bodies  should 
however  be  excluded  (since  we  make  other  proposals  for  their 
registration  in  paras.  217  and  218). 

4.  The  Central  Government  and  The  Bank  of  England 

136.  The  improvement  of  information  about  the  financial 
operations  of  the  Central  Government  and  the  Bank  of 
England  does  not  raise  many  issues  of  collecting  new  statistics. 
The  main  problems  are  (a)  how  far  the  presentation  of  the 
information  should  be  improved  for  understanding  and 
assessing  policy  and  (6)  how  far  information  already  for  the 
most  part  available  should  be  published.  The  issue  of  pub- 
Ecation  is  discussed  in  paras.  15-17. 

Information  now  available 


137.  The  ordinary  presentation  of  the  Government  accounts 
in  the  Exchequer  Returns,  the  Finance  Accounts,  the  National 
Debt  Return,  and  the  Financial  Statement,  relates  principally 
to  the  transactions  of  the  Exchequer,  and  includes  the 
substantial  transactions  between  the  Exchequer,  other  depart- 
ments of  Government,  and  the  Bank  of  England.  It  is 
important  to  understand  these  internal  transactions  within  the 
Government,  using  the  word  in  a broad  sense,  but  far  more 
important  to  record  the  transactions  between  the  Government 
— broadly  defined — and  the  rest  of  the  economy. 


1 A compulsory  register  of ' credit  institutions  ’ hi 
the  NetberUnds  (see  Report  oTDe  NederUndsche  E 


cently  been  i 
; for  1956). 


138.  The  consolidated  current  and  capital  accounts  of  the 
Central  Government  in  a wider  sense  are  shown,  in  somewhat 
summary  categories,  in  the  National  Income  Blue  Books. 
A.n  even  more  condensed  current  account  on  the  same  lines  is 
given  quarterly  (without  a capital  account)  3-4  months  after 
the  end  of  the  quarter  concerned,  as  part  of  the  quarterly 
national  accounts  (published  in  Economic  Trends  and  the 
Monthly  Digest  of  Statistics).  These  consolidated  accounts 
form  what  is  known  as  the  ‘ economic  classification  ’ of 
Government  accounts,  in  contrast  to  what  may  be  described 
as  the  ‘ conventional  ’ accounts  (the  Exchequer  Return,  the 
Financial  Statement,  the  Finance  Accounts,  etc.).  In  the 
accounts  as  shown  in  the  ‘ economic  classification  ’,  to  which 
our  recommendations  mainly  refer,  the  Cmtral  Government 
sector  is  defined  to  include  (i)  the  Exchequer  ; (ii)  the 
Departments’,  i.e.  the  National  Insurance  Funds,  the  Post 
Office  Savings  Bank,  Trustee  Saving  Banks,  and  most  of  the 
other  funds  whose  assets  are  administered  by  the  National 
Debt  Commissioners,  the  Exchange  Equalisation  Account 
and  the  Issue  Department  (but  not  the  Banking  Department, 
see  para.  168)  of  the  Bank  of  England,  and  (iiij  the  ordinary 
Government  departments. 2 The  accounts  are  completely 
consolidated  so  that  transactions  between  these  branches  of 
the  Centra]  Government  Sector,  for  example,  sales  of  securi- 
ties by  the  Exchequer  to  the  Issue  Dej^ment,  do  not  appear. 

139.  The  Blue  Book  figures  also  have  the  advantage  of  being 
presented  in  calendar  years  which  makes  possible  compara- 
bility with  transactions  of  other  sectors. 

140.  For  general  social  accounting  purposes  this  ‘ economic 
classification  ’ displays  government  transactions  in  a way 
which  is  illuminating  and  significant  to  the  economist — and, 
we  would  say,  to  the  ordinary  man  unaccustomed  to  the 
traditional  conventions.  It  also  throws  much  light  on  the 
specifically  financial  transactions  which  are  our  interest  here. 
We  feel,  however,  (a)  that  more  detailed  information  on  a 
social  accounting  basis  is  badly  needed  about  financial  trans- 
actions ; (b)  that  the  accounts  of  Central  Government 
transactions  should  be  supplemented  by  a corresponding 
statement  of  the  ‘ stock  ’ of  financial  assets  and  liabilities  ; 
(c)  that  in  addition  to  improving  the  information  on  a social 
accounting  basis  for  the  Central  Government  in  the  broad 
sense,  some  amendments  and  amplifications  are  required 
of  the  statistics  and  accounts  of  the  constituent  parts  of  the 
Central  Government  Sector.  We  deal  with  these  three 
aspects  in  turn. 

141.  There  are  two  ways  of  approach  to  the  problem.  One 
method  would  be  to  seek  a radical  revision  of  the  whole 
complex  structure  of  Government  accounting,  both  of  the 
accounting  process  and  of  the  methods  of  presentation.  The 
radical  reformer,  if  accustomed  to  think  in  terms  of  social 
accounts,  would  no  doubt  seek  to  remould  the  ‘ conventional  ’ 
accounts  broadly  on  the  principles  of  classification  used  in  the 
National  Income  Blue  Books.  But  for  the  immediate  future, 
we  would  prefer  a different  approach.  We  recognise  that  the 
‘ conventional  ’ accounts,  although  at  certain  points  obscure, 
ambiguous  and  anachronistic,  are  on  the  whole  adapted  to 
present  methods  of  operation  and  to  the  present  financial  and 
administrative  organisation  : to  a great  extent  they  are  bound 
up  with  statutory  requirements  and  are  at  present  regarded  as 
the  most  ^ective  means  of  Parliamentary  control ; further, 
their  complexities  have  become  familiar  to  many  who  have  to 
use  them.  Rather  than  seek  radical  transformation  of  the 
‘ conventional  ’ accounts,  we  therefore  regard  it  as  preferable, 
in  general,  to  propose  that  the  social  accounting  principles  or 
‘ economic  classification  ’ — in  our  view  reasonably  straight- 
forward and  intelligible — should  be  further  developed  as  a 
supplementary  form  of  presentation,  adapted  to  increase  the 
understanding  not  only  of  the  economist  but  also  of  the  ordi- 
nary man.  This  was,  broadly,  the  approach  adopted  by  the 


2 The  Central  Government  seelor  also  includes  the  Government  of  Northern 
Itelend,  the  Regional  Hospital  Boards  and  a number  of  other  bodies  and  funds 
for  which  separata  accounts  are  maintained  in  the  ‘ conventinnal  ’ accounts.  For 
a fUU  dascription,  see  l^aslonal  Income  Suuisiles:  Sources  and  Methods, 
p.  179  et  seq.  Other  charfcteristics  of  the  ' economic  classification ' are  : (o) 
Transactions  are  classified  according  to  their  nature,  inespective  of  the  admini- 
strative organisation,  statutotx  authority,  etc.  Thus  all  interest  payments  (whether 
.. — cL-.r—.v  -re  put  together.  Ail  forms  of  borrowing,  or  oflending, 


a 


ayable-rec^able ' I 


n the , ' economic  classification ' are  s< 


far^as  possible  on  a 


the  accruing  interest 


to  which  this  is  possible  is  limited,  because  the 
nostly  on  n cosh  basis.  However,  the  commercl^ 

m National  Savings  Certificates  is  iucluded. 
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Crick  Comnutteei  which  surveyed  the  field  of  Government 
accounts  in  1950.  That  committee  recommended  a number 
of  changes  in  Govenunent  accounting  practice,  many  of  which 
have  since  been  adopted,  and  in  particular  urged  that  more 
emphasis  should  be  placed  on  the  ‘ economic  classification 

142.  We  therefore  take  the  ‘ economic  classification  ’ of  the 
Central  Government  accounts  as  a basis  for  discussion.  Our 
general  objects  are  to  secure  the  provision  of  additional 
figures  designed  to  provide  more  detafi,  and  more  up-to-date 
iirformation,  about  the  borrowing  and  lending  operations  of 
the  Government,  and  in  particular,  to  show  more  clearly  the 
ways  in  which  Government  financing  operations  residt  in 
chiiges  in  the  amount  of  liquid  assets  available  both  to  the 
banking  system  and  to  the  rest  of  the  economy.  We  do  not 
necess^y  suggest  that  the  additional  information  required 
for  these  purposes  should  all  be  shown  in  the  National  Income 
Blue  Books.  Some  other  medium  of  publication  may  be 
more  appropriate.  But  the  figures  given  should  be  consistent 
with  the  summary  presented  in  the  Blue  Book. 

The  Current  Flows  of  Lending  and  Borrowing  by  the 
Central  Government  Sector 

143.  The  capital  account  of  Central  Government  is  displayed 
in  theNationd  Income  Blue  B^k  CBlueBook  1957,  Table  37). 
The  items  needing  comment  here  are  those  described  in  the 
Blue  Book  as  follows  : 

‘ New  issues  and  sales  of  securities  (net)  : 
long-term  securities  : 

For  cash 

On  acquisition  of  the  capital  of  certain  under- 

faVingsZ 

Tax  reserve  certificates 

Other.’ 

144.  The  content  of  these  items  is  described  in  ‘ National 
Income  Statistics  : Sources  and  Methods  page  208.3  The 
figures  represent  the  net  amount  of  cash  received  or  paid  ; 
they  relate  to  the  Central  Government  in  the  wide  sense  used 
in  Ae  Blue  Book,  and  thus  cover  transactions  with  the  public 
but  exclude  transactions  with  the  ‘ Departments  The 
figures  of  course  may  differ  very  substantially  from  those 
which  might  be  derived  from  changes  in  the  nominal  amounts 
of  National  Debt  outstanding. 

1 45.  The  Blue  Book  capital  account  of  Central  Government 
appears  annually.  We  suggest  that  consideration  should  be 
given  to  the  publication  of  quarterly  figures  on  the  same  lines, 
although — if  it  should  be  regarded  as  absolutely  necessary — 
with  less  detail.  The  capital  account  of  Central  Government 
is  a conspicuous  omission  from  the  tables  now  making  up  the 
quarterly  national  accounts.  Even  if  a complete  capital 
account  were  found  impracticable,  there  seems  no  reason  why 
certain  items  in  it  should  not  be  published  quarterly.  We 
suggest,  for  instance,  fixed  capital  formation  and  increases  in 
value  of  stocks  ; borrowing  and  lending  transactions  with 
overseas  Governments  ; net  lending  to  public  corporations  ; 
net  lending  to  local  authorities  ; net  chan^  in  Treasury  bills. 
Each  of  these  series,  on  a quarterly  basis,  would  be  v^uable 
in  its  own  ri^t.  Indeed,  we  suggest  that  monthly  publication 
of  some  of  these  series  should  be  seriously  considered. 

1 46.  In  addition  we  would  like  to  suggest  that  the  possibility 
of  publishing  more  quickly  the  annual  Central  Government 
capital  account  might  be  considered.  The  Blue  Book,  with 
figures  for  the  preceding  calendar  year,  does  not  appear  until 
September.  The  final  figures  for  Central  Government  cannot 
be  complete  much  sooner,  since  many  of  them  must  await 
the  compilation  of  the  Appropriation  Accoimts.  But  for 
most  of  the  capital  items,  figures  must  be  available  much 
sooner.  We  sug^t  that  preliminary  anntial  estimates  might 
be  issued  as  early  as  possible  in  the  year. 

147.  We  would  suggest  further  that  the  logic  of  using  the 
‘ economic  classification  ’ in  analysing  the  past,  in  the  Blue 
Book,  the  quarterly  accounts,  and  the  Economic  Survey, 
should  be  pursued  to  the  extent  of  converting  the  Budget 
estimates  into  the  same  terms.  It  h^  been  recogtused  for 
long  enough  now  that  the  ‘ conventional  ’ classification  does 
not  adequately  describe  the  part  played,  or  expected  to  be 
played,  by  the  Budget  in  its  present  function  as  a balancing 


1 Final  Report  of  the  Conuorttee  oa  the  Form  of  Goyenuaent  Accounts 
(Cmd.  7969). 

2 This  item  (asexplainedoapp.  67-8  of  the  Blue  Book  !9i7)  relates  to  special 
traosactioss  in  connection  with  nationalisation  and  need  not  concern  us  further.  - 

3 Soine  revisions  of  content  the  of  these  items  are  described  in  the  Natiaaal 
Income  Blue  Book,  1957,  page  67. 


element  in  the  economy  as  a whole.  The  expected  impact 
of  the  Budget  on  the  economy  needs  analysis  in  the  same 
language  as  that  now  widely  used  officially  for  describing  the 
impact  of  Government  transactions  in  the  past.  In  the  field 
of  financial  analysis,  the  possibilities  of  forecasting  are,  of 
course,  limited  and  it  is  obviously  not  suggested  that  separate 
forecasts  should  be  made  for  each  class  of  financial  trans- 
actions ; what  is  suggested  is  (a)  an  estimate  of  the  surplus 
on  current  account  based  on  the  ‘ economic  classification  ’ 
of  current  expenditure  and  receipts  ; (b)  a forecast  of  fixed 
capital  information  and  stock  changes  and  of  certain  other 
non-financial  items  in  the  capital  account  (all  implied  by  the 
‘ conventional  ’ Estimates)  ; (c)  conversion  into  the  ‘ econo- 
mic classification  ’ of  those  financial  transactions  for  which 
forecasts  are  already  made  in  the  Financial  Statement  (for 
example,  certain  ‘ below  the  line ' transactions).  This  would 
of  course  leave  a large  balancing  item  of  net  borrowing  or 
lending  but  would  nevertheless  be  more  informative  than  the 
forecasts  now  made. 

148.  We  further  recommend  certain  extensions  to  the  in- 
formation now  provided  in  the  Blue  Book.  In  the  first  place, 
the  item  nef  sales  of  long-term  securities  for  cash  should  be 
broken  down  by  t^  of  security.  ‘ Long-term  securities  ’ 
here  means  all  securities  other  than  Treasury  bills.  As  a 
nunimum,  we  would  suggest  a classification  of  securities  on 
the  same  lines  as  that  recommended  for  the  transactions 
of  financial  institutions.  This  means,  principally  an  analysis 
of  purchases,  sales  and  redemptions  of  British  Government 
and  guaranty  securities  according  to  maturity  date  (on  the 
lines  suggested  in  Appendix  I). 

149.  It  is  of  course  important  for  financial  analysis  that 
transactions  should  also  be  divided  according  to  the  secto  • 
buying  from  or  selling  to  the  Government.  General  methods 
for  estimating  such  an  analysis  are  suggested  in  paras.  163  and 
1 M below.  In  the  case  of  tax  reserve  certificates,  however,  we 
might  suggest  at  this  point  that  an  effort  might  be  made,  from 
the  records  of  tax  reserve  certificates  redeemed,  to  separate 
the  rhatigp.s  in  holdings  between  companies  and  persons. 

150.  The  item  ‘ Other ' in  the  Blue  Book  table  now  covers 
(a)  transactions  in  Treasury  Bills  (other  than  bills  held  by 
Departments  ; (6)  the  net  increase  in  Ways  and  Means 
Advances  by  the  Bank  of  England  (the  Banking  Department 
being  regarded  as  outside  the  Central  Government).  We  sug- 
gest that  these  items  should  be  separately  stated  since  financing 
by  Ways  and  Means  Advances  may  have  a different  signifi- 
cance for  financial  analysis  from  financing  by  Treasury  Bills. 

151.  Another  item  in  the  Blue  Book  table  which  calls  for 
some  further  specffications  is  that  described  as  ‘ Miscellaneous 
financial  receipts  (nef)  and  changes  in  cash  balances  This  is 
essentially  a residual  item  in  the  table  and  consists  of  a variety 
of  transactions  for  many  of  which  separate  figures  are  in  fact 
available  (thou^  not  all  published)  from  various  sources  in 
the  ‘ conventional  ’ Government  accounts.  We  suggest  that 
it  would  be  helpful  if  the  constituents  of  this  item  could  be 
separately  stated  (not  necessarily  in  the  Blue  Book  itself).  In 
the  first  place,  the  transactions  concern  various  sectors  of  the 
economy,  and  need  to  be  shown  separately  if  figures  of  inter- 
sector  lenfling  are  to  he  derived  from  the  table.  For  instance, 
the  item  includes  the  changes  in  trade  debtors  and  creditors 
of  the  trading  departments  (net  borrowing  from,  or  lending 
to,  the  company  sector),  and  changes  in  cash  and  bank  bal- 
ances of  the  Government  departments,  not  only  of  the  Ex- 
chequer (net  borrowing  from,  or  lending  to,  the  financial 
sector).  In  the  second  place,  we  believe  that  the  Blue  Book 
form  of  presentation  would  gain  in  authority  and  accepta- 
bility if  it  could  be  supported  by  a rather  greater  amount  of 
^tail. 

152.  The  remaining  financial  items  in  Blue  Book  Table  37 
are,  for  the  most  part,  traceable  from  other  published  sources 
in  greater  or  less  detail.  Precise  breakdowns,  however,  are 
often  impossible  (a)  because  of  uncertainty  about  classification 
of  doubtful  items  ; (b)  because  the  other  published  sources 
are  in  many  cases  accounts  for  the  financial  not  the  calendar 
year  ; (c)  because  the  other  sources  (for  example,  the  ‘ below 
the  Iffie’  transactions  in  the  Exchequer  accounts)  show  only 
the  transactions  of  the  Exchequer  with  another  government 
account,  not  the  transactions  of  the  Government  with  the 
rest  of  the  economy.  (For  example,  the  Blue  Book  shows 
loans  to  local  auffiorities  from  the  Local  Loans  Fund,  which  is 
the  point  at  which  the  loan  acquires  significance  ; the  ‘ below 
the  line  ’ item  is  loans  by  the  Exchequer  to  the  Local  Loans 
Fimd,  which  may  differ  significantly)  ; and  (rf)  the  Blue  Book 
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figures  of  loan  transactions  with  overseas  governments  are 
consistent  with  the  corresponding  figures  in  the  Balance  of 
Payments  White  Papers,  but  those  for  various  accounting 
reasons  are  not  identical  with  the  detailed  figures  in  the 
‘ conventional  ’ government  accounts. 

153.  Because  of  these  accounting  differences,  we  suggest 
that  the  usefulness  of  the  Blue  Book  system  of  presentation 
would  be  greatly  increased  if  supplementary  tables  could  be 
published  showing  in  some  detail  the  constituent  elements  in 
all  the  Blue  Book  items  in  the  capital  account  of  Central 
Government.  Essentially,  what  is  needed  is  enough  detail  to 
fit  the  specific  items  of  the  ‘ conventional  ’ classification 
wherever  possible  into  the  broad  categories  of  the  ‘ econonnc 
classification  ’. 

Total  Financial  Assets  and  Liabhities  of  the  Central 
Government  Sector 

1 54.  An  entirely  false  idea  of  the  financial  obligations  of  the 
Government  is  conveyed  to  the  public  by  the  annual  figures 
of  the  total  of  National  Debt  outstanding.  We  suggest  that 
the  Blue  Book  analysis  of  the  flow  of  funds  during  the  year 
should  be  supplemented  by  an  annual  statement  of  the 
financial  assets  and  liabilities  of  the  Central  Government,  still 
taking  the  ‘ Central  Government  ’ in  the  wide  sense  used  in 
the  Blue  Book.t  Thus  we  would  include  all  the  financial 
assets  and  liabilities  of  the  ordinary  government  departments  ; 
of  the  National  Insurance  Funds  ; Post  Office  Savings  Bank 
and  other  funds  administered  by  the  National  Debt  Commis- 
sioners ; of  the  Exchan^  Equalisation  Accoimt  and  of  the 
Bank  of  England  Issue  Department  (but  not  the  Banking 
Department).  We  would,  similarly,  exclude  liabilities  of  one 
part  of  the  Central  Government,  thus  defined,  to  another  ; 
for  instance,  the  ‘ liability  ’ of  the  Exchequer  to  the  Bank  of 
England  Issue  Department  in  the  form  of  Government 
securities  held  by  the  latter  would  not  appear. 

155.  For  consistency  with  the  accounts  of  the  rest  of  the 
economy,  it  is  desirable  that  this  statement  should  refer  to  the 
end  of  the  calendar  year  rather  than  to  the  end  of  the  financial 
year  (althou^  if  a quarterly  account  of  transactions  is  pub- 
lished in  the  same  detail  as  the  annual  account,  the  date  chosen 
would  not  be  important). 

1 56.  This  statement  of  financial  assets  and  liabilities  would 
not,  of  course,  represent  a complete  ‘ balance  sheet  ’ of  the 
Central  Government.  We  would  not  suggest  any  attempt  to 
include  a complete  statement  of  the  Government’s  physical 
assets  ; the  problems  of  making  a sensible  valuation  of  the 
physical  assets  need  not  be  gone  into  here.  2 

157.  A proposal  to  publish  a statement  of  assets  and  liabili- 
ties was  made  by  the  Crick  Committee  in  1950.3  it  was 
rejected  by  the  Government  on  the  ground  that  ‘ statements 
of  assets  and  liabilities  in  the  form  proposed  present  great 
practical  difficulties,  and  they  could  only  be  compiled  at  very 
considerable  cost  in  manpower.  Moreover,  as  the  Commit- 
tee themselves  recognise,  any  such  statement  would  inevitably 
suffer  from  serious  omissions  and  difficulties  of  interpre- 
tation’.^ We  can  only  suggest  that  the  matter  should  now 
be  reconsidered,  in  the  light  of  the  much  greater  importance 
attachednow  than  in  1950  to  Government  financial  operations 
as  an  instrument  of  economic  policy  ; we  would  also  strongly 
maintain  that  the  omissions  and  difficulties  of  interpretation 
of  the  existing  statements  of  Government  assets  and  liabilities 
are  far  more  serious  than  those  of  a reformed  presentation. 

158.  We  suggest  that  the  general  principles  and  form  of  the 
statements  of  Vandal  assets  and  liabilities,  and  the  grouping 
of  items,  should  follow  that  of  the  present  capital  account 
of  Central  Government  given  in  ffie  National  Income  Blue 
Book  (Blue  Book,  1957,  Table  37)  with  the  additional  detail 
suggested  above.  The  statement  could,  for  example,  show 
securities  grouped  by  maturity  dates  and  not  show  each 
security  separately  (as  they  are  shown  in  the  National  Debt 
return  and  Financial  Accounts).  The  statement  and  treat- 
ment of  stocks  would  then  be  consistent  with  those  of  the 


1 For  defbicion,  see  para.  138. 

2 The  values  of  the  fixed  assets  aod  stocks  of  the  trading  departnienta  are  (dvcn 
in  the  Trading  Accounts.  The  valuationof  other  physical  assets— office  buildings, 
ro^,  luds^parks.  museums,  etc. — is  perhaps  a matter  for  economic  statisticians 

3 Final  Report  of  the  Committee  on  the  Form  of  Government  Accounts  (Cicd. 
7969),  paragraphs  82.90  and  Recommendation  15.  The  Crick  Committee's 
recommendatioo  was  less  radicai  than  that  suggested  here,  since  they  did  not  sug- 
gest the  exclusion  of  ‘ Departmental ' holdings  of  Government  securities. 

4 Statement  by  Mr.  Jay  (cbes  Financial  Secretary)  indicadng  views  of  H.M.G. 
on  recommendations  of  Crick  Committee.  Hansard,  21at  June  1951,  Columns 
73-5  of  ‘ Written  Answers  ’. 


annual  flows  of  funds,  although  the  actual  figures  of  year  to 
year  changes  would  not  always  be  reconcilable  where  changes 
in  capital  valuation  occur  (see  para.  161). 

159.  The  statement  of  the  total  assets  and  liabilities  raises, 
however,  a number  of  points  which  are  less  important  in  a 
statement  of  current  transactions  : 

(a)  Valuation.  In  our  proposals  for  improved  state- 
ments of  assets  and  liabilities  of  financial  institutions, 
we  have  recommended  the  use  of  market  values  in  the 
valuation  of  marketable  securities  (see  para.  18).  We 
would  greatly  prefer  that  the  assets  and  liabilities 
of  Central  Government  in  the  form  of  securities 
should  also  be  given  at  market  value  wherever  possible. 
If  the  proposed  statement  were  to  show  each  security 
separately,  conversion  by  the  user  from  nominal  to 
market  values  of  quoted  securities  would  be  tedious 
but  not  impossible.  Since  we  suggest  a number  of 
groups  of  securities,  estimation  of  market  values  by 
the  user  could  only  be  very  rough.  At  least,  a state- 
ment expressed  in  nominal  values,  divided  into  groups 
according  to  periods  of  maturity  would  be  required. 

(5)  la  some  cases  a decision  must  be  taken  whether  and 
how  to  include  certain  dubious  assets  and  liabilities  ; 
such  problems  already  arise  in  the  ‘ conventional  ’ 
presentation.  For  example,  the  statement  of  the 
‘ Capital  Liabilities  and  Estimated  Assets  of  the  State  ’, 
shown  annually  in  the  Finance  Accounts,  excludes  ex- 
ternal debt  arising  from  the  1914-18  war  ; includes 
Suez  Canal  shares  at  market,  not  nominal,  values,  thus 
showing  the  fall  in  market  values  during  195^57  as  a 
decline  in  the  ‘ Estimated  Assets  ’ of  ‘ the  State ' 
(although  the  shares  of  the  British  Petroleum  Company 
are  entered  at  cost)  ; and  states  separately  from  the 
main  table  a number  of  assets  in  the  form  of  war-time 
loans  to  allied  Governments. 

(c)  The  Crick  Committee  recommended  that  a statement 
of  Government  liabilities  should  include,  as  a separate 
schedule,  deferred,  contingent  or  actuarial  liabilities, 
for  instance,  an  actuarial  estimate  of  future  pension 
liabUities.  We  fee!  this  suggestion  is  worth  considering 
since  such  liabilities  involve  commitments  for  future 
Government  expenditure. 

160.  Our  proposed  statement  of  the  financial  assets  and 
liabilities  of  the  Central  Government  would  differ  radically  ia 
form  and  content  from  the  ‘conventional’  figures  of  the 
‘ National  Debt  ’ shown  in  the  National  Debt  return  and  the 
Finance  Accounts.  Thus  : 

(a)  Our  statement  would  exclude,  whereas  the  ‘ conven- 
tional ’ statement  includes,  ffiat  proportion  of  the 
‘ National  Debt  ’ which  is  held  by  various  branches 
of  the  Government  and  by  the  Bai^  of  England  Issue 
Department.  Unofficial  estimates  suggest  that  at 
least  one  fifth  of  the  securities  included  in  the  ‘ con- 
ventional ’ statement  of  the  National  Debt  is  held  by 
these  agencies  and  is  thus  ‘ owed  ’ by  one  department 
of  Government  to  another.  Thus  the  figure  of  gross 
Government  financial  liabilities  would  be  substantially 
reduced  from  the  apparent  and  familiar  total  of  about 
£27,000  millions.  The  difference  in  the  figure  is  big 
enough  to  be  regarded  as  significant  from  the  point 
of  view  of  policy.  For  our  part,  we  cannot  believe 
that  any  virtue  lies  in.  presenting  an  apparent  total  of 
‘ National  Debt  ’ of  which  a large  proportion  consists, 
as  it  were,  of  liabilities  from  the  right  hand  of  the 
Government  to  the  left,  and  which  varies  from  time 
to  time  for  reasons  which  cannot  be  generally  under- 
stood. The  financial  liability  of  the  Government,  in 
a wide  sense,  to  the  rest  of  the  community  and  to 
foreigners  is,  in  principle,  an  intelligible  and  important 
ma^tude.  The  ‘ National  Debt  ’,  in  the  terms  ia 
. which  it  is  now  defined,  is  neither. 

(6)  Our  proi»sed  statement  would  include,  whereas  the 
‘ conventional  ’ statement  excludes,  some  quite  large 
assets  and  liabilities  of  Government  departments  in 
respect  of  the  rest  of  the  economy,  and  of  foreigners. 
The  largest  of  these  items  is  the  liability  of  the  Post 
Office  Savings  Bank  and  Trustee  Savings  Bank  to  their 
depositors.  Other  items  are  assets  and  liabilities  in 
the  form  of  trade  debts  and  credits  of  the  trading  and 
military  supply  departments  (often  quite  large  and 
variable),  cash  balances  of  departments  (other  than 
those  in  the  hands  of  the  Paymaster  General  and  the 
small  and  stable  Exchequer  balance  at  the  Bank  of 
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England)  and  any  loans  made  by  Government  Depart- 
ments from  Supplementary  issues  ‘ above  the  line  ’ 
which  are  not  recorded  as  assets  in  the  Finance 
Accounts. 

161 . The  change  in  valuation  of  assets  and  liabilities  in  the 
form  of  securities,  from  one  year-end’s  statement  to  the  next, 
would  not  of  course  agree  with  the  net  expenditure  on  securi- 
ties as  given  in  the  annual  statement  of  capital  transactions. 
This  difference  would  arise  whether,  in  the  statement  of  the 
stock  of  assets  and  liabilities,  securities  were  valued  at  market 
price  or  at  nominal  values.  A general  explanatory  note  would 
be  required  covering  the  case  of  securities.  Where  revalua- 
tion of  other  assets  or  liabilities  arises  (for  example,  revalua- 
tion of  debts  in  foreign  currencies  for  a change  in  exchange 
rates),  a specific  note  would  be  required. 

1 62.  The  kind  of  table  envisaged,  showing  the  stock  of  assets 
and  liabilities,  is  set  out  in  Appendix  HI. 

Analysis  of  holdings  of  Government  liabilities 

163.  It  is  important  for  the  operation  offinandal  policy  and 
especially  for  management  of  Government  debt,  and  for  the 
understanding  of  policy,  that  there  should  be  some  knowledge 
of  the  distriWtion  of  holdings  of  different  categories  of 
Government  securities  between  different  cate^ries  of  holders 
— banks,  other  firiancial  institutions,  non-residents,  industrial 
companies,  the  personal  sector.  The  reactions  of  these 
groups  to  changes  in  policy  may  well  be  very  different.  Of 
course,  this  is  already  taown  in  broad  terms  to  the  responsible 
authorities,  but  neither  the  totals  held,  nor  the  changes,  can 
be  known  at  all  precisely  from  existing  sources  of  information 
published  or  unpublished.  If  the  recommendation  in  this 
report  for  provision  by  financial  institutions  of  more  particu- 
lars of  securities  held,  at  market  values,  were  carried  out, 
knowledge  of  holdings  in  this  field  would  become  much  more 
precise.  This  would  still  leave  a great  deal  of  uncertainty 
about  holding  of  Government  debt  by  industrial  companies, 
by  non-residents  and  by  the  personal  sector.  As  we  suggest 
^low,  some  regular  statistics  might  he  obtainable  directly  at 
least  from  the  larger  industrial  companies.  But  statistics  are 
never  likely  to  be  obtainable  directly  from  all  companies,  from 
non-residents,  or  from  the  personal  sector. 

164.  We  suggest,  therefore,  that  an  effort  should  be  made  to 
obtain  an  analysis  of  holdings  by  using  the  registers  of  Govern- 
ment stock  (pCThaps  by  investigation  on  a sampling  basis). 
We  realise  that  there  are  many  difficulties,  in  addition  to  the 
very  considerable  amount  of  labour  involved.  One  formid- 
able difficulty  is  the  no  doubt  lar^  proportion  of  stock  which 
is  not  registered  in  the  name  of  the  real  owner — a problem 
ttat  mi^t  be  overcome  in  part  by  further  inquiries  from  the 
nominal  holders.  In  addition,  the  description  of  the  holder 
in  the  register  may  often  fail  to  indicate  the  sector  to  which  he 
should  be  allotted.  Nevertheless,  we  believe  that  the  possibi- 
Uties  of  this  method  of  investigation  should  at  least  be  investi- 
gated by  experimental  inquiries.  We  suggest  below  (para. 
23Q  that  the  same  kind  of  method  should  be  used  to  analyse 
holdings  of  industrial  securities  (some  pilot  samples  have 
already  been  analysed  by  the  Board  of  Trade).  The  same 
method  might  be  extended  to  holdings  of  National  Savings 
meffia  and  Trustee  Savings  Bank  and  Post  Office  Savings  Bank 
deposits  if  the  non-personal  holdings  were  thought  to  be  large 
enough. 


The  Bank  op  England  RjetOrn 

165.  We  feel  that  for  understanding  of  the  financial 
problems,  it  is  essential  that  a clearer  statistical  picture  should 
be  given  of  the  Bank’s  operations. 

166.  In  the  ‘ economic  classification  the  Issue  Department 
is  treated  as  a constituent  part  of  the  Central  Government 
sector.  The  Department’s  ‘ assets  ’ (except  for  the  small 
amounts  of  gold  coin,  bullion,  silva-  coin  and  of  non-Govem- 
ment  securities)  are  Government  securities,  Treasury  Bills  and 
Ways  and  Means  Advances  which,  being  claims  against  other 
parts  of  the  Central  Government  sector,  disappear  in  the 
consolidated  account.  Hence  in  the  ‘ economic  classifica- 
tion ’ the  only  direct  reflection  of  the  Issue  Department’s 
operations  is  ffie  change  in  the  note  issue,  shown  in  the  Cen- 
tral Government  capi^  account  as  a liability  of  the  Central 
Government  sector. 

167.  Unless  fairly  full  details  of  the  operations  of  the  Issue 
Department  can  be  given,  we  take  the  view  that  the  Issue 
Department  should  continue  to  be  regarded  as  a part  of  the 


Central  Government  sector.  In  view  of  the  nature  of  the 
Issue  Department's  activities,  in  particular,  the  close  connec- 
tion between  the  composition  of  the  Issue  Departments’ 
portfolio  of  Government  securities  and  the  authorities’ 
operations  in  the  gilt-edged  market,  we  feel  that  consolidation 
of  its  transactions  with  those  of  the  Central  Government  is 
preferable  to  a consolidation,  with  the  transactions  of  the 
Banking  Department  as  part  of  the  banking  sector. 

1 68.  On  the  other  hand,  we  feel  that  the  Banking  Department 
should  not  be  included  in  the  Central  Government  sector, 
because  its  activities  are  part  of  the  banking  system. 

Banking  Department 

169.  We  suggest  however  that  serious  consideration  should 
be  given  to  provision  of  certain  additional  information  about 
the  Banking  Department  (not  necessarily  as  part  of  the 
regular  weeldy  Bank  return)  monthly  or  quarterly. 

170.  On  the  liabilities  side,  we  suggest  reconsideration 
of  the  item  ‘ Bankers’  deposits  ’ ; our  main  concern  is  that 
the  item  should  be  defined  (or  if  necessary  sub-divided  or 
extended)  so  as  to  show  a figure  for  the  aggregate  of  deposit 
banks  as  defined  in  Section  2.  This  is  necessary  to  obtain 
figures  consistent  with  the  consolidated  account  of  the 
‘ banl^g  system  ’ there  suggested. 

171.  We  also  suggest  (as  for  deposit  banks)  that  non-resident 
accounts  (Iwffi  sterling  and  non-sterling)  should  be  separately 
specified  ; ifnotseparatelypublishedintheBankofEngland’s 
return,  the  figures  should  at  least  be  available  so  that  a total 
of  non-resident  deposits  at  all  banks,  including  the  Bank 
of  En^and,  can  be  included  in  the  consolidated  statement  for 
the  whole  banking  system. 

172.  On  the  assets  side,  the  main  issue  is  the  desirability  of 
publishing  details  of  the  composition  of  holdings.  Ultimately 
it  involves  the  issues  of  policy  to  which  we  referred  in  general 
terms  in  Section  1.  We  suggest  that  the  question  might  be 
reviewed  in  terms  of  publishing — preferably  monthly,  but 
after  a suitable  interval  — the  kind  of  grouping  of  assets  which 
we  have  suggested  for  financial  institutions,  viz  : 

Treasury  bills 

Ways  and  Means  Advances 

Government  and  guaranteed  securities  according  to 
maturity  date  (see  Appendix  1) 

Overseas  securities  (see  para.  46,  footnote  1) 

Other  securities 
Commercial  bills’* 

Advances — discount  houses* 

— other 

Notes 

Coin. 

173.  We  also  propose  that  this  return  of  the  stock  of  assets 
should  he  accompanied — as  we  have  suggested  for  other 
financial  institutions — by  a statement  of  actual  purchases  and 
sales  of  securities  during  the  period. 

Issue  Department 

174.  We  are  not  making  any  proposals  for  revising  the 
Issue  Department’s  return,  bearing  in  mind  that  its  assets, 
liabilities  and  transactions  will  be  included  in  the  proposed 
analysis  of  the  assets,  liabilities  and  transactions  of  the  Central 
Government  sector  as  a whole. 

The  Exchange  Equalisation  Account 

175.  In  the  ‘ economic  classification  ’,  and  the  statement 
of  financial  assets  and  liabilities  of  Central  Government 
suggested  above,  the  transactions  and  holdings  of  the 
Exchange  Equalisation  Account  do  not  appear  separately  but 
are  consolidated  with  those  of  the  Central  Government.  We 
do  not  suggest  that  separate  specification  of  the  Exchange 
Equalisation  Account’s  position  is  required  for  general 
financial  analysis. 

Other  Amendments  to  Existing  Statistics  and  Accounts 
National  Insurance  Funds 

176.  We  suggest  that  since  the  National  Insurance  Funds 
play  a somewhat  special  role  in  the  complex  of  Government 
transactions,  some  detailed  information  about  the  contri- 
butions and  benefits  should  be  published  more  frequently,  for 
example  quarterly.  (They  are  at  present  shown,  but  only  in 
summary,  in  the  quarterly  * economic  classification  ’).  Before 


* Iq  order  to  distioguisli  the  Bank's  activities  as  * lender  of  last  resort these  Items 
should  be  divided  between  bills  (including  Treasuty  bills)  discounted,  and  advances 
made,  (n)a[  Bank  Rate  (b)  other. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


17 


The  National  Institute  of  Economic  and  Social  Research 


[Continued 


the  war,  it  will  be  remembered,  monthly  accounts  of  the  Un- 
employment Fund  were  published  in  the  Ministry  of  Labour 
Gazette.  Now  only  an  annual  account  is  published,  some 
months  after  the  end  of  the  financial  year.  i 

Accounting  years 

177.  Consideration  mi^t  be  given  (unless  there  are  special 
reasons  for  present  practice)  to  the  standardisation  (preferably 
at  March  31)  ofthe  terminal  date  ofthe  accounting  year  of  the 
most  important  Government  Funds  to  help  in  co-ordination 
of  the  different  sets  of  ‘ conventional  ’ accounts,  hi  particu- 
lar, the  Post  Office  Savings  Bank  end  their  year  on  December 
31,  and  the  Trustee  Savings  Banks  on  November  20. 

Statements  of  the  ‘ National  Debt  ’ 

178.  Although  we  have  concentrated  principally  on  the 
development  of  a supplementary  system  of  Government 
financial  statistics,  we  feel  that  a critical  eye  should  be  directed 
at  the  Government  accounts  now  pubfehed.  This  covers 
a much  wider  ground  than  specifically  ‘ financial  ’ statistics 
and  we  do  not  wish  to  ^ into  it  fully.  2 In  the  financial  field, 
we  think  it  worth  calling  attention  in  particular  to  existing 
statistics  which  seem  to  us  to  mislead  opinion  in  a way  which 
may  be  damaging.  Thus  the  figure  of  National  Debt  nor- 
mally published  is  the  grand  total.  It  is  true  that  (in  accord- 
ance with  a recommendation  of  the  Crick  Committee)  a 
footnote  is  now  added  to  the  figure  for  the  latest  year,  in  one 
table  in  the  National  Debt  return  (for  example,  Cmd.  8975, 
October  1953,  page  9)  stating  the  amoimt  of  floating  and  other 
Debt  held  by  Government  departments  other  than  the  Issue 
Department  of  the  Bank  of  England  and  the  Exchange 
Equalisation  Account  (previously  such  figures  were  given 
periodically  in  reply  to  Parliamentary  questions).  But  other 
widely  used  sources  of  information  give  no  such  indication— 
for  example,  the  other  tables  in  the  National  Debt  return,  the 
tables  in  the  Finance  Account  (even  the  summary  table  pur- 
porting to  show  ‘ the  Capital  Liabilities  of  the  State  ’)  and  the 
summary  tables  in  the  Financial  Statement. 

179.  Reference  might  also  be  made  to  the  weekly  return 
of  Floating  Debt.  Much  attention,  rightly  or  wrongly,  is 
nowadays  directed  towards  the  growth  of  Government  short- 
term debt  as  an  inflationary  factor.  Presumably  the  significant 
figure  here  is  the  outstanding  amount  of  Treasury  bills  avail- 
able to  the  commercial  banks  and  discount  houses.  But  the 
more  publicised  figure  is  the  total  ‘ floating  debt  ’ which  in- 
cludes Treasury  bills  in  official  hands  which  may  have  com- 
paratively little  significance.  For  example,  the  liquiffity  of 
assets  in  non-official  hands  is  reduced  when  the  ‘ Departments’ 
sell  long-term  securities,  and  receive  in  return  issues  of  Treas- 
ury bills  from  the  Exchequer.  This  is  a kipri  of  ‘ funding  ’ 
operation.  Yet  it  is  not  reflected  in  any  change  in  the  total 
* floating  debt  ’ as  shown  in  the  present  weekly  return. 

180.  We  suggest  that  so  long  as  the  ‘ conventional  ’ state- 
ments of  National  Debt  continue  to  appear  and  to  be 
generally  used — whatever  supplementary  analyses  there  are 
on  the  lines  suggested  here — ffiese  statements  should  indicate 
prominently  (a)  that  the  figures  given  include  official  holdings 
and  (Z>)  that  an  alternative  presentation  is  given  in  another 
source. 

Summary  of  Recommendations  on  Central 
Government  Accounts  and  Bank  of  England 

181.  The  main  proposals  for  improving  the  presentation  of 
Central  Government  and  Bank  statistics  are  summarised 
below.  We  have  rancentrated  on  increasing  the  amount  of 
information  contained  in  the  ‘ economic  classification  as 
used  in  the  National  Income  Blue  Book  (referring  chiefly  to 
Blue  Book,  1957,  Table  37). 

(fl)  We  suggest  that  the  annual  figures  of  transactions  on 
capital  account  should  be  presented  in  greater  detail. 
We  refer  especially  to  transactions  in  securities,  ‘ long- 
term ’ and  ‘ other  ’ (paras.  148-150). 

(6)  The  annual  figures  of  ‘ Miscellaneous  financial  receipts 
(net)  and  changes  in  cash  balances’  should  be  specked 
in  greater  detail  (para.  151)  as  should  some  other  items 
(paras.  152  and  153), 


(c)  The  annual  fi^es  of  the  capital  account  might  be 
published  earlier  in  the  year,  as  preliminary  estimates 
(para.  146). 

id)  The  capital  account  should  be  published  quarterly — if 
necessary  in  less  detaU.  In  any  case,  certain  items  in 
it  should  be  published  quarterly  Qjara.  145). 

(e)  The  Budget  Estimates  for  the  current  year  should  be 
cast  in  terms  of  the  ‘ economic  classification  ’ as  well 
as  in  ‘ conventional  ’ form  (para.  147). 

(/)  A statement  of  total  financial  assets  and  liabilities  of  the 
Central  Government  sector  should  be  published  6>ata. 
154).  It  should  be  based  on  the  ‘ economic  classifica- 
tion ’ and  given  with  the  same  degree  of  detail  (para. 
158). 

(g)  An  effort  should  be  made  to  analyse,  by  sector,  holders 
of  Government  securities  by  examination  of  stock 
registers  (para.  164). 

(A)  A fuller  analysis  of  the  assets,  liabilities  and  security 
transactions  of  the  Bank  of  England  Banking  Depart- 
ment should  be  published  (paras.  169-173). 

(i)  Consideration  should  be  given  to  certain  aspects  of  the 
existing  published  ‘ conventional  ’ accounts  (paras. 
176-180). 

182.  Of  these  recommendations,  we  would  attach  the  most 
importance  to  (a),  (d),  (e)  and  (A). 

5.  Local  Authorities 

183.  Local  authorities  as  a whole  have  been  net  borrowers 
from  the  rest  of  the  economy  to  the  extent  of  over  £400 
millions  in  each  year  since  1951.  Until  1955,  when  the  net 
borrowings  of  the  public  corporations  reached  the  same  level, 
the  local  authorities  were  the  largest  net  borrowers  of  any  sector. 
While  the  total  net  borrowing  has  been  large  and  fairly  con- 
stant, the  sources  of  local  authority  borrowing  have  fluctuated 
violently,  depending  largely  on  Central  Government  policy  in 
lending  to  them.  Thus  local  authority  net  borrowing  from 
sources  other  than  Central  Government  has  varied  between 
over  £300  millions  in  1956  and  a small  net  repayment  in  1955.5 
In  view  of  the  additional  amount  of  local  authority  borrowing 
for  periods  of  less  than  12  months,  these  figures  understate 
the  importance  of  local  authorities  in  the  capital  market. 

184.  The  rapid  change  in  the  amount  of  funds  taken 
directly  by  local  authorities  from  the  capital  market  are 
almost  completely  undocumented  except  after  very  long  delay. 
The  amounts  raised  by  public  issues  (including  private  plac- 
ings),  which  reached  a maximum  of  £54  millions  in  1956,  are 
trifling  in  relation  to  the  total. 

185.  The  Local  Government  Financial  Statistics  for  England 

and  Wales,  which  appear  about  1 8 months  after  the  end  of  the 
year  to  which  they  relate,  give  figures  of  total  debt  outstanding 
and  of  loans  received  in  the  year,  but  do  not  state  separately 
even  the  amounts  borrowed  from  Central  Government.  The 
summarised  accounts  of  local  authorities  in  Scotland  and 
Northern  Ireland  are  several  years  behind  in  publication. 
The  Institute  of  Municipal  Treasurers  and  Accountants  pub- 
lishes every  two  years  a useful  ‘ Return  of  Outstanding  Debt  ’ 
collected  from  local  authorities  in  England  and  Wales  ; 5 this 
shows  debt  outstanding  for  each,  authority,  and  in  total, 
under  the  following  categories  (as  well  as  by  the  type  of  ser- 
vice) ; stocks  ; P.W.L.B.  loans  ; mortgages  ; local  (housing) 
bonds  ; other  loans  ; bank  overdraft;  and  internal  advances 
(loans  between  various  local  authority  accounts).  Per  contra 

the  return  shows  the  Sinking  Fund  and  Loans  Fund  Invest- 
ments and  cash.  The  average  rate  of  interest  on  all  debt  is 
also  given. 

186.  From  the  figures  published  by  holders  of  local 
authority  debt,  can  be  got  (a)  total  loans  held  by  insurance 
companies  (‘  loans  on  public  rates,  municipal  and  country 
securities,  public  boards  ’)  from  which  it  appears  that  in- 
surance companies  hold  about  one  tenth  of  such  local 
authority  liabilities  ; (W  bank  advances  outstanding  to  ‘ local 
government  authorities  ’ (for  which  the  figure  given  by  the 
banks,  perhaps  because  of  differences  of  definition,  appears 
to  be  over  50  % greater  than  the  figure  of  outstanding  over- 
drafts for  England  and  Wales  given  by  the  Institute’s  return). 


and  47.'  **  quoted  here,  see  National  Income  Blue  Book  1957,  Tables  « 


1 More  frequent  publication  was  recommended  by  the  Crick  Commi 
raph  146  and  Recommendation  29)  but  rejected  by  the  Government  (•  the  balan. 
’ the  present  time,’  Hansarf  ' 
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187.  We  feel  that  far  more  attention  should  be  paid  W the 
importance  of  local  authority  borrowing  as  a factor  in  the 
capital  market.  In  our  sug^tions  for  more  detailed  analyses 
of  the  loans  made  by  financial  institutions,  we  have  propos^ 
wherever  it  seems  important  that  loans  to  local  authorities 
should  be  separately  stated.  But  nothing  like  a complete 
picture  can  be  built  up  ftom  the  records  of  the  institutional 
lenders. 

188.  We  therefore  suggest  that  local  authorities  in  the 
United  Kingdom  should  be  required  to  return  annually  a 
statement  of  financial  assets  and  liabilities,  with  some  degree 
of  detail  about  sources  of  finance,  length  of  loans  and  interest 
rates.  The  form  of  ^e  return  mi^t  well  be  ^ed  on  that 
now  collected  for  England  and  Wales  by  the  Institute  of  Muni- 
cipal Treasurers  and  Accountants.  It  should,  however,  show 
in  addition  the  total  amoimts  raised  in  the  year  by  new  issues 
of  securities  or  paid  out  ou  redemptions.  And  its  value  would 
be  greatly  increased,  from  the  point  of  view  of  financial 
analysis,  if  more  detail  could  be  obtained  of  the  sour^  of 
borrowings  ; in  particular,  mortgage  debt  should  be  divided 
between  that  held  by  financial  institutions  and  the  rest,  and 
deposits  should  be  stated. 

189.  Ttegring  in  mind  the  weight  and  variability  of  local 
authority  short-term  Oess  than  a year),  as  weD  as  long-term 
borrowing,  we  further  recommend  that  a quarterly  return  in 
summary  form,  of  local  authority  borrowing,  at  least  from  a 
sample  of  authorities  ^ should  be  collected  ; indeed,  there 
may  be  some  case  for  a monthly  return  &om  the  larger  bor- 
rowers. Such  returns  should  include  a statement  of  interest 
rates  paid  on  diffM-ent  classes  of  borrowing.  At  present  the 
only  published  short-term  statistics  relate  to  bank  advances 
(quarterly,  in  British  Bankers’  Ass<Kiation’s  return)  and  pub- 
hc  issues  (including  private  placings— quarterly).  Central 
Government  loans  to  local  authorities  would  be  specified 
separately  in  the  quarterly  capital  account  of  the  Central 
Government  whidi  we  suggest  (para.  145)  ; they  can  at 
present  be  estimated  very  roughly  from  the  ‘ below  the  line  ’ 
advances.  Quarterly  estimates  of  local  authority  fixed 
capital  expenditure  are  made  in  connection  with  the  quarterly 
national  accounts  ; we  suggest  that  they  should  be  published 
separately  (dividing  ejq>enditure  on  housing  from  other 
capital  investment). 

190.  In  its  evidence  to  the  Committee  (Appendix  3,  item  4 
(fc)),  the  Bank  of  ^^and  says  that  the  Government  broker 
collects  reports  from  the  mortgage  market  from  time  to  time, 
which  are  made  available  to  the  Bank,  Treasury  and  Public 
Works  Ti%gTi»;  Board.  2 It  is  uncertain  whether  these  reporte 
are  strictly  in  statistical  form,  but  the  possibilities  of  this 
source  of  information  might  be  explored. 

191.  For  a complete  capital  account  of  local  authorities, 
more  frequently  than  annually,  it  would  be  necessary  to 
collect  much  Mer  statistics  of  current  transactions,  which 
are  now  estimated  roughly  from  incomplete  s^ple  inquiries 
(but  not  separately  pubtished).  Although  this  may  not  be 
strictly  within  the  field  of  ‘financial’  statistics,  we  feel 
strongly  that  the  operations  of  local  authorities  are  so  im- 
portant that  steps  should  be  taken  to  improve  the  records, 
and  to  publish  estimated  totals  on  a quarterly  basis. 

Summary  of  recommendations  for  local  authorities 

192.  Our  major  recommendations  for  additional  informa- 
tion from  local  authorities  are  : — 

(a)  a fairly  detailed  gnTinal  return  from  all  local  authori- 
ties recOTding  their  financial  assets  and  liabilities,  with 
particulars  of  sources  of  bonowing  and  of  interest 
rates  (para.  188)  ; 

(A)  a quarterly,  indeed  possibly  a monthly,  return  from  at 
least  a -ganiplft  of  authorities  showing  their  borrowing 
and  lending  opeations  in  summary  form  (para.  189)  ; 

(c)  Publication  of  quarterly  estimates  of  local  authority 
fixed  capital  expenditure  (para.  189). 

6.  Public  Corforations 

193  By  the  public  corporations  is  meant  here  principally 
the  Boards  and  other  organisations  responsible  for  operation 
of  the  nationalised  industries  (other  than  the  Bank  of  England). 

194  Their  financial  transactions  are  fully  recorded  in  their 
qpTin'al  reports.  We  suggest  that  the  main  financial  particu- 
lars of  their  operations  Siould  be  made  avaUable  more  often. 
The  National  Coal  Board,  for  example,  already  publishes  a 


1 In  England  and  Wales,  the  83  CounO-  Boroughs.  61  CounQ-  Counajs.  London 
CoiiSy^uocn  end  28  Metropolitan  Borou^ 

rntaT  net  debt  outstanding  of  the  total  of  670  local  authorities.  The  return  mi^t. 

either  to  lh»e  larger  authorities,  or  to  a stratiBed  sample  of  authonues. 

2 See  para,  249. 


quarterly  account  of  current  expenditure  and  sales  receipts 
and  the  British  Transport  Commission  publishes  monthly 
statonents  of  revenue.  Now  that  a large  sample  of  com- 
panies are  making  returns  of  their  estimated  profits  each 
quarter  (see  para.  206  below),  it  is  reasonable  to  expect  the 
large  public  corporations  to  do  at  least  as  much.  Indeed, 
the  public  corporations  would  be  opm  to  criticism  if  they  did 
not  do  so. 

195.  We  suggest  therefore  that  the  Electricity  Council, 
the  Gas  Council,  the  British  Transport  Commission  and  the 
Airways  Corporations  should  publish  a quarterly  statement 
of  gross  trading  profits  (or  at  least  make  such  a statement 
available  for  publication  in  the  form  of  a total  for  the  public 
corporations  sector). 

196.  The  public  corporations  already  compile  quarterly 
estimates  of  their  fixed  capital  formation  and  stock  changes, 
which  are  not,  however,  published  as  such.  3 Then,  if  the 
profit  figures  were  also  a-\^ahle  quarterly,  and  with  the  use  of 
the  figures  already  available  of  bank  advances  and  Central 
Government  loans  (which  may  roughly  be  derived  from  the 
issues  ‘ below  the  line  ’),  an  outline  of  the  capital  accoimt 
of  the  public  corporations  sector  as  a whole  could  be  compiled 
quarterly.  We  suggest  that  because  of  the  importance  rightly 
attached  to  trends  in  the  capital  e;q)enditure  of  the  public 
corporations  and  their  methods  of  finance,  it  is  clearly  essen- 
tial that  such  an  account  should  be  regularly  compiled.  In- 
deed, our  own  feeling  is  that  the  information  ought  to  be 
available  not  only  for  the  public  corporations  sector  as  a 
whole,  but  for  the  large  organisations  within  it  individually. 

197.  The  estimates  of  future  capital  expenditure  which  are 
maHft  by  the  public  corporations,  and  published  rather 
intermittently,  should  also  be  published  systematically  in 
association  with  the  forward  estimates  made  by  private 
industry. 

7.  Industrial  and  Commercial  Companies 

198.  The  first  source  of  statistical  information  about  the 
financial  condition  of  the  company  sector  as  a whole  is  the 
figures  compiled  by  the  Inland  Revenue  from  tax  assessments, 
published  annually,  with  an  analysis  by  industries,  in  the 
Annual  Reports  of  the  Commissioners  of  Inland  Revenue 
and,  in  slightly  different  form,  in  the  National  Income  Blue 
Books.  These  statistics  cover  the  income  of  companies  and 
its  distribution  between  interest  and  dividends,  tax  and  un- 
distributed profits  ; they  do  not  cover  balance  sheets. 

199.  The  second  source  is  the  annual  accoimts  which  all 
public  companies,  and  a certain  number  of  private  companies, 
are  obliged  to  lodge  with  the  Registrar  of  Companies.  The 
companies  subject  to  this  obligation  are  responsible  for  nearly 
two-thirds  of  the  total  income  of  all  companies.  Both  the 
profit  and  loss  accounts  and  the  balance  sheets  of  most  of 
these  companies  (those  whose  shares  are  quoted  on  the  U.K. 
Stock  Exchanges)  have  been  analysed  very  fully  by  the  Nation- 
al Institute  of  Economic  and  Social  Research  in  co-operation 
with  the  Board  of  Trade,  who  are  now  continuing  the  work  on 
a regular  basis.^  This  analysis  provides,  for  the  companies 
covered  by  it,  a considerable  amount  of  information  for 
financial  analysis  not  available  from  the  Inland  Revenue 
statistics. 

200.  We  suggest  that  there  are  two  substantial  deficiencies 
in  this  body  of  information.  In  the  first  place,  the  omission 
of  the  exempt  private  companies  from  the  accounts  lodged 
with  the  Registrar,  creates  a serious  gap.  Comparison  of  the 
figures  for  distribution  of  income  of  quoted  companies  with 
the  figures  from  tax  assessments  for  all  companies  strongly 
suggests  that  in  certain  respects  the  quoted  companies  act 
differently,  or  are  subject  to  different  influences,  from  the 
rest.  Hence  it  becomes  a matter  of  some  importance  to 
analyse  the  accounts  of  the  exempt  private  companies.  5 

201.  This  tni^t  be  done  in  two  ways  ; (a)  it  might  be 
possible  to  collect,  by  voluntary  application,  the  annual 
accounts  of  tte  exempt  private  companies  and  subject  them 
(or  a sample  of  them)  to  the  same  sort  of  analysis  ; (A)  the 
alternative  suggestion  is  that  the  work  of  analysis  (on  a 


3 Their  fixed  sapita!  expenditure  is  loduded  m the  quarterly  nauonsl  accounts 
in  the  statistics  for  the  appropriate  industry  group  (for  example,  ‘ uansport  and 
communications  ’)  along  with  figures  for  private  enterprises  m the  same  group. 

Company  Income  and  Finanra.  1949;J3  ”_g^atio_nal_lniUtuie  of  &ono- 
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sample  basis)  might  be  done  by 
basis  of  the  information  submitted  to  them  in  o 
tax  assessments,  since  we  assume  that  full  annual  accounts 
and  balance  sheets  are  an  most  cases  lodged  with  the  Inspecto  i 
of  Taxes. 


202.  Our  own  opinion  is  that  the  work  could  best  be  done 
by  Ae  Inland  Revenue,  on  a sample  basis.  The  main  reason 
is  that  it  seems  unlikely  that  it  will  be  possible,  by  voluntary 
application,  to  collect  regular  accounts  from  an  adequate 
sample  of  exempt  private  companies.  Moreover  the  accounts 
submitted  to  the  Inland  Revenue,  after  processing  by  the 
Inspector,  are  more  likely  to  be  on  a uniform  basis.  Further, 
the  figures  given  to  the  Inspector  will  generally  include  the 
important  figure  of  turnover,  which  is  not  normally  given  in 
published  annual  accounts. 

203.  In  addition  to  the  regular  analysis  of  company  profits 
and  their  distribution,  the  Inland  Revenue  for  some  years 
published  in  its  Annual  Reports  an  analysis  of  the  trading 
and  appropriation  accounts  of  a sample  of  companies,  public 
or  private,  showing,  by  industry,  the  main  items  of  current 
costs  Oabour,  materials,  etc.),  trading  profit  and  other  income 
and  its  appropriation,  stock  change  and  undistributed  profit, 
all  as  percentages  of  turnover.  The  useftd  breakdown  of  the 
current  costs,  showing  labour  costs,  materials,  and  stock 
changes  in  relation  to  turnover,  has  unfortunately  been 
discontinued,  t This  provided  Ae  only  source  of  inform- 
ation in  which  an  analysis  of  trading  accounts  was  available 
for  all  industries.  We  suggest  the  Inland  Revenue  should  be 
asked  to  resume  this  analysis.  We  also  suggest  that  the 
I^and  Revenue  should  consider  the  possibUities  of  an 
analysis  of  balance  sheet  data  so  as  to  provide  estimates  in  the 
form  of  a “ Sources  and  Uses  of  Funds  ” analysis. 


204.  This  raises  the  question  of  whether  the  whole  work 
of  analysis  of  company  accounts — public  and  private 
companies — might  be  better  done  through  the  Inland 
Revenue  rccor<fi  than  by  iising  Inland  Revenue  material  for 
some  parts  of  the  work  and  published  accounts  for  others.  2 
We  realise  that  the  Inland  Revenue  officers  have  a more 
important  function  than  the  compilation  of  statistics,  and 
that  it  would  not  be  easy  for  the  Inland  Revenue  Department 
to  increase  substantially  its  already  heavy  statistical  load 
without  extension  of  staff.  Some  of  the  statistical 
analyses  which  we  suggest  would  not  arise  at  all  directly  from 
the  work  of  tax  assessment.  ^ The  work  required  is  not 
simply  the  tabulation  of  data  which  already  exist  but  calls  for 
a fairly  elaborate  aod  skilled  processing.  Problems  arise 
from  the  facts  that  the  records  are  provid^  in  very  different 
forms,  are  necessarily  very  confidential,  are  decentralised  in 
Inspectors’  offices  all  over  the  coimtry,  and  must  be  available 
to  the  Inspectors  until  the  assessments  are  completed.  We 
suggest,  however,  that  thought  should  be  given  to  the  most 
economical  way  of  exploiting  fully  the  mass  of  information 
about  company  operations  available  from  various  sources. 

The  need  for  more  frequent  statistics 

205.  The  second  deficiency  in  the  records  of  companies  is 
that  they  are  slow  in  appearing.  It  is  many  months  after  the 
close  of  a year  before  all  the  annual  accounts  can  be  collected 
and  analysed  ; the  delay  is  the  worse,  because  accounting 
years  vary.  Hence,  for  example,  the  aggregate  accounts  for 
the  year  1 957 — for  which  the  best  indication  is  all  the  accounts 
terminating  between  1 April  1957  and  31  March  1958  giving 
a weighted  terminal  date  in  December  1957 — could  not  be 
collected,  analysed  and  published  until  towards  the  end  of 
1958,  and  would  necessarily  include  some  compani«  whose 
accounting  years  ended  18  months  before.  Analysis  based 
on  tax  assessment  records  would  be  delayed  even  later. 


206.  We  welcome  the  attempt  now  being  made  by  the 
Inland  Revenue  to  collect  from  a representative  sample  of 
companies  estimates  of  gross  trading  profits  made  in  each 
quarter.  * At  the  same  time,  the  Board  of  Trade  collects 
quarterly  estimates  of  stock  changes  and  fixed  capital 


1 Tbe  last  appearance  of  the  full  Cables  was  in  (be  9S(h  Report  of  the  Cominis- 
sioners  of  Inland  Revenue,  Tables  84  to  97. 


simUar).  We  would  like  to  suggest  that  consideration  should 
now  be  given  to  methods  of  estimating  from  these  sources  as 
much  quarterly  information  as  possible  about  the  financing 
operations  of  industry.  We  feel  that  it  will  be  possible  from 
i^ormatiOE  already  available  to  fit  together  the  outline  of  a 
quarterly  analysis  of  the  Sources  and  Uses  of  Fimds  of 
industrial  and  commercial  companies  showing  profits, 
estimated  distributions  and  tax  payments,  expenditure  on 
fixed  assets  and  stocks,  new  capital  raised  by  market  issties 
and  changes  in  bank  debt. 

207.  With  present  informadon,  however,  such  a statistical 
construction  would  necessarily  be  somewhat  weak,  being 
based  on  statistics  and  estimates  from  diverse  sources.  We 
suggest,  therefore,  in  addition,  that  the  next  stage  is  to  add  to 
the  statisdcs  now  collected  quarterly  from  samples  of 
companies  a certain  amount  of  financial  information,  includ- 
ing details  of  trade  credit  receivable  and  payable,  other 
financial  liquid  assets  (including  bank  deposits)  and  liabilities 
and  loans  raised  or  r^aid.  5 It  would,  of  course,  be 
preferable  statistically  not  only  that  the  sample  for  the  new 
financial  information  should  be  the  same  as  that  used  for  one 
of  the  existing  inquiries  (the  Inland  Revenue  quarterly  sample 
of  profits  and  the  Board  of  Trade  quarterly  samples  of 
capital  expenditure  and  of  stocks)  but  also  that  all  these 
samples  should  be  co-ordinated,  so  far  as  the  industrial 
coverage  is  the  same.  This  raises  both  statistical  and  practical 
difficulties,  but  we  hope  that  progress  will  be  made  towards 
this  co-ordination. 

208.  There  is  a further  point.  The  analysis  of  the 
accounts  of  quoted  companies  has  shown  very  clearly  the 
great  differences  in  financial  needs  and  resources  and  finanmng 
methods  between  different  types  and  sizes  of  companies.  ® 
Overall  totals  for  the  company  sector,  or  even  for  industry 
groups,  conceal  a great  deal  that  is  significant.  Thus  thetotals 
for  ffie  company  sector  as  a whole  may  suggest  a highly  liquid 
position,  at  a time  when  many  companies  are  in  serious  need 
of  fresh  fcancial  resources.  We  feel  that  the  weakness  of 
many  of  the  quarterly  statistics  now  obtained  from  industrial 
samples  is  that  the  residts,  while  firm  enough  to  provide  good 
aggregates,  are  not  reliable  enough  to  throw  up  the  significant 
differences  between  industries  or  between  firms  of  different 
sizes  or  rates  of  growth  ; yet  the  latter  may  be  much  more 
sig^cant  for  understanding  what  is  going  on  than  the 
former.  We  are  strongly  of  the  opinion  that  much  more 
should  be  done  to  render  the  statistical  basis  firm  enough  to 
support  publication,  not  only  of  grand  totals,  but  also  of 
analyses  of  variability  of  experience. 


Main  recommendations  for  industrial  and  commercial  companies 

209.  Our  main  suggestions  are  : 

(a)  There  is  no  way  at  present  of  compiling  annual 
records  for  the  important  proportion  of  companies 
which  are  not  obliged  to  lodge  their  accounts  with  the 
Registrar  of  Companies.  This  gap  coidd  be  filled  in 
part  by  fuller  use  of  the  records  provided  to  the 
Inland  Revenue,  (Para.  201). 

(b)  For  all  companies,  including  the  quoted  companies 
whose  accounts  are  generally  available,  more  inform- 
ation exists  in  the  Inland  Revenue  records  than  in  the 
antinai  accouDts  or  than  the  Inland  Revenue  have  so 
far  been  able  to  publish.  Consideration  should  be 
given  to  the  possibilities  of  making  further  use  of  the 
data  available  to  the  Inland  Revenue.  (Para.  204). 

(c)  An  attempt  should  be  made  to  collect  from  a sample 
of  companies  quarterly  information  about  their 
financial  operations,  in  addition  to  the  quarterly 
statistics  of  profits  (now  being  collected  by  the  Inland 
Revenue)  and  of  capital  expenditure  (collected  by 
Board  of  Trade).  (Para.  207). 

(d)  The  statistics  about  companies  already  published 
should  be  wherever  possible  presented  in  such  a way 
as  to  emphasise  the  variability  of  experience  and 
behaviour  among  companies,  (Para.  208). 
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8.  The  Personal  Sector 

210.  In  the  transactions  of  the  “personal  sector  “ are 
included,  for  national  accounting  purposes,  not  only  the 
private  transactions  of  individuals  but  also  (a)  the  trans- 
actions of  unincorporated  businesses,  which  cannot  be 
separated,  by  the  nature  of  the  case,  from  the  affairs  of  their 
owners  except  by  highly  artificial  assumptions;  (6)  the 
transactions  of  private  trusts  ; and  (c)  the  transactions,  often 
of  considerable  importance  for  financial  analysis,  of  all 
private  non-profit-making  bodies  (charitable,  religious,  ^u- 
cational  and  social  institutions).  ' We  make  suggestions 
below  for  obtaining  separate  information  about  the  latter 
group, 

Sample  surveys  of  assets  and  savings 

211.  Broadly  speaking,  it  seems  unlikely  that  information 
about  the  financial  transaclioas,  assets  and  liabilities  of  the 
personal  sector  as  a whole,  reliable  enough  for  statistical  use 
in  overall  financial  analysis,  will  in  present  circumstances  be 
obtained  by  direct  statistical  inquiry.  Analysis  of  the 
sample  inquiries  so  far  made  into  personal  savings — ^those 
made  in  1952-4  by  the  Oxford  Institute  of  Statistics,  and 
continued  in  1955  by  the  Central  Statistical  Office — throws  a 
good  d^  of  doubt  on  the  accurate  of  the  results.  There 
are  various  possible  reasons  for  this  : the  difficulty  of 
securing  co-operation  from  the  upper  income  groups  and 
from  the  self-employed  (the  two  categories  of  people  who 
responsible  for  the  great  bulk  of  assets  and  of  financial 
transactions);  the  difficulty  of  getting  access  to  information 
about  ffinds  held  in  private  trusts  ; the  delicacy  and  com- 
plexity of  the  questions  that  must  be  answered  ; and  the 
primitive  accounting  methods  used  even  by  the  individuals 
who  hold  extensive  financial  assets  or  engage  in  substantial 
financial  transactions.  Moreover,  the  special  characteristic 
of  personal  holdings  of  financial  assets  is  that  they  are  highly 
concentrated  ; hence  not  only  is  sampling  variability 
which  galls  for  large  samples,  but  even  if  the  response  is  as 
high  as  is  usually  obtainable  in  less  difficult  sample  inquiries 
of  households  (say  75%  of  those  approached),  there  is  still 
room  for  substantial  error.  The  similar  sample  inquiries 
conducted  in  the  United  States  by  the  University  of  Michigan 
for  the  Federal  Reserve  Board  have  run  into  just  the  same 
difficulties. 

212.  We  are  sure  that  sample  inquiries  into  assets  and 
savings  should  continue  and  that  there  are  ways  in  which 
they  could  be  improved,  particularly  by  using  specially 
deigned  methods  of  eliciting  information  from  the  relatively 
wealthy.  ^ it  is  unfortunate  that  the  series  of  annu^ 
surveys  should  have  been  interrupted  and  we  hope  that  it  will 
be  possible  to  resume  them  as  soon  as  possible.  In  present 
circumstances,  we  should  regard  the  value  of  such  inquiries 
as  lying  rather  in  the  light  they  throw  on  the  different 
behaviour  patterns  of  different  sections  of  the  community  in 
various  circumstances  and  on  chan^ng  attitudes  towards 
particular  forms  of  assets  and  liabilities  (e.g.  National 
Savings,  hire  purchase),  than  in.  the  statistical  aggregates 
which  they  yield.  ^ 

Unincorporated  Businesses 

213.  We  attach  special  importance  to  further  investigation 
into  the  affairs  of  unincorporated  businesses,  and  suggest 
thar  specially  designed  sample  surveys  are  a suitable  method 
for  carrying  them  out.  A sample  survey  of  small  manufac- 
turing businesses  (not,  however,  predominantly  imincorpor- 
ated  businesses)  has  l^n  begun  at  the  Oxford  Institute  of 
Statistics.  But  most  unincorporated  businesses  are  to  be 
found  not  in  manufacturing,  but  in  fanning  and  fishing, 
building,  wholesale  and  retail  distribution,  etc.  We  suggest 
that  a start  might  be  made  on  a pilot  investigation,  and  that 
it  would  be  particularly  useful  in  its  own  right  to  have  details 
of  the  financiid  affairs  of  famung  businesses,  in  view  of  the 
importance  of  the  industry  and  the  prior  existence  of  con- 
siderable background  knowledge.  Our  primary  interest 
would  be  in  balancesheets  and  in  the  flow  of  capita  funds  to 


farming  businesses,  thus  supplementing  the  sample  inquiries 
already  made  by  the  University  Agricultural  Departments 
which  concentrate  on  the  trading  accounts  of  farms. 

Estate  duty  statistics 

214.  Another  important  source  of  information  about 
personal  assets  is  the  Inland  Revenue’s  annual  analysis 
(published  in  ffieir  annual  reports)  of  estates  liable  to  estate 
duty,  classified  by  type  of  asset  and  by  the  age  and  sex  of  the 
owner  ; this  material  has  often  been  used  as  a basis  for 
estimating  total  personal  assets  and  liabilities.  The  method 
basically  is  to  treat  estates  passing  at  death,  analysed  by  sex 
and  age,  as  samples  of  all  personal  estates  (of  course  treating 
each  sex/age  group  separately).  There  are  obvious  diffi- 
culties ; the  bias  that  may  arise  even  within  a given  age-group 
as  people  rearrange  their  holdings  on  the  approach  of  death, 
and  the  problem  of  interpreting  valuations.  This  method  is 
undoubt^y  of  great  value  for  establishing  rough  estimates 
and  for  detecting  long-term  changes  in  the  size  and  compos- 
ition of  personal  holdings.  But  even  if  the  statistics  were 
more  up-to-date,  we  do  not  believe  they  are  refined  enough 
to  permit  reliable  estimates  of  year-to-year  changes. 

The  need  for  alternative  methods 

215.  Since  there  are  so  many  difficulties  about  deriving 
satisfactory  statistics  about  the  personal  sector  by  direct 
approach  to  samples  of  households  and  unincorporated 
businesses,  two  other  ways  of  obtaining  estimates  of  the 
holdings  and  financial  transactions  of  the  personal  sector 
must  be  considered.  The  first  is  to  approach  from  the  other 
end  of  each  transaction.  It  is  for  this  reason  that,  in  making 
proposals  for  the  collection  of  more  extensive  statistics  from 
banka  and  financial  institutions,  we  have  sugg^ted  that  their 
assets  and  liabilities  should  be  classified  by  sector.  The  only 
efficient  way  of  estimating  personal  holdings  of  wealth  in  the 
form  of  bank  deposits,  for  example,  is  to  seek  the  information 
from  the  banks.  The  second  method  is  to  seek  the  fullest 
possible  information  about  the  holdings  and  transactions  of 
all  other  sectors  than  persons.  For  example,  personal 
holdings  of  ^t-edged  or  other  securities  can  be  reliably 
estimated  if  one  can  estimate  reliably  the  total  supply  of  such 
assets  and  the  amounts  held  by  public  authorities,  financial 
institutions,  other  institutions,  other  companies  and 
foreigners.  (This  “ residual  ” method  is  the  principal 
method  used  in  the  United  States  by  the  Securities  and 
Exchange  Ckmimission  for  estimating  each  quarter  persorml 
transactions  in  various  classes  of  financial  assets  and  lia- 
bilities). Thus  the  rather  detailed  statistics  that  we  suggest 
should  be  obtained  from  various  organisations  serve  a double 
purpose  : they  provide  information  about  the  activities  of 
these  organisations,  and  they  serve  to  build  up  estimates  of 
the  operations  of  the  personal  sector. 

216.  What  this  “residual”  method  cannot,  of  course, 
establish  is  any  analysis  of  the  operations  of  particular 
groups  within  the  personal  sector.  It  can  yidd  only  an 
aggregate.  Hence,  again,  we  believe  that  such  information 
as  can  be  obtained  directly  from  households  and  unincorpor- 
ated businesses,  even  if  lacking  in  precision,  will  help  to 
explain  movements  in  aggregates  estimated  from  other 
sources. 

Non-profit-making  bodies 

217.  There  is  one  important  group  of  institutions, 
classified  within  the  i^sonal  sector,  from  which  reliable 
statistics  could  be  obtained  directly  : the  private  non-profit- 
making  bodies.  These  cover  charitable,  religious,  educational 
and  social  institutions,  about  which  no  comprehensive 
statistics  are  available  and  of  which  the  number  is  completely 
unknown.  * Yet  collectively  these  organisations  are  believed 
to  hold  considerably  more  assets  tluin  the  private  super- 
annuation funds  and  not  so  very  much  less  than  the  insurance 
companies,  s although  their  investment  policies  are  . no 
doubt  less  active. 


I In  the  National  Income  Blue  Book,  the  life  assurance  end  superaimuation 
funds  ate  also  attributed  to  the  personal  sector.  For  the  purpose  of  fiaucial 
statistics,  however,  they  require  spedel  treatment  as  suggested  above  in  Secnou  3. 


2 The  fairly  encourapng  p 


:h  an  inquiry  eKiusively  among  wealthy 

-.  ». inces  of  the  Upper  Income  Groups  " by 

Klem,  Straw  and  Vandome,  Oxford  BuHttin  of  Sialtslles,  November  19S6. 


3  On  the_  whole, 

authorities  in  this  t , 

done  by  the  Oxford  lustitute  of  Statistics. 


agreement  with  the  evidence  on  this 
'^Lydal!,  who  is  one  of  the  foremost 
for  much  of  the  pioneering  work 


4  Friendly  Sodeties  (including  collecting  societies)  and  registerod  trade  unions 
mav.  annual  returns  to  the  Registrar  of  Friendly  Societies  or  the  Industrial 
Assurance  Commission.  About  30,000  charities  send  aocounts  to  the  Chanty 
Commissioners  or  the  Ministry  of  Educatiou,  but  the  accounts  are  not  ptoceswd 
or  published.  Information  is  published  about  assets  held  by  the  Official  Trustees 
of  Charitable  Funds,  but  these  cover  only  a small  part  of  the  field. 


5  See  an  article  in  The  Financial  Times  of  20  November,  1917,  by  Professor 
E.  Victor  Morgan,  who  estimates  the  holdings  of  gilhedged  alone  by  non.profit- 
makiog  bodies  (other  than  trade  unions  and  co.operativo  societies)  at  over  £700 
millions. 
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218.  It  was  suggested  by  the  Nathan  Committee  i_that 

and  that  improved  arrangements  should  be  made  for  the 
submission  of  their  annual  accounts.  The  reasons  under- 
lying this  proposal  are  outside  our  scope  but  such  a register 
would  have  value  for  the  collection  of  statistical  information. 
We  would,  in  any  case,  recommend  that  all  non-profit- 
making  bodies  with  financial  assets  above  a certain  limit  (say 
£100,000)  should  be  obliged  to  submit  annual  returns  of 
financial  assets  and  liabilities,  and  of  financial  transactions. 
This  might  include 

(а)  A current  account  showing  total  income  (separating 
contributions,  fees,  profits  from  sales,  etc.,  from 
property  inconte),  and  total  current  expenditure  ; 

(fi)  A capital  account  showing  assets  divided  between 
fixed  assets,  securities  (at  market  value  ; 3 divided 
between  gUt-edged  and  other),  cash  and  other  financial 
assets  ; and  liabilities  in  the  fonn  of  loans  ; 

(c)  An  account  of  purchases  and  sales  of  securities. 

Main  recommendations  for  the  personal  sector 

219.  Our  chief  recommendations  are  : — 

(fl)  Resumption  of  sample  inquiries  into  personal  savings 
and  assets  ; (para.  212). 

(б)  The  undertaking  of  sarnple  inquiries  into  the  accounts 
of  unincorporated  businesses  ; (para.  213). 

(c)  One  important  reason  for  our  suggestions  in  other 
parts  of  this  report  for  more  detailed  financial  statistics 
from  financial  institutions  and  other  sectors  of  the 
economy  is  that  such  statistics  would  throw  light  on 
the  assets  and  financial  transactions  of  the  personal 
sector ; ^ara.  215). 

id)  The  Ktablishment  of  regular  returns  from  non-profit- 
making  bodies  showing  perhaps  income  and  ex- 
penditure as  well  as  financial  assets  and  transactions; 
(para.  218). 

9.  Overseas  Transactions 

220.  It  is  generally  recognised  that  the  weakest  point  in 
the  ofiicial  statistics  of  the  United  Kingdom  balance  of  pay- 
ments * is  the  estimate  of  private  capital  movements. 
Such  movements  range  from  long-term  industrial  investments 
to  changes  in  trade  credit  between  private  firms  and  changes 
in  short-term  assets  and  liabilities  in  the  London  money 
market.  Complete  documentation  of  all  such  transactions 
is  clearly  an  immense  task  ; we  believe,  however,  that  a far 
fuller  record  of  capital  movements  than  is  now  available,  in 
particular  of  short-term  capital  movements,  is  seriously 
needed  both  for  managing  and  f<Mr  understanding  the  affairs 
of  a country  standing  at  the  centre  of  an  international 
currency  and  trading  system. 

221.  We  understand  that  attention  is  being  given  to  these 
problems  in  the  Treasury  and  the  Bank  of  England  and  we 
are  not  well  enough  equipped  to  make  specific  and  detaUed 
proposals.  We  would,  however,  venture  a few  au^estions^ 

222.  In  our  proposals  for  improving  the  statistics  from 
banks  and  other  financial  institutions,  we  have  kept  in  mind 
the  need  for  separating  overseas  financial  transactions 
wherever  they  are  likely  to  be  important.  3 Additional 
information  is  already  got  by  the  Bank  of  England.  We 
cannot  be  sure  that  we  have  in  fact  covered  aU  the  major 
classes  of  overseas  financial  transactions  of  which  particulars 


whether  by  public  issues  or  otherwise,  under  approvals  by 
the  Capital  Issues  Committee  ; and  that  this  analysis  should 
be  made  in  such  a way  as  to  separate  wherever  possible  money 
raised  from  non-residents,  or  raised  in  the  U.K.  for  overseas 
investment. 

223.  It  seems  to  us  that  those  proposals  would  identify  a 
largir  proportion  of  both  long-  and  short-term  overseas 
capital  transactions  than  can  be  identified  now.  We  are  not 
entirely  dear  how  far  such  transactions  with  non-sterling 
countries  can  already  be  identified  from  exchange  control 
records,  but  the  gain  in  information  about  transactions  with 
the  rest  of  the  sterling  area  should  be  considerable. 

224.  Another  important  group  of  overseas  capital 
transactions,  both  long-term  and  short-term,  consists  of  loans 
and  settlements  between  companies  located  in  the  U.K.  and 
their  subsidiary  or  associated  companies  overseas  (or  between 
non-resident  pare.nt  companies  and  subsidiaries  or  associated 
companies  in  the  U.K.).®  Such  transactions  with  non- 
sterling  countries  may,  again,  be  covered  by  exchange  control 
records.  Since  the  number  of  companies  with  international 
affiliations,  although  no  doubt  large,  is  probably  manageable, 
we  suggest  that  consideration  might  be  given  to  the  possibility 
of  obtaining  from  them  a special  return  (at  least  annually 
and  if  possible  more  often)  of  their  overseas  capital  trans- 
actions, both  long-  and  short-term  including  particulars  of 
foreign  currency  holdings. 

225.  In  tlus  connection,  we  suggest  that  in  particular  the 
Overseas  Trading  Corporations  now  being  established,  with 
valuable  tax  concessions,  should  be  required  to  render  special 
returns  designed  to  throw  light  on  the  overseas  capital 
movements  including  short-term  movements. 

226.  Detailed  statistical  questionnaires  on  the  lines 
suggested  above  are  used  by  the  U.S.  Department  of  Com- 
merce and  other  agencies  to  establish  the  estimates  of  United 
States  overseas  capital  movements,  and  are  extensively  used 
in  Canada,  Australia,  New  Zealand  and  India. 

227.  However,  such  methods  will  not  bring  to  light  the 
mass  of  changes  in  short-term  credits  and  debits  resulting 
from  the  ordinary  flow  of  international  trade.  There  are  two 
reasons  for  seeking  more  information.  In  the  first  place, 
these  changes  may  be  inyjortant  in  identifying  the  variations 
in  the  “ leads  and  lags  ” on  ordinary  trade  payments  which 

on  occasion  become  very  significant.  S«x»ndly,  it  seems 
likely  that  on  balance  British  firms  are  at  any  one  time 
substantial  net  creditors  on  trade  account  (partly  because  of 
the  volume  of  export  trade  on  credit).  When  so  much 
attention  is  directed  to  U.K.  indebtedness  as  recorded  in  the 
statistics  of  overseas  sterling  holdings,  it  is  important  that 
the  other  side  of  the  medal  should  receive  equal  emphasis. 

2^.  It  would  clearly  be  difficult  to  cover  by  regular 
statistical  questionnaires  the  whole  range  of  firms  engaged  in 
import  and  export  business.  There  are  possibilities  of  using 
sanyjling  methods,  in  spite  of  considerable  technical  diffi- 
culties in  designing  satisfactory  samples  because  so  little  is 
known  of  the  extent,  pattern  and  variability  of  the  business. 
We  have,  however,  suggested  above  ^ara.  207)  a quarterly 
sample  inquiry  into  the  financial  position  of  industrial  and 
merchanting  companies.  In  such  an  inquiry,  special 
attCTtion  might  be  devoted  to  short-term  credits  and  debits 
^sing  Irom  international  trade.  In  addition  to  trade  credit, 
inquiries  might  cover  changes  in  foreign  currency  holdings  ; 
another  piece  of  information  that  would  throw  some  light  on 
exchange  commitments  and  trends  is  an  analysis  of  the  credit 
terms  on  which  import  and  export  orders  are  accepted. 
(See  para.  250  for  rates  charged  on  trade  credit.) 

229.  It  is  possible  that  some  light  could  be  thrown  on 
changes  in  the  extent  of  export  credit  outstanding  from  the 
records  of  the  Exports  Credits  Guarantees  Department  and 
the  Trade  Indemnity  Corporation. 

230.  In  evolving  new  statistical  series,  attention  should  be 
devoted  to  establishing  not  only  changes  in  financial  assets 
and  liabilities  with  overseas  countries,  but  also,  at  suitable 
intervals,  their  absolute  level.  It  is  many  years  since  any 
authoritative  attempt  has  been  made  to  estimate  the  overall 
capital  position  of  the  U.K.  on  international  account ; 
indeed,  there  can  be  no  certainty  whether  the  U.K.  would  be 
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shown  to  be  a net  auditor  or  net  debtor  (depending  largely 
on  the  method  of  valuation  of  “ direct  ” investments,  physical 
and  financial). 

231.  It  might,  well  be  thought  desirable  to  institute  a 
comprehensive  census  of  the  overseas  assets  and  liabilities  of 
British  firms,  including  financial  institutions  (the  recommend- 
ations made  above  for  new  statistics  from  financial  institu- 
tions would  cover  part  of  the  ground).  Such  a census  need 
not  be  repeated  very  often  if  it  could  be  used  as  the  basis  for 
regular  inquiries,  often  by  sample,  on  particular  items. 
Consideration  might  also  be  given  to  collating  information 
about  individual  holdings  of  overseas  securities The 
estimates  of  holdings  of  overseas  securities  (and  of  foreigners’ 
holdings  of  U.K.  securities),  published  by  the  Bank  of 
England  in  their  annual  reports  on  overseas  investment,  i 
might  also  be  improved,  especially  if  the  figures  could  be 
recorded  in  something  other  than  nominal  values. 

Publication  and  presentation 

232.  A few  points  arise  on  the  figures  now  published  in  the 
half-yearly  Balance  of  Payments  White  Papers  : 

(a)  We  suggest  that  the  possibility  of  quarterly  instead  of 
half-yearly  statements  should  be  explored.  We 
realise  that  quarter  to  quarter  changes  may  not  have 
great  significance.  The  object  is  to  get  a more  prompt 
indention  of  the  current  trend.  Quarterly  estimates 
of  overseas  transactions  in  goods  and  service  are,  of 
course,  shown  in  aggregate  in  the  quarterly  national 
accounts,  and  the  position  of  the  gold  and  doUar 
reserves  is  published  monthly.  But  no  information 
about  the  trend  of  interest,  profits  and  dividends,  or 
any  form  of  capital  movements  (other  than  the 
reserves,  sterling  holdings  and  E.P.U.  position)  is 
available  until  3 months  after  the  end  of  each  half- 
year.  We  suggest  a summary  quarterly  estimate  of 
the  balance  of  payments,  showing  at  least  the  main 
headings  of  current  transactions. 

(b)  We  also  suggest  that  the  figures  of  overseas  sterling 
assets,  now  published  quarterly,  should  be  published 
as  often  as  the  gold  and  dollar  reserves. 

(c)  One  of  the  biggest  and,  recently,  most  variable  items 
among  the  “invisible”  transactions  is  ^e  “net  oil 
credit  ” — at  present  included  with  a variety  of  other 
transactions  among  “ Other  (net)  ” credits.  We 
suggest  that  this  extremely  important  item  should  not 
continue  to  be  concealed. 

(d)  In  the  same  category  of  “ Other  (net)  ” credits,  are 
included  sources  of  overseas  earnings  whose  import- 
ance is  unknown  to  the  public  and  which  should  be 
separately  specified.  This  applies  in  particular  to  the 
net  overseas  earnings  of  insurance  business,  of  civil 
aviation  and  trade  in  commodities  not  directly 
imported  into  or  exported  from  the  U.K.  Estimates 
for  earnings  from  some  of  these  items  have  recently 
been  given  in  Parliament,  and  should  be  given  regularly 
in  the  ^ite  Papers.  In  some  cases  indeed,  the  gross 
earnings  and  expenditure  might  usefully  be  stated. 
At  least  the  commentary  in  the  White  lepers  should 
indicate  the  reasons  for  large  changes  in  the  item. 

(e)  We  suggest  that  a fuller  analysis  might  be  given  of  the 
transactions  between  the  Rest  of  the  Sterling  Area 
and  non-sterling  countries,  since  it  is  important  that 
the  operation  and  structure  of  the  sterling  area  system 
should  be  fully  understood.  At  present,  figures  aie 
given  of  transactions  between  the  R.S.A.  and  the 
dollar  area,  and  between  the  R.S.A.  and  O.E.E.C. 
countries  but  even  in  these  cases  there  is  no  separation 
of  current  “ invisible  ” items  from  capital  transac- 
tions. 2 For  transactions  between,  the  R.S.A.  and 
other  non-sterling  areas,  only  the  total  balance  of 
sterling  transfers  is  given.  3 We  suggest  that  the 
current  balance  of  the  R.S.A.  with  the  non-sterling 
areas  should  be  shown. 

(/)  The  estimates  of  “interest,  profits  and  dividends” 
received  include  in  some  cases  total  profits  earned 
abroad,  in  other  cases  only  profits  remitted  to  the 
U.K.  (As  we  understand  it,  the  object  is  to  record 
total  profits  earned,  but  the  data  do  not  ^ways  permit 
this  treatment.)  Any  estimate  of  “ United  Kingdom 


1 United  XIngdom  Overseas  Inveslmenls. 

2 In  Cmnd.  122,  page*  47  ud  49. 

3 In  Cmnd.  122.  Item  20  ofTables  3-10. 


income  ” from  abroad  necessarily  raises  a number  of 
difficult  problems  both  of  definition  and  of  statistical 
practicability,  involving  the  definition  of  United 
Kingdom  resident  enterprises  and  the  measurement 
of  income.  Our  main  suggestion  is  that  a clearer  idea 
should  be  given  of  what  the  figures  in  fact  coyer. 
We  would  also  suggest  that  supplementary  mformation 
might  be  made  available  indicating  the  size  of  some  of 
the  major  items  which  are  included  in  the  White 
Papers  and  of  some— so  far  as  they  are  ascertainable — 
which  are  excluded  on  present  definitions. 

(g)  Both  payments  and  receipts  of  interest,  profits  and 
dividends  are  large  items,  with  heterogeneous  con- 
stituents. Id  addition  to  the  suggestions  above,  we 
would  propose  that  (0  Central  Government  receipts 
and  payments  of  interest  on.  inter-govemment  debts, 
(»■)  interest  on  the  liabilities  treated  as  “overseas 
sterling  holdings  ” should  be  separately  stated. 

(A)  We  welcome  the  new  information  recently  given  * 
about  overseas  sterling  holdings,  in  particular  the 
fuUer  explanation  of  tire  figures,  the  s^aration  of 
central  bank  and  other  official  funds,  ffie  introduction 
of  quarterly  figures,  the  ad  hoc  analysis  of  the  official 
holdings  by  type  of  security  etc.  and  the  introduction 
of  a new  series  of  statistics  of  U.K.  assets  in  the  form 
of  acceptances  outstanding.  We  hope  that  it  will  be 
possible  to  develop  this  analysis  further,  particularly 
in  the  following  directions  ; 

(0  further  separation,  at  regular  intepals,  of  the 
difierent  forms  in  which  the  liabilities  are  held  ; 
hst-nV  deposits,  call  money.  Treasury  and  other 
bills,  and  other  kinds  of  securities,  with  a rough 
division  of  such  securities  into  short-  and  long- 
dated. ^e  information  from  financial  institu- 
tions referred  to  in  para.,  222,  footnote^,  would 
help  in  this  direction.)  This  analysis  is  relevant 
to  the  liquidity  of  the  holdings,  although  no 
clear  distinction  between  liquid  and  other  assets 
is  likely  to  apply  to  all  holders  at  all  times  ; 

(zO  holdings  in  the  form  of  British  Government 
securities  are  at  present  entered  at  nominal 
values  ; it  may  be  questioned  whether  this  is  a 
more  appropriate  valuation  than  current  market 
values ; 

(z7i)  the  introduction  of  quarterly,  in  place  of  half- 
yearly,  figures  of  sterling  holdings,  is  a very 
considerable  improvement.  We  feel  that  it 
would  be  desirable  to  publish  the  figures  monthly 
along  with  the  figures  of  gold  and  dollar  reserves. 
(j)  The  items  of  “inter-area  transfers”  in  the  Wffite 
Papers  might  be  analysed  so  far  as  possible  with  a view 
to  showing  more  clearly  the  classes  of  transactions 
involved. 

Main  recommendations  on  overseas  transactions 

233.  Our  proposals  are  necessarily  somewhat  general  and 
tentative.  We  feel  that  a great  deal  more  information  is 
required  especially  on  the  following  points  : — 

(a)  Efforts  should  be  intensified  to  collect  and  publish  a 
much  wider  range  of  mformation  about  private  capital 
movements,  including  those  arising  from  the  fl<w  of 
international  trade.  This  inevitably  involve  a fairly 
elaborate  scheme  of  inquiries  ftom  financial 
tions,  industrial  firms  with  international  associations 
engaged  extensively  in  international  trade  and  from 
import  and  export  merchants  (paras.  222-228). 

(A)  The  main  object  should  be  a fuUer  account  of  long- 
term and  short-term  capital  movements.  In  addition, 
we  suggest  an  effort  to  compile  a statement  of  our  total 
overseas  assets  and  liabilities  (para.  231). 

(c)  A number  of  suggestions  are  made  for  increasing  the 
amount  of  detail  published  in  the  Balance  of  Payments 
Wffite  Papers  about  both  United  Kingdom  and  Rest 
of  Sterling  Area  transactions  (para.  232). 

10.  Other  Financial  Statistics 
Analysis  of  Security  Holdings  and  Transactions 

234.  At  several  points  in  this  report  we  have  made 
proposab  designed  to  yield  an  analysis  of  the  holdings  of 
Government  and  other  securities  by  certain  categories  of 


4  In  Economic  Trends,  May  1958. 
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holders.  By  such  direct  inquiries,  it  should  be  possible  to 
obtain  good  estimates  of  the  holdings  of  the  various  classes 
of  financial  institutions  and  public  authorities,  some  idea  of 
the  holdings  of  industrial  and  commercial  companies,  and 
an  indication  about  some  holdings  of  non-residents.  It 
should  also  be  possible  to  get  estimates,  with  similar  varia- 
fions  in  the  degree  of  accura^  and  completeness,  of  chan^ 
in  holdings,  or  of  net  expenditure  on  securities,  for  the  same 
categories.  If  estimates  of  the  total  amount  of  securities 
outstanding  are  also  available,  as  they  are  for  the  major  kind 
of  securities,  t and  of  changes  in  the  total,  a balance  will 
remain  which  will  represent  holdings,  or  the  net  change  in 
holdings,  of  the  personal  sector  together  with  “ errors  and 
omissions  ” in  the  estimates  for  other  sectors. 

235.  It  is,  however,  worth  bearing  in  mind  that  there  are, 
in  principle,  other  ways  of  arriving  at  an  analysis  of  security 
holdings  and  transactions. 

236.  We  suggested  above  (para.  164)  an  analysis  of  the 
registers  of  Government  stock  according  to  the  categop-  of 
holder.  The  same  method  could  be  applied  to  the  registers 
of  industrial  securities.  Holders  might  ^ divided,  according 
to  this  description,  between  : 

Deposit  banks 
Insurance  companies 
Pension  funds 
Ocher  financial  institutions 
Public  authorities 
Other  companies 

Private  persons  (including  private  trusts) 
Non-profit-making  bodies  (so  far  as  distinguishable) 
Non-residents  (so  far  as  distinguishable) 

Trustee  holdings  (where  distinguishable,  for  example, 
bank  trustee  departments). 

237.  There  are  obvious  and  substantial  difficulties.  The 
amount  of  work  involved  would  clearly  be  wry  heavy  ; 
although  a sampling  system  would  be  necessary,  it  would  not 
be  easy  to  devise.  There  would  often  be  considCTable 
difficulty  in  classifying  holders.  Thoe  is  the  important 
problem  of  nominee  holdings. 

238.  Such  a method  might  succeed  in  establishing  a rough 
analysis  of  holdings  at  a given  point  in  time.  But  even  if  the 
analysis  were  done,  say,  every  year,  it  would  be  difficult  to 
interpret  the  significance  of  the  change  during  the  year. 
The  analysis  could  be  done  only  in  terms  of  nominal  values, 
which  would  have  to  be  converted — a still  more  difiicult 
problem — into  estimates  of  eiqienditure. 

239.  A modification  of  the  method,  reducing  the  clerical 
labour,  but  otherwise  open  to  the  same  criticism,  would  be  to 
analyse  only  transfers  during  a given  period  (transfers  are 
often  separately  registered). 

Analysis  of  contract  notes,  etc. 

240.  Possibly  a more  hopeful  method  of  analysing 
transactions  in  securities  during  a given  period  (but  not  of 
aiTiving  at  an  analysis  of  total  holdings)  is  to  use  the  contract 
notes  made  out  by  stockbrokers  (or  a sample  of  them).  The 
great  advanta^  is  that  they  record  not  only  the  nominal  value 
of  the  securities  dealt  in  but  also  the  actual  cash  payment, 
Alternatively,  the  official  transfer  forms  (not,  however, 
required  for  Government  securities),  or  copies  of  the  accounts 
rendered  periodically  by  stockbrokers  to  their  clients,  could 
be  used.  The  difficulties  of  classifying  the  transactors  would 
be  the  same  as  in  using  the  register  : furthermore,  to  preserve 
confidentiality  it  might  well  be  necessary  for  the  classification 
to  be  done  in  the  brokers’  offices. 

241.  Both  the  methods  of  analysis  suggested  would  be 
extremely  helpful  if  they  proved  efficient.  But  we  would  not 
at  this  stage  do  more  than  suggest  that  the  possibilities  should 
be  more  thoroughly  explored. 

Capital  Issues 

242.  There  are  at  present  three  important  series  of  figmes 
available  relating  to  borrowings  on  the  capital  market  (other 
than  British  Government  issues)  ; the  estimates  of  capital 
issues  compiled  by  the  Bank  of  England  and  published  in  the 
Monthly  Digest  of  Statistics ; the  estimates  of  issues  of 
securities  compiled  monthly  by  the  Midland  Bank,  differing 
slightly  in  definition  and  arrangement ; and,  the  statistics 
recently  issued  in  the  Monthly  Digest  of  Statistics  giving  a 
quarteily  analysis  of  applications  to  the  Capital  Issues 


1 The  total  of  Government  securities  outstanding  can  be  obtained  if  the  infor- 
mation suggested  becomes  available.  The  total  ofseeurities  quoted  on  the  London 
Stock  Exwangc  (at  both  nominal  and  market  values)  by  classes,  is  estimated 
annually  by  tbe  Stock  Exchange  CouncD. 


Committee  for  consent  to  the  raising  of  funds  and  separating 
applications  allowed  from  those  refused.  Statistics  of  issues 
of  British  Government  securities  are  recorded  in  the  Ex- 
chequer return  but  they  relate  to  sales  or  redemptions  by  the 
Exchequer,  and  thus  include  transactions  with  the  ‘ Depart- 
ments ’.  They  are  also  at  present  published  in  a form 
difficult  to  use. 

243.  We  suggest  that  both  the  Bank  of  England  and 
Midland  Bank  series  would  be  even  more  useful  if  there  were 
a fuller  analysis  of  the  different  l^ds  of  capital  issues 
showing  sepsarately,  for  example,  rights  issues,  private  placings, 
and  issues  raised  to  redeem  existing  securities  (included  by 
Bank  of  England,  excluded  by  Midland  Bank).  As  regards 
issues  of  British  Government  stock,  we  have  already  made 
suggestions  for  a quarterly  analysis  of  tbe  financial  transac- 
tions of  the  Central  Government  in  a broad  sense  which 
would  eliminate  from  the  statistics  transactions  which  were 
merely  between  different  branches  of  the  Central  Government 
(paras.  140,  148-153).  This  would  provide  a good  series  of 
Government  issues  ; ideally,  however,  it  would  be  desirable 
for  it  to  be  published  every  month.  If  this  wereffiought 
impossible,  we  suggest  that  the  figures  of  issues  and  redemp- 
tions of  stocks  in  the  Exchequer  return  should  be  more 
conveniently  segregated  and  summarised. 

244.  The  statistics  of  applications  to  the  Capital  Issues 
Committee  include  a much  wider  range  of  methods  of  borrow- 
ing than  the  statistics  of  capital  issues  as  ordinarily  under- 
stood ; sums  raised  from  whatever  source  in  excess  of 
£10,000  (other  than  unsecured  bank  loans  made  in  the 
ordinary  course  of  business  2)  require  Capital  Issues 
Committee  approval.  The  figures  thus  include  a substantial 
amoimt  of  loans  raised  from  financial  institutions,  capital 
issued  by  private  companies  and  unincorporated  businesses, 
etc.,  much  of  which  would  be  excluded  from  the  records  of 
capital  issues.  On  the  other  hand,  tbe  (Capital  Issues 
Committee  figures  relate  to  applications  approved  in  a 
particular  quarter  whereas  what  is  usually  required  is  money 
raised  in  a particular  quarter  ; we  imd^tand  that  methods 
of  relating  the  approvals  to  ffie  actual  raising  of  funds  are 
being  investigated.  Moreover,  the  Capital  Issues  Committee 
figures,  in  their  published  form,  are  not  analysed  in  much 
detail ; it  would  be  desirable,  in  particular,  to  classify  them 
by  industry,  by  the  type  of  enterprise  raising  the  capital 
(public  companies  or  other  ente^rises),  and  according  to  the 
sources  from  which  the  mon^  is  to  be  raised  (although  this 
may  not  be  definite  at  the  time  of  application).  Some  new 
information  mi^t  also  be  derived  about  overseas  borrowing 
and  lending  op^ations.  To  avoid  disclosure  of  intended 
issues  before  they  are  made,  the  amount  of  detail  given  would 
have  to  be  limited.  If  the  figures  could  be  converted  into 
sums  actually  raised,  this  difficulty  would  not  arise.  We 
welcome  the  appearance  of  these  figures  and  recommend  that 
they  should  be  more  fully  exploited  especially  with  a view  to 
securing  from  them  information  about  borrowings  outside 
the  new  issue  market.  We  should,  however,  point  out  that 
the  figures  relate  to  borrowings  during  a period  ; loan 
repayments  would  not  be  recorded. 

245.  Certain  other  information  about  the  capital  market 
mi^t  usefully  be  assembled  and  published.  Three  points 
may  be  mentioned  : (a)  statistics  of  retiempf/ons,  to  set  against 
new  issues  ; (fi)  an  analysis  of  forthcoming  ‘ calls ' on  new 
money  (at  present  compiled  privately  by  a firm  of  stock- 
brokers), which  can  have  at  times  a significant  effect  on  the 
market ; (c)  an  analysis  of  the  costs  of  issuing  new  capital. 


Stock  Exchange  Turnover 

246.  We  suggest  that  the  present  system  of  voluntary 
marking  of  bargains  could  luefully  be  replaced  by  a more 
informative  andysis  of  Stock  Exchange  business.  Preferably 
it  should  be  made  comprehensive  and  should  cover  the 
number  of  units  of  each  security,  or  the  amount  of  stock. 


Interest  Rates  and  Security  Prices 
AND  Yields 


247.  Statistics  of  the  rate  of  interest  and  the  yields  and 
prices  of  various  sorts  of  securities  are  as  important  as 
statistics  of  flows  of  funds  and  stocks  of  paper  assets.  Changes 
in  rates  of  interest  are  one  of  the  main  ways  in  which  monetary 
policy  impinges  on  ‘ real  ’ economic  developments.  For 
though  it  is  also  possible  for  credit  to  be  quantitatively  re- 


2 There  UB  other  excepdooi  which 
forms  of  inter-compeay  borrowinj,  the 


I sometimes  imponoat,  such  as  cerleia 
Jing'Up  of  uncalled  share  liabilities  etc. 
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stricted,  credit  restrictions  are  generally  surmountable  at  a 
price  ; and  die  resulting  ‘ fringe  ’ interest  rates  are  likely  to  be 
particularly  valuable  and  sensitive  indicators.  The  interest 
rates  on  different  types  of  loans  and  the  yields  of  different 
types  of  security  differ  considerably  : ideally  it  would  be 
desirable  to  have  measures  (a)  of  the  interest  rate  on  each  of 
the  main  types  of  non-marketable  loan  or  deposit,  and  (6) 
of  both  the  yield  and  the  price  of  each  of  the  main  types  of 
marketable  security.  We  aim  here  to  ^ve  only  a general 
indication  of  the  scope  there  is  for  improving  existing 
statistics  under  these  two  main  heads.  What  we  have  prim- 
arily in  mind  is  the  need  for  published  information  on  broad, 
general  trends.  We  have  not  tried  to  cover  the  short-run 
indicators  needed  by  private  operators,  whose  needs  are 
fairly  well  covered  now  ; nor  the  short-nm,  and  some- 
times conii^ntial,  information  required  by  the  authorities 
themselves. 

Interest  rates 

248.  Satisfactory  figures  are  at  present  available  for  (a) 
the  average  rate  on  the  new  tender  for  Treasury  Bills  and  (f>) 
the  rate  on  fine  trade  bills.  Statistics  of  (c)  call  money  rates 
would  be  more  revealing  if  they  could  indicate  not  only  the 
agreed  and  stable  rates  paid  by  discount  houses  for  part  of 
their  loans  from  banks,  but  also  the  flexible  and  sensitive  rates 
at  which  toey  borrow  the  balance  from  banks  and  elsewhere. 
id)  Rates  on  bark  loans  are  already  made  public,  separate 
rates  l»mg  charged  for  nationalize  industries,  first  class 
industrial  customers,  and  other  customers.  This  categori- 
zation, though  useful,  would  be  more  informative  if  the 
volume  of  business  at  these  three  (and  any  other)  rates  were 
made  known.  (It  might  possibly  then  be  useful  to  combine 
these  rates  into  a current-weighted  average  of  rates  on  bank 
loans.) 

249.  It  would  in  addition  be  useful  to  collect  information 
about  the  rates  paid  on  loans,  mainly  lon^r  term,  by  various 
main  borrowers  ; in  particular  (o)  local  authorities  ; i ratw 
paid  on  deposits,  and  on  loans  other  than  from  the  Public 
Works  Loan  Board  which  are  already  standardized  and 
published;  (6)  building  societies : rates  paid  on  shares  and  on 
deposits  ; (c)  hire  purch^  finance  houses  : rates  paid  on 
deposits.  It  is  understood  that  the  Government  broker 
already  collects  from  the  mortgage  market  some  details  of  the 
rates  paid  by  local  authorities.  Information  on  rates  paid  by 
the  other  bo^es  mentioned  above  would  probably  have  to 
come  from  the  bodies  themselves.  It  is  more  doubtful  how 
far  it  would  be  worth  collecting  similar  information  from 
various  main  groups  of  lenders.  There  is  a good  case  for 
having  id)  further  information  on  rates  charged,  on  new  loans 
and  mortgages  by  insurance  companies.  The  rates  (e) 
charged  by  building  societies  on  new  mortgages,  being  fairly 
standardized,  are  already  known. 

250.  In  spite  of  the  importance  of  trade  credit,  th«e  is  at 
present  no  regular  information  about  the  level  of  interest 
rates  paid  on  trade  credit,  nor  the  period  of  credit  and  other 
terms.  ^ This  information  is  bound  to  be  difficult  to  obtain, 
particularly  since  rates  and  conditions  probably  vary  widely. 
Nevertheless  except  in  those  cases  where  the  rates  charged  are 
too  much  influenced  by  custom,  they  might  afford  a valuable 
index  of  credit  stringency  ; and  we  suggest  that  consideration 
should  be  given  to  ways  of  overcoming  the  difficulties, 
including  the  possibility  of  holding  a pilot  inquiry. 

Security  yields  and  prices 

251.  There  exist  at  present  a considerable  number  of 
indices  of  security  yields  and  prices  which  are  compiled  and 
published  by  various  private  institutions  : in  particular  those 
of  the  Institute  of  Actuaries,  The  Financial  Times,  The  Econo- 
mist, the  Investors'  Chronicle,  the  Bankers'  Magazine  and 
Moodys  Services  Ltd.  Considerable  thought  has  gone  into 
the  preparation  of  some  of  these  indices,  and  they  are  widely 
used.  But  they  have  been  designed  with  various  short-twm 
needs  in  mind,  primarily  those  of  the  investing  public. 
Though  they  may  appear  to  cover  much  of  the  field,  no  single 
one  of  them  does  so  ; nor  can  they  be  combined,  for  they 
differ  as  regards  base  date,  method  of  weighting,  and  other 
matters  of  construction. 


of  security,  sub-divided  into  separate  indices  according  to  the 
different  classes  of  security.  In  practice  this  is  not  fully 
possible,  but  it  is  possible  to  go  much  further  in  this  direction 
than  the  present  indices  go — or,  indeed,  aim  to  go.  In 
particular  it  would  be  desirable  that  a much  more  consistent 
principle  of  weighting  should  be  adopted.  We  suggest  that 
securities  should  be  weighted  according  to  the  market  value 
at  the  base  date  of  securities  held  by  a defined  population — 
rather  than  by  the  value  of  transactions  in  the  securities  or 
some  other  principle.  One  reason  for  this  proposal  is  that 
we  are  interested  inter  alia  in  changes  in  aggregate  capital 
\-^ues.  It  would  also  be  possible  to  go  much  further 
towards  covering  the  less  common  (and  less  commonly 
traded)  types  of  stocks  and  shares,  by  representative  sampling. 
Present  indices  by  contrast  concentrate  on  the  better  known 
shares,  which  are  definitely  not  typical. 

253.  Two  points  would  have  to  be  settled.  First,  it  seems 
desirable  to  define  the  ‘ population  ’ of  securities  in  which  we 
are  interested  as  the  totd  of  securities  held  by  U.K.  residents. 
There  is  a complication  in  that  a significant  proportion  of 
quoted  industrial  and  commercial  securities  is  held  by 
concerns  whose  shares  are  also  quoted,  so  that  to  include  the 
shares  issued  by  these  companies  ^ well  as  the  shares  they 
hold  would  involve  double  counting.  For ' weighting  pur- 
poses it  would  probably  therefore  be  desirable  to  define  the 
‘ population  ’ to  be  covered  as  the  holdings  by  persons  and 
financial  intermediaries  resident  in  the  U.K.  only  of  such 
quoted  securities  as  have  not  been  issued  by  the  latter.  As 
fhr  as  we  can  see  it  should  be  practicable  to  make  at  least 
rou^  adjustments  so  as  to  put  the  weighting  on  this  basis. 

254.  Second,  it  would  be  necessary  to  exclude  the  shares 

of  private  companies;  for  since  they  are  not  quoted  on  stock 
exchanges,  it  is  practically  impossible  to  obtain  good  estimates 
of  their  market  value.  3 It  would  probably  also  be  necessary 

to  try  to  exclude  from  the  population  to  be  sampled  those 
quoted  stocks  and  shares  where  the  frequency  of  trading  was 
below  some  minimum.  (It  would  probably  not  be  desirable 
to  go  so  far  as  to  exclude  all  shares  except  those  which  were 
fairly  certain  to  be  traded  each  month.  There  is  of  course  a 
problem  of  how  to  include  in  the  index  items  which  have  no 
price  in  some  months  : but  ways  can  he  found  to  deal  with 
this  problem,  to  which  analogies  exist  elsewhere.) 

255.  As  regards  industrial  and  commercial  securities,  we 
suggest  then  that  it  would  be  desirable  to  have  a new  series  of 
iiiffices  of  prices  and  yields,  covering  a broader  field  than 
the  present  indices.  We  suggest  that  it  might  be  reasonable 
to  aim  at  constructing  a stratified  sample  of  say  500  equities  ; 
for  preference  shares  and  debentures  a considerably  smaller 
number  would  be  appropriate.  It  would  be  desirable  to 
classify  securities  according  to  size  of  company.  ^ Though 
great  detail  would  be  inappropriate  it  would  also  be  useful 
to  have  a broad  type  of  industrial  clsasification  « (separate 
from  the  size  classification).  For  each  sub-group  it  would 
probably  be  desirable  to  have  indices  of  prices  and  yields  ; 
for  equities,  both  dividend  and  earnings  yields. 

256.  Similar  principles  might  perhaps  also  apply  to  gilt- 
edg^  prices  and  yields.  Thus  there  might  be  representative 
inffices  for  British  Government  securities  ; for  British  local 
authorities  ; for  British  nationalized  industries  ; and  for 
colonial  and  dominion  governments  and  pubhc  boards. 
Both  for  British  Government,  and  for  total  gilt-edged,  there 
mi^t  be  three  sub-indices  for  securities  of  different 
maturity  dates,  t 

257.  Any  new  series  of  indices  should  be  constructed  on 

uniform  general  principles.®  Thus  we  suggest  that  price 
indices  should  be  arithmetic  weighted  averages  of  the  price 
relatives  of  the  securities  in  the  sample  ; and  that  the  yield 
of  any  sample  should  be  calculated  as  the  total  income  from 
all  the  securities  in  it  as  a percentage  of  their  total  current 
market  value.  Samples  seem  better  revised  pra-iodically, 
but  less  frequently  than  annually  ; for  long-period  com- 
parisons  inffices  could  be  linked. 

3 Th®  same  applies  to  shares  or  public  companies  which  are  privately  held. 

4Atpresentthe  Actuaries’ Investmeatlndex  for  instance  includes  182  companies. 

5 At  present  only  the  Bankers'  Magazine  (covering  125  equities)  bas  a size 
classiilcation. 


252.  From  the  point  of  view  of  economists  following 
general  trends,  it  is  desirable  to  have  indices  covering  all  types 


1 We  have  already  suggested  a quarterly  return  froi 
ing  interest  rates  paid  on  different  classes  of  borrowing 

2 We  have  already  suggested  quarterly  samples  of  t 
payable  by  companies  (see  para.  207). 


m local  authorities  show- 
(see  para.  189). 
trade  credit  receivable  and 


6 The  Actuaries’  Index  (as  well  as  that  of  the  Inveslors'  Chronicle)  is  at  present 
so  classified. 

7 Monthly  average  prices  and  yields  of  representative  short-dated  and  medium- 
dated  British  Government  etocks  are  at  present  published  in  the  Monthly  Digest 
M Statistics.  The  variations  in  the  price  of  a ^ortniated  security  are  jserfocce 
Umited  ; but  this  is  not  a good  reason  against  publishing  statistics  of  their  price. 

8 Present  practice  varies  : the  Actuaries’  Index  comes  nearest  to  the  recom- 
mendations m the  text  ; but  although  arithmetic  averages  are  used  foe  yields, 
geometric  averages  are  used  for  security  prices. 
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258.  The  above  proposals  would  not  make  any  less 
desirable  the  efforts  of  private  enterprise,  which  have  been  so 
conspicuous  in  this  branch  of  statistics.  Responsibili^  for 
providing  the  kind  of  security  indices  we  suggest  can  presum- 
ably lie  only  with  the  Government.  We  sug^t  that  the 
Government  should  confine  itself  to  providing  monthly 
indices,  which  are  sufficient  for  broad  policy  purposes.  But 
the  financial  press  and  the  investing  public  will  continue  to 
require  more  frequent  information  ; and  there  is  no  reason 
why  the  existing  series  should  not  continue  as  at  present. 
There  is  clearly  no  basis  on  which  those  who  now  prepare  them 
could  be  asked  to  undertake  additional  work.  But  there  are 
many  ways  in  which  their  co-operation  could  ease  the  task  of 
preparing  new  series. 

11.  Organisation  of  the  Proposed  Improvements 

259.  The  process  of  improving  our  financial  and  monetary 
statistics,  and  developing  them  into  the  comprehensive  and 
consistent  system  outlined  in  this  report,  wiU  inevitably  be 
continuous  and  lengthy.  Many  interests,  both  public  and 
private,  are  concerned,  and  much  consultation  and  detailed 
work  will  be  necessary.  It  is  important  that  reasonable 
priorities  should  be  established,  and  that  the  main  lines  of 
intended  development  should  be  kept  clearly  in  mind  in  the 
passage  through  a maze  of  det£^.  Furthermore,  it  is 
important  that  the  statistical  system  should  be  fully  responsive 
to  changing  needs  and  circumstances. 

260.  We  suggest  that  consideration  might  be  given  to  the 
following  proposals  : (/)  A special  responsibility  for  the  body 
of  financial  and  monetary  statistics  should  be  established 
at  some  point  within  the  official  machinery,  (if)  A steering 
group  including  representation  of  the  interests  involved  might 
be  established  to  give  drive  to  the  work  and  to  co-ordinate 
the  collection  of  material.  This  steering  ^oup  might 
usefully  represent,  apart  from  Government  statisticians,  the 
nterests  of  official  ‘ consumers’  of  financial  statistics  ; the 


interests  of  the  businesses  on  which  the  main  work  of  pro- 
ducing the  statistics  would  fall  ; and  also  some  people  from 
the  world  of  academic  economics  or  financial  journalism 
who  would  be  concerned  chiefly  with  the  statistics  as  tools  of 
analysis  and  of  informed  comment  on  affairs,  (m)  The 
improvement  of  the  statistics  should  be  accompanied  by 
review  of  existing  statistics  and  publications,  including  the 
mass  of  statutory  returns  some  of  which  seem  to  us  of  very 
doubtful  value,  (fv)  Finally,  a progress  report  should  be 
published  after  an  appropriate  interval  to  show  how  far  the 
recommendations  have  been  carried  out  and  what  further 
improvements  seemed  to  be  required. 

261.  We  wish  to  make  only  the  most  general  recommen- 
dations regardbg  the  forms  and  vehicles  of  publication  of 
financial  statistics.  Many  of  our  suggestions  would  not  lead 
to  any  great  increase  in  the  bulk  of  statistics  provided  but 
are  designed  to  improve  the  comprehensiveness  and  the 
definitions  of  figures  already  published.  Others  are  sugges- 
tions for  supplementing  the  information  in  existing  publi- 
cations, such  as  the  National  Income  Blue  Books  and  the 
Balance  of  Payments  White  Papers.  However,  if  our 
recommendations  were  carried  out  in  (ull,  they  would  lead  to 
a much  greater  volume  of  statistics,  some  of  them  of  interest 
only  to  specialists,  than  could  probably  be  accommodated  in 
existing  publications,  including  the  Monthly  Digest  of 
Statistics  and  Annual  Abstract,  without  adding  substantially 
to  their  size  and  price.  There  may,  therefore,  be  a case  for  a 
special  publication  conned  to  ‘ financial  and  monetary  ’ 
statistics,  although  we  would  hope  that  the  main  series  could 
continue  to  be  published  in  summary  form  in  the  Monthly 
Digest,  with  a reference  to  the  sources  in  which  full  details 
can  be  found.  It  would,  of  course,  be  essential  that  new 
statistics  should  be  accompanied  by  full  explanations  and 
definitioas. 

Jujie,  1958.  (see  postcript  on  page  27  below) 


Appendix  I 

Suggested  classification  of  Government  Securities 

We  have  suggested  at  several  points  that  British  Govern- 
ment and  guaranteed  securities  should  be  classified  according 
to  maturity  date.  We  recommend  the  following  as  suitable 
divisions  : 

Maturity  less  than  2 years 
„ 2 to  5 years 

„ 5 to  10  years 

„ 10  to  15  years 

„ over  15  years 

Undated. 

Expert  consideration  would  need  to  be  given  to  the  defini- 
tion of  maturity  dates.  The  effective  choice  seems  to  be 
between  t 

(а)  an  arbitrary  decision  in  favour  for  example  of  central 
or  latest  dates,  adhered  to  in  all  circumstances  and 

(б)  an  alteration  from  time  to  time  in  the  definition 
of  maturity  dates,  on  the  grounds  that  probable  re- 
demption dates  vary  with  changes  in  interest  rates.  We 
would  recommend  the  latter.  In  this  case,  we  would 
envisage  the  decision  being  taken  by  those  responsible 
for  collecting  the  statistical  returns. 

A special  difficulty  arises  in  the  case  of  securities  whose 
earliest  maturity  date  is  already  past. 


Appendix  II 

Tabular  statements  summarising  the  principal 
regular  statistics  recommended  for  collection 
from  each  group  of  financial  institutions 

A.  Deposit  Banks 

London  Clearing  Banks,  Scottish  Banks,  Northern  Irish 
Banks,  offices  in  United  Kingdom  of  overseas  banks,  merchant 
banks  and  accepting  houses,  other  deposit  banks  operating 
in  United  Kingdom.  Ail  figures  to  be  published  only  in 
aggregate  for  each  of  these  groups  of  banks.  All  figures  to 
relate  to  the  business  of  offices  within  the  United  Kingdom 
only. 


1 . Monthly  returns 
Assets 

Coin  and  bank  notes 
Deposits  with  the  Bank  of  England 
Items  in  transit  including  inter- 
branch  items  I May  be 

Balances  with  and  cheques  in  L combined 
course  of  coUection  on  other  I 
banks  in  the  United  Kingdom  J 
Balances  with  offices,  or  other  banks,  overseas 
Money  at  call  and  short  notice — 

to  discount  houses  (or  to  stock  exchange 
firms) 

foreign  currency  balances  at  call 
other 

Treasury  bills  discounted 
Other  bills  discounted — 
domestic 
overseas 

Investments  (book  value)  excluding  trade  ia- 
vestments 

Advances  to  customers  (excluding  items  in 
transit,  and  foreign  excl^ge  balances) 

Bank  premises  account 

Investments  in  affiliated  banks  and  subsidiary 
companies 

Liabilities 

Capital  paid  up 

Reserve  fund  or  “ Balance  ” (see  para.  55) 
(balancing  item,  and  including  extraneous 
items  now  included  in  “ advances  and  other 
accounts”  and  “deposits  and  other  accounts”) 
Current  accounts  — U.K.  residents 
others 

Deposit  accounts  (excluding  “other  accounts”)— 
U.K.  residents 
others 

Notes  in  circulation 
Acceptances  outstanding — 

domestic 

overseas 

Guarantees,  foreign  exchange  commitments, 
etc. 
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Memorandum  Entries  (items  included  in  advances  and 
deposits) 

Interest  debited  on  advances 
Interest  credited  on  deposits 

2.  Return  of  transactions  in  securities  (in  total,  monthly  ; 

by  categories,  quarterly) 

Purchases  and  sales  of  securities  during  the 
quarter — 

British  Govemment  securities  etc.  (see 
Appendix  I) 

Securities  of  U.K.  local  authorities 
Overseas  securities  (see  para.  46,  footnote  1) 
Securities  of  U.K.  contfjanies 
Other  securities. 

3.  Annual  return  of  securities  held 

Total  securities  held  at  market  value  (see  para. 
18) 

British  Government  securities  etc.  (see  Appen- 
dix I) 

Securities  of  U.K.  local  authorities 
Overseas  securities  (see  para.  46,  footnote  1) 
Securities  of  U.K.  companies 
Other  securities. 

4.  Supplementary  statistics  on  advances  (if  found  practic- 

able) 

(a)  Total  of  overdraft  limits  or  of  unused  overdraft 
limits 

(i>)  Advances  divided  between  loans  with  a definite 
term  of  more  than  one  year  and  other  loans. 

5.  Quarterly  analysis  of  total  deposits 

Deposits  held  by — 

Central  Government  departments  funds  and 
agencies 

Local  authorities 
Public  corporations 
Financial  companies 
Other  companies 
Persons 
Non-residents 

Alternatively,  a classification  by  industry. 

6.  Monthly  return  of  total  debits  to  bank  accounts  (if 

thought  desirable) 

B.  Discount  Houses 

1.  Monthly  returns  for  all  discount  houses 
in  aggregate. 

Assets 

Fixed  assets  etc. 

Cash 

Treasury  bills 
Other  bills — 

domestic 

ovaseas 

Securities  (book  value) 

Loans 

Other 

Liabilities 

Capital  and  reserves 

Money  at  call  and  short  notice — 

Bank  of  England 
Clearing  banks 
Other  U.K.  banks 

Overseas  banks  and  other  non-residents 
Other 

Bills  rediscounted — 

Treasury  bills 
Other 


Deposits  and  other  creditors — 

Domestic 

Non-resident 

2.  Quarterly  return  of  transactions  in  securities 

Purchases  and  sales  during  the  quarter — 

British  Government  securities  etc.  (see 
Appendix  I) 

Overseas  secui’ities  (see  para.  46,  footnote  1) 
Other. 

3.  Annual  return  of  securities  held  at  market  values 

(see  para.  18) 

British  Government  securities  etc.  (see 
Appendix  I) 

Overseas  securities  (see  para.  46,  footnote  1) 
Other  (separate  any  major  groups). 

C.  Life  Assurance  Companies 
(all  companies,  whether  established  in 
Great  Britjun  or  not,  doing  life  business) 

Annual  return  supplementing  statutory  accounts 
(ft)  Securities  held  at  market  value*  (directors’  valuation  for 
unquoted) 

British  Government  etc.  (see  Appendix  I) 

U.K.  local  authorities 

Overseas  securities  (see  para.  46,  footnote  1) 
Securities  of  U.K.  companies  — quoted 

unquoted 

Debenture 

Preference 

Ordinary 

Other 

(b)  Purchases  and  sales  of  securities  during  year 
Analysis  as  under  (a)  above 
Separating  purchases  of  new  issues  from  other 
securities. 

D.  Hire  Purchase  and  Other  Instalment  Credit 
Finance  Houses 

1.  Quarterly  return,  at  least  from  all  enterprises  above  a 
certain  size 
Assets 

Outstandmg  accounts  receivable— 
from  retailers 

from  purchasers  of  goods  (a)  corporate 
(b)  other 

Amount  of  receivables  purchased  from 
customers  (i.e.  trade  debtors) 

Other  credit  extended  to  businesses 
Securiti«  (preferably  market  values) 

Cash 

Other  assets. 

Liabilities 

Share  and  loan  capital  (indicating  proceeds 
of  new  issues  for  cash  in  preceding 
quarter) 

Reserves  or  balancing  item 
Deposits  (specified  by  term) 

Outstanding  bills  discounted  (excluding 
bMs  redi^unted) 

Bank  debt 
Other  liabilities 

Contingent  habilities  representing  bills  re- 
discounted. 


* Ses  para.  IS. 
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Appendix  in 

Proposed  Annual  Statement  of  Financial  Assets 
and  Liabilities  of  the  Central  Government  Sector 
For  definition  of  Central  Government  Sector,  which  in- 
cludes ‘ the  Departments  see  para.  138. 

Assets 

Loans  outstanding  to  overseas  governments 
Deposits  with  I.B.R.D.,  and  I.F.C. 

Holdings  of  gold  and  foreign  exchange 
Loans  outstanding  to  local  authorities 
Loans  outstanding  to  public  corporations 
Securities  held  in  non-Government  enterprises,  at 
market  value 

Net  trade  credit  outstanding  to  Government  depart- 
ments (so  far  as  identifiable) 

Cash  held  by  Government  departments  at  commercial 
banks 

Gold,  coin  and  bullion  held  by  Issue  Department 
Government  deposits  with  Banking  Department 


Loans  outstanding  from  overseas  governments 
Loans  outstanding  from  international  organisations 
National  Savings  (amounts  remaining  invested) 
Fiduciary  issue 

British  Government  securities  outstanding  at  market 
value  (held  outside  Central  Government  Sector) 

Maturity  less  than  2 years 
„ 2 to  5 years 

„ 5 to  10  years 

„ 10  to  15  years 

„ Over  15  years 

Undated 

Tax  reserve  certificates  outstanding 
Treasury  bills  outstanding  (held  outside  Central 
Government  Sector) 

Ways  and  Means  advances  outstanding  to  Banking 
Department. 


POSTSCRIPT 


Since  this  Evidence  was  submitted,  in  Jime  1958,  a number  of  improvements  have  been  introduced,  or  are  now  being  planned,  in  the 
regularly  published  financial  statistics.  These  render  ofaselete  some  of  the  recommendations  made  above. 

(a)  From  the  end  of  1958  the  monthly  returns  of  the  Clearing  Banks  have  been  amended  in  several  respects,  by  agreement  with  the 
Committee  on  the  Working  of  the  Monetary  System; 

(i)  Para.  37.  The  statements  for  lime  and  September  will  in  future  relate  to  the  third  Weifiiesday  of  the  month,  instead  of  the 
last  day  of  the  month. 

(ii)  Para.  39.  Cash  is  divided  from  balances  at  the  Bank  of  England. 

(iii)  Para.  41.  Money  with  the  Money  Market  is  separated  from  other  short-term  money. 

(iv)  Para.  42.  U.K.  bills  discounted  are  separated  from  other  bills. 

(v)  Para.  46.  Securities  of,  or  guaranteed  by,  the  British  Government  are  divided  from  other  investments. 

(vi)  Para.  48.  Items  in  transit  between  branches  of  the  same  bank  are  separated  from  advances. 

(vii)  Para.  54.  Acceptances  and  confirmed  credits  are  separated  from  other  engagements. 

(viii)  Para.  56.  Current  accounts  and  d^wsit  accoimts  are  shown  separately  and  are  divided  from  internal  funds,  etc. 


The  new  subdivisions  in  (ii)  to  (viii)  above  apply  only  to  the  aggregate  figures  for  all  banks. 

(b)  Para.  194.  Quarterly  estimates  of  the  trading  income  of  the  public  corporations,  as  a single  group,  are  now  given  in  the  quarterly 
national  accounts. 

(c)  Para.  200.  The  Board  of  Trade  is  planning  to  render  more  complete  its  regular  analysis  of  the  accounts  of  companies,  in  particular 
by  analysing  those  accounts  of  unquoted  companies  which  are  lodged  with  the  Registrar  of  Companies. 

(d)  Para.  224.  The  Board  of  Trade,  in  conjunction  with  the  Bank  of  England,  proposes  to  collect  regular  statistics  from  British 
companies  operating  abroad,  and  from  non-resident  companies  operating  in  the  U.K.,  of  overseas  income  and  capital  flows; 
new  figures  of  overseas  transactions  will  also  be  collected  from  insurance  companies  (Statement  of  Chancellor,  April  28th,  1959). 

Finally,  the  suggestions  in  para.  244  for  fuller  analysis  of  the  records  available  to  the  Capital  Issued  Committee  have  now  beco  me 
obselece. 


June,  1959 


c 
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1,  Mr.  Thomas  Balogh 


L MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  THOMAS  BALOGH* 


I.  iNTRODUCffON 

1 . I have  been  asked  for  my  views  on  possible  improve- 
ments in  the  structure  and  functioning  of  the  monetary  system. 
Any  views  on  this  matter  must  be  based  on  political  assump- 
tions about  the  aims  of  economic  policy  ; and  on  a technical 
assessment  of  the  way  in  which  monetai^  mechanisms  work, 
which  win  establish  the  uses  and  limitations  of  monetary,  as 
compared  with  other,  controls  and  influences  in  pursuing 
desired  ends. 

2.  I therefore  consider  it  necessary  to  make  my  own 
political  assumptions  explicit,  In  what  follows  I assume  that 
economic  policy  should  aim  to  promote  and  maintain  full 
employment ; and  to  achieve  a high  enough  rate  of  economic 
^owth  to  ensure  both  that  this  country  is  able  to  hold  its  own 
internationally  and  that  internal  monetary  stability  is  safe- 
guarded by  the  ability  to  satisfy  claims  for  highra  rates  of  re- 
muneration without  revolutionary  changes  in  organisation. 

3.  I regard  the  pursuit  of  these  aims  as  vital  and  urgent  in 
view  of  the  superior  dynamism,  and  instability,  of  the  United 
States  and  Germany,  and  the  relentless  technical  and  economic 
progress  of  the  Soviet  Union  (whose  industrial  production 
has  already  become  far  cheaper  in  toms  of  agricultural 
produce  than  our  own).  Progress  along  these  lines  b also 
essential  if  we  wish  to  retain  our  influence  in  the  Sterling 
Commonwealth  and  recreate  a material  basis  (independent 
of  foreign  aid)  for  our  influence  in  international  political 
settlements, 

4.  It  is  from  these  standpoints  that  I shall  try  to  appraise 
the  effectiveness  of  institutions  and  policies  and  make  sugges- 
tions. I shall  attempt  to  indicate  what  I regard  as  political  in 
content  and  what  I consider  technical  and  not  dependent  on 
political  assumptions. 

5.  I wish  to  make  it  clear  from  the  outset  that  I do  not 
believe  that  improvements  in  the  monetary  system — structural 
Or  functional — can  deal  with  the  grave  economic  problems 
that  face  Britain.  In  particular,  I do  not  believe  that  mone- 
tary reform  or  management,  even  assisted  by  the  most  up-to- 
date  and  resolute  budgeting  policy,  can  solve  the  crucial 
problem  of  safeguarding  price  stability  while  maintaining  full 
employment.  I have  set  out  elsewhere  the  reasons  for  doubt- 
ing the  efficiency  of  monetary  policy  in  present  pay  circum- 
stances in  Britain,  and  the  reasons  why  I consider  dangerous 
the  belief  that  monetary  (or  even  budget)  policy,  assisted  by 
repeated  devaluations  or  sliding  exch^ge  rates,  can  do  all 
that  needs  to  be  done.*  I will  refrain,  thCTefore,  from  re- 
peating the  arguments  at  length  here. 


investment  the  closest  co-operation  with  the  Trade  Unions  is 
required  to  evolve  a coherent  policy  for  income  distribution. 

8.  The  material  which  follows  is  divided  into  three  inter- 
connected sections.  The  first  discusses  the  statistical  intelli- 
gence of  policy  making;  the  problem  of  gathering,  digesting 
and  communicating  information  on  the  state  of  the  financial 
system.  The  second  section  is  concerned  with  possible 
structural  reform.  The  third  reviews  and  reconsiders  the 
policies  that  have  been  pursued.  This  arrangement  results  in 
some  repetition  but  it  seemed  to  me  desirable  to  separate 
issues  according  to  the  operational  methods  needed  to  deal 
with  them. 

n.  Some  STATisncAL-lNTELUGiNCB  Problems 

1 . The  National  Institute  of  Economic  and  Social  Research 
was  asked  to  submit  to  the  Committee  a memorandum  on 
the  Improvement  of  Financial  Statistics*  (subsequently  re- 
ferred to  as  the  Memorandum)  and  I have  been  permitted  to 
see  this  document  at  various  stages  of  its  preparation.  I can 
therefore  restrict  myself  to  a few  points.  I should  like  other- 
wise to  associate  myself  with  the  National  Institute’s 
recommendations. 

A.  Statistics  Relating  to  the  Position  and  Policy  of  The  Bank 
of  England, 

2.  I think  it  would  be  important  to  publish  each  month,  as 
in  Germany  and  Ainerica,  an  analysis  of  the  change  in  Bank 
liquidity  and  its  causes.  In  this  conjunction  I think  that  at 
least  twice  yearly  there  should  be  an  analysis  of  the  structure 
of  assets  of  the  Bank  of  England.  The  Memorandum  treats 
the  Bank  of  England  as  part  of  the  Central  Government 
which  it  certainly  is,  nevertoeless  an  indication  of  the  changes 
in  its  own  asset  structure,  apart  from  those  of  the  Debt  Com- 
missioners and  the  Departments,  might  be  significant. 

B.  Overseas  Sterling  Balances  and  Credits. 

3.  In  analysing  sterling  balances,  balances  held  on  Central 
Bank  and  Currency  Accounts  and  other  balances  should  be 
distinguished,  as  the  increase  in  Govamnent  held  deposits 
{e.g.  the  German)  amoimts  to  a conscious  borrowing  and  is 
not  the  consequence  of  either  differences  in  the  rate  of  interest 
or  of  the  state  of  confidence.  There  should  be  a differentia- 
tion between  short-  and  long-term  assets.^  Statistics  of 
corresponding  interest  payments  to  foreigners  should  be  dis- 
tinguished from  the  other  interest  and  dividend  payments  so 
as  to  indicate  the  cost  of  our  foreign  debt. 

4.  The  gross  foreign  position  of  banks  should  be  published 
differentiating  between  : 


6.  In  my  view  monetary  policy,  whether  in  its  traditional 
sense  of  regulating  the  price,  or  the  more  modem  guise  of 
regulating  the  quantity,  of  money  and  credit,  is  powerless  to 
maintain  stability  at  full  employment  by  preventing  an  ex- 
pansion from  deteriorating  into  a speculative  inflationary 
boom.  It  can  only  be  effective  by  causing  unemployment  and 
stagnation  through  a brusque  psychologit^  impact  _wMch 
destroys  confidence  and  results  in  a revision  of  optimistic 
expectations.  It  does  not  work  elastically  and  subtly  through 
its  impacts  on  costs,  as  has  be^  claimed  by  enthusiasts.2 
Monetary  policy  may  have  a certain  subordinate  role  to  play, 
though  I think  all  that  it  can  accomplish  can  be  better  done 
in  the  medium  short-run  by  budgetary  me^uiea  As  a 
secondary  weapon,  mainly  aimed  at  producing  short-term 
psychological  effects,  it  may  possibly  have  a part  to  play 
within  a well  co-ordinated  system  of  physical  and  financial 
measures. 

7 lam  not  seeking  to  deny  that  there  are  monetary  prob- 
lems but  I do  not  believe  that  those  problems  can  be  solved 
by  monetary  means.  The  monetary  probleriB  pe  symptoms 
of  the  more  fundamental  problems  on  which  I have  touched. 
In  tackling  both  I regard  it  as  of  prime  import^M  to 
with  the  insufficiency  and  maldistribution  of  rapital  expenm- 
ture.  To  attain  and  maintain  the  needed  level  of  capital 


annexes  (not  reprinted  in  this 
mce  submitted  to  the  Cohen 
Balance  of  Payments,  Review 
Controls  (a  lecture  to  the  In- 
t,  BuUtlln  of  the  Oxford 


Roberuon,  UtiilO  and  All  Thai.  Pert  lU*  end  Eeonoi 


(a)  clearing  banks 

(h)  acceptance  houses 

(c)  British  banks  operating  abroad 

(d)  Commonwealth  banks  using  London  as  a reserve 

centre  for  their  sterling  liabOitles. 

5.  Statistics  relating  to  the  amount  of  acceptance  credit 
lines  granted  5 overseas  should  be  published  monthly,  or,  at 
least,  quarterly. 

6.  There  should  be  quarterly  returns  of  securities  purchased 
and  sold  abroad  and  put  on  (removed  from)  the  register  in 
London.  This  is  being  done  in  America  and  C^da  and 
there  is  no  reason  why  it  should  not  be  done  in  this  country. 
Separate  indications  should  be  given  of  transactions  by 
Acceptance  Houses,  Investment  Trusts  and  Insurance 
Companies. 

7.  Returns  of  overseas  finance  granted  but  not  taken  up 
of  medium  and  long-term  character  by  the  various  agencies 
concerned  with  finance  should  be  collected. 

8.  I do  not  believe  that  a differentiation  between  credits 
granted  in  dollars  and  in  pounds  is  significant  except  to  indi- 
cate confidence  in  sterling  at  the  time.  It  would,  however,  he 
important  to  subdivide  all  returns  of  overseas  financial  trans- 
actions between  sterling  area  and  non-  sterling  area  trans- 
actions as  it  is  likely  that  there  will  be  a difference  in  the 
stability  of  the  two. 

9.  Statistics  relating  to  the  foreign  income  of  the  City  of 
London  should  be  collected  and  published,  divided  between 
Acceptance  Houses,  brokers,  commodity  commissions,  and 
insurance  incomes. 


whether  the  differenSaUDn  aceordfag 'to'hoIdeS  of  non-Steiling  Area 
will  be  systematically  continued..  It  a given  only  for  3 atbllrary  dates  {p.  vm). 

S Statistics  of  the  aeceptanCM  actually  outstanding  have  now  been  published 
(Ibld.X 
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10.  A census  of  all  foreign  long-tenn  assets  in  Bntam  and 
their  income  should  be  undertaken  bi-annually  together  wiA 
the  Census  indicating  the  proportion  of  foreign  holdings  in 
the  total  assets  in  each  important  branch  of  British  industry. 

C.  Domestic  Banking 

11.  I would  not  regard  statistics  of  domestic  (as  contr^t^ 
with  overseas)  overdraft  limits  as  significant.  These  limits 
would  not  be  stable,  they  would  never  be  us^  at  the  same  time, 
and,  in  cases  of  a credit  squeeze,  could  easily  be  manipulated 
to  produce  a semblance  of  compliance  with  the  order  to 
restrict  credit  without  really  signifying  much. 

12.  I fhiTiV  the  Clearing  Banks  should  be  asked  to  show 
how  much  of  their  own  acceptances  they  hold.  They  should 
also  be  asked  to  subdivide  both  sales  and  purchases  of  securi- 
ties in  short-,  medium  and  long-term. 

13.  Statistics  relating  to  the  velocity  of  turnover  of  deposits 
should  be  published  monthly  : these  should  be  subdivided 
into  “ fiTiancial  ” circulation  (City  branches)  and  the  rest. 

14.  A profit  and  loss  account  should  be  published  including 
(a)  Salaries 

(i)  Buildings  and  maintenance 

(c)  Materials 

(d)  Other  expenses 
(c)  Interest  paid  on  : 

(i)  Savings 
0 Time 
(iii)  Current 
(/)  Capital  gains 
(g)  Interest  paid  on  : 

(i)  Bills 
(iO  Loans 

(iii)  Investments 

(iv)  Advances 

The  cost  of  ch^e  collections  should  be  published  yearly 
and  contrasted  with  charges  on  maintaining  accounts. 

D.  General  Indicators 

15.  Intelligent  policy-making  demands  not  a record  of  past 
history  but  current  indicators  of  likely  trends  in  the  immediate 
or  longer  term  future.  Three  such  indicators  of  a quasi- 
fiiiancial  nature  have  been  made  available  abroad.  The  first 
of  these  is  investment  intentions  ; the  second  the_  monthly 
movement  of  manufacturers’  order  books,  subdivided  into 
domestic  and  foreign  clients,  and  brought  into  relationship 
with  their  deliveries  in  the  same  period  ; and,  finally,  the  ab- 
solute amount  and  the  changes  in  stocks,  subdivided  again 
into  raw  materials,  work  in  progress  and  finished  goods. 
All  these  valuable  indicators  are  available  in  America  and 
Germany  and  there  is  no  reason  why  they  should  not  be 
published  here.  Efforts  have  already  been  made  to  obtain 
them  and  some  of  them  have  been  published.  The  samples 
should  be  improved  and  the  analysis  published  in  greater 
detail.  The  Federal  Reserve  Board’s  sampling  of  consumers’ 
intentions  ought  to  be  introduced  into  this  cotmtty  and  the 
results  published. 

16.  There  should  be  an  attanpt  to  set  up  and  publish  a 
complete  analysis  of  money  flows.  An  analysis  of  the  capital 
issues  according  to  size  and  class  of  borrower  should  be  pub- 
lished together  wi^  an  analysis  of  the  cost  of  the  issue.  It  is 
essential  that  all  these  indicators  should  be  published  much 
faster  than  is  now  the  case.  In  most  cases  data  are  long  out 
of  date  when  they  are  published.  The  United  States  is  a far 
larger  and  more  complex  country  than  ours.  What  they  can 
do  we  ought  to  be  able  to  do  and  better.  We  do  not 

E.  Reports  Published  by  the  Bank  of  England. 

17.  There  seems  to  have  been  a concensus  of  opinion  after 
the  Tribunal  and  Parliamentary  debate  “ on  the  allegatioas  ” 
of  a “ Bank-Rate  leak  ” that,  whatever  the  rights  and 
wrongs  of  the  particular  issue  which  gave  rise  to  the  enquiry, 
the  Bank  of  England  had  failed  in,  and  would  have  to 
make  a detennined  effort  to  develop,  its  public  relations. 
The  Economist  put  this  point  with  unusual  bluntness  and 
contrasted  the  Bank  unfavourably  with  other  central  banks, 
apparently  thinkirg  in  the  first  place  of  the  American  and 
Gennan  institutions. 


18.  Subsequently  the  idea  has  got  about,  and  seems  to  be 
encouraged  by  the  Press,  that  proper  public  relations  require 
frequent  and  rather  popular  pronouncements  by  the  Governor 
of  the  :^nk  of  England.  On  the  whole  the  previous  attitude 
of  aloofness  seems  distinctly  preferable  to  the  new  practice. 
What  are  required  are  not  homely  metaphors  of  a very  general 
character  which  do  not  seem  to  illuminate  either  the  problems 
facing  the  country,  or  the  methods  devised  to  deal  with  them, 
but  periodic  signs  of  an  intelligent  appreciation  of  the  situa- 
tion, indicating  the  trend  of  thought  in  the  Central  Bank  and 
giving,  by  its  expert  knowledge,  confidence  at  home  and 
abroad  that  the  authorities  are  on  top  of  their  job.  The 
very  task  of  writing  such  appreciations  should  help  the  Auth- 
orities in  stimulating  conscious  watchful  alertness  at  all  levels. 

20.  Certain  difficulty  may  be  experienced  even  m this, 
although  the  publications — monthly,  yearly  and  occasional — 
of  the  Federal  Board  and  some  of  its  constituent  Reserve 
■RunVi  and  of  the  Deutsche  Bundesbank  (with  its  penetrating 
review  of  the  whole  compass  of  problems  with  which  a Centr^ 
•Rank  has  to  deal)  present  excellent  examples  of  serious  public 
relations.  Cabinet  responsibility  in  this  country  should  cer- 
tainly prevent  it  being  followed  completely. 

21.  No  doubt  if  the  Central  Bank’s  policy  were  invariably 
in  accordance  with  the  general  run  of  public  or  even  offiml 
opinion  such  serious  publicity  might  be  helpful  in  securing 
conscious  public  si^>port  for  that  policy.  But  what  would 
happen  if  Central  Bank  policy  does  not  command  general 
approval  ? And  has  it  in  the  last  thirty-five  years— indeed 
ever — been  compatible  with  public  opinion  ? I shoiild  have 
Thought  that  fiiis  is  a very  debatable  proposition.  The  Bank 
of  England  im  lacked  articulateness  both  under  Mr.  Norman 
and  under  Mr.  Cobbold  for  a very  good  purpose  (even  if, 
Ijerhaps,  not  consciously  contrived).  Articulateness,  in  the 
conditions  as  they  were,  would  have  involved  the  central 
bankers  in  grave  political  difficulties,  and  would  probably 
have  resulted  in  very  much  harsher  legislation  than  has  been 
passed  or  even  contemplated.  The  Bank  under  Mr.  Norman 
and  under  Mr.  Cobbold  succeeded  in  influencing  policy  in 
directions  in  which  hardly  any  Government  would  have 
wanted  to  go,  or  could  go  without  suffering  grave  defeat  at 
the  polls.  I am  of  the  opinion  that  both  Governors  under  the 
circumstances  have  been  exceedingly  successful  in  their  public 
relations.  They  have  avoided  becoming  a centre  of  public 
controversy  even  though  their  policy  ran  diametrically  counter 
to  any  public  opinion  existing  at  the  time. 

22.  Far  greater  objections  would  be  inevitable  if  the  Gover- 
nor undertook  to  propagate  policies  over  the  head  of  the 
responsible  Chancellor,  He  should  refrain  from  attempting 
what  in  the  U.S.  is  termed  either  a “ soft  ” or  a “ hard  sell  ”. 
What  is  needed  is  as  detailed  and  as  objective  a publication 
of  statistical  enquiries  and  illuminating  financial  analyses  as 
is  possible.  Anything  beyond  that  will  inevitably  land  the  Bank 
of  England  in  the  middle  of  acute  political  controversy. 

rn.  Structural  Reforms  • 

1.  In  this  section  I propose  to  deal  with  problems  the  solu- 
tion of  which  demands  substantial  structural  reform.  I shall 
restrict  myself  to  discussing  three  problems  only  : (a)  the 
reform  of  the  policy-making  machinery  ; (b)  the  reform  of 
banking  control ; and  (c)  the  re-organisation  of  the  channel- 
ling of  finance,  in  order  to  be  able  to  deal  with  the  twin  prob- 
lem of  increasing  savings  and  increasing  the  role  of  collective 
savings. 

A.  The  Policy-Making  Machinery 

1.  The  fact  that  Britain  was  struck  by  five  severe  exchange 
crises  since  the  war  would  not  by  itself  necessitate  a review 
of  the  policy-making  machine^.  The  problems  facing 
Britain  after  the  war  w^e  exceptional,  and  the  crises  might 
have  been  caused  by  unforseeable  outside  events.  What 
makes  a review  of  the  policy-making  machmery  both  in  the 
narrower  monetary,  and  in  the  general,  field  imperative  is  tirnt 
aU  these  crises  share  in  having  taken  the  highest  authorities 
unawares,  though  in  the  Economic  Section  of  the  Treasury  an 
excellent  organ  was  available  to  avert  these  difficulties  and 
though  they  were  predictable  and  predicted  by  the  critics 
of  the  policy  pursued.  They  all  left  Britain  relatively  and 
even  absolutely  weaker,  yet  the  impact  of  the  war  and  of  the 
revolutionary  changes  in  international  economic  and  political 
relations  all  demand  increased  strength  for  increased  effort. 


* Section  IV  oa  policy  problems  will  discuss  ihe  implications  of  poU^  require- 
pieoU  for  strpft^  refonn. 
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3.  Even  the  most  complacent  defenders  of  the  status  quo 
however,  have  begun  to  appreciate  the  need  for  a change. 
The  appointment  of  your  Committee,  the  reorganisation  of 
the  Treasury  and  the  appointment  of  a Joint  Permanent 
Secretap'  to  advise  on  policy  are  indications  of  the  growing 
realisation  of  this  need.  Moreover,  in  connection  with  the 
Tribunal " appointed  to  enquire  into  allegations  that  informa- 
tion about  the  raising  of  the  Bank  Rate  was  improperly  dis- 
closed”, your  Committee  was  entrusted  to  consider  the 
implications  of  that  enquiry  for  the  organisation  and  function- 
ing of  the  Bank  of  England  as  a policy-making  body. 

/.  The  Bank  of  England ; the  problem 

4.  It  is  to  be  hoped  that  your  Committee  will  consider  this 
latter  task,  the  review  of  monetary  policy  making,  on  the 
broadest  possible  basis.  It  would  be  unfortunate  if  attention 
were  riveted  on  preventing  a repetition  of  the  occurences 
which  gave  rise  to  the  allegations  and  not  on  the  essential 
enquiry  as  to  how  to  improve  the  machinep'  of  policy-making 
generally.  It  would  be  fatal  for  instance  if  reform  exhausted 
itself  in  the  abolition  of  part-time  membership  of  the  Court 
of  the  Bank  of  England.  Elimination  of  temptation  will  not 
solve  the  problem  facing  Britain.  The  question  before  the 
country  and  your  Committee  is  not  whether  some  sales  of  gilt- 
edged  were  more  inspired  than  others.  If  the  problem  were 
only  how  to  prevent  even  the  slightest  suspicion  of  illicit  gains 
the  solution  would  be  easy.  But  even  had  irregularities  or 
indiscretions  occurred,  they  would  be  trivial  from  the  point 
of  view  of  Britain’s  future.  As  Palmerston  said  of  Perceval, 

‘ I wish  he  were  imfaithful  to  his  wife,  and  beat  the  Misses 
Perceval,  and  saved  the  country  ’. 

5.  It  is  difficult  for  the  outsider  to  piece  together  the  whole 
story  of  poli^-making  during  the  last  crisis,  though  the 
Tribimal  elucidated  some  striking  facts.  It  is  to  be  hoped 
that  your  Committee  will  shed  more  light  on  this  vital  question. 
Still  the  lesson  which  emerges  with  irrestible  force  from  the 
proceedings  of  the  Tribunal  is  the  casualness  and  absence 
of  expert  knowledge  or  awareness  on  the  highest  levels  of  the 
monetary  policy-making  machine.  It  is  obvious  that  the 
Economic  Section  of  the  Treasury  was  not  in  a strategic 
position  to  impart  a different  tone  to  these  proceedings.  In 
the  conversations  and  exchanges  which  have  emerged  from 
their  usual  well-preserved  darkness  of  discretion,  it  would  be 
difficult  to  find  a relevant  and  intellectually  coherent  observa- 
tion. The  question  of  why  gold  losses  mounted,  when  the 
current  balance  of  payments  was  showing  a steady  improve- 
ment, was,  as  far  as  the  evidence  before  the  Tribunal  covers  the 
ground,  not  even  once  touched  upon.  In  proposing  the 
remedii  measures  it  was  not  questioned  why  a deflation,  a 
fall  in  income  and  outlay,  and  especially  in  domestic  invest- 
ment, should  be  used  as  the  main  or  only  weapon  when  the 
problem  of  gold  losses  arose  mainly  out  of  a speculative 
attack  on  sterling  combined  with  1^^  British  exports  of 
capital.  Yet  an  increase  in  capital  investment,  and  thus 
of  productive  capacity  and  productivity,  was  the  only  way 
of  assuring  a balance  of  international  payments  at  increasing 
standards  of  life,  a policy  to  which  the  Government  was 
pledged. 

6.  But  even  if  one  agreed  (as  I do  not)  with  the  policy,  its 
execution  was  fumbling  and  slow.  Despite  the  fact  that  the 
pound  has  been  under  severe  attack  since  June  1957  astonish- 
ingly little  preparation  seems  to  have  been  made  to  assess 
and  deal  with  what  was  a major  crisis  from  the  point  of  view 
of  those  unwilling  to  contemplate  a reinforcement  of  controls. 
It  was  not  thought  advisable  even  to  postpone  holidays. 

7.  There  can  be  little  doubt  after  these  proceedings  that 
the  arrangements  to  undertake  general  economic  analysis  and 
diagnosis  capable  of  forewarning  the  Ministers  responsible  for 
formulating  economic  polity  sufficiently  promptly  to  avoid 
continuous  embarrassments  and  crises,  need  massive  improve- 
ment both  at  the  Treasury  and  at  the  Bank  of  England.  The 
economic  advisory  organs  need  to  be  far  closer  to  the  Minis- 
ters and  less  subject  to  routine  administrative  hierarchy.  In 
addition  the  Bank  needs  to  be  subjected  to  much  more  con- 
tinuous Treasury  Control.  Central  banking  is  not  concerned 
with  banking  as  such,  i.e.,  the  choosing  of  sound  loans,  but 
with  the  economic  prospects  of  the  country  itself.  Banking 
experience  is  therefore  a minor  requirement.  It  is  equally 
necessary  that  the  co-ordination  between  general  government 
policy  and  Bank  of  England  policy  should  be  continouus  and 
at  aU  levels.  Exchan^  control,  credit  rationing  and  interest 
policy  must  be  in  harmony  with  general  economic  policy. 
The  Bank  must  not  arrogate  to  itself  a detached  position, 


8.  The  need  for  a thorough  re-organisation  of  the  Bank 
of  England  ought  to  have  been  clear  for  some  time.  In  an 
earlier  period  Lord  Norman  realised  it,  and  initiated  impor- 
tant changes  which  transformed  the  Bank  from  the  institution 
of  Bagehot’s  day  to  a Central  Bank  under  the  management 
of  permanent  executive  directors.  The  ill-success  of  his 
policies  in  the  interwar  years  showed,  however,  the  limitation 
of  this  domestically  initiated  reform.  Moreover,  during  and 
after  the  war  the  duties  of  the  Bank  expanded  considerably. 
And  its  resistance  against  the  introduction  of  exchange  con- 
trol at  the  beginning  of  the  war,  which  cost  the  country 
several  hundred  millions  of  dollars  in  reserves,  was  an  indica- 
tion of  the  urgency  of  an  overhaul.  Dr.  Dalton  in  his  speech 
on  the  Bill  nationalising  the  Bank  told  the  House  of  Commons  i 
rather  significantly  ; 

“ By  this  Bill  we  ensure  a smooth  and  efficient  working 
of  our  financial  and  banking  system  in  order  to  meet 
the  new  needs  of  the  future.  This  Government  has  a 
mandate  for  a five  year  plan  of  economic  development 

to  lay  the  foundations  of  an  economic  plan  for 

this  country  and  a new  social  order ” 

At  the  same  time  in  the  evidence  taken  before  the  Select 
Committee  on  the  Bank  of  England  Bill  Lord  Catto,  on  being 
asked  by  Captain  Crookshank  about  the  consequences  of  the 
nationalisation  of  the  Bank  of  England,  answered^  that  : 

“ the  Court  of  Directors  of  the  Bank  will  carry  on  the 
affairs  of  the  Bank  much  as  it  has  done  in  the  past,  and 
I do  not  think,  and  it  has  not  occurred  to  me,  that  there 
would  be  any  interference  with  anything  of  that  kind. 
Sir  Cyril  Radcliffe.  May  I say,  on  behalf  of  the  Govern- 
ment, that  there  is  as  we  understand  the  position  too. 
The  Corporation,  with  all  its  mana^ment  and  finance, 
goes  on  as  before. 

Captain  Crookshank.  If  it  is  not  abundantly  clear  it 
might  be  made  the  subject  of  an  amendment,  perhaps. 
Witness.  I think  it  is  quite  clear,  Captain  Crookshank, 
that  there  is  no  question  about  that.” 

9.  This  exchai^  shows  clearly  that  the  Goverrunent  under 
Dr.  Dalton,  despite  his  public  eloquence,  was  not  aware  of  the 
need  for  real  reform  of  the  Bank.  Such  a reform  would  have 
demanded  a change  in  its  personnel  and  organisation.  ^ 
Much  the  same  uncertainty  and  contradiction  emerges  from 
the  apolo^tic  explanation  given  by  Sir  Stafford  Cripps  to  the 
Governor  of  the  Bank.  According  to  the  Governor  he  dis- 
missed his  famous  remark  in  the  House  of  Commons  that  the 
Bankis”  his  creature  ’’asajoke.*  Ifit  was  ajoke,  it  certainly 
was  a costly  one- 

ii.  Alternative  Solutions 

10.  The  most  straightforward  way  to  accomplish  the  aim 
of  subjecting  the  Bank  to  orderly  parliamentary  control  would 
be  to  make  the  Bank  a department  of  the  Treasury.  The 
objections  to  this  course,  however,  are  overwhelning.  It 
would  mean  a complete  break  with  age-old  tradition,  un- 
necessarily arouse  suspicions  and  antagonism  and  complicate 
the  relations  of  Britain  with  foreign  countries.  There  can  be 
no  doubt,  moreover,  that  the  problem  of  staffing  would  be 
more  difficult,  and,  unless  more  far-reaching  reform  of  civil 
service  recruitment  is  undertaken  than  can  be  expected  in  the 
best  of  circumstances,  the  improvement  would  not  be  appreci- 
able. It  would  aggravate  relations  with  other  central  banks. 
I therefore  rule  out  the  merging  of  the  Bank  of  England  into 
the  Treasury. 


1 Hansard.  Vol.  415.  Cois.  46/47.  Oct  29. 1945. 

2 Miautas  af  proceedings  of  the  Select  Committee  on  the  Bank  of  Bngian 
BUI.  Nov,  20,  1945,  H.O.C.  24.  p.  11,  Answer  116. 

3 Dr.  Dalton  does  not  seem  to  have  benefited  much  from  the  experience  of  ^ 
past  twelve  years  ; in  the  Fabian  Journal  of  March,  1958,  he  writes,  csntrasda 
the  present  situatioo  with  1925  when  Lord  Norman  raised  the  Bank  Rate  agalni 
^^otest  of  the  then  Chancellor  Mr.  Churchill  ; “ All  this  is  d»anj|ed  now. 


_ issue  directtona 

to  any  Bank  inBcitaia. 
1.  Itwillonlybeneces- 


.ofEnglandActofI946.  To-day  the  ChanceUor  In  dUapsei 

dth  the  Bank,  always  has  the  last  word.  Under  Section  4 of  that  ‘ streamlmed 

socialist  statute  ’ as  I ventured  to  describe  it,  the  Chat — ■ 

to  the  Bank  ofBngland.  or,  through  the  Bank  of  Engl: 

In  practice,  probablyno  direction  wUl  ever  need  to  beis.,_._, 
sacy  to  hint  at  the  existence  of  this  power  , In  point  of  fact  it  is  rather  doubtnil 
how  far  the  ‘ streamlined  ’ powen  which  are  Ill-defined  and  unbacked  by  penalties 

4 Minutes  of  Evidence  of  (he  Tribunal  Exhibit  10,  p.  208,  2nd  co). 

" The  Bank  of  England  is  not,  as  is  sometimes  suggested,  a mere  operating 
department  under  the  Treasury,  This  suggestion  has  been  fed  over  recent 
years  by  quoution  of  a reference  by  a very  great  Qiaocellor  of  the  Exche<tner 
to  the  Bank  as  “ his  creature  " a pfrase  wlil^  the  Chapt^or  told  me  on  thq 
following  day  he  had  used  lightly  and  in  jest ", 
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1 1 An  alternative  would  be  the  appointment  of  a fuU-trae 
Board  without  any  part-time  outside  members.  This  is  a 
plausible  and  easy  reform  which  had  been  suggested  at_  the 
time  of  the  “ leak  enquiry  ” as  a full  answer  to  all  questions 
raised  by  that  event. 

12.  Such  a re-organisation  of  the  Court,  in  my  opinion, 
would  tend  to  make  the  Bank  less  rather  than  more  dependent 
on  the  Treasury  because  a much  stronger  esprit  de  corps  and 
loyalties  would  be  created.  The  recent  histo^  of  the  relation 
of  the  Federal  Reserve  Board  to  the  American  Treasury  is 
most  suggestive  in  this  respect.  Nor  is  there  any  reason  to 
suppose  that  fioU-time  directors  would  be  less  influenced  by 
‘ City  opinion  ’ if  they  participated  in  a Court  on_ which  ‘ City 
opinion  ’ is  not  represented.  If  only  to  make  life  tolerable, 
the  members  ofafi^-time  Court  wouldnecessarilyalso  become 
— as  Bismark  once  aptly  put  it  of  his  own  diplomatic  staff — 
the  City’s  ambassadors  in  the  Treasu^  instead  of  the  Chan- 
cellor’s ambassadors  in  the  City.  It  is  far  &om  clear,  more- 
over, that  the  elimination  of  part-time  directors  would  enhance 
the  economic  knowl«^ge  and  insight  of  the  Court.  Much 
greater  change  is  needed. 

13.  If  this  ineluctable  fact  is  accepted,  the  only  alternative 
which  remains  is  to  create  a counterbalancing  force  within 
the  Ba^,  but  not  of  it,  having  access  to  information  and  being 
able  to  put  the  case  for  alternative  policies  before  the  position 
has  crystallised  even  within  the  Court ; and,  if  necessary,  to 
appeal  to  the  Chancellor  at  an  early  stage  with  the  presti^ 
given  by  inside  knowledge.  What  is  needed  is  not  the  aboli- 
tion of  the  part-time  directorships  but  the  intelligent  choice 
of  part-time  directors  who  can  play  a part  in  policy-making 
widi  due  regard  to  the  fact  that  policy-making  does  not  mean 
the  application  of  private  banking  ej^rience  or  gossip.  It  is 
essential,  therefore,  that  the  precedent  set  when  Lord  Keynes 
was  appointed  to  the  Court,  and  which  was  discontinued  by 
Dr.  Dalton  and  Sir  Stafford  Q-ipps,  should  be  resumed.  The 
pressure  of  part-time  directors,  if  well  chosen,  could  an 
intelligent  dialectic  influence  in  what  is  now  a threateningly 
monoUthic  structure  in  which  the  full-time  directors — accord- 
ing to  the  evidence  submitted  to  the  Tribunal — seem  to  play  a 
subordinate  role. 

14.  A balanced  reform  of  the  Bank  of  En^and  can  there- 
fore not  be  accomplished  overnight  by  lepslative  fiat.  It  will 
demand  stateraansMp  and  great  insight  into  the  working  of 
the  economic  and  monetary  machine  as  well  as  a thorough 
change  in  the  system  of  choosing  both  the  personnel  and  the 
Court  of  the  Bank.  The  part-time  directorship  should 
be  preserved  and  used  to  secure  the  preponderance 
of  tile  Treasury  and  of  economic  expertise  within 
the  Bank : the  relationship  between  the  Bank  and 
the  Treasury  must  be  reformed  and  the  determined  (and 
successful)  endeavour  of  the  Bank  to  remain  aloof  and  have 
contacts  at  the  highest  level  only,  i.e.  throng  interviews 
bstween  the  Chancellor  and  the  Governor,  must  be  ended. 

15.  Thus  the  Permanent  Secretary  of  the  Treasury  respon- 
sible for  Finance  and  Economics  and,  or  his  deputy,  should 
be  made  the  chairman  of  the  Court,  with  the  Governor  as  a 
member  orfy.  The  Economic  Adviser  to  the  Government 
and  siinilar  officials  or  semi-permanent  advisers  who  contri- 
bute to  the  shaping  and  co-ordination  of  economic  policy, 
might  also  he  made  members,  and,  in  addition,  the  chairman 
of  various  important  financial  associations  should  have  a 
place  on  the  Court  ex  officio,  e.g.  the  clearing  banks,  merchant 
banks,  insurance  companies. 

16.  This  constitution  of  the  Court  would  have  close 
similarities  with  those  which  have  proved  themselves  in  the 
Commonwealth.  In  order,  however,  to  deal  with  the  parti- 
cular problem  of  the  ‘ leak  ’ , a problem  which  has  been  refer- 
red to  your  Committee,  one  furtiier  reform  might  be  advisable. 
This  is  to  restrict  advance  secret  Government  information  to, 
and  entrust  decisions  on  changes  in  the  Bank  Rate  and/or 
other  vital  policy  questions  which  might  influence  security 
values,  to  a small  ‘Committee  of  the  Treasury’.  This, 
should  be  composed  entirely  of  the  full-time  directors  of  the 
Bank,  public  officials  and  economic  advisers  subject  to  the 
Official  Secrets  Act  and  having  no  financial  connections. 
Thus  any  doubts — ^however  unjustified — about  the  possibility 
of  abusing  or  seeming  to  abuse  such  information  would  be 
stifled,  li  this  way  temptation  and  division  of  loyalty  could 
be  minimised  while  legitimate  City  interests  would  continue 
to  be  closely  associated  with  the  government  of  the  central 
institution  of  the  financial' system.  At  the  same  time  the 
management  of  that  organ,  would  no  longer  be  conducted 
ratirely  from  a onesided  Ci^  viewpoint.. 


17.  It  is  equally  essential  to  continue  the  reform  of  recruit- 
ment of  the  permanent  personnel  initiated  by  Lord  Norman. 

A competitive  examination  should  be  introduced  to  attract 
intelligent  young  candidates  of  university  level  rather  than  as  at 
present  straight  from  (public)  school.  'While  the  present 
system  of  informal  recruitment  of  ‘ advisers  ’ has  much  to  be 
said  for  it,  provided  the  Court  is  reformed,  there  should  be  a 
vigorous  exchange  of  officials  at  all  levels — including  executive 
directorships — of  tiie  hierarchy  between  the  Treasury,  the 
Board  of  Trade  and  the  Bank  of  England.  The  Bank  must 
regard  itself  as  a part  of  the  central  government  machinery, 
and  its  working  methods  must  closely  resemble  and  be  in 
harmony  with  those  of  the  dqiartments  with  which  it  has  to 
work  in  closest  contact. 

Hi.,  General  economic  policy 

18.  The  fact  should  be  emphasised,  however,  that  no  re- 
form, however  radical,  of  the  personal  and  hierarchical 
organisation  of  the  Bank  of  England  would  by  itself  be  of 
much  avail  in  remedying  the  deficiencies  in  the  British  policy- 
making machinery  which  have  been  brought  to  light  by  the 
recurrent  failures,  the  crises,  and  the  progressive  eclipse 
of  British  strength.  A rrform  of  the  Departments  dealing 
with  economic  policy  is  an  equally  essential  condition  of  all 
progress.  Such  reform  ought  to  encourage  the  employment 
in  the  formulation  of  economic  policies  of  men  who  are  aware 
of  elementary  economic  considerations.  So  long  as  the  State 
was  expected  to  keep  out  of  economic  life,  the  predominance 
of  administrators  pure  and  simple  at  key  points  of  economic 
policy-making  was  not  merely  tolerable  but  perhaps  even 
advantageous.  In  present  conditions  the  predominance  of 
the  non-professional  is  likely  to  destroy  the  material  basis 
of  our  survival. 

19.  Yet  instead  of  adapting  the  State  machine  to  the  new 
requirements — like  the  Victorians  did  fearlessly  when  con- 
fronted with  a similar  discrepancy  between  the  task  and  the 
means— recent  changes  in  the  Civil  Service  have  weakened 
its  capacity  to  tackle  complicated  modern  problems.  The 
unification  of  the  service  under  the  newly  created  post  of  the 
Head  of  the  Qvil  Service  imdertaken  as  late  as  1920,  resulted 
in  personnel  at  the  highest  levels  being  shifted  with  bewildering 
speed  from  dealing  with  one  complex  of  intricate  problems, 
and  even  more  complex  personal  relations,  to  completely 
different  spheres.  The  consequence  is  that  they  have  to  deal 
with  the  problem  completely  supraficially  on  the  basis  of  what 
is  called  common  sense  or  basic  moral  principles.  Yet  in 
most  cases  such  a simple  approach  necessarily  results  in  false 
diagnosis  and  policy.  Common  sense  often  makes  nonsense. 

20.  In  this  respect  the  situation  is  rather  worse  than  it  was 
during  and  after  the  war.  A very  successful  scheme  of 
temporary  appointment  into  the  Economic  Section  has  been 
initiated  for  yoimger  economists  for  one  or  two  years  at  a 
time.  This  scheme  is  admirable.  The  Treasury  has  more- 
over consented  from  time  to  time  to  give  leave  of  absence  to 
established  civil  servants  with  a bent  and  liking  for  academic 
research  to  spend  one  or  two  years  at  the  universities  ; a 
scheme  which  has  also  benefited  both  sides.  They  can  hardly 
be  commended  too  higWy-  Such  schemes  however  are  no 
substitute  for  the  establishment  of  economists  in  the  regular 
Civil  Service  and  the  encouragement  of  economic  knowledge. 
Until  the  absorption  of  the  ^onomic  Section  of  the  Cabinet 
Offices  in  the  Treasury  recruits  into  that  section  could  at  least 
secure  establishment  in  the  Civil  Service  as  economists.  Thus 
a way  was  open  to  railist  economic  experts  into  the  permanent 
establishment  of  the  Civil  Service  even  though  they  had  to  be 
‘ reclassified  Even  this  unsatisfactory  back  door  now 
been  closed.  Only  temporary  appointments  are  being  now 
made.  In  consequence,  the  ^onomic  Section  has  been  de- 
prived by  the  services  of  very  able  men  who  saw  no  hope 
of  making  a career.  Such  economists  moreover  as  happened 
to  have  been  recruited  through  the  ordinary  examinations  into 
the  Administrative  Branch  were  not  often  employed  on  prob- 
lems of  economic  policy.  Their  accumulated  economic 
knowledge  was  largely  wasted. 

21.  The  strengthening  of  the  Civil  Service  can  hardly  be 
effected  in  the  short  run  by  a modification  of  the  normal  civil 
service  recruitment  scheme,  though  I feel  that  economics 
training  should  be  given  more  weight  in  the  general  Civil 
Service  Examination,  and  some  method  should  be  provided, 
as  in  France,  for  a compulsory  one-year  course  in  economics 
for  all  civil  servants  in  departments  dealing  with  economic 
matters,  to  be  followed  by  an  exammtion  before  final 
establishment. 
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22.  Several  short-term  measures  might  be  tried  in  combina- 
tion to  solve  what  is  the  most  difficult  immediate  problem. 
In  the  first  place  young  economists  who  have  i^d  some 
academic  training  and  research  experience  should  be  re- 
cruited into  economic  departments,  and  should  be  able  to 
make  their  way  into  the  hipest  readies  of  the  Civil  Service  at 
least  as  easily  as  anyone  else.  The  present  system  by  which 
highly  trained  young  men  are  put  to  deal  with  footling  routine 
matters  is  a waste  of  scarce  resources  which  the  country 
certainly  cannot  afford. 

23.  It  is  equally  obvious  that  adequate  consideration  of 
policies,  from  the  point  of  view  of  the  Government  of  the 
day,  cannot  be  secured  in  the  short  run  unless  export  opinion 
from  the  outside  is  employed  also  at  senior  levels.  This  has 
worked  successfully  in  the  United  States,  in  helping  ministers 
to  evolve  and  carry  out  their  policies  in  detail.  Whether  this 
is  to  be  done  through  a variant  of  the  French  system  of 
‘ Cabinets  du  Ministre  ’ or  on  the  basis  of  the  experiences 
of  the  American  Council  of  Economic  Advisers  consisting 
of  temporary  appointees  (who  could  call  on  the  Economic 
Section  of  the  Treasury  for  secretarial  assistance),  needs 
careful  investigation  ; in  any  case  it  cannot  be  discussed  at 
length  in  this  context.  JVAar  needs  emphasis  is  the  importance 
and  relevance  of  Civil  Service  reform  in  the  economic  policy- 
making sphere  to  the  problem  of  the  satisfactory  working  of  the 
monetary  system,  the  solution  of  which  is  the  task  of  your 
Committee. 

B.  The  Control  of  bank-credit 

i..  The  alleged  ineffectiveness  of  open  market  policies. 

24.  It  is  my  contention  that  we  have,  throughout  the  post- 
war period,  lost  sight  of  the  difference  between  aims  and 
means  of  policy  and  sacrificed  the  rational  ends  of  policy  i.e. 
a steady  expansion  of  the  economy  and  increase  in  stability 
and  the  standard  of  life  to  the  ciioice  of  means,  to  the  striving 
to  confine  the  management  of  the  economy  to  the  compara- 
tively clumsy,  jerky  and  indiscriminate  monetary  weapon, 
discarding  not  merely  direct  controls  but  even  financial  policy 
as  a regulator,  If  we  are  to  succeed  in  over-coming  our  weak- 
ness we  shall  have  to  reconsider  the  basic  philosophy.  Much 
time  and  effort  has  in  this  way  been  lately  spent  on  the  problem 
of  whether  central  banking  policy  can  in  present  British 
conditions  be  made  effective  in  determining  the  cash  base  and 
the  absolute  level  of  lending  by  the  member  banks,  i.e.  influ- 
encing ffieir  policy  beyond  (and  possibly  without)  varying  the 
rate  of  interest,  through  Ihe  ‘direct  control  of  the  volume 
of  bank  credit  and  forcing,  in  ultimate  analysis,  credit  ration- 
ing on  the  banks  without  moralsuasion  and  appeals. 

25.  It  has  been  suggested  that  this  is  no  longer  the  case  and 
that  it  is  the  existence  of  a large  unfunded  debt  which  has 
rendered  the  control  of  bank  credit  by  the  Central  Bank 
t^ou^  the  classic  method  of  open  market  operations  im- 
possible. It  is  my  belief  that  this  notion  is  bas^  on  a funda- 
mental ignorance  of  the  functional  relationships  in  the  Money 
Market  and  the  orders  of  magnitude  in  question.  If  Central 
Bank  open  market  policy  is  no  longer  effective — ^which  may 
well  be  the  case — it  is  because  of  a popular  new  interpretation 
of  its  duties  as  the  leader  of  ultimate  resort  and  because  of  the 
failure  of  the  rate  of  interest  as  a regulator.  This  new  inter- 
pretation implies  that  the  Bank  has  the  duty  to  provide 
permanent  accommodation  to  the  Discount  Market  so  long 
as  eligible  paper  is  presented  by  eligible  firms.  Had  this 
detotion  been  acc^ted,  banking  polio'  would  have  been 
stultified  even  before  the  invention  and  introduction  of  Treas- 
ury BiUs  into  the  English  financial  system.  A sufficient  quan- 
tity of  eligible  commercial  paper  was  always  available  to 
frustrate  the  policy  of  the  Bank  if  the  financial  system  was 
not  prevented  from  misusing  re-discotmt  facilities. 

26.  The  factor  frustrating  open  market  operations  was  not' 
the  rise  in  unfunded  debt  but  .the  fact  that  the  convention 
against  overtrading  by  the  Disco'unt  Market  has  b^n  given 
up  and  nothing  apparently  has  been  substituted  for  it. 

I wrote  in  1956  in  a lecture  to  the  Bankers’  Institute  sub- 
mitted to  you,i  as  follows  ; 

“ Bagehot  evolved  his  principle  in  response  to  failure 
of  the  Bank  of  England  in  the  middle  of  the  last  century 
to  stop  liquidity  panics  by  providing  unlimited  cash' 
against  sound  security  in  case  of  heed.  This  principle 
has  not  relevance  to,  and  must  not  be  used  as  an 
argument  in  favour  of,  the  continuous  use  by  the-Dis- 
count  Market  of  the  Bank  of  England  as  a source  pf 
funds.”  . : ■ ■ . ' ■ 
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“The  purpose  of  this  strange  new  principle  should  be 
obvious.  The  orthodox  automatism  ’ havi^  failed, 
a new  quasi-automatism  is  to  be  created,  which  would 
force  banks  to  restrict  credit  both  without  the  need  for 
direct  instructions  and  without  restoring  the  control  by 
the  Central  Bank  over  the  cash  reserves  of  the  joint 
stock  banks.  The  demand  that  an  artificial  shortage 
of  bills  should  be  created  can  only  be  explained  by  this 
odd  combination  of  aims.  There  is  no  longer  any 
suggestion  that  the  widening  of  the  difference  between 
the  short  and  long  rate  of  interest  would  by  itself  result 
in  the  contraction  of  investment  and  demand.” 

27.  Thus  the  proposal  to  fund  the  National  debt  as  a 
means  of-  controlling  bank-credit  amounts  to  an  oblique 
admission  that  the  classical  ‘ modus  operandi  ’ of  Bank-rate  is 
no  longer  effective.  This  is  a development  which  cannot  be 
discussed  at  length  in  this  context.  2 Its  importance  from  this 
particular  point  of  view  becomes  evident  if  were  reflect  that 
whatever  view  one  takes  of  its  duties  as  ultimate  lender,  it  is 
not  in  doubt  that  the  Bank  of  England  could  always  put  up 
the  long-term  or/and  the  long-term  rates  of  interest  by  com- 
bining its  open  market  operations  with  a rise  in  bank  rate. 
If  then  the  classical  mechanism  of  operation  of  Bank-rate  were 
still  ineffective,  this  in  itself  would  be  sufficient  to  r^ress 
borrowing  i.e.  cut  the  demand  for  bank  credit. 

28.  But  the  problem  has  also  an  important  stractural 
implication  ; 

“ In  any  case,  is  it  not  time  to  realise  that  if  the  present 
position  is  permitted  to  continue  the  ‘ penal  ’ character 
of  the  Bank  Rate  will  becompletely  lost  ? We  must  not 
in  this  connection  forget  that  the  Discotmt  Market  is 
now  monopolistically  controlled.  3 If  the  market 
anticipates  a continuous  need  for  borrowing  at  the 
bank  it  will  pitt^  its  tender  for  Treasury  Bills  at  a 
hei^t  at  which  it  can— on  the  average— borrow  from 
the  Bank  at  a profit.  Unless  measures  are  taken  to 
discourage  borrowing  directly,  a perpetual  struggle 
will  ensue  to  keep  liquidity  down  because  it  must  not 
be  presumed  that  if  Treasury  Bills  are  funded,  Trade 
Bills  will  not  take  their  place  or  that  the  volume  of 
Trade  Bills  will  prove  more  interest-elastic  than  these 
of  Treasury  Bills.” 

29.  Two  problems  arise  in  this  connexion  ; 

(a)  how  is  bank-credit  to  be  managed  in  the  altered 

conditions  ; 

(b)  is  a limitation  of  total  bank  credit  desirable,  or  should 

a limitation  of  bank  advances  be  the  aim. 

a.,  Alternatives  in  structural  reform. 

30.  The  answer  to  the  first  question  is  clear  ; a direct 
connection  between  the  Bank  of  England  and  the  ‘ retailers  ’ 
of  credit,  the  member  (joint  stock)  banks,  or,  if  this  is  to  be 
avoids  {i.e.  because  it  would  imply  the  liquidation  of  the 
Discount  Market  as  we  now  know  it)  a method  must  be  found 
by  going  over  the  heads  of  the  intermediary,  which  establishes 
a system  of  direct  regulation  of  the  volume  of  credit  through 
liquidity  ratios  which  cannot  be  invalidated  by  forcing  the  Dis- 
count Market  into  the  Bank  of  England. 

(a)  The  origin  of  the  structure  of  the  Discount  Market 

3 1 . The  present  structure  and  functioning  of  the  Discount 
Market  is  due  to  a series  of  historical  accidents  and  is  not  the 
outcome  of  any  conscious  legislative  planning  sudi  as  charac- 
terises the  relation  of  Central  to  member  banks  in  most  other 
countries,  It  is  the  result  of  the  extreme  hostility  with  which 
the  Bank  of  England  viewed  the  rise  of  joint  stock  banking, 
which  it  regarded  as  infringing  the  monopoly  of  banking 
granted  in  its  first  charter. 

32.  The  Bank  went  to  extraordinary  lengths  in  its  hostility 
to  the  joint  stock  banks.  Apart  from  legal  vexations  to 
hamper  their  activities,  it  refused  to  let  the  banks  have  re- 
discount accounts.  Thus  the  joint  stock  banks  had  to  main- 
tain very  hi^  cash  reserves.  It  was  this  fact  which  enabled 


2 I agree  with  the  analysis  of  Messrs.  Little,  Ross  and  Neild  on  this  point  (see 
Memoranda  of  Evidence  PL  XUl.  No.  23). 

3 Provided  continoons  borrowing  at  the  Bank  is  anddpated  it  is  difGcuH  to  see 
how  even  free  eompedlion  would  alter  this  : for  the  risk  of  having  to  pay  ' penal  • 
rates  on  part  of  the  total  borrowing  will  be  discounted  and  become  part  of  the  cost' 
of  the  ‘ representative  ' discount  house, 

4 Cf.  Crick  and  Wadsworth,  A Hundred  Years  of  Join!  Stock  Banking- 
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private  bankers  and  discount  houses  to  borrow  cheaply  from 
die  joint  stock  banks.  Unlike  the  latter,  they  did  not  thereby 
incur  undue  risks,  as  they  had  rediscount  facilities  at  the 
Bank  of  England  and  could,  in  case  of  need,  always  rediscount 
some  of  the  bills  at  the  Bank  of  England  and  thus  pay  up 
if  the  joint  stock  bankers  called  back  their  loans.  The  joint 
stock  banks,  in  tiieir  turn,  were  glad  to  obtain  interest  in  these 
moneys,  even  if  it  was  lower  than  the  Bank  rate,  for  in  the 
absence  of  any  direct  rediscount  facilities  at  the  B^k  of 
England,  their  only  alternative  to  lending  to  the  Discount 
Market  was  to  hold  cash. 

(A)  Possible  advantages  of  the  present  structure. 

33.  It  has  been  argued  that — whatever  its  origin — this 
structure  was  admirably  adapted  to  the  requirements  of  Lon- 
don as  a financ^  centre.  The  Discount  Market  had  a strong 
profit  incentive  to  obtain  as  much  as  possible  of  its  funds  from 
frie  joint  stock  banks  and  only  use  its  facilities  at  the  Bank 
of  England  in  ultimate  need,  for  the  latter  (barged  a ‘ penal  ’ 
rate  above  the  rate  earned  on  first  class  bills.  The  m^ket 
would,  therefore,  automatically  mop  up  all  existing  liquid 
resources  and  put  them  to  work.  This  would  not  be  the  case 
if  the  banking  system  had  to  deal  with  the  Central  Bank  itself, 
as  some  banks  would  not  borrow  from  others,  and  thus  there 
was  a real  danger  of  the  cash  base  not  being  used  effectively  ; 
some  banks  would  have  an  unused  surplus  while  others  were 
forc^  to  borrow  from  the  Central  Bank. 

34.  All  this  is  no  doubt  true.  The  only  question  is  whether 
the  fijU  utilisation  of  cadi  resources  is  as  beneficial  and  im- 
portant as  is  claimed.  Two  rejoinders  to  this  argmnent  seem, 
in  my  opinion,  conclusive  in  this  respect.  In  the  first  place 
the  American  banks,  thou^  they  borrow  directly  from  the 
Central  Bank,  have  established  a so-called  ' federal  funds 
market  ’ through  which  they  lend  to  each  other  reserve  funds 
to  bridge  any  deficiency  in  liquidity  brought  about  by  random 
events.  The  fact  that  British  banks  still  seem  to  consider 
borrowing  from  each  other  below  their  dignity  is  certainly  no 
good  reason  for  preserving  the  present  system  if  it  could  be 
shown  to  be  extravagant  of  resources  and  thus  unduly  hvx- 
densome  to  banking  functions. 

35.  The  second  counter-argument  is  even  more  conclusive. 
There  is,  it  can  be  claimed,  no  advantage  in  using  the  cash 
basis  of  the  banking  system  ‘ fully  ’.  If  the  system  needs 
‘ excess  ’ liqui^ty  that  can  be  provided  without  cost  or  trouble 
by  the  Central  Bank.  Such  ‘ creation  ’ of  ‘ cash  ’ would 
have  no  ill  effects  whatever  as  the  additional  ‘ cash  ’would  not 
be  used  for  a secondary  expansion  of  bank-credit.  It  would 
remain  sterile.  Nor  would  the  fact  that  ‘ unprofitable  ’ cash 
balances  would  be  higher  than  under  the  present  system  have 
any  unfavourable  impact  on  the  profitability  of  banking  or 
on  the  general  structure  of  the  interest  rates.  On  the  contrary ; 
for  while  it  is  true  that  the  banks  would  no  longer  be  able  to 
place  part  of  their  secondary  liquidity  reserve  with  the  Dis- 
count Market,  then  could  then  Cas  they  would  have  obtained 
direct  rediscount  facilities  with  &e  Bank  of  England)  use  this 
money  to  buy  additional  Treasury  Bills  which  can  be  redis- 
counted at  the  Bank  of  England.  Instead  of  obtaining  a 
return  of  2 per  cent  below  Bank  rate  on  the  call  loans  to  the 
Discount  Market  they  would  earn  the  higher  rate  on  Treasury 
Bills. 

36.  The  peculiar  organisation  of  the  British  Discount 
Market  has  always  raised  the  question  of  whether  its  cost  was 
not  too  great.  If  the  modus  operandi  of  Central  Bank  control 
was  no  longer  through  the  variation  of  the  Bank  rate  because 
the  demand  of  bank  credit  and  economic  activity  was  not 
interest  elastic,  in  other  words  if  open  market  operations  no 
longer  serve  a purpose  by  making  the  Bank  rate  effective,  the 
case  for  a structural  reform  is  very  much  strengthened. 

(c)  Alternative  solutions 

37.  The  first  alternative  therefore  would  be  to  cut  out  the 
discount  market  altogether  from  the  relations  of  the  banking 
system  ; accept  the  fact  that  the  British  Banking  system  has 
become  similar  to  the  American  and  establish  (as  in  America) 
a new  tradition  against  the  continuous  use  by  member  batiks 
of  the  re-discotint  facility  at  the  Bank  of  England.  This  would 
imply  that  the  discount  facilities  for  the  Discount  Market 
woidd  be  discontinued,  and  the  discount  houses  would,  in  fact, 
become  jobbers  in  gilt-edged  securities.  The  argument  in 
favour  of  this  solution  is  the  great  saving  in  cost.  Against  it 
can  be  argued  fihat  a well  functioning  market  in  liquid  assets 
might  be  weakened  if  not  destroyed  and  the  facilities  of 
Government  borrowing  curtailed. 


38.  The  alternative  would  be  to  establish  a method  of 
regulation  which  includes  in  a statutory  overall  ratio  all  those 
assets  of  the  banks  which  aliment  the  Discount  Market  and 
which  can  be  used  to  obtain,  as  by  right,  cash  indirectly  from 
the  Bank  of  England.  If  this  were  done  the  Bank  could  apply 
pressure  on  the  banks  by  sales  of  longer  term  securititt  wito- 
out  any  possibility  of  this  pressure  being  offset  through  forcing 
the  Discount  Market  into  the  Bank. 

39.  I feel,  on  balance,  that  the  latter  solution  is  perhaps 
preferable  and  that  a statutory  mi.nimum  and  rnaximum 
overidl  liquidity  ratio  should  be  laid  down.  This  should 
include  apart  from  tfil  money  and  deposits  at  the  Baiik  of 
England,  cheques  in  transit,  loans  to  the  money  markets  i and 
Treasury  bills.  Its  level  should  be  variable  between  25  and 
45  per  cent.,  at  the  discretion  of  the  Treasury. 

Hi.  Control  over  advances 

40.  Once  a liquidity  ratio  is  laid  down, ' open  market 
policy  will  resume  its  old  effectiveness  in  directly  limiting  the 
volume  of  total  bank  credit  outstanding.  The  question 
arises  whether,  in  addition  to  these  powers,  there  should  be 
either  a legal  power  to  enable  the  authorities  to  immobilise^ 
further  bank  cash  by  forcing  banks  to  subscribe  to  Treasury 
Dqiosit  Recipts  or,  alternatively,  by  providing  for  a maxi- 
mum ratio  for  advances,  based  on  liquid  resources. 

41 . A great  deal  of  mystification  has  occurred  in  discussmg 
this  problem  in  the  last  few  years.  In  the  lecture  I submit  I 
defended  the  direct  regulation  over  bank  advances  as 
follows  : 

“ It  has  been  suggested  by  critics  of  the  direct  control 
of  bank  advances  that  a fall  in  deposits  due  to  a sale 
of  investments  would  be  equivalent  to  one  brought  about 
by  a cut  in  advances.  This  assumption  is  based  on  a 
complete  misunderstanding  of  the  character  of  the 

capital  market Investment  in  the  short  run 

is  relatively  impervious  to  fluctuations  in  the  rate  of 
interest.  Moreover,  the  feelings  of  possessors  of 
wealth,  their  wish  for  liquidity,  balanced  by  the  desire 
to  earn  interest,  are  substantially  more  important  in 
determining  the  relative  prices  of  assets  than  the  level 
of  new  savings  and  of  investaient  demand  respectively 

A direct  restriction  of  bank  loans,  on  the  other 

hand,  will  force  the  modification  of  the  outlay  of  some 
marginal  entrepreneurs.  The  fact  that  even  those  who 
attribute  over-riding  importance  to  i^anges  in  the 
volume  of  money,  now  demand  the  funding  of  Treasury 
BiUs,  shows  that  the  need  for  direct  restraint  over  bank 
advances  is  being  realised.  But  with  the  control  over 
bank-cash  fiirough  open  market  operations  also  in 
abeyance,  how  could  the  banks  be  forced  into  retrench- 
ment in  their  lending  without  the  legal  fixing  of  the 
proportion  of  advances  to  total  dq>osits  or  some  such 
direct  interference  with  their  ‘freedom  of  operation 

42.  The  crude  quantity  theory,  whose  brief  if  mischievous 
revival  was  mainly  responsible  for  the  popularity  of  the  view 
attributing  some  mystical  influence  to  total  deposits,  has,  in 
the  meantime,  Qargely  through  the  good  oSices  of  the 
Midland  Bank)  rcceiv^  a renewed  quietus.  Indeed  voices 
have  been  raised  suggesting  that  the  present  system  of 
directly  limiting  the  lending  activi^  of  the  banks  by  an  edict 
of  the  Chancellor  might  be  the  easiest  and  clearest  way  of 
regulation.  While  on  occasion  a dramatic  announcement 
by  the  Chancellor  mi^t  be  helpful,  this  seems  a rigid  and 
clumsy  weapon.  An  arrangement  capable  of  day-to-day 
management  is  needed. 

43.  If  a (variable)  ratio  were  established  firmlyS  linking 
advances  to  the  liquid  reserves  a subtle  and  plastic  weapon 
would  have  been  created  which  could  be  med  to  curb 
excessive  speculative  credit.^  Some  differentiation,  more- 
over, between  the  purposes  for  which  advances  might  be 
granted,  mi^t  be  attempted,  though  thU  seems  less  hopeM. 
as  the  specific  use  of  any  given  loan  is  always  an  elusive 
concept. 


1 Loam  to  broken  and  jobbers  should  be  excluded. 

2 Such  powers  have  now  been  voluntarily  conceded  by  the  banks  to  the  Bank  in 
the  form,  not  of  Treasury  Deposit  Receipts,  but  of  special  (interest  bearing) 
Accounts  ' at  the  Bank  ofEogalnd. 

3 It  can  only  be  firm  in  an  upward  direction. 

4 It  is  to  be  hoped  that  your  Committee  will  recommend  such  a direct  ratio 

rejilaaon  of  advances.  In  comparison,  the  new  arrangement  regulating  overml 
credit  is  clumsy  and  indirect.  It  is  likely  to  prove  abortive  or,  at  best,  mote  slowly 
efiective  because  banks  could  always  takeevaaive  action  by  selling  securities  rathn 
than  calling  advances  ; and  this  would  put  far  less  pressure  on  outlay,  acting,  as  it 
would,  merely  through  a rise  in  long-term  interest  rates.  ..  .... 
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Iv.  Statutory  ratios 

44.  A second  important  problem  is  whether  the  present 
system  of  regulating  the  banks  based  on  blanket  powers  is 
the  right  approach  to  the  problem.  It  should  be  noted  that 
regulations  made  on  this  basis  carry  no  penalties,  and  in  fact, 
the  powere  have  never  been  exercised.  It  can  be  pleaded  in 
its  favour  that  it  has  never  been  customary  in  England  to  lay 
down  strict  constitutional  rules,  but  that  usage  and  the  give 
and  take  of  the  relationship  between  the  Central  Bank  and 
member  banks  establishes  an  elastic  and  well  working 
orgamsm.  Any  explicit  rule,  it  is  said,  would  disrupt  the 
relationship  of  trust  and  would  do  more  harm  than  good. 

45.  Having  regard  to  the  experiences  of  the  post-war 
period  I feel  that  this  argument  can  no  longer  be  acc^ted  as 
over-riding  other  considerations.  It  w'ould  be  far  better  for 
everyone  concerned  if  simple  rules  were  laid  down  within 
which  the  banks  have  to  operate.  It  would  be  favourable  to 
their  own  public  relations  and  especiaUy  their  relations  with 
would-be  borrowers  to  whom  they  can  explain  the  reasons  for 
the  refusal  of  granting  additional  cre^t,  in  simple  and 
unequivocal  terms.  I feel  that  this  consideration  is  of 
over-riding  importance. 

46.  I believe  also  that  it  would  be  prrferable  if  the  position 
of  the  Bank  of  England  in  this  respect  were  clarified.  Having 
regard  to  the  traditions  and  ways  of  the  British  administration, 
I beUeve  that,  on  the  whole,  it  would  be  beneficial  that  the 
banking  and  merchanting  interests  of  the  City  of  London 
should  be  represented  among  the  Dq)artments  of  State,  just 
as  industry  is  r^resented  through  the  Board  of  Trade, 
agriculture  through  the  Ministp'  of  Agriculture  and  so  on. 
Tliere  ought  to  be  a sponsoring  department  for  banking, 
finance  and  merchandising,  without,  however,  the  d^artment 
representing  them  having  ^e  last  say  in  the  matter,  just  as  no 
single  department  has  a final  say  in  matters  concerning  their 
interests.  They  can  always  appeal  to  the  Cabinet. 

47.  I think  therefore,  that  it  would  be  essential  that  the 
ultimate  powers  of  regulating  banking  should  not  rest  with 
the  Bank  of  England  but  ^odld  be  entrusted  to  the  Treasury. 
They  should  be  exercised  after  constiltation  with,  but  without 
having  to  obtain  the  consent  of,  the  Governor  of  the  Bank. 
In  this  respect  again  the  American  experience  of  the  period 
after  1950  is  conclusive.  It  would  be  intolerable  if  in  a 
conflict  between  the  Treasup'  and  the  Bank,  the  ultimate 
direct  power  of  regulation  did  not  rest  with  the  former. 

48.  These  arrangements  could  provide  simple  understand- 
able rules  which  do  not  leave  bankers  in  the  equivocal 
position  of  having  to  take  decisions  on  the  basis  of  con- 
siderations about  national  interest  rather  than  private  profit 
without  being  overtly  forced  to  do  so,  and  thus  seemingly 
being  responsible  for  decisions  contrary  to  the  interest  of  their 
clients — a most  unenviable  sihiation.1 

49.  This  seems  also  to  rule  out  the  proposal  that  bank- 
credit  should  in  some  mysterious  way  he  managed  through 
funding  operations,  by  dqjriving  barkers  of  liquid  assets. 
This  alternative,  i.e.  forced  funding  operation  on  an  unwilling 
and  apprehensive  long-term  market,  because  it  makes  funding 
operations  inevitable  and  forseeable,  render  their  successful 
accomplishment  difficult,  if  not  impossible,  without  a sharp 
rise  in  the  long-term  rate  of  interest  due  to  the  anticipation 
aroused.  2 

V.  Two  tier  interest  rates 

50.  Finally  the  question  arises  of  whether  a reintroduction 
of  Treasury  Deposits  Receipts  and  an  immobilisation  of  the 
liquid  resources  of  the  banking  system  would  not  be  a 
preferable  way  of  control,  incidentally  providing  a cheap 
source  of  credit  for  the  Government.  If  the  liquidity  ratio 
is  sufficiently  variable  there  is  no  reason  for  this  further 
complication  : by  increasing  that  ratio  the  banks  could  be 
forc^  to  bid  for  more  Treasury  bills  or  lower  the  rates 
charged  to  the  Discount  Market  or  hold  cash.  Whatever 
happens  the  Government  is  enabled  to  borrow  cheaply 
without  any  danger  of  a general  credit  expansion.  In  the 
last  case,  e.g.  the  Bank  of  England  could  tike  over  the  bills 
without  any  harmful  consequences.  ^ 


vi.  Modus  operandi  of  banking  control 

51.  It  should  be  enq>hasised  once  more  however,  that  a 
control  over  bank-credit  and  interest  rate  can  only  help 
economic  pollQ'  in  so  far  as  it  effects  decisions  to  consume  or 
invest.  I do  not  believe  that  that  connection  is  close  enough 
and  fixed  enough  to  place  much  confidence  in  monetary 

nanagement.  These  reforms,  however,  would  at  any  rate 
clarify  the  relations  between  clients,  banks  and  the  central 
admiiiistration  and  do  away  with  the  mystification  now  in 
vogue. 

52.  Any  regulation  of  the  clearing  banks  and  bank-credit 
would  seem  to  necessitate  the  r^ulation  of  other  financial 
institutions  engaged  in  retailing  credit.  They  must  be 
registered  and  rules  relating  their  lending  activity  to  their 
ca^  holdings  must  be  established.  It  is  intolerable  that  hire 
purchase  companies  and  othera  should  completely  disregard 
and  vitiate  Government  policy  when  established  bankers 
are  held  back  in  their  business  activities. 

C.  The  Channelling  of  Investment 

i.  The  implication  of  higher  mtional  savings 

53.  It  will  be  argued  in  the  next  section  that  a de^ive 
increase  in  national  savings  and  investment  is  essential  if  the 
British  economy  is  to  stand  the  strain  of  the  various  tasks 
which  will  inevitably  face  it,  and  which  have  caused  repeated 
embarrassments  in  the  last  few  years.  _ Such  au  increase  in 
savings  and  investment  could  in  principle  be  managed  by  a 
redistribution  of  national  income  favouring  profits.  This  is 
in  fact  what  happened  in  Germany,  partly  as  a result  of  the 
direct  and  indirect  consequences  of  the  currency  reform,  and 
partly  in  consequence  of  the  immigration  into  Germany  of  a 
large  number  of  refugees  from  the  East.  As  German 
investment  increased,  absolutely  and  even  in  terms  of  an 
increased  national  income,  the  acceleration  in  the  growth  of 
the  national  income  also  permitted  an  increase  in  the  rate  of 
growth  of  wages.  An  imitation  of  this  process  in  this  country 
does  not  seem  to  be  practical  politics.  Other  ways  must  be 
found,  therefore,  of  achieving  the  same  end.  As  I shall  argue 
below^  sudi  a way  could  be  found  if  co-operative  agreement 
would  be  arrived  at  whereby  trade  unions  would  in  an  initial 
period  observe  an  at  least  relative  wage  restraint,  i.e.  relative 
to  the  increases  in  the  national  income  due  to  the  fuller  em- 
ployment of  both  labour  and  capital.  This  more  intensive 
output  would  have  been  made  possible  by  the  accumulation  of 
equipment  in  the  past  few  years,  which  has  as  yet  failed  to 
make  its  effect  felt  on  production  or  productivity  because  of 
the  policy  of  restriction. 

54.  Such  voluntary  co-operation  can  hardly  be  expwted  if 
workers  are  not  assured  that  the  increased  output  will  not 
entirely  accrue  to  the  other  factors  of  production.  A 
dividend  restraint,  which  formed  the  basis  of  tiie  imsuccessfui 
attempt  to  solve  the  problem  in  1948-50,  does  not  seem  to  be 
either  effective  or  equitable  to  either  side.  On  the  one  hand 
the  accumulation  of  undistributed  profits  is  bound  in  the  long 
run  to  raise  income,  while  wages  forgone  are  wages  lost.  On 
the  other  hand,  its  rigid  application  might  interfere  with  the 
proper  functioning  of  the  capital  market. 

ii.  The  Budget  surplus  and  its  uses 

55.  One  solution  might  be  sou^t  in  creating  a tnae  ovCTalt 
btidget  surplus,  i.e.  a surplus  of  all  public  authority  savings 
including  Social  Security  contributions  over  ffieir  total 
investment  needs  ^ sufficient  to  yield  an  adequate  increase  in 
total  net  savings.  In  this  way  the  future  earning  power 
created  by  the  present  abstention  would  accrue  to  the  com- 
munity as  a whole  and  to  no  single  section. 

56.  In  present  British  conditions  I should  estimate  the 
surplus  needed  at  least  at  £300  million  per  annum,  equivalent 
to  a conventional  surplus  of  over  £1,000  million.  This 
would  have  to  be  further  and  cumulatively  increased  as 
r\atinnal  income  grows.  The  achievement  of  a budget 
surplus  of  this  magnitude  does  not  constitute  an  impossible 
problem.  Tax  remissions  since  1952  have  far  surpassed  the 
£1,000  million  per  annum  level.  If  a less  progressive 


1 Once,  however,  the  need  for  raiioning  bank  advances  Is  accepted,  there  u no 
reesonable  caiue  fbr  not  resuleting  them  indiiecOy  and  leaving  it  to  the  benkj  to 
choose  how  they  apply  rationing.  There  is  no  reason  to  suppose  that  bankm 
could  make  national  interest,  end  not  future  profitable  reladons  with  clients,  the 
criterion  of  their  method  of  credit  rationing. 

2 The  system  would  not  be  very  dissimilar  to  the  foreseeable  deflation  recommen- 
ded by  the  Cunlifle  Committee  after  the  first  War  with  such  disastrous  results. 

? Tl^  applies  (9  new  ‘ special  accounts  ’. 


4 Section  IV,  para.  9-1 1 and  also  Append 

5 In  recent  years  ce 


, in  borrowers  were  removed  from  ‘ under  (he  line 'by  being 

forced  to  borrow  (at  hi^er  rates  of  intereil)  in  tbe  mvket, 

Budget.  Sue'  ' 


IS  of  course,  no  economic  significance.  Whet  is  needed 

nt  of  the  private  industrial  sector  because  it  contains 

the  most  likely  candidates  fpr  Import  substitution  end  expott,  without  increases 
in  privataly  owned  svealtb,  ... 
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distribution  of  the  burden  is  desired  higher  indirect  taxes  and 
social  seciority  contribution  can  form  a larger  part  ol  the 
increase.  TWs  is  a political  decision. 

57.  Once  a budget  surplus  of  a sufficient  magnitude  has 
been  created  the  problem  of  its  optimum  chaimellirig  into  the 
economic  system  arises.  This  could  be  managed  m vmous 
■ways  It  could  be  argued  that  the  best  way  of  accomplishing 
this  would  be  to  repay  debt  (after  having  fully  relieved  ffie 
capital  market  from  all  demands  of  public  borrowers).  The 
rest  would  follow  automatically  through  the  operation  of 
the  market  ; provided  total  savings  rose,  i.e.  dis-saving  to 
pay  taxes  would  not  offset  the  public  redemption  of  me  State 
debt,  an  upward  tendency  would  be  imparted  to  gilt-edged 
prices  as  debt  would  be  repaid,  and  thus  the  public  itseli 
would  be  induced  to  switch  from  shorter  to  long-term 
securities  in  the  expectation  of  their  prices  rising  fu^er. 
Only  a confidence  crisis,  resulting  in  mass  sales  of  existing 
securities,  could  prevent  an  increasingly  favourable  trend  m 
the  long-term  market.  This,  perhaps,  is  one  of  the  gravest 
objections  to  an  indiscriminating  use  of  a budget  surpto. 

A consequential  fall  in  the  long-term  rate  of  mterest  iraght 
weU  result  in  such  capital  gains  as  would  increase  the  dissi- 
pation of  capital!  and  thus  partially  offset  ffie  aim  of  the 
policy.  A more  discriminating  use  of  the  Budget  surplus 
might  avoid  this  particular  blemish. 

iff.  Discriminating  control 

58  The  general  lowering  of  long-term  interest  rates  will 
aid  a policy  of  increased  investment  within  cert^  limits. 
Nevertheless  it  mi^t  be  argued  that  the  market  for  risk  capital 
needs  specif  strengthening  to  lower  the  borrowers  rate  ot 
interest  relative  to  the  gilt-edged  rate  and  thus  further 
facilitate  investment. 

59  Two  questions  arise  in  this  connection,  The  first 
concerns  the  methods  needed  for  stimulating  _ ^ven  invest- 
ment projects  at  times  when,  or  in  fields  in  which,  its  profit- 
abOity  is  not  sufficiently  evident  at  any  given  time  to  induce 
private  entrepreneurs  to  undertake  the  investment,  thou^  it 
is  patently  clear  that  national  interest  would  demand  it  or 
even  that  in  the  longer  run  (and  if  financed  as  cheaply  as  the 
Government  might  be  able  to  do)  it  would  even  ^ectly— and 
not  merely  socially— pay  for  itself.  The  second  is  the  ways 
in  which  available  resources  can  be  channelled  or  reserved  tor 
such  purposes. 

60  The  first  aim  could  be  achieved  in  two  ways.  The 
State  could  directly  undertake  or  guarantee  the  income  of  the 
investment  or  the  State  could  facUitate  or  underwrite  the 
finance  for  specific  investment.  The  latter  aim  rrught  be 
facilitated  negatively  by  controlling  capital  issues  or  borrow- 
ing and  limiting  the  scope  of  the  lending  of  the  banks  and  ot 
the  capital  markets,  thus  encouraging  them  to  lend  tor 
approved  purposes.  Alternatively  a direct,  physical  control 
of  investment  mi^t  be  used  especially  of  builffing  and 
construction  work.  A discriminatmg  policy  of  positive  and 
negative  investment  allowances  could  round  up  these 
measures,  giving  financial  inducements. 

(a)  The  Post-war  failure 

gj  This  twin  purpose  was  the  aim  of  the  Investment 
Control  and  Guarantees  Bill  which  was  published  and  Re- 
sented to  the  House  of  Commons  in  January  1946.2  The 
memorandum  accompanying  it  stated  : 

“ It  is  the  policy  of  His  Majesty’s  Government  to 
establish  and  maintain  a proper  balance  between  the 
economic  resources  of  the  community  and  the  demands 
upon  them.  This  means  that  priority  must  always  be 
assured  for  those  projects  of  capital  development 
which  are  of  the  greatest  importance  in  the  national 
mterest.  Moreover,  it  will  sometimes  be  necessary  to 
economic  activity  so  as  to  prevent  our  nat- 
ional resources,  both  human  and  material,  being 
wasted  in  idleness.” 

“ It  will,  therefore,  be  essential  to  plan  both  private 
and  public  interest,  not  merely  in  the  narrow  financial 
sense  of  controlling  borrowing,  but  also  in  the  wider 


I Generally  speaking,  I beUeve  that  changes  in  the  mte  of  mleres^are  more 
liVelv  to  influence  consumption  than  investment,  though  I doubt  their  etfectiwness 
?hw  w^Streme,  in  which  case  the  effects  are  likely  to  be  haphazard,  hence 
not  corresponding  to  any,  criterion  of  productivity. 

1 Investment  (Control  and  guarantees)  Bill,  Memorandum  and  Draft  of  Order 
to  be  made  under  Clause  1 of  the  Bill.  Cmd.  6726. 


sense  of  piantimg  real  capital  development  of  all 
kinds.  But  investment,  even  in  this  wider  me^ng 
represents  only  a part  of  the  total  claims  on  the  natio^ 
resources.  In  addition,  provision  must  be  m^e  tor 
the  current  needs  of  the  Central  Government  and  other 
public  authorities,  for  the  export  trade,  and  lor 
personal  consumption.  The  planning  of  the  invest- 
ment programme  as  a whole  must,  thereiore,  be 
continuously  guided  by  the  Government  and  ^e 
related  to  other  Government  plans  for  the  use  ol  tfie 
country’s  economic  resources.” 

“ Within  the  limits  of  such  guidance,  howevCT,  there 
should  be  the  fullest  co-operation  between  the  Govern- 
ment. the  public  and  private  undertakings  responsible 
for  capital  development,  and  the  agencies  providing 
the  finance.  His  Majesty’s  Government  are  anxious 
to  make  this  co-operation  more  close  and  efrective 
than  hitherto.” 

“ The  Capital  Issues  Committee  will  be  condnued. 
Subject  to  directions  from  the  Treasury,  it  wdl  deal 
with  individual  applications  for  permission  to  borrow. 
The  Public  Works  Loan  Board  will  also  be  continued. 

But  the  important  duties  of  these  authorities  in 
controlling  and  assisting  the  flow  of  new  mvestment, 
and  of  the  Finance  Corporation  for  Industry  and  tfie 
Indi^trial  and  Commercial  Finance  Corporation,  m 
providing  financial  assistance  to  industry,  must  be 
effectively  linked  with  the  operations  of  ffie  Bank  ot 
England  and  with  the  planning  by  His  Majesty  s 
Government  of  the  investment  programme  as  a whole. 

“ With  this  end  in  view  His  Majesty’s  Government 
have  decided  to  set  up  a National  Investment  Council. 
The  Chairman  will  be  the  Chancellor  of  the  Exchequer. 
The  members  of  the  Council  will  include  the  Governor 
of  the  Bank  of  England,  the  Chairman  of  the  London 
Stock  Exchange,  the  Chairman  of  the  Capital  Issues 
Committee  and  the  Public  Works  Loan  Board,  and  a 
number  of  other  persons  chosen  for  their  wide  know- 
ledge  and  experience  of  financial,  economic  and 
industrial  questions.  This  Council  will  assist  the 
Government  in  so  organising  and,  when  iieccssary, 
stimulating  investment  as  to  promote  full  employment ' 
62.  These  ambitious  tasks  were  not  accomplished’3  The 
reasons  for  the  failure  are  obvious.  Unless  draconic  steps 
are  taken,  including  control  over  the  accuinulatmg  liquid 
reserves  l3f  private  firms' — which  constitutes  the  largest  part 
of  total  finance  of  industrial  investment— and  short  term 
finance,  little  hold  can  be  gained  over  the  monetary  side. 
Only  a very  small  proportion  of  the  total  investment,  especi- 
ally total  productive  investment,  is  obtained  through  finance 
by  the  capital  market,^  and  in  most  cases  ca^tal  issues  or 
financial  placement  merely  serve  to  liquidate  finance  which 
has  been  obtained  earlier  from  other  sources  (e.g.  Banks). 

63  The  Investment  Advisory  Board,  if  it  had  been  a small 
body  of  economic  and  technical  experts,  could  have  played  an 
important  part  in  conjunction  with  the  Economic  Section  ol 
the  Cabinet  Office,  in  imparting  professional  advi«  to  the 
Chancellor,  so  surprisingly  lacking  in  the  r«t  of  the  Tre^ury. 
Its  constitution  was  unwieldy  and  it  fell  between  being  a 
compact  body  advising  the  Chancellor,  and  a representative 
body  doing  his  public  relation  job  for  him  ui  a rnost  important 
field  by  persuading  industry  etc.  to  facilitate  his  policy.  It 
had  no  influence  and  expired. 

64  The  Capital  Issues  Committee  continued  and  played  a 
secondary,  but  not  wholly  useless,  role  in  the  control  ot 
investment.  UnJfortunately,  here  the  liaison  with  s^d 
economic  advice  was  also  almost  completely  lacking,  umy 
too  often  the  Committee  acted  on  what  appeared  to  be 
palpably  financial  considerations  raffier  than  regard  for  more 
basic  physical  realities  of  the  situation.  While  m a number 
of  cases  the  Committee  refused  permission  for  issues,  m 
others  similar  ones  were  sanctioned.  The  working  of  the 
Capital  Issues  Committee,  therefore,  gave  rise  to  numerous 
complaints,  and  tended  to  discredit  the  idea  of  controlling 
investment  altogether. 

65.  As  physical  controls  began  to  wither  away  already 

prior  to  1951  the  whole  structure  ofcontrol  virtually  collapsed, 
while  the  Capital  Issues  Committee’s  hold  on  long-term 
finance  was  also  evaded.  The  Government  was  thrown  back 
on  to  the  blunt  instrument  of  dear  money  and  credit  rationing, 
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causing  a tremendous  loss  in  output  and  output  capacity. 
Any  emergence  from  this  impasse  can  only  be  expected 
through  an  increase,  as  well  as  a more  effective  control  of, 
investment. 

(6)  Control  of  capital  issues 

66.  I presume  therefore  that  the  Capital  Issues  Committee 
will  have  to  be  continued.  It  should  then  however  be  closely 
co-ordinated  with  some  compact  body  advising  the  Chancellor 
on  general  investment  policy,  and  with  measures  aiming  at 
controlling  short  term  finance. 

67.  In  addition  measures  will  have  to  be  taken  to  stop,  as 
much  as  possible,  the  evasion  of  the  Capital  Issues  Committee’s 
control  practiced  through  schemes  of  amalgamation  and 
private  placing  etc.  I am  not  competent  to  give  an  expert 
opinion  on  this  question,  but  would  like  to  express  the  hope 
that  your  Committee’s  enquiries  will  create  the  basis  for  an 
improved  system  of  controlling  capital  issues. 

68.  It  is  also  to  be  hoped  that  your  Committee  will 
investigate  the  methods  by  which  the  present  avoidance  of  the 
controls  over  short-  and  medium-term  finance  can  be  ended. 
As  a result  of  the  request  of  the  Chancellor  of  the  Exchequer 
to  the  clearing  banks  that  they  should  not  extend  their 
advances,  a very  large  number  of  new  firms  has  sprung  up 
providing  finance  and  others  have  extended  their  operations, 
e.g.  hire  piarchase  and  other  semi-banking  organisations.  I 
feel  that  in  this  way  the  legitimate  interests  of  the  established 
banks  have  been  harmed.  If,  therefore,  the  direct  regulation  of 
credit  is  to  be  perpetuated,  as  I believe  is  necessary,  by  a 
control  of  the  advances  of  the  banks,  some  parallel  regulation 
will  have  to  be  imposed  upon  any  firm  extending  finance  as 
its  main  activity  and  source  of  income. 

(c)  Stimulating  investment 

69.  The  provisions  of  the  Act  enabling  a stimulus  to  capit^ 
investment  have  not  been  much  used.  The  reason  for  this  is 
obvious.  Contrary  to  expectations,  investment  never  fell 
below  ie  level  at  which  the  productive  capacity  of  the 
country  was  fully  employed.  Indeed  throughout  the  post- 
war period  investment  generally  had  to  be  held  back — 
because  it  was  regarded,  regrettably  enough,  as  the  marginal 
outlay.  Whenever  measures  encouraging  investment  were 
introduced  such  as  ‘ initial  ’ and,  subsequently  ‘ investment  ’ 
allowances,  they  had  speedily  to  be  reduced  or  altogether 
revoked,  because  either  the  external  situation  changed  or  the 
increase  in  investment  proved  greater  than  could  be  carried 
by  the  economic  system  without  undue  increase  in  imports 
or  in  the  price  level. 

70.  The  facilities  to  guarantee  investment  seem  to_  have 
been  used  in  some  specific  cases  to  ensure  the  production  of 
scarce  raw  materiis,  and,  on  occasion,  guarantee  were  made 
use  of  to  facilitate  establishment  of  factories  in  development 
areas.  Generally,  however,  administrative  policy  was,  until 
recently,  steadily  moviag  away  from  trying  to  influence  the 
location  of  industry,  despite  the  experiences  of  the  inter-war 
period  or  the  lessons  of  modem  economic  analysis. 

71.  Unless  it  is  expected  that  the  strain  on  the  economic 
system  will  be  very  much  lessened,  either  by  a successful 
disarmament  or  other  means,  I believe  that  effective  control 
over  investment  will  have  to  be  established  on  a far  firmer 
basis  than  in  the  immediate  post-war  period.  It  must  be 
effective  in  being  not  merely  able  to  increase  savings  and 
investment  but  also  to  channel  it  into  predetermined  directions. 

(d)  Direct  investment  in  equity  shares 

72.  Thus  the  whole  of  the  Budget  Surplus  needed  to 
increase  total  savings  should  not  he  used  merely  to  repay 

^bt even  apart  from  the  possible  unfavourable  impact  of 

that  policy  tiu’ough  an  increase  in  consumption  to  which 
aUusion  has  already  been  made.  Direct  steps  should  be  taken 
to  facilitate  the  expansion  of  old,  and  the  establishment  of 
new,  industries.  This  can  be  done  either  by  purchasing 
existing  shares  or  by  underwriting  new  issues  on  favourable 
terms.  ’ 


73.  Political  objections  against  the  State  directly  partici- 
pating in  private  industry  could  be  largely  met  by  the  establish- 
ment of  one  or  several  investment  fun^,  to  be  alimented  by 
the  Treasury  providing  a fixed  annual  contribution  to  its 
means,  but  managed  by  independent  Boards.  Just  as  the 
University  Grants  Committee  represents  a buffer  between  the  “Bdietm 

universities  and  the  State,  so  such  a board,  ot  a number  of 
boards,  could  provide  the  isolation  which  some  might  wish 
to  see  between  the  government  and  the  governance  of 


industry.  I,  personally,  think  that  this  function  should  be 
exercised  under  parliamentary  control  by  nominees  of  the 
Minister  who  are  responsible  to  him. 

(e)  Building  control 

74.  The  second  approach  to  the  solution  of  the  question 
would  be,  on  the  one  hand,  the  reintroduction  of  some  control 
over  building,  and  on  the  other  hand,  a system  of  negative 
and  positive  investment  allowances  closely  co-ordinated  with 
physical  controls  in  order  to  stimulate  certain  basic  invest- 
ments and  discourage  others  which  for  the  moment  impose 
too  great  a strain  on  the  economic  system,  e.g.  certain  types 
of  building  activity — office  buildings,  luxury  flats,  etc.  The 
experience  of  the  last  few  years  shows  conclusively  that  private 
profitability  under  conditions  of  Ml  employment  does  not 
adequately  reflect  social  returns.  Thus,  nondiscriminating 
general  measures  such  as  the  raising  of  the  rate  of  interest  do 
not  in  fact  succeed  in  producing  an  investment  structure 
which  is  satisfactory. 

75.  The  creation  and  channelling  of  investment  funds  will 
thus  perform  two  simultaneous  functions.  It  will  permit 
the  establishment  of  a two-tier  system  of  interest  rates,  i.e, 
the  lowering  of  certain  interest  rates  for  specific  proses 
while  leaving  the  market  rates  rmchanged.  This  in  turn 
should  stimulate  specified  investment  without  nec^sarily 
increasing  the  value  of  assets  held  by  the  general  public,  and 
thus  increase  consumption.  It  is  sometimes  argued  that  the 
control  over  investment  or  imports  would  be  ineffective  as  it 
would  merely  displace  and  not  absorb  demand.  This  view, 
in  general,  neglects  the  fact  that  unavailability  or  unattain- 
abUity  of  supplies  might  result  not  in  a shift  of  demand  but  in 
an  increase  of  savings.  Liberalisation  tends  to  stimulate 
consumption.  It  is  true  that  personal  savings  have  increased 
since  1952.  But  so,  and  more,  has  consumption.  What 
happened  is  that  a large  part  of  ffie  remission  of  direct  taxes 
swelled  demand  and  only  a part  was  saved.  It  would  be 
unwarranted  to  argue  from  ffie  increase  in  savings  that  a 
stiffer  budgetary  policy  would  not  have  achieved  a far 
greater  net  national  saving.  Even  less  tenable  is  the  argu- 
ment that  the  prevention  of  certain  capital  outlay  e.g.  on 
buddings  by  firms  would  stimulate  them  to  increase  expendi- 
ture e.g.  on  director’s  salaries  or  invest  in  other  directions. 
But  in  an  expanding  economy  this  decisively  relieves  the 
system. 

{/)  Controlling  financial  investment 

76.  In  addition  to  the  channelling  of  collective  savings  it 
might  be  tbnnght  advantageous  to  enforce  a favourable  rate 
of  interest  structure  for  cmtain  types  of  borrowing  by 
compulsory  regulation  of  the  investment  of  certain  specified 
flows  of  private  savings,  e.g.,  as  in  the  United  States,  part  of 
the  insurance  frmds  or  part  of  bank  deposits.  It  would  be 
possible  to  prescribe  that  certain,  possibly  variable,2  portions 
of  the  assets  and  the  net  prermum  income  of  insurance 
companies  must  either  (a)  be  invested  in  specified  ‘ tap  ’ 
securities,  i.e.,  securities  obtained  directly  from  the  Debt 
Commissioners  at  fixed  terms,  such  as  Treasury  deposit 
receipts  or  similar  assets,  or  (f>),  deposited  with  a special  fuM 
to  be  managed  by  the  Debt  Commissioners  or  some  newly 
created  body.  In  addition  it  might  be  thought  that  a 
control  over  the  private  investment  might  be  obtained  if 
firms  were  obliged  to  deposit  their  surplus  funds  either  with 
the  Public  Trustee,  or  with  the  banking  system,  to  be  used 
only  with  the  consent  of  some  central  agency. 

77.  I have  dealt  wiffi.  the  need  to  regulate  bank  lending  in 
some  elastic  manner  in  the  previous  section.  Apart  from 
that  I do  not  myself  think  that  such  detailed  regulations 
would  be  either  necessary  or  desirable.  If  budgetary  policy 
is  sufficiently  el^tic  to  secure  a large  surplus  and  to  channel 
it  in  the  way  indicated  above,  most  problems  will  be  solved 
without  such  drastic  mterference  with  existing  institutions, 
interference  which  is  bound  to  cause  ill-feeling  and  endanger 
confidence,  friterference  should  be  kept  to  the  minimum 
required  by  the  massiveness  of  the  physical  task  before  us. 


Mthe  ' Reponofthe  Royal  Cominiasion  of  the  Taiatioo  of  Income 
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78  These  measures,  in  combination,  should  be  effective 
in  ensuring  that  differences  between  social  and  pnvate  retums- 
which  have  resulted  in  an  over-burdening  of  the  inv«tment 
capacity  of  the  country  with  unnecessary  projects,  wMe  the 

lackofbasicproductivecapacity  wasendangermgthe^ance  3-- 

of  payments— should  in  future  not  distort  the  pattern  01  y,ould  in  all  probability  solve  the  recurrent  malaise  of  our 
investment.  But  investment  control  should  rdy  to  a con-  balance  because  the  dynamical  increase  m output 

siderablylaigerdegreethaninthepost-w^penodoniin^i^  would  displace  imports  and  conquer  new  markets.2  Oidy 


productive  lines  a further  in  the  rate  of  incr^e  of 
productivity  could  be  achieved.  As  nation^ 
hicreased,  an  increasing  part  of  the  whole  coidd  be  devoted 
to  investment,  thus  further  accelerating  growth. 

5.  The  impact  of  success  in  this  would  be  tremendous. 

....  .^1— *Vta  FAi-nrrAnf  flf  mil" 


mduc=n»nts  and  panalfe.  Thiu  to  ™ legjajatim  often  ' 


• balance  of  payments  endangered  by 


enacted  after  the  war,  which  has  been  completely  ti^trat^  msufBcieat  productive  capacity,  especially  m steel,  coal  and 

by  a lack  of  coherence  of  policy  and  controls,  could  ^ mane  as  well  as  engineering  (machine  tools).  Increased 

effective.  Incidentally,  an  elastic  system  of  ne^tive  and  jj^ygtiyi„wouldalsodoawaywiththemostawkwardofour 
positive  investment  allowances  should  render  the  admin-  economic  problems,  the  insistent  rise  m prices  leading 

istration  of  controls  far  easier  than  the  systra  of  merely  anticipation  of  a further  rise. 

negative  controls  “y“g  to  ^Id  bac^^^  ^ ^ ^ m^oiity  of  economists,  among 

ment  prograome.  whom  Mr.  Harr^was  the  most  vocal,  consistently  oppos^ 

stimulated  or  held  back,  and  thus  the  , {nj—ase  in  and  fi^gTin.»iiing  of,  investment  towards  the 

instead  of  working  against  the  control,  will  be  harnessed  most  ^ductive  sectors.  There  has,  however,  been  a wel- 
help  to  achieve  its  aim.  change  in  the  climate  of  opinion  mi,  considering  the 

fa)  An  investment  advisory  council  state  of  economic  discussion,  an  astoi^img  conse^us  of 

central  body  advising  the  Chancellor  on  the  co-ordination  of  measures. 

the  work  of  the  various  controls.  The  lack  of  such  a ^ there  is  some  danger  that  the  popularisation  of 

ordinating  body  has  been  the  chief  cause  of  our  failures.  Its  ^ inevitable  simplification,  wiU  arouse 

tasks  have  not  been  performed,  and  cannot  undCT  pre^t  unjustifiable  hopes,  the  disappointmrat  of 

conditions  be  p^ormed  by  the  Treasury  or  any  of  the  other  might  have  the  most  serious  effects  on  the  spirit  of 

Governmental  organs.  In  recommeodmg  iti  estabhshmmt  ^^^^gg  ^ endeavour  which  are,  in  my  opimon,  mdis- 
your  Committee  wll,  it  is  to  be  hoped,  take  mto  account  the  posable  if  we  are  to  succeed, 
failure  nf  the  nost-war  attempt  at  co-ordimtion.  ^ 

lailure  oi  me  posi  vr  y ^ misconceptions,  in  particifiar,  have 

IV.  Problems  op  Policy  received  wide  publicity  recently.  The  first  is  that  it  would  be 

1 In  thB  section  I shall  deal  with  a number  of  policy  sufficient  to  refrain  from  increasing  consumption  for  a few 
isisues  which  do  not  Hwnand  structural  changes  but  depend  years  in  order  to  double  the  rate  of  mcrease  of  national 
on  intellectual  reorientation—hardly  a less  difficult  t^k.  income.  While  I firmly  believe  that  an  increase  in  mv^tment 
T -jhan  gwimft  that  policw  should  aim  at  maintaining  pnce-  would  bring  forth  substantial  and  steady  improvement  m our 
stabilitv  and  full  employment  and  growth  at  home  and  at  the  growth,  I do  not  believe  that  it  is  possible  to  predict,  ^ 
same  tima  «nhanp<>  Britain’s  econonuc  and  political  influence  accuracy,  in  a non-planned  system  what  the  inCTease  w^d  be. 
abroad  I also  assume  that  the  choice  of  the  weapons  of  xhe  concept  of  capital  to  output  ratios  is  beset  wm  grwt 
MliCT  is  onen  and  especially  that  ‘freedom’  is  not  trans-  difficulty.  It  is  not  possible  for  uis^ce  to  deduw  by 
formed  into  an  aim  of  policy  in  itself  to  which  all  others  reference  to  the  average  relationship  ^between 


output  what  the  consequences  of  aiditions  to  our  capital 
equipment  would  be  (z.e.  the  marginal  ratios).  The  latt« 
will  show  considerable  variations  as  bottlenecks  appear  m 


should  be  subordinated  or  sacrificed. 

should  this  way  be  able  to  solve  most  of  our  domestic  and  aroused  m this  respect, 
mfm-national  oroblems.  So  long  as  this  objective  is  not  the 

nrimarv  aim  of  our  policy,  crises  will  recur  and  will  force  us  n-  Domestic  aspects  ^ ^ 

m faVe  measures as  no  government  in  post-war  Britain  cut  9,  i have  also  argued  the  need  for  greater  investnient  from 

consumption  in  preference  to  investment— which  are  bound,  a second  point  of  view  i.e.  the  need  for  ^levmg  pn« 

in  the  Imaer  run,  to  aggravate  the  problem  they  are  supposed  stability  at  great  length  m my  evidence  to  Cohen  Coun(^ 

m «mSv  which  I have  enclosed  with  this  paper  as  Ann^.  A.  1 will 

to  remeny.  therefore  not  repeat  here  in  detail  what  I said.  In  my  opinion 

Investment  and  productivity  an  acceleration  of  file  rate  of  growth  of  output  to  between 


I mvestmeni  UIU*  ifruuui>ttyttj'  <iu  w ......  ...  Q..... — — — * 

■ ^ hu  the  MviTiomic  exoansion  of  4-6  per  cent  should  enable  us  to  come  to  some  arrangement 

3.  .The  ^th  ffie  T^ade  Unions  about  a coherent  policy  on.incpme 

Russia  or  Imi^  my  evidence  to  the  distribution  without  any  violent  change  m our  i^titutions, 

this  context,  including  the  accustomed  modes  of  collective  b^gm- 


iBsyw.1.  4.  i.-'- — -V  4 rpm»flt  it  in  this  context  including  the  accusiomea  mones  01  conecuvc 

^output  ^ productivity.  What  has  hitherto  prevented 
the  full  application  of  existing  tedinical  knowledge  and 
effectiveness  is  the  periodic  restraint  on  investment,  impo^ 
as  a result  of  the  recurrent  crises,  more  or  less  ^tatmg 
pre-war  monetary  techniques,  oblivious  of  the  insidious 
consequences  of  this  policy. 

4 There  is,  therefore,  some  hope  that  an  increase  in  the 
rate'  of  investment  would  bring  forth  a more  or  less  co^es- 
i»ndin«  mcrease  in  productivity.  If.  m addition,  closer 
wntrol  over  investment  would  channel  it  mto  the  most 

1 Annex  A,  p»».  29. 


inevitable  fail,  and  in  its  f^ure  mi^t  involve  the  non-Soviet 

2 TLe  BXunpU  or  Gennsny  i»  conclusive  in  this  respect. 

3 Only  a few  stUl  cUng  precariously  to  their  prei^usyiew^  Untounate». 
this  consensus  of  opinion  has  not  translated  itself  torn  effective  action.  , T**® 
slackening  of  the  demand  for  steel,  for  Instance,  is  not  beujg  used  to  increase  steel 

capacity— one  of  the  basic  re-— *—  — 

the  criucai  periods  of  1951  ai..  . 

habits  of  thought  and  action  inevilably  increasing  Cwy. 
prevent  Britain  from  taking  full  advantage  of  a change  in 
abroad,  when  it  occurs. 


mcrease  output  caps 
ments  for  replacaim 
output  capacity, 


investment  figures  tor  this  purpose  as  a 
isumption  allowances  could  in  wet  ho  u 
ill  be  the  excess  of  the  physical  re 


it.  Moreover,  replacement  capital  itself  usually  Increases 
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orbit  in  a serious  weakening  of  its  prestige,  powers  and  thus 
influence,  in  the  non*committed  world.  Such  a policy  might 
well  combine  inflation  and  stagnation — if  not  worse — in  the 
face  of  the  tiallenge  of  ctimulative  Soviet  growth. 

10.  The  accomplishment  of  such  an  inoease  from  the 
present  17  per  cent  rate  would  not  be  at  all  easy.  The  first 
period  would  be  especially  awkward  because  the  whole  of  the 
increment  in  investment  would  then  have  to  come  from 
refraining  to  increase  consumption  (unless  indeed  a welcome 
cut  in  defence  expenditure  should  not  put  resources  at  our 
disposal  without  any  effort  on  our  part).  Fortunately  we 
have  at  present  at  our  d^Ex>sal  a once-for-dl  soiorce  of  strength 
of  some  considerable  importance.  This  reserve  lies  in  the 
existence  of  a substantial  underemployment  (and  conse- 
quential low  productivity  per  head)  of  a large  sector  of  our 
industrial  capital  equipment  and  manpower. 

At  the  moment  is  seems  impossible  to  mobilise  this 
reserve  partly  because  it  might  dire^y  cause  some  deterior- 
ation of  the  current  balance  of  payments  because  of  the 
consequential  absorption  of  resources  t (though  this  danger 
may  well  be  mimmised  if  most  important  industrial  countries 
were  to  undertake  such  an  expansionist  policy  simultaneously 
by  concerted  action).  Under  present  conditions,  when 
economic  disarmament  has  Irft  tis  quasi-naked  in  an  unstable 
world,  the  indirect  consequences  of  an  autonomous  expansion 
on  the  capital  balance  be  even  more  awkward  ; we 

saw  last  year  how  rapidly,  and  gravely,  a speculative  attack 
can  undermine  deposition  of  sterling  in  the  existing  situation. 

11.  Given  a modification  of  the  present  poIiQ',  and  in 
particular  a recontrol  of  investment  in  building,  a discrim- 
inating poIiQ'  of  positive  and  negative  investment  allowances, 
and,  fiimlly,  a reversal  of  the  progressive  abandonment  of 
exchange  and  import  controls,  it  mi^t  be  hoped  that  an 
immediate  increase  in  investment  could  be  managed  without 
severe  strain  developing  on  the  current  and  capital  balance. 
It  is  not  a question  of  cutting  imports  but  of  not  pe^tting 
them  to  rise  unduly.  Once  the  transition  period  is  over, 
and  increased  dynamism  has  been  achieved,  some  of  the 
present  threat  of  immediate  unbalance  in  our  international 
payments  would  automatically  disappear. 

Hi.  Foreign  and  home  investment 

12.  It  is  in  this  context  that  a second,  equally  facile  and 
dangerous  argument  has  made  its  appearance.  It  is  argued 
that : — 

fa)  a complete  and  indiscrimiaating  prohibition  of  all 
capital  exports  would  automaticaUy  free  an  equivalent 
amount  of  resources  for  internal  investment,  and 

(b)  this  investment  would  increase  national  ouq>ut  by 
some  33  per  cent  of  its  value,  while  at  the  moment 
it  only  earns  between  5 — 10  per  cent  (oil  investments 
being  excluded). 

Home  investment — it  is  said — is  far  more  profitable  than 
foreign  investment.  Indeed,  we  are  exhorted  to  encourage 
foreign  investment  in  Britain. 

13.  Some  startling  exan^les^  of  the  success  of  foreign 
investment  should  have  warned  authors  from  such  generalis- 
ations. They  leave  out  of  account  altogether  the  favourable 
impact  on  the  terms  of  trade,  and  also  on  the  capacity  to  sell 
(at  the  same  price),  of  discriminating  foreign  investment. 
They  are  thus  quite  as  fallacious  as  the  defenders  of  indis- 
criminate capital  exports  who  do  not  take  into  account 
the  opposite  impact  effect. 

14.  This  argument,  moreover,  contrasts  the  (hoped  for) 
gross  increase  in  output  with  the  net  return  from  foreign 
investment  after  foreign  taxation.  Now  we  have  already 
argued  that  the  assumption  is  untenable  that  marginal 
additions  to  capital  investment  increase  output  in  the  same 
ratio  as  can  be  (with  high  risk  of  mistakes)  estimated  for  the 
economy  as  a whole.  Moreover  it  would  be  quite  wrong  to 
contrast  gross  ino'eases  in  ouq>ut  in  the  industry  with  the 
net  returns  from  foreign  investment.  What  should  be 
compared  is  the  net  increase  in  the  home  product  as  contrasted 


ictually  bappeoed  io  Gemiaoy  in  1950,  and  an  inurnatinnal  cocimitlion 
jded  as  usual — a cut  in  investment.  Fortunately  for  Oennany  this 
^vice  was  completely  disregarded.  In  tbe  medium  end  longer  ran  the  increased 
dynamism,  equally  as  in  Oennany,  mi^t,  through  an  increased  and  in 
productive  capacity,  lead  to  <a)  a diaplacemr— 


e capacity,  lead  to  a displacement  of  imports  and  (6)  increase  in 
cAuv.u.  Most  theoretical  ‘models'  of  the  intatrelatson  between  productivity 
and  the  balance  of  payments,  coinpleiely  neglect  this  vital  aspect  of  this  problem 
' ' twkwaid  Implications  in  the  simplest  matbematlia  of  tboea  models. 


2Cf.  e g.  The  Cenenl  Motors  Holden  case  In  Australia,  Mrs.  Penrose,  fcoruunlc 
Journal,  1956,  p.  220. 


with  the  increase  which  would  have  occurred  had  the  domestic 
investment  not  taken  place,  i.e.  the  net  increase  in  product- 
ivity (with  due  regard  to  the  terms  of  trade  effects).  This  will 
be  far  less  than  33  per  cent  os  any  such  figure. 

15.  Admittedly  the  increase  in  output  will  he  greater  than 
the  profit  earned  on  the  investment.  And  instead  of  paying 
taxes  abroad  people  will  pay  taxes  at  home.  Thus  the 
market  medianism  (which  works  on  the  basis  of  after  tax 
profits,  irr«p^ive  of  where  the  taxes  are  paid  and  increases 
in  productivity  are  created)  must  bring  about  a complete 
maldirection  of  capital  from  a national  point  of  view. 

15a.  Diis  is  an  argument  in  favour  of  a discriminating 
control  of  capital  exports,  not  in  favour  of  an  indiscriminate 
prohibition  of  capital  exports.  To  that  problem,  to  the 
problem  of  our  foreign  economic  policy  in  general,  and  to 
our  relationship  with  the  Sterling  Area  and  Western  Europe 
in  particular,  we  shall  turn  in  the  next  section. 

iv.  Consumption  and  Investment : the  primacy  of  budgetary 
and  direct  controls 

16.  If  my  contention  is  correct  that  the  solution  of  Britain’s 
perennial  internal  and  external  economic  difficulties  depends 
on  not  merely  maintaining  but  radically  increasing  invest- 
ment, a number  of  important  changes  in  the  pattern  of  British 
policy  and,  more  especially,  in  fiie  armoury  of  economic 
weapons  become  necessary.  The  present  reliance  on  the 
monetary  mystique  has  meant  that  investment  has  been 
r^ressed  whenever  there  was  need  for  restriction,  as  budgetary 
policy  was  rather  tardy  and  inflexible.  Subsequently,  as  t^ 
crisis  passed,  tax  concessions  usually  stimiolated  consumption. 
It  thus  came  about  that  after  1952  most  of  the  windfall  gain 
from  the  terms  of  trade  was  exhausted  on  a tremendous — 
over  £1,400  mn.  p.a. — ioCTease  in  consumption  and 
consumption  investment. 

17.  I do  not  take  the  classical  or  even  classical  Keynesian 
view  that  monetary  policy  works  mainly  if  not  entirely  through 
changes  in  fixed  investment,  though  it  should  be  opposed  on 
that  score.  Indeed  in  mod^  conditions  in  which  consumers’ 
durable  goods  have  become  so  important  (and  variable) 
a p^  of  outlay,  and  their  purchase  d^endent  on 
cre^t  (and/or  on  capital  gains),  I bdieve  that 
monetary  policy,  especially  credit  rationing  will,  if  at  all, 
be  more  effective  on  the  consumption  si^.,  The  Keynesian 
scheme — ^which  assumed  stable  relations  between  income  and 
consumption  and  was  based  on  the  contrast  between  individ- 
ual savings  and  coiiJorate  investment — needs  thorough 
revision. 

18.  My  objection  to  monetary  policy  is  twofold.  In  the 
first  place  it  is  no  longer  Elective  in  influencing  economic 
decisions  through  altering  the  cost  of  capital,  i.e.  in  a sytem- 
atic  way  acting  through  price  mechanism.  If  it  is  to  be 
^ective  at  all  it  needs  to  act  through  a psychologi<^  shock, 
in  a haphazard  manner,  and  will  probably  result  in  exaggera- 
ting the  taidency  it  tries  to  impart,  because  a psychological 
sh(^  can  only  be  brought  about  by  such  exaggerated  action.  3 

19.  My  second  objection  is,  perhaps,  even  more  important. 
Monetary  policy,  as  it  is  a global,  non-discriminating  weapon, 
can  only  act  through  decreasing  income,  and  also  consumption 
and  investment.  For  any  given  readjustment  needed,  the 
fall  in  income  required  will  be  a multiple  of  the  original  cause 
of  the  unbalance.  For  if  any  specific  demand  for  a scarce 
factor  (for  e.g.  exports  or  imports)  is  to  be  cut,  with  it  other 
innocuous  expencUture  (i.e.  not  requiring  the  scarce  factors) 
must  also  be  prevented. 

20.  Those  who  argue  that  it  is  ‘ general  purchasingpower ' 
which  has  to  be  ‘ absorbed  ’ or  cut,  forget  the  great  difference 
in  the  ease  and  length  of  time  which  various  sectors  of 
industry  can  be  expanded  to  meet  demand.  Full  employment 
is  a rather  elastic  concept.  And  as  productive  capacity 
increases  incessantly,  it  has  even  less  operational  meaning 
through  time. 

21.  All  this  could  have  been  foreseen.  I wrote  in  1949, 
discussing  the  dollar  crisis  : 

"...  the  reputed  lack  of  subtlety  of  direct  controls 
does  not  appear  to  be  so  great  as  compart  with  the 
general  financial  controls,  In  a country  such  as 
Britain,  in  the  economic  structure  of  which  foreign 
trade  plays  a large  role,  this  consideration  is  of  special 
importance.  Controls  over  production  and  consumption 
represent  the  most  effective  and  flexible  means  of 


3 I vUl  not  reiterats  my  ob}ectioni  to  tlu  lua  of  moneUiy  policy  to  flsht  ioter- 
B«l  ‘ Inflation  i.«.  a rite  of  wafei. 
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imposing  selective  pressure,  equivalent  to 
deflation,  on  industry  without  incurring  the  *or  a 
general  cut  in  incomes,  causmg  unnecessary 
lad  unemployment,  It  will  be  posable  to  .^olatt 
internal  purchasing  power  from  interferi^ 
exDort  drive  in  individual  essential  export  industnw. 
We  shall  be  able  to  cut  the  consumption  of  certain 
goods  whidi  most  depend  on  relatively,  expensive 
taports.  We  could  concentrate  me^^es  ui  those 
lin«  in  which  success  is  most  likely,  without  having  to 
curtail  expenditure  and  employment  uim^sanly  m 
others.  The  success  of  the  export  drive  w^  ^ 
ironical  comment  on  the  simultaneom 
countless  books  and  articles  complaining  of  to  sti&^ 
of  the  export  drive  by  ‘ inflation  . It  would  also  ^ 
interesting  to  know  how  some  ^ters  imagine  to 
maintenance  of  anything  like  the  present  ^atioml 
income  without  controls  while  imports  are  throttled 
to  some  80—85  per  cent  of  pre-war. 

The  present  situation  in  which  investment  has  to  ^ 
and  output  has  not  been  permitted  to  rise  perceptibly  su^ 
1955  iUustrates  the  point.  We  are  on  a conservative 
estimate  losing  more  than  £2, 000m.  of  output  a year,  to 
comparison  with  such  vast  losses.  o3y 

inefficiency  of  direct  controls  seem  msig^c^t  ^ otoy 
way  to  get  fuU  employment  and  expansion  is  to  drive  the 
system  ‘ on  the  brake.’ 

22  The  imshot  of  these  considerations  is  that  policy  should 
aim  to  use  consumption,  especially  luxury  consumption, 
rather  than  investment  as  the  buffer  to  take  unforeseen  shocks 
in  toe^SSns.  This  mea.ns  that  direa 
imports  and  budding  construction,  and  a more 
blSgetary  policy  should  be  regarded  as  to 
of  Mlicy  Among  the  tax  measures  a free  use  of  investment 
iJwances  has  already  been  discussed.  flSJe 

tion  especially  luxury  consumption,  are  the  most  effective 
wSion?1n  the  short  ™.  In  the  nadto  mn,  a nanation  of 
diTMt  tax  rates  and  allowances  and  of  social  service  contri- 
Sn?toSTcontribute  to  to  fiscal  buttressing  of  toec 
It  is  foolish,  however,  to  exp^  that  even  fisc^ 
an  advance  as  toy  constitute  over  monet^ 


mpusiirts— ereat  an  advance  as  mey  cuuauiuii..  r . , 

S^y-^^ca?be  so  subtle  or  effective  as  to 

eSbalance.  Much  rougher  methods  are  needed,  buttressed 
by  direct  agreement  with  trade  unions.  . . 

23  The  problem  of  securing  relative  price  stabil^  (in 
order  to  be  able  to  give  the  wage-policy  agr^ent  a cham») 

U rqu«SJn  wtoch  Wt  seem  to  faU  0 
tee’s  terms  of  reference.  In  my  opinion  it  is  one  of  the  basic 
problems  on  the  solution  of  which  the  cha^  of  a sabsfacton 
working  of  to  monetary  system  will  dei«nd.  SubadiM  to 
basic  commodities  and  bulk  import  of  others  (which  would 
avoid  the  present  awkwardness  that  a f^  m foreign  pn 
ScrUses  our  domestic  budget  problem)  might  play  so>m  r°le. 

S wUl  probably  not  be  necessary  to  P"^’  tn 

S will  have  to  be  in  being,  m order  to  be  able  to  do  so  it 

^*2^^  One  of  the  most  hopeftd  avenues  to  be  ei^lored  woidd 
be  /ox  concessions  to  companies  (either  m or 

in  the  profits  tax  or  investment  allowances)  wtoch  agree  to 
^ublislFstandard  balance  sheets  and  restrict  profit  margins  t 

predetermined  limits.  • 

■7S  The  use  of  tax  measures  as  shock-absorbers  of 
inittotedmibSance  poses  an  awkward  problems  tot  wh^- 
^r  chmS  to  to  rate  of  any  tax  on  expenditure  is  anticipat^, 
SS  ^tSation  tends  to  aggravate  the  very  mov^t  w^ 
the  chanw  is  calculated  to  alleviate.  If,  e.g.  to  tax  on  cm 
S eiSSfd  to  go  down  because  there  is  unemployment  in  to 
<i  if  investment  allowances  are  to  be  mcr^rf 
to^?tSnployment  threatens,  car  sales  or  mvestment  will 
fall  further  than  it  would  otherwise  have  done. 

26  There  are  two  ways  of  alleviattog  this  difflculty-^t 

disappoint  expectations  sufficiently  often  to  preven 

MM 

must  be  avoided). 

0?  While  sudi  difficulty  must  be  anticipated  and  no 
Tiprfection  in  functioning  should  be  hoped  for,  m my  opimon 
toSS  to  Sovide  a more  auspicious  tack  for  policy  than 
to  S^Sit  o??  which  condemns  the  country  to  a quasi- 


permanent  stunting  of  its  growth  As  ™ 'S 

^obal  monetary  control  to  an  end  in  itself  fpstrad  of  being 
a weapon  to  the  armoury  of  economic  poliQi  dedipted  to 

bringing  about  accelerated  growth,  higher  livmg  st^to 

and  greater  international  mfluerice)  , as  long  as  w/e  tall 
victim  to  monetary  mystique  (which  goes  so  far  as  to  a 
situation  to  which  we  have  to  pay 
borrowed  reserves  ‘ strengthenmg  the  pound 

confidence  of  foreign  bankers  );  £ 

from  our  present  disabilities.  For  fill!  growth  under  towe 
conditions  would  inevitably  mean 

symptoms,  rising  prices  and  weakened  balance  of  paymen  , 
which  to  restrictive  policy  was  supposed  to  cure. 

(B)  The  Problem  of  Optimum  Reserves  : the  Stability  of  the 
Balance  of  Payments 

28  The  air  is  throbbing  with  plans  to  increMe  our  gold 
reserves  to  reduce  sterling  balances  and  thus  improve  our 
liauidity  A sharp  reaction  has  set  in  from  the  posiUon  when 
iSS  on  BritEiin  by  her  role  as  the  banker  of 
the  Sterling  Area,  and  large  parts  of  ^0  w»tld  ontsi^,  ™ 
taken  for  granted,  or  rather  was  neglected  or  not  real^is^. 
There  is  now  hardly  any  difference  of  opinion  about  the 
to  ^eitog  gold  reserves  Tiaere  is  a^so  a 
c^nsL  of  opinion  tot  international  hquidity  must  be 
mla^bv  some  reform  of  to  I.M.F.  The  argument  tot 
to  burden  of  ‘ nearly  haff  of  the  worlds 
trade  ’ on  the  basis  of  only  ‘ 3i  per  cent_^  the  totd  world 
sold  reserves  ’ has  gained  wide  publicity.  The  only  diffemnM 
^between  those  who  would  use  forceful  deflationary  ni®*ods 
and  tags  scale  bortowlng  M aj^mplish  f ° 

Kasi-i  of  the  status  auo  of  Sterling  and  London  s role  as  a 
‘ free ' banker  those  who  wish  to  abolish  the  sterling 
sysSm  alSteTand  abandon  the  role  of  flnanc.al  centre^ 
There  is  hardly  any  voice  raised  in  favour  of  reversing  the 
J^sent  drift,  a return  to  a consciously  plamed  system  of 
trade  and  mvestment  in  the  Sterling  Area.  Free  trade  and 
liberalisation  still  holds  the  sway.  - 

29  Thus  the  country  seems  inevitably  to  be  forced,  by 
mSh  to^ame  people  who  are  responsible  for  om  pr«em 
discomfiture,  towards  two  equally  inviffious  alternatives. 
The  first  implies  exchanging  sterling  obbgations  for 
debts  to  to  I.M.F.,  or  to  U.S.,  possibly  on  a long  terrn 
basis  termed  ‘ mobUising  ’ sterling  balances.  The  second 
consfets  in  liquidating  the  present  Sterling  Area  system  by 
S5odS=£k  a general  control  of  overall  overseas  payments 
^ repaymg  and  ‘ funding  ’ existmg  sterlmg  balances. 

30  I thiriV  that  the  comparison  on  which  their  recommen- 
dations are  based  is  unwaiTanted  and  its 
aravely  Moreover,  most  propaganffists  of 

Uiber^  ’ solutions  confound  three  mtOTelated  probleins 
which  must  be  kept  severely  differentiated  ff  we  are  to  cope 
with  them.  The  first  of  these  is  the 

international  liquid  reserves.  The  second  is  whether,  and 
steps  are  needed  to  cope  with/«t«re  temport^y 
unbalances  to  international  paymen^  so  as  to  roiniimse  the 
threat  of  slumps  and  stagnation  m the  non-Soviet  orbit. 
Finally  there  is  the  problem  of  handling  the  embaixMsments 
due  to^the  recurrent  crises  in  the  British  balance  of 
I shall  deal  with  the  last  problem  tot  as  to  lessor 
from  an  analysis  of  the  British  problem  imght  weU  lUu^ate 
the  charaetCT  of  a desirable  reform  of  the  mtemational 
arrangements. 


1.  The  extent  of,  and  need  for,  British  liquidity 
31  Recent  discussions  of  the  British  problem  have  been 
so  obsessed  by  to  admitted  desirabUity  of  large  gold 
that  th^  have  completely  neglected  the  hwvy  cost  fo  °urs 
selves  and,  under  certain  circumstances,  to  the  world,  ot 
acquiring  and  carrying  such  gold  reserves,  just  as  in  P«vio^ 
discussions  the  cost  of  mamtaming  Loiidon  m a banking 
centre  was  almost  completely  disregarded.  Moreover  m 
to  eagerness  to  make  a case,  serious  nustakM  of  a facto^ 
character  have  been  made.  In  the  first  place  the  relahontop 
of  reserves  to  trade  and  payments  is  far  more  favourable  th^ 
is  implied.  Moreover,  to  fact  is  totally  neglected  that  to 
need  for  reserves  is  determined  not  merely  by  the  sire  of  the 
trade  but  also  by  its  instability,  and  to  success  with  which 
such  instability  can  be  dealt  with  either  by  vigorous  counter 
mSsures,  to  to  shape  of  controls,  or  by  maintammg  or 
mobilising  excess  productive  capacity.  This  tot  oversight  « 
intimately  connected  with  to  fact  that  the  gold  reserves  seem 
increasingly  to  be  regarded  not  as  a means  to  an  end  but  as 
an  end  to  itself.  Rationally  the  holding  of  gold  reserves  can 
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be  justified  only  as  a means  by  which  outside  disturbances, 
whose  impact  on  the  domestic  economy  might  otherwise 
imperil  the  stable  growth  of  the  system,  could  be  sterilised 
or  offset.  By  fulfilling  this  role  the  sacrifice  incurred  by 
keeping  resources  uninvested  would  be  made  up  or  more 
than  made  up. 

32.  The  case  for  an  immediate  increase  in  gold  reserves 
also  neglects  that  any  attempt  to  increase  gold  reserves  on 
our  part  ought  to  be  carefully  co-ordinated  with  the  policy 
of  other  countries,  for  otherwise  a competitive  beggar-my- 
neighbour  policy  might  ensue  in  which  ^1  countries  wUl  be 
forced  to  take  measures  to  protect  their  gold  reserves. 
Under  these  conditions  any  attempt  to  increase  ours  would 
lead  to  retaliatory  action  on  the  part  of  the  weaker  countries 
from  whidi  we  attempted  to  draw  gold.  In  the  end  a sterling 
shortage  might  be  add^  to  the  existing  shortage  of  dollars 
andDeuts^  Marks  and,  as  in  1930,  a shallow  recession  might 
be  turned  into  an  aj^alling  financial  crises. 

(a)  Sterling  trade  and  gold  reserves 

33.  Before  then  we  commit  ourselves  to  any  drastic  action 
to  strengthen  gold  reserves  or  reduce  our  ‘debts  ’ (Sterling 
balances),  it  seems  essential  that  a careful  analysis  be  made 
of  the  nature  and  functions  of  outstanding  sterling  balances 
and  of  the  gold  and  dollar  reserves. 


34.  The  first  thing  to  note  b,  of  course,  that  it  b inaccurate 
to  say  that  the  gold  and  dollar  reserves  are  needed  for  the 
whole  of  the  trade  of  the  Sterling  Area.  The  advantage  of 
the  sterling  system  is  precbely  that  it  does  away  with  the  need 
to  keep  dollar  reserves  against  it.  It  b settled  by  the  accumu- 
lation and  running  down  of  sterling  balances  and/or  credits 
obtained  by  the  Sterling  Area  member  countries  in  London. 
Moreover  that  part  of  the  trade  with  non-sterling  countries 
which  is  conducted  in  sterling  must  also  be  excluded  from 
these  calculations. 


35.  Nor  is  it  accurate  to  say  that  in  respect  of  the  whole 
of  the  rest  of  the  Sterling  Area  trade,  gold  and  dollar  reserves 
need  be  k^t  ; as  much  as  one  quarter  of  the  trade  with 
European  countries,  who  are  members  of  the  O.E.E.C. 
(which  amounts  to  about  half  the  rest  of  the  total  trade  of 
the  U.K.  and  a large  part  of  that  of  the  rest  of  the  Sterling 
Area),  must  also  be  excluded.  This  b dealt  with  by  a system 
of  credits  granted  by  E.P.U.  The  magnitude  of  this  relief 
can  be  measured  ifwe  recall  that  over  Sl.OOOmiUion  of  credits 
have  been  provided  by  E.P.U.  to  settle  clearing  balances  of 
almost  S19,000m.  UntU  the  British  Government  enforced 
the  increase  in  gold  payments  to  75  per  cent  of  the  total,  as 
much  as  50  per  cent  of  that  total  would  not  have  involved 
any  use  of  gold.  This  alone  might  have  meant  the  increase 
in  total  liquidity  of  upwards  of  £I50m. 


(fe)  The  actual  liquidity  position 

36.  Viewed  from  thb  angle  the  liquidity  position  of  this 
country  is  not  at  all  as  desperate  as  would  appear  on  a 
superficial  view.  At  the  end  of  1957,  the  total  reserve  of  the 
Sterling  Area  amounted  to  S6.7billion  out  of  a total  of$51.9 
bfilion,  or  just  under  13  per  cent.  To  thb  should  be  added 
some  $800m.  of  Government- held,  and  well  over  $l,000m. 
privately  held,  dollar  securities,  which  more  than  match  the 
liabilities  incurred  to  I.M.F.,  and  the  Exim  Bank  etc.  The 
Sterling  Area’s  share  in  world  trade  in  the  third  quarter  of 
1957  amounted  to  some  22  per  cent,  of  which  almost  a half 
was  represented  by  the  Sterling  Area  intra-trade.  This 
latter,  plus  the  E.P.U.  trade  covered  by  credits  and  (to  put  it 
conservatively)  40  per  cent  of  the  non-doUar  area  trade  of  the 
U.K.,  was  equivalent  to  some  60  per  cent  of  the  total.  The 
$4.4  billion  non-gold  reserves  of  the  Overseas  Sterling  Area 
represented  a 3 months’  cover  of  their  Sterling  imports — ^not 
an  unsatisfactory  position.  The  ratio  of  the  Sterling  Area 
dollar  trade  to  the  dollar  reserves  no  doubt  was  less  satis- 
factory but  it  also  represented  a much  higher  percentage  than 
the  mystical  3i  per  cent — more  nearly  20  per  cent  of  the 
relevant  payments. 


37.  A large  part,  perliaps  as  much  as  half  of  our  sterling 
obligations  are,  therefore,  in  the  nature  of  intemation^ 
liquidity.  They  represent  ultimate  reserves  of  the  Sterling 
Area  in  their  trade  with  us  and  also  in  their  trade  with  the 


non-sterling  world.  i That  they  cannot  be  repaid  without 
destroying  liquidity,  unless  they  are  replaced,  is  a problem  to 
which  we  shall  presently  return. 

(c)  ‘ Hot  ’ gold  reserves 

38.  What  then  of  the  rest  of  our  short-tram  obligations  ? 
Part  of  these  balances — it  b difficult  to  estimate  how  much 
but  it  might  be  as  high  as  £300 — 500ra.  consists  of  * hot  ’ 
money  and  banking  fimds  attracted  by  high  rates  of  interest, 
or  borrowed  at  increasingly  hi^  rates  of  interest  from  the 
U.S.  and  international  institutions.  All  thb  represents  a 
part  of  our  gold  reserve  which  really  does  not  belong  to  us 
and  on  which  we  pay  high  rates  of  interest.  This  desire  to 
borrow  gold  reserves  seems  illogical.  They  would  leave 
London  just  when  they  were  most  needed  an^  in  the  mean- 
time, they  further  burden  our  current  balance  of  payments.^ 
The  greatness  of  London  in  the  last  century  derived  from  the 
fact  that  it  could  dispense  with  large  gold  reserves.  It  became 
the  short-term  lender  to  the  world  and  let  the  rest  carry  its 
gold  reserve  and  pay  interest  on  it.  The  display  of  useless 
precious  metal  at  the  cost  of  raising  the  level  of  our  rates  of 
interest  and  thus  burdening  our  balance  of  paymenb,  is  not 
in  the  national  interest. 

(fl)  London  as  a banker 

39.  In  the  third  place  we  have  working  balances  of  foreign 
and  Commonwealth  private  banks  and  firms.  These  seem 
more  stable  and  need  not,  therefore,  by  positively  discouraged, 
though  it  would  be  equally  foolbh  to  run  after  them.  A 
certain  small  portion  of  gold  might  have  to  be  held  against 
them  but  by  no  means  100  per  cent  as  they  are  most  unlikely 
to  be  withdrawn  in  toto. 

(c)  London  as  a centre  for  enforced  liquidity 

40.  Finally,  we  have  those  sterling  balances  of  Sterling 
Area  members  which  cannot  rationally  be  regarded  as  their 
ultimate  reserves  but  represent  an  involuntary  accumulation 
of  hinds  in  London  in  the  sense  that  they  have  been  invested 
in  London  because  of  the  shortcoming  of  the  Colonial 
banking  system.  These  balances  consbt  mainly  of  the 
reserves  of  quasi-Govemmental  bodies  of  which,  according 
to  the  Treasury  Bulletin,  the  marketing  boards  and  other 
official  funds  perhaps  represent  a half.  To  these  should  be 
added  that  part  of  the  currency  reserve  of  the  Sterling  Area 
members  which  are  above  safety  requirements  and  have 
been  invested  in  Britain  because  of  the  Colonial  Currency 
Statutes. 

41.  40  per  cent  of  these  funds,  according  to  the  Treasury 
Bulletin,  were  hdd  in  liquid  form,  60  per  cent  were  invested 
in  long-term  British  Government  securities,  of  which  53  per 
cent  were  longer  than  medium  term.  These  have  been 
invested  for  the  members  of  the  dependent  area  by  the  Q-own 
Agents  for  the  Colonies  (now  Overseas  Territories)  and  the 
dear  money  policy  has  resulted  in  heavy  sterling  capital 
losses,  quite  apart  from  the  fact  that  the  continuous  increase 
of  sterlmg  prices  rqiresents  a partial  loss  of  the  real  value 
of  the  reserves.  The  ca-ustic  judgement  of  the  Ghanese  on. 
the  way  in  which  their  reserves  were  handled,  which  seemed 
to  surprise  observers  in  this  country,  is  due  to  this  fact. 

42.  These  two  categories  might  represent  between  them, 
as  much  as  £1,000 — £l,500m.  of  the  total  sterling  liabilities. 
It  is  only  in  respect  to  these  that  a problem  of  repayment  will 
arise. 


a.  Liquidity  and  Sterling  Area  policy 

43.  It  is  in  the  light  of  such  an  analysis  of  the  nature  and 
functions  of  the  sterling  balances  and  the  experience  of  the 
past  few  years  that  a reconsideration  of  our  attitude  to  the 
Sterling  Area  should  be  based. 

44.  It  would,  in  my  opinion,  certainly  be  quite  wrong  to 
embark  on  a ruthless  increase  in  our  gold  reserves  at  this 
juncture  when  the  cyclical  mechanism  is  at  its  potentially 
most  dangerous  turn,  i.e.  when  the  deflation  threatens  to 
become  cumulative  and  to  begin  to  feed  upon  itself.  Any 
further  unfavourable  deflationary  impact,  such  as  an  attempt 
by  Britain  to  draw  gold  from  other  countries,  might  make  all 
the  difference  in  this  situation. 


1 Economic  Trends.  May  1953.  p.  VIII  gives  tbe  Central  Bank  and  other  official 
funda  ofthe  Starling  Area  as  £2200m.  againsta  total  or£39D0in.,  but  out  of  Colonial 
funds  of  just  under  flSOOtn.,  £440m.  only  represents  currency  funds.  A large 
part,  however,  of  the  independent  Sterling  Area  countries  sterling  balances, 
unoundng  to  just  under  £l2Wm^  must  be  of  tlus  nature.  The  two  together  must 
make  ElfflXkn.  Certain  other  fimds,  however,  represent  reserves  of  a siaWU- 
character  and  must  be  counted  in.  The  Treasury  are  to  be  congratulated  on  their 
publication  of  more  detailed  analy^  of  sterling  balances  and  acceptances. 


2 The  suggestion  that  the  Bank  of  England  should  guarantea  the  gold  value 
of  these  borrowings  by  forward  exchange  operarious  seems  foolish  In  the  extreme, 
unless  we  axe  faced  with  a limiced,  temporary  and  irrational  attack  on  the  pound. 
I am  in  complete  agreement  with  Sir  Donald  MacDougall  on  this  point  (see 
Memoranda  of  Evidence  Pt.  Xtn  No.  25  : p.  170  below). 
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45.  It  would  be  equally  wrong  to  exchange  sterling 
liabilities  for  gold  debts  without  knowing  for  certain  that 
their  repayment  will  be  planned  in  such  a way  as  not  to 
involve  us  in  unbearable  deflationary  struggles  later  on,  and 
expose  us  to  the  mercy  of  the  incalculable  ebb  and  flow  of 
international  economic  activity.  We  l^vc  just  had  to 
postpone  repayment  of  the  1946  loan,  which  was  floated  on 
the  basis  of  much  the  same  considerations  as  those  on  which 
the  present  ‘mobilisation’  of  our  Sterling  debt  is- recom- 
mended. Surely  the  lesson  ought  to  have  been  learnt  (if 
indeed  the  authorities  do  not  wish  to  envisage  quite  opemy 
the  possibility  of  at  least  a partial  default  on  our  dollar 
obligations). 

46.  In  deciding  on  policy,  therefore,  two  aspects  of  the 
problem  have  to  be  k^t  finely  in  mind.  The  first  is  the 
tremendous  cost  of  maintaining  a high  gold  reserve  in  terms  of 
forgoing  investment  at  home  or  abroad.  The  secoi^  is  that 
the  optimum  size  of  gold  reserves  is  dependent  on  the  policy 
that  is  pursu^  I opposed  the  Bretton  Wood  Agreement 
because  by  its  rules  it  increased  the  need  for  international 
liquidity  far  more  than  it  provided  increases  in  the  supply  of 
liquidity.  Hence,  though  they  were  aiming  at  the  reverw, 
they  exposed  the  world  to  deflation.  In  the  same  way  the 
recent  policy  of  liberalisation  has  all  along  increased  the 
need  for  reserves. 

(a)  Reducing’ the  need  for  reserves 


flight  and,  together  with  the  liberalisation  of  imposes 

a severe  strain  on  Britain  by  enabling  members  of  the  Sterling 
Area  to  purchase  supplies  from  hard  currency  countries). 

50.  No  amount  of  reserves  can  suffice  the 

currency  against  a flight  of  domestic  capital.  The  fact  that  it 
was  the  export  of  British  capital  rather  than  withdrawals  by 
foreigners  or  Sterling  Area  members  which  caused  the  last 
crisis  suggests  the  need  for  an  early  reinforcement  of  Exchange 
Control. 

51.  Apart  from  the  ebb  and  flow  of  hot  money,  including 
the  fluctuation  of  leads  and  lags  for  payments  of  exports  and 
imports,  the  instability  of  foreign  trade  also  represents  a need 
for  increased  gold  reserves.  Three  escape  routes  are  open  to 
minimise  the  danger.  The  first  is  to  negotiate  recyrocal 
purchase  agreements  stabilising  exports  ; the  SMond  is  to 
continue  to  maintain  excess  productive  capacity  in  order  to 
be  able  to  cope  with  sudden  swings  in  demand  abroad  and, 
finally,  to  institute  control  over  imports. 

52.  Considering  the  magnitude  of  our  trade,  some  £4,000  mn. 
each  way  c.i.f.,  considering,  moreover,  that  fluctuations  not 
merely  in  demand  but  also  in  supply  conditions  ofteri  cause 
VCTy  marked  dianges  in  the  terms  of  trade  and  thus  impose 
strains  on  ouTsclves  and  the  Sterling  Area,  the  need  for  gold 
reserves  in  the  absence  of  such  reinforcements  would  be  very 
high  An  increase  of  £1,000  million  could  not  be  considered 

...  , excessive.  Yet  £1,000  million  r^resents  5 per  cent  of  the 

47.  The  much  publicised  gap  through  Ku^t  has  b«n  ^ income  and  twice  a whole  year’s  productive  net 

closed  but  other  loopholes  such  as  Hong  Kong  ^ investment. 

soft  dollars  are  still  wide  open.  Moreover,  convertibility 

for  non-residents  has  been  brought  nearer  by  narrowing  the  53,  Foregoing  this  investment,  the  rate  of  mcrease  in  our 
difference  between  transferable  and  non-transferable  currency,  national  income  would  be  further  slowed  down.  One  may 
Last,  but  by  no  means  least,  there  are  now  complete  facilities  argue  that  by  accumulating  this  reserve,  the  need  for  interrup- 
to  buy  dollar  commodities  in  this  country.  tion  of  the  investment  process  in  future  by  dear  money  action 

„ , . . . , „ u„  would  be  made  superfluous.  But  it  should  be  remembered 

48.  The  magmlude  of  the  stram  imposed  on  sterling  by  f^j-egging  investment  would  decrease  competi- 

these  two  measures  is  shown  by  the  balan^  of  payments  tor  power  and  therefore,  increase  the  likelihood  of  stram 

the  last  few  years.  More  than  £500  mfflion  were  lost  to  ^Qjjtjjgdiminutionofthegoldreserveatanawkwardmoment, 
OR.E.C.  countries  outside  the  E^op^  Clearmg.  A<xora-  , . supposed  that  money  wage  claims  would  be 

ing  to  a statement  of  the  Chancellor  of  the  Ex^^uer  tto  was  si~ugcantly  affected  by  a d«rease  in  investment  of  this 

p^y  explained  by  dollar  commt^ty  switching  toough  jpairnitudeoveracertainnumberofyears.  Thus  the  continu- 
London.  In  greater  part,  however,  it  seam  to  have  Qf  increase  especially  in  basic  investments  might  be 

result  of  maintaining  transferable  slerling  m Zurich  and  New  .pj^grable  to  any  considerable  accumulation  of  gold  reserves 
York.  It  appears  that  whenever  a t^tor  OTimtry  m the  ^ minimum  level,  even  if  at  times  such  investment 

E.P.U.  wishes  to  obtam  100  per  cent  of  Its  CTeditmgoli  and  capacity.  3 For  this  excess 

at  the  same  time  to  escape  bemg  an  even  heavier  creditor,  it  will  in  times  of  expanding  world  demand,  be  a 

merely  has  to  sell  its  Staling  at  a trifling  ^t  ag^t  dollars  maintain  our  balance  of  payments 

in  a ‘ free  ’ market.  Thus  the  transferable  sterlmg  r^ket  prevent  our  deficiency  in  production  from  turning 

represents  a strong  temptation  to  such  persistent  creditors  or  against  ourselves.  The  1955  investment 

Germany  and  Belgium,  which  do  not  wish  to  appear ^ bad  broken  by  the  immense  need  for  sheet  steel,  coal 

Europeans,  to  deal  with  their  creditor  positions  by  selling  chemical  imports  which  ImperDled  the  balance  of 

directly  on  the  transferable  Sterling  market  instead  of  leaving  ** 

the  Sterling  credit  at  E.P.U.  Even  a small  depreciation  Paymemj.. 

of  transferable  sterlmg  would  put  an  end  to  this  tolerable  54^  jn  addition  to  this  increase  in  investment  the  wntrols 
misuse  of  the  transferable  sterling  markets  and  the  avoidance  over  imports  ou^t  decisively  to  be  reinforced.  It  is  some- 
of  their  responsibilities  by  countries  which  have  refused  to  tjjpes  suggested  that  imports  which  can  be  reduced  without 
accept  the  responsibilities  thrust  on  than  by  their  excessive  interfering  with  production  are  negligible.  Facts  do  not  bear 
accumulation  of  credits  in  E.P.U.  A more  foolish  measure  contention.  The  volume  of  imports  of  manufactures 

than  the  official  support  of  transferable  Sterling  can  hardly  increased  by  some  30  per  cent  between  1954  and  1957,  an 
be  imagined.  1 The  confusion  in  official  circles  is  best  demon-  increase  which  cannot  be  explained  by  the  increase  of  national 
strated  by  the  fact  that  support  for  transferable  Sterling  is  income  in  Britain  alone  ; the  imports  of  basic  material  only 
defended  by  reference  to  the  need  to  prevent  gold  losses  increased  by  6 per  cent, 
thrmigh  sterling  commodity  switches  : but  the  ‘ freeing  ’ of 
London  commodity  markets  encourages  dollar  commotflty 
switches  which  cost  us  dollars.^ 


49 ,  While  these  measures,  liberalising  exchange  control  and 
introducing  de  facto  convertibility  for  non  residents,  have 
diminished  our  competitive  capacity  in  the  world  markets  by 
facilitating  transfer  of  funds  into  dohais,  and  thus  decreasing 
the  cost  of  dollar  commodities  relative  to  our  own  goods, 
they  have  also  had  an  even  more  sinister  implication  : they 
facilitate  the  export  of  capital  by  British  residents.  It  has 
become  less  and  less  possible  to  scrutinise  actions  by  British 
residents  and  thus  restrict  the  possibility  of  the  flight  of  domes- 
tic capital,  incidentally  the  complete  freedom  to  transfer 
capital  from  Britain  to  the  Dominions,  without  having  to 
show  the  purpose  of  the  transfer,  also  much  facUitates  such 

1 The  canseoucnces  of  this  DOb'ey  could  easily  be  picdicted.  I ssalysed  them  in 
in  inicle  inHe  Banker. ' He  Folly  of  Freedom  1952.  ! fully  agree  with  Sir 
Donald  MacDougall’s  Memorandum  see  p.  170  Wow)  ra_t^^mt.  I need  not, 

iherefore,  repeal  at  length  th" ' " 

increased  losses  as 

2 The  only  ndonal  argument  in  Tavo 
desire  to  let  the  City  earn  commissions, 
be  purcha^  at  a grave  nadonal  loss. 


(b)  Sterling  Area 

55.  Finally,  means  ought  to  be  sought  to  reinforce  the 
system  of  co-operative  trading  and  investment  in  the  Sterling 
Area.  It  is,  to  say  the  least,  intriguing  to  observe  that  it  is 
precisely  those  who  most  admire  the  establishment  of  the 
Common  Market  and  are  most  afraid  of  the  consequences  to 
Britain  of  her  possible  exclusion  from  the  system,  who  pre- 
viously clamoured  for  the  unilateral  abandonment  by  Britain 
of  all  the  advantages  to  be  gained  from  a far  wider  and  far 
more  complementary  trading  system  with  the  Sterling  Area. 
Their  attitude  can  only  be  explained  by  the  domestic  ob- 
session with  Free  Trade  so  aptly  ridiculed  by  the  late  Sir 
Hubert  Henderson.  Success  in  restoring  a more  coherent 
poliQ'  of  co-operation  between  the  members  of  the  Sterling 
Area  would  bring  us  great  advantages.  Not  least  it  would 
enable  the  Sterling  Area  to  negotiate  from  a position  of  lesser 
weakness,  if  not  increased  strength,  with  Western  European 
countries  on  their  future  economic  relations.  The  unilateral 
abandonment  of  our  advantageous  position  of  trade  in  the 

3 This  renciera  the  special  stimuli  or  guarantees  to  specieed  investmeat  discussed 
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Sterling  Area  goes  some  way  to  explain  our  ill-success  in 
negotiating  with  the  Common  Market.  We  had  nothing  to 
offer,  having  made  all  the  concessions  we  could  in  advance, 
gratuitously  out  of  sheer  dogmatic  enthusiasm.  i 

(c)  Repaying  non-reserve  balances 

56.  In  restoring  the  viability  of  the  Sterling  Area,  the  offer 
of  an  accelerated  repayment,  through  British  exports,  of  those 
Sterling  Area  assets  which  do  not  represent  their  ultimate 
international  currency  reserves,  should  prove  an  important 
bargaining  element.  These  balances,  as  has  been  shown, 
might  amount  to  up  to  £I,500m.  Hardly  any  of  the  member 
countries  of  the  Sterling  Area  could  contemplate  development 
schemes  which  absorb  the  whole  of  these  balances  under  less 
than  10,  more  probably  under  15  years.  They  rq)resent 
nest-eggs  on  which  their  future  development,  to  a large  ex- 
tent, ^pends,  and  also  an  important  factor  in  their  being  able 
to  raise  additional  foreign  loans.  A premature  exhaustion 
would  involve  them  in  grave  difficulties. 

57.  Given  our  productive  capacity,  some  £20, 000m.  a year, 
the  r^ayment  of  these  sterling  balances  through  British  ex- 
ports, at  the  rate  of  say  £100m.  a year,  increasing  as  national 
income  increases,  would  hardly  represent  an  intolerable 
burden,  provided  it  is  planned  mutually  in  advance  and  does 
not  r^ult  in  sudden  serious  drains  of  gold,  which  forces 
deflationary  action  and  results  in  a deterioration  of  our 
general  trading  position. 


ducement  to  discuss  ways  and  means  by  which  the  strain  on 
the  British  balance  of  payments,  arising  out  of  the  develop- 
ment plans  in  these  countries  might  be  eased.  Any  non- 
plann^  repayment  of  our  sterling  debts  would  result,  in 
unfavourable  conditions,  in  severe  damages  to  Britain.  It 
would  lead  to  losses  of  gold  and  this  could  impose  unemploy- 
ment or  underemployment,  or  an  adverse  movement  in  our 
terms  of  trade. 

61.  On  the  contrary,  theprovisionby  the  Bank  of  England 
of  standby  credits,  or,  alternatively,  the  organisation  of  a 
formal  Sterling  Area  standby  credit  scheme,  possibly  with  the 
aid  of  all  these  member  countries  which  show  favourable 
balances,  might  be  an  important  inducement  to  all  member 
■countries  with  heavy  development  programmes  to  manage 
their  affairs  so  as  to  minimise  the  difficulties  of  the  rest.  For 
from  trying  to  ham-string  them,  the  British  Government 
ought  to  facilitate  the  repayment  of  sterling  balances  through 
encouraging  liberal  financial  arrangements  for  the  Sterling 
Area  Central  Banks,  provided  that  commercial  and  economic 
co-operation  with  this  country  is  maintained. 

62.  Those  who  envisage  a break-up  of  the  Sterling  Area, 
and  also  those  who  wish  to  borrow  profusely  from  the  United 
States,  or  from  international  agencies,  in  terms  of  dollars,  are 
trying  to  persuade  us  to  incur  the  acute  risk  of  obligations 
without  due  knowledge  of  the  burden  of  their  repaymeut  in 
unfavourable  conditions. 


(d)  The  snare  of  financial  escape  routes 

58 . The  weakening  of  the  Sterling  Area  connection  through 
the  policy  of  liberalisation,  which  exposes  Britain  to  sudden 
drains2  without  buttressing  our  capacity  to  export,  therefore, 
represents  a deadly  threat  to  our  financial  stability.  The 
existence  of  this  threat  has  been  recognised  by  attempts  by 
the  Bank  of  England  to  postpone  or  prevent  the  drain,  by 
persuading  the  newly  emerging  indq)endent  countries  to 
adopt  bank  statutes,  which  would  necessarily  result  in  con- 
centrating a large  portion  of  their  reserves,  as  before,  in 
London,  and  sterilising  it  thereby  from  the  point  of  view  of 
development  finance. 

59.  1 have  had  the  opportunity  in  various  parts  of  the 
Commonwealth,  especially  in  Africa,  and  Asia,  to  witness 
this  process.  I am  persuaded  that  it  represents  an  immense 
threat  to  the  very  institutions  of  London,  and  to  British 
financial  strength,  which  it  is  supposeffiy  calculated  to  buttress. 
Resultant  frustration  in  the  poorer  member  countries  of  the 
Commonwealth  due  to  the  consequential  incapacity  to  under- 
take rapid  development  schemes,  will  lead  to  violent  nationa- 
list reaction  in  these  countries  and  in  the  end  cause  a faster 
and  a more  complete  liquidation  of  these  balances  than  woiild 
have  been  the  case  if  a reasonable  and  moderate  plan  of  deve- 
lopment had  been  adopted  with  the  help  of  the  Bank  of  Boland. 
It  is  unwise  to  send  to  these  coimtries  financial  and  economic 
experts  of  a laissez-faire  type.  Iheir  advice  will,  in  the  long 
mu,  be  disregarded,  and  ffie  only  consequence  will  be  ffiat 
extreme  Left-wing  planners  will  be  called  in.  Neither  the 
Bank  nor  the  Commonwealth  Relations  Office  seem  to  have 
shown  any  imagination  in  this  vital  matter.  Their  policy 
will  result  in  a weakening  of  our  intellectual  (and  commercial) 
influence,  which  a more  elastic  approach  could  easily  safe- 
guard. 

60.  The  obvious  barrenness  of  this  approach  has  led  to  a 
violent  reaction.  It  is  now  suggested  that  we  should  write  off 
ourlosses^  to  fund  these  balances  and  prohibit  capital  exports 
from  the  Sterling  Area  as  indiscriminately  as  they  are  now 
permitted.  I am  certain  that  falling  into  the  other  extreme 
would  have  equally  disastrous  effects.  Even  its  being  can- 
vassed will  tempt  our  creditors  to  try  to  get  rid  of  sterling 
balances  as  quickly  as  possible.  They  would  have  no  in- 


1  As  a result  of  the  liberelisation  of  trade  initiated  by  Britain  and  xnu^  disliked 
by  some  of  tbe  independent  Dominions , balances  of  (he  non.dependent  Sterling 
Area  countries  have  become  more  volatile  and  more  likely  to  be  converted  into 
dollars  than  even  those  of  non-Sterling  Area  countries.  T&eir  nuctuation  would 
no  longer  be  offset  by  inverse  moments  of  the  current  visible  balance  of  payments 
as  their  purchases  would  no  longer  be  concentrated  here,  They  might  lead  to  a 
serious  drain  of  gold  via  triangular  trade  movements. 


2 In  the  I9S7  crisis  the  sudden  increase  in  British  acceptance  credit  by  more 
thanfSOm,  must  have  played  a destructive  role.  At  the  precise  moment  when  the 
Spain  began,  tbe  Oovemmenc  thought  fit  to  free  ^foreign’  trying  companies 
formed  by  British  firms  fVom  tax  until  they  remit  their  eaniings.  This  is  not 
merely  a subsidy  to  indiscriminate  capital  export  but  may  well  result  in  British 
firms  establishing  competing  factories  abroad  and  thus  transferring  their  assets 
and  activity  overseas.  It  also  encourages  tinder-invoidng  to  affiliates.  A more 
foolish  measure  could  hardly  be  devisra  in  19S7, 

3 Or  rather  that  we  should  write  off  other  people's  balances  accumulated 
because  of  the  mistakes  of  our  poliqr. 


(c)  Elastic  discrimination 

63.  It  seems,  therefore,  that  the  best  way  of  minimising  the 
strain  on  the  British  monetary  system  would  be  an  elastically 
discriminating  control  of  British  capital  exports  rather  than 
a total  abandonment  of  the  Sterling  Area,  More  especially, 
we  should  differentiate  between  an  organised  large-scale 
investment  which  helps  : — 

(i)  to  expand  or  cheapen  the  production  of  primary  com- 
modities needed  here  ; 

(ii)  to  save  dollar  imports  for  the  Sterling  Area  as  a whole; 

(iii)  to  raise  the  standard  of  living  in  the  borrowing  country 
in  such  a way  as  will  either  naturally  or  through  dis- 
criminating commercial  policies  benefit  us  ; 

(iv)  to  foster  British  exports  directly  or  indirectly  by  an 
amoimt  at  least  approaching  that  of  the  loan  ; 

and  (A)  investment  of  a speculative  individual  character  which 
does  not  contribute  to  the  common  prosperity  of  the  Com- 
monwealth and  Sterling  Area,  i.e.  investment  in  Canadian  or 
American  securities,  and  also  investment  which  would  weaken 
the  coherence  of  the  Sterling  Area. 

(f)  Liberalisation  of  E.P.U. 

64.  In  addition,  an  attempt  shotild  be  made  to  reverse  the 
decision  to  increase  gold  payments  for  debit  balances  incurred 
in  E.P.U.  At  the  same  time  an  agreement  should  be  sought 
with  other  member  countries  on  the  cessation  of  sales  of 
transferable  sterling  against  dollars.  The  support  of  transfer- 
able sterling  should  be  discontinued.  This  would  be  especially 
important  if  a free  trade  area  were  to  be  established  comprising 
the  common  market.  Otherwise  the  strain  on  the  balance 
of  payments  might  prove  intolerable.  I shall  discuss  this 
problem  in  a different  context.  An  increase  in  the  E.P.U. 
credit  swing  from  the  present  25  per  cent  would  serve  materi- 
ally to  reduce  the  need  for  any  gold  payments. 

(g)  Reduction  of  the  strain 

65.  These  steps  would  reduce  the  possible  strain  of  un- 

foreseen and  uncontrollable  sudden  swings  in  the  balance 
of  payments  and  therefore  the  need  for  a large  gold  reserve. 
It  would  also  enable  this  country  to  rely  less  on  those  outward 
trappings  of  a huge  gold  reserve  which  seem  now  to  be 
thou^t  essential  if  confidence  is  to  be  maintained,  and  for 
which  we  pay  a large  annual  tribute  to  foreign  depositors  and 
institutions.  It  would  permit  the  maintenance  of  a lower  rate 
of  interest  structure  as  the  need  for  attracting  foreign  capital 
would  also  be  reduced.  Thus  we  should  benefit  both  by  the 
reduction  of  the  debt  on  which  we  have  to  pay  abroad,  and 
in  the  rate  of  interest  we  have  to  pay.  The  resultant  saving — 

which  might  be  quite  substantial,  of  the  order  of  magnitude 
between  £50  million  and  £100  million — might  be  applied  to 
increase  home  investment  and  productivity  and  thus  British 
e>^  iirt  capacity,  or  to  be  used  to  repay  debt.  Either  would 
be  preferable  to  our  present  policy. 
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66.  These  measures  would  also  transform  the  impact  on 
the  balance  of  payments  of  London’s  position  as  banker  of  the 
Sterling  Area,  from  a heavy  liability  into  a source  of  strength. 
Financial  and  monetary  factors  would  no  longer  have  dele- 
terious consequences  on  our  capacity  to  develop  our  physical 
capital  equipment  but  might  promote  it.  As  in  the  pre-1914 
era,  the  banking  mechanism  would  foster  commercial  advan- 
tage in  a large  part  of  the  world,  and  would  be  strengthened 
by  the  achievement  of  that  advantage.  We  should  no  longer 
have  to  pay  large  sums  of  money  away  for  the  luxury  of  being 
able  to  call  ourselves  a financial  centre  but  would  again 
benefit  by  it.  In  the  pre-1914  era,  at  the  height  of  England’s 
strength,  England  carried  a very  small  gold  re^rve.  It  was 
the  foreign  countries  who  carried  gold  and  paid  interest  on 
it  to  London.  Under  these  conditions  we  could  and  should 
envisage  an  export  of  capital  of  an  order  of  magnitude,  even- 
tually, of  some  £300-400  million  a year,  part  of  which  would 
be  in  the  form  of  grants  and  repayments  of  short-term  debt. 

67.  These  considerations  put  a completely  different  com- 
plexion on  the  problem  of  the  gold  reserve.  It  has  been  shown 
that  the  need  for  an  increase  in  international  liquidity  which 
admittedly  exists  and  which  constitutes  a once-for-all operation, 
must  not  be  confoxmded  with,  or  used  to  evade,  the  recurrent 
difficulties  of  the  Sterling  Area  in  general  and  ^ndon  in 
particular.  Only  a chartge  in  our  own  policies,  the  increase  in 
our  productivity,  can.  deal  with  the  basic  problems  of  the 
British  balance  of  payments.  Borrowing,  or  even  being  given, 
additional  reserves  will  only  help  temporarily,  while  they  are 
being  dissipated. 

68.  The  gold  reserve,  then,  need  no  lon^  be  regarded 
as  an  end  in  itself  but  as  a costly  guarantee  against  having  to 
interrupt  our  growth,  pending  the  restoration  of  the  balance 
of  our  foreign  payments  by  readjustments  affecting  exports 
and  imports.  We  could  breach  the  vicious  circle  which  now 
drives  us  to  borrow  even  more  in  order  to  hold  an  increasing 
gold  reserve  so  that  we  can  retain  the  ‘ confidence  of  deposi- 
tors ’ abroad  in  order  to  be  able  to  borrow  still  further. 

Hi.  International  liquidity 

69.  If  this  analysis  is  sound,  the  proposal  to  railarge  the 
scope  of  I.M.F.  must  not  be  confused  with  Britain’s  problem. 
They  shotild  be  regarded  as  a readjustment  of  the  volume 
of  intemational  liquidity  to  the  increased  volume  of  trade 
and  payments.  This  would  be  desirable  as  it  would  permit 
countries  to  incur  temporary  deficits  without  undue  deflation- 
ary pressure  developing  anywhere,  untU  more  permanent 
measure  of  readjustment  made  their  effects  felt. 

70.  In  order  to  succeed  in  this  task  it  would  be  essential 
that  the  liquid  reserves  of  the  member  countries  of  I.M.F. 
should  be  increased  without  interest  charges  and  the^  present 
sharp  repayment  requirements,  otherwise  the  provision  of 
additional  liquidity  would  certainly  not  achieve  its  end. 
What  is  needM  therefore  is  an  increase  in  the  first  tranche 
of  the  country  quotas  without  gold  payment.  This  would 
imply  that  cr^tor  countries  would  accept  deposits  at  I.M.F. 
as  equivalent  to  gold — an  important  stq>  forward  towards 
the  establishment  of  an  international  Central  Bank.  i 

71.  Even  this  measure  could  not  cure  unbalance  caused  by 
structual  changes,  but  it  would,  provided  it  were  large  enou^, 
enable  countries  to  weather  deficits  caused  by  economic  re- 
cessions in  major -countries.  It  must  be  realised,  however, 
that  even  a doubling  of  the  present  Fund  would  do  little  to 
enable  the  world  to  face  a shallow  but  protracted  dq)ression 
in  the  United  States,  especially  if  the  present  rules  of  borrow- 
ing and  t^ayment  are  maintained. 

72.  It  would  be  desirable  if  your  Committee  would  consider 
the  critical  investigations  of  the  various  international  mone- 
tary schemes  undertaken  as  early  as  1943-44  at  the  Oxford 
University  Institute  of  Statistics.*  They  showed  conclu- 
sively that,  in  order  to  deal  effectively  with  the  problem  of 
intemational  unbalance,  deficits  caused  by  cyclical  factors 
should  be  clearly  differentiated  from  deficits  caused  by  deeper- 
seated  diflficulties,  especially  by  the  rapid  technical  progress 
of  some  countries.  It  was  then  suggested  that  only  a scheme 
which,  through  the  establishment  of  an  Intemational  Invest- 
ment Agency,  would  use  the  surplus  balances  of  creditor 
countries  for  a deliberate  speeding  up  of  investment  in  the 


1 The  difference  woiJd  only  he  that  the  amount  of  new  inteinatjonal  credit 
which  would  be  created  would  be  fixed  whUe  a full-fledged  Central  Bank  has 
(subject  to  reserve  requirements)  a discretiooary  power  to  create  credit.  As  a 
firat  step  the  proposal  above  might  have  a better  chance  of  acceptance. 

2 New  Plans  for  Intetnatjonal  Trade. 


poorer  areas  of  the  world  and  in  the  deficit  countries  would  be 
able  to  achieve  a satisfactory  mLltilateral  solution  of  the  prob- 
lem of  rpamfaining  world  stability.  International  central 
bank  credit  must  be  reserved  for  dealing  with  purely  temporary 
unbalances. 

73.  Until  a satisfactory  multilateral  solution  is  in  sight, 
the  sterling  system  needs  strengthening.  This  might  well 
help  us  to  persuade  both  the  United  States  and  Western  Eur- 
ope to  accept  a satisfactory  general  solution,  which  is  essential 
if  we  are  to  face  successfiilly  the  communist  economic  chal- 
lenge. De  facto  convertibility  of  sterling,  which  meant  our 
unilateral  economic  disarmament,  has  left  us  in  a helpless 
position  in  our  negotiations  for  a more  univCTsal  solution. 

(c)  Variation  in  the  Rate  of  Exchange 

74.  I have  deliberately  dealt  with  most  issues  of  our  over- 
seas economic  relations  in  &e  context  of  the  problem  of  our 
gold  reserves  as  I feel  that  that  is  the  question  around  which 
most  immftHiflte  decisions  will  be  taken.  In  this  final  section 
I shall  therefore  restrict  myself  to  dealing  with  the  problem 
of  devaluation  and  depreciation  as  a means  of  polio'. 

75.  Throughout  the  post-war  period  strong  efforts  were 
made  to  create  public  opinion  in  favour  of  the  deliberate  use 
of  variations  in  the  external  value  of  the  currency — ‘ flexible 
exchanges  ’ or  ‘ de  (rejvaluation  ’ — as  a means  of  bringing 
about  ‘ equilibrium  The  motives  for  these  efforts  were 
mixed.  Some  felt  it  would  safeguard  full-employment  and 
isolate  domestic  policy  from  unfavourable  alien  influences. 
Others,  more  influential  perhaps,  argued  after  1952  that  the 
return  to  the  sway  of  the  price-medianism  would  not  be  com- 
plete untU  all  controls  over  foreign  exchanges  and  capital 
movements  had  been  abolished  and  sterling  had  been  per- 
mitted to  ‘find  its  own’  level.  Both  views  are  extremely 
dangerous  because  they  are  likely  to  cause  damage  to  the 
coherence  of  the  sterling  system  on  which  our  strength  and 
prosperity  to  some  e)rtent  depends. 

76.  Sir  Donald  MacDougall  has  given  cogent  reasons  why 
devaluation  is  unlikely  to  cure  a persistent  large-scale  unbal- 
ance in^e  intemational  position  of  the  country.  I fully  agree 
with  his  reasoning.  Apart  from  the  fact  that  the  contrary 
view  neglects  the  inevitable  effects  of  consequential  changes 
in  the  cost  of  living  on  wages,  a persistent  unbalance  due  to 
insufficient  investment  or  strong  Trade  Union  bargaining 
power  means  the  threat  of  repetitive  or  cumulative  devaluation 
or  depreciation,  as  it  is  not  a once-for-all  static  cause  but  a 
recurrent  dynamic  process.  Such  a cumulative  tendency  for 
the  pound  to  loose  its  value  would  have  devastating 
consequraices. 

77.  In  the  first  place,  an  anticipated  downward  trend  in 
the  pound  woul(i  render  nationalisation  through  standardisa- 
tion and  mechanisation  in  om  export  industry  unnecessary — 
the  ‘ readjustment  ’ would  take  the  shape  of  a change  in 
relative  real  wages.  True  enough,  after  a time  it  would  result 
in  a futile  struggle  for  hi^er  mon^  wages  5 and  lead  to  a 
repetition  of  the  vicious  circle  of  depreciation.  But  in  the 
meanwhile  precious  time  for  a basic  readjustment  would  have 
been  wasted.  Devaluation  or  a floating  pound,  like  tariffs, 

not  deal  with  the  fundamental  wealmess.  To  deal  with 
that  weakness,  and  at  the  same  time  to  increase  overall 
productivity  in  Britain,  a grosso  modo  reorganisation  of  the 
productive  structure  is  required.  Fluctuating  exdiange  rates 
(if  effective  at  all)  bring  about  small  readjustments,  shifting 
the  limit  of  what  is,  and  what  is  not,  exported  (and  imported), 
on  the  basis  of  an  unchanged  structure  of  production. 

78.  In  the  second  place  any  anticipated  depreciation  of  the 
pound  would  certaiitiy  ruin  the  country.  Britain  is  a large- 
scale  debtor,  and  the  slightest  suspicion  that  a fixed  rate  is  not 
going  to  be  defended  will  bring  about  a liquidation  of  foreign 
reserves  in  London.  The  depreciation  tlurou^  dear  money 
of  the  assets  in  which  the  Sterling  Area  countries  (often 
compulsorily)  had  to  invest  their  reserves  has  already  severely 
shaken  confidence.  A policy  which  makes  their  further 
depredation  in  terms  of  real  value  at  least  more  likely  would 
destroy  what  confidence  is  left.  Thus  a floating  pound  does 
not  represent  adequate  safeguards  for  Britain.  Hopes  that 
after  devaluation,  somehow  or  other  precisely  those  policies 
would  be  initiated  whose  earlier  adoption  would  have  made 
the  devaluation  unnecessary,  represent  a piece  of  exquisite 
naivete. 


3  Cr.  Mr.  Dow's  briUiaoc  analysis  of  the  iniemiation  of  import  prices  and  cost 
infiation  in  Oxford  Economic  Papert.  Oat.  1936. 
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1.  Mr.  Thomas  Balogh 


[Continued 


79.  I conclude  that  the  position  of  Ixindon  as  a Banker  and 
centre  of  the  Sterling  Area  is  completely  incompatible  with 
frequent  changes  in  the  external  value  of  sterling.  It  would 
lead  to  inflation  and  ruin.t  I do  not  exclude  the  possibility 
that  in  a situation  of  acute  international  crisis  and  unemploy- 
ment sterling  might  have  to  be  devalued.  I do  not  believe 
that  it  will  help  much,  because  devaluation  (much  more  than 
selective  controls)  invites  imitative  retaliation.  But  under 
those  conditions,  and  as  a temper^  pis  alter  it  might  have  to 
be  tolerated.  1 should  try  to  bring  the  value  of  the  pound 
back  as  soon  as  the  crisis  eased  so  as  to  avoid  internal  price 
increases  ; the  failure  to  do  so  in  1950  explains  to  a large 
extent  the  violence  of  the  disequilibrium  in  the  next  year,  in 
other  circumstances  1 regard  this  measure  as  exceedingly 
risky,  internally  and  externally,  and,  under  present  conditions, 
immoral.  It  means  a partial  default  by  a relatively  rich  coun- 
try on  its  obligations  to  poorer  countries. 

80.  The  dogmatic  yearning  after  the  ‘ true  ’ value  as  ster- 
ling, after  a ‘ collective  approadi  ’ to  be  established  in  a ‘ free 
market,  which  seems  to  have  dominated  the  Treasury  in  the 
critical  period  1952-55,  does  not  merit  serious  discussion.  It 


is  the  result  of  the . misapplication  of  primitive  text-book 
economics  to  complicated  situations  in  real  life.  It  strongly 
points  to  the  ne^  for  better  economic  education  in  the 
policy-making  machine  which  has  been  discussed  above.  2 

81.  Vniat  was  wrong  with  recent  British  policy  was  to 
remounce  unilaterally  the  preferential  treatment  of  British 
goods,  yet  continue  to  act  as  the  banker  of  the  Sterling  Area 
without  being  protected  against  sudden  gusts  of  capital  move- 
ments, and  without  getting  countervailing  advantages  in  the 
commercial  field,  "^e  origin  of  our  troubles  has  not  been 
the  rise  of  hte  Sterling  Area,  nor  the  fixity  of  the  Sterling 
parity,  but  the  insensate  and  exclusive  concentration  on  the 
restoration  of  the  mercantile  and  banking  functions  of  the 
Qty  of  London.  The  £20-£30m.  income  dependent  on  Ster- 
ling convertibility  is,  of  course,  not  negli^ble  for  the  few  who 
benefit  directly,  but  from  a national  point  of  view  this  sum 
cannot  amount  to  more  than  a small  fraction  of  the  cost. 

Baluol  College, 

Oxford. 

August,  1958. 


2.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  THE  RT.  HON.  LORD  BRIDGES, 
G.C.B.,  G.C.V.O.,  M.C.,  F.R.S.* * 


This  note  is  about  the  relationship  between  the  Bank  of 
England  and  the  Treasury — or  if  you  will,  between  the  Bank 
of  England  and  H.  M.  Government,  (llie  two  are  not  the 
same.  But  I doubt  whether  in  a note  of  this  character  it  is 
necessary  always  to  be  precise  and  to  say  which  one  means.) 
This  is  a question  of  organisation  and  as  such  depends  ulti- 
mately on  the  ftinctions  and  responsibilities  exercised.  But, 
even  more  than  in  most  questions  of  organisation,  there  is  a 
broad  background  which  needs  to  be  taken  into  account. 
This  background  is  my  main  concern. 


2.  Take  first  the  difference  between  the  responsibilities 
which  the  Bank  of  England  and  the  departmental  Treasury 
owe  to  the  Chancellor  of  the  Exchequer.  Both  the  depart- 
mental Treasury  and  the  Bank  of  England  are  answerable  to 
the  Chancellor,  and  take  directions  from  him.  Both  tender 
advice  to  him  on  the  economic  and  financial  well-being  of  the 
country.  The  advice  of  neither  body  is  complete  unless  it 
takes  into  account  what  the  other  has  to  say.  But  the  nature 
of  the  responsibilities  of  the  Bank  and  of  the  Treasury  differ 
considerably. 

3 . The  Bank  have  great  technical  knowledge  and  experience 
of  such  matters  as  the  handling  of  the  money  market,  the 
issuing  of  loans  and  management  of  the  Debt,  or  the  foreign 
exchange  market.  The  Treasury  regard  the  Bank  of  England 
as  the  main  source  of  advice  on  such  matters  as,  for  example, 
the  terms  on  which  a I’oao  of  a given  amount  should  be  issued 
on  any  day  to  attain  success  or  the  effect  of  a given  increase 
in  or  reduction  of  the  bank  rate  in  retarding  or  stimulating 
activity. 

4.  And,  of  course,  over  and  above  advice  on  these  technical 
questions,  the  Bank,  with  its  day-to-day  contacts  with  the 
City,  has  at  its  disposal  wisdom  and  experience  of  financial 
matters  which  make  its  advice  of  great  value  in  wider  aspects 
of  financial  questions. 

5.  The  Treasury,  on  the  other  hand,  have  a responsibility, 
both  wider  and  more  general,  for  advising  file  Chancellor 
of  the  Exchequer  on  the  financial  and  economic  well-being 
of  the  country.  It  is  their  duty  to  take  into  account  not  only 
the  advice  given  by  the  Bank  of  England,  but  also  such 
matters  as,  for  example,  the  effects  of  a given  course  on  Gov- 
ernment polici«  generally  : the  holding  of  the  due  balance 
between  strictly  financial  considerations  and  wider  issues  of 
economic  and  social  policies,  or  the  effects  of  holding  Govern- 
ment expenditure  within  certain  limits. 


1-  It  is  not  legitimate  to  adduce  the  experiences  of  1931-<  as  a counter  argument. 
Btitain,  then,  still  was  the  world’s  greatest  creditor. 


II 

6.  I am  not  sure  whether  what  1 want  to  say  next  is  a new 
point,  or  is  simply  a continuation  of  the  same  point.  But 
the  differences  in  the  nature  of  their  responsibilities  is  reflected 
in  the  training  and  experience  and  the  method  of  approach 
to  their  work  of  the  staffs  of  the  two  organisations. 

7.  The  high  officials  of  the  Bank  of  England  (including 
of  course  the  Executive  Directors)  have  long  and  intense 
training  and  experience  in  their  particular  field.  They  are 
specialists  who  have  risen  to  the  top  through  their  skill  and 
experience  in  dealing  with  financial  matters  in  the  City 
meaning  of  this  term. 

8.  On  the  other  hand,  officers  of  the  Treasury  are  laymen 
in  the  sense  that  most  of  them  do  not  spend  much  of  their 
lives  in  becoming  experts  in  any  particular  subject.  They  do 
in  fact  get  to  know  quite  a lot  about  a number  of  parti^ar 
subjects  in  succession,  as  they  move  from  job  to  job.  But 
that  is  by  the  way.  What  they  are  expected  to  do  is  to  acquire 
proficiency  in  analysing  and  probing  proposals  put  to  them 
by  others.  It  is  their  business  to  advise  Ministers  as  well  as 
th^  can,  in  the  light  of  this  analysis,  as  to  the  advanta^ 
and  disadvantages  of  the  proposals  put  to  them,  their  advice 
being  compounded  (or  so  they  hope)  of  understanding, 
prudence  and  foresight. 

9.  It  is  true  that  the  Treasury  over  the  years  has  had  on  its 
staff  some  very  distinguished  public  servants  who  have  spent 
more  than,  the  normal  proportion  of  their  time  on  the  financial 
side  of  the  Treasury.  These  men  acquired  great  familiarity 
with  and  imderstanding  of  financial  matters  and  of  the  prob- 
lems handled  by  the  Bank.  Tlieir  advice  on  such  matters 
therefore  has  more  value  than  that  of  those  who  handle 
finance  in  the  Treasup'  for  shorter  periods.  But  even  the 
advice  of  these  men  differs  in  character  from  the  advice  ten- 
dered by  the  officers  of  the  Bank  of  England  who  have  spent 
all  their  working  lives  in  the  Bank  or  in  the  City. 


ni 

10.  If  one  put  these  points  together — the  overlapping  of 
responsibilities  between  the  Tr^ury  and  the  Bank  of  England, 
the  differences  in  the  nature  of  the  responsibilities,  and  the 
differences  in  the  approach  and  experience  of  the  officials 
of  the  two  bodies — it  is  obvious  that  the  relationship  between 
the  two  organisations  is  very  different  to  that  between  most 
other  organisations  which  are  called  on  to  work  closely 
together. 


2 Section  in.  A->  pane.  2-23, 

* See  Minutes  of  Evidence  Qiu.  !2SS8  to  12640, 
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Continved\ 


11.  There  may  be  some  who,  having  read  thus  far  in  this 
aote,  wiU  imagine  that  this  is  the  preliminary  to  saying  how 
difficult  it  must  be  for  the  two  organisations  to  work  toother 
harmoniously.  That  is  emphatically  not  my  view.  The 
relationship  is  indeed  one  which  depends  on  the  closest  mutual 
understanding  and  confidence  between  those  concerned. 
During  the  10  or  1 1 years  that  I was  Permanent  Secretary 
of  the  Treasury,  and  of  which  I can  speak  with  persoMl 
knowledge  and  assurance,  this  confidence  and  understanding 
existed  in  full  measure. 

12.  My  experience  was  always  that  my  consultations  with 
the  Bank  of  England  were  as  full  and  frank  as  could  be. 
Where  there  have  been  differences  of  view,  those  differences 
have  been  fully  exposed  to  the  Chancellor  and  it  goes  without 
saying  that  both  parties  have  always  accepted  the  decision 
with  complete  loyalty. 

IV 

13.  The  Committee  will  no  doubt  have  had  many  proposals 
submitted  to  it  for  changes  in  the  present  organisation.  As 
I see  it,  all  such  proposals  must  be  considered  in  the  light 
of  the  fact  that  there  is  not  today,  and  has  not  for  many 
years  past  been,  anything  like  full  agreement  in  this  country, 
either  among  those  who  have  made  a study  of  financial  and 
economic  questions,  or  among  the  general  public,  as  to  the 
extent  and  the  manner  in  whidi  monetary  policy  should  be 
reli^  on  in  the  direction  of  the  financial  policy  of  the  country 
as  a whole.  No  scheme  for  changing  the  present  arrange- 
ments is  of  value,  unless  it  recognises  that  this — ^perhaps  the 
most  important  point  on  which  it  is  the  Bank’s  duty  to  advise 
ttie  Government — can.  at  any  moment  become  a question 
of  fairly  acute  political  controversy.  And  it  would  seem  that 
much  the  same  may  well  be  true  of  many  aspects  of  foreign 
exchange  policy- 

14.  It  may  well  be  that  the  Committee  will  make  recom- 
mendations on  monetary  policy  which  will  attract  a large 
measure  of  support  and  will  make  a big  change  in  the  position 
so  far  as  monetary  policy  is  concerned.  But  so  long  as 
proper  use  of  monetary  policy  remains  a matter  of  contro- 
versy, this  is  bound  to  affect  the  statutory  relationship  between 
Her  Majesty’s  Government  and  the  Bank  of  England.  In 
other  words,  I see  no  prospect  of  success  for  any  scheme 
whitffi  would  confer  autonomy  on  the  Bank  of  England.  But 
that,  of  course,  is  not  to  say  that  the  Bank  can  have  no  auth- 
ority of  its  own,  or  that  the  reqjonsibilities  and  standing 
of  the  Governor  are,  or  should  be,  equated  with  those  of  the 
Permanent  Secretary  of  a Government  department. 

15.  It  has  seemed  to  me  that  since  the  war  and  the 
passing  of  the  Bank  of  England  Act  1 946  there  has  been  little 
scope  for  any  important  change  in  the  statutory  relationship 
between  the  Bank  of  England  and  the  Treasury  : and  that 
the  right  course  was  to  strengthen  the  existing  good  relations 
between  the  Bank  of  England  and  the  Treasury  and  to  be 


content  with  such  changes  of  a rather  minor  nature  as  seemed 
to  be  in  the  right  direction.  I am  still  doubtful  whether  the 
time  is  ripe  for  making  any  important  changes.  Nevertheless 
there  are  certain  respects  in  which  alterations  have  already 
b«n  made  and  in  which  further  progress  should  now  be 
possible. 

V 

16.  The  Bank  have  recently  taken  certain  modest  st^s 

forward  in  the  field  of  publicity.  I welcome  this  and  I think 
that  it  could  probably  be  pushed  a bit  further.  But  caution 
is  needed  : for  unless  my  recollection  or  judgment  are  at 

fault,  some  of  the  little  advances  made  quite  recently,  which 
met  with  general  approval,  would  have  had  a critical  recqjtion 
if  taken  even  a few  years  earlier.  While  in  general  I do  riot 
see  scope  for  extending,  at  the  present  time,  the  responsibilities  • 
of  the  Bank  from  the  statutory  point  of  view,  I also  see  ad- 
vantage in  the  Bank  being  allowed — or  acquiring  by  con- 
vention— an  increasing  freedom  to  publish  information  with- 
out detailed  approval  by  the  Government  of  what  is  published 
on  each  occasion. 

17.  Then  again  the  Bank  have,  in  recent  years,  appointed 
economists  and  statisticians  to  their  staff.  Apart  from  the 
obvious  advantages  in  strengthening  the  Bank’s  own  organi- 
sation, this  measure  has,  I think,  a further  advantage  : 
namdy  that  it  will  tend  to  diminish — without,  of  course, 
abolishing — the  distinctive  difference  between  the  approach 
and  training  of  the  staffs  of  the  two  organisations.  A measure 
of  this  kind  thertfore  tends  to  bring  about  rather  more 
common  ground  between  the  staffs  of  the  two  organisations 
and  should  tend  to  foster  closer  relationship  between  the  Bank 
aud  the  Treasury  below  the  top  levels. 

18.  It  is  not  my  business  to  say  anything  about  the 
relationship  between  the  City  and  the  Bank.  Obviously  it  is 
essential  that  the  relations  between  them  should  be  continuous 
and  close  and  should  carry  full  confidence.  I cann  ot  see  how 
this  can  happen  unless  there  is  some  system  of  part-time 
directors,  under  whatever  name,  the  persons  concerned  being 
chosen  from  eminent  men  working  in  the  City  and  in  industry. 

I feel,  therefore,  that  the  advantages  of  such  a system — on 
wWch  indeed  so  many  of  our  governmental  arrangements 
depend  to  a large  extent — ^far  outweigh  any  inconvenience  or 
embarrassments  which  may  arise  on  rare  occasions  of  emer- 
gency and  which  can  be  covered,  if  need  be,  by  guidance  on 
procedure  on  such  occasions. 

19.  My  general  feeling  is  that  the  changes  which  could  with 
advantage  be  made  at  the  present  moment  could  all  be  brought 
about  wi^out  any  amendment  of  the  Bank  of  England  Act 
1946,  whi(A  has  the  great  merit  of  extreme  brevity  and  of 
avoiding  tmdue  involvement  in  details. 

30th  December,  1958 


3.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  PROFESSOR  A.  J.  BROWN* 


The  Infiationary  Process  and  Monetary  Poucy 

1.  The  process  of  inflation  has  contained,  two  elements  ; 
the  increase  of  import  prices,  and  the  increase  of  British  in- 
comes in  relation  to  the  physical  volume  of  output.  These 
elements  have  interacted.  On  the  other  hand,  rising  import 
prices,  (especially  in  the  years  just  after  the  war  and  again  in 
1950-51)  ultimately  raised  British  money  incomes  by  causing 
absolute  profit  margins  to  be  raised  in  those  cases  where 
such  rnargtn-s  are  maintained  in  a fairly  constant  proportionate 
relation  to  cost,  by  insti^ting  claims  for  wage  aud  salary  in- 
creases based  upon  the  rise  in  the  cost  of  living,  and  causing 
these  claims  to  be  granted,  at  least  in  part,  since  the  cost  of 
living  appears  to  have  b«a  regarded  as  a valid  basis  on 
which  to  base  awards.  On  the  other  hand,  the  increases  in 
British  money  incomes  thus  generated  has  been  one  of  the 
factors  rerponsible  for  raising  ffie  world  prices  of  raw  materials 
and  foodstuffs,  or,  at  least,  for  preventing  them  from  falling 
further  than  they  did. 

2.  It  is  in  relation  to  these  elements  that  the  effectiveness 
of  monetary  policy  is  to  be  assessed.  More  specifically,  the 
questions  which  may  be  asked  about  it  are  : — 

(a)  How,  and  to  what  extent,  can  it  prevent  a rising  trend 
in  the  world  prices  of  primary  products  ? 


* S«e  Minutes  of  Evidence  Qos.  9N0  to  9209. 


(6)  How,  and  to  what  extent,  can  it  prevent  the  growth 
of  (absolute)  profit  margins  ? 

(c)  How,  and  to  what  extent,  can  it  affect  wage  and  salary 
increases  ? 

(d)  What  is  its  possible  effect  upon  the  rate  of  inCTease  of 
physical  output  per  unit  of  labour  ? 

(a)  Prices  of  Primary  Products 

3.  The  extent  to  which  British  monetary  policy  can  in- 
fluence these  prices  is  clearly  limited.  They  are  formed  in  a 
world  market  in  which  British  demand  is  only  a fraction 
(varying  from  perhaps  10  per  cent  to  50  per  cent  for  different 
commodities),  of  the  total.  The  only  monetary  policy  which 
can  ffierefore  be  really  effective  in  this  connection  is  that  of 
the  United  States  which  is  responsible  for  a very  high  propor- 
tion of  world  demand,  or  better  still  the  co-ordinated  policy 
of  some  group  of  governments  including  that  of  the  United 
States.  The  chief  effect  of  monetary  stringency  in  this  coun- 
try upon  the  primary  product  situation  is  more  likely  to  be  a 
reduction  of  British  imports  and  stocks  of  these  commodities 
than  any  substantial  change  in  their  price — though  there  are 
no  doubt  some  instances  where  since  we  are  responsible  for  a 
high  proportion  of  demand  the  price  effect  will  be  considerable. 
It  is  perhaps  worth  noting  in  passing  here  that  the  effect  of 
monetary  stringency  in  reducing  primary  commodity  imports 
has  a strong  tendency  to  be  purely  temporary  since  the  ^ect, 
(as  mentioned  above),  is  more  likely  to  be  on  stocks  than  on 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


49 


3.  Professor  A.  J.  Brown 


lContinu£d 


consumptioa.  Wliile  there  are  no  doubt  times  when  the  world 
is  more  favourably  impressed  by  a British  accumulatiod 
of  foreign  exchange  than  by  a British  accumulation  of  com- 
modity stocks,  those  stocks  are  frequently  not  far  Merior  to 
foreign  exchange  as  stores  of  value  and  to  deplete  them  is 
only  to  create  the  necessity  that  they  must  some  time  be 
replenished,  In  any  case  this  is  a matter  which  has  relatively 
little  to  do  with  their  price  or  with  the  course  of  inflation. 

(b)  Restriction  of  Profit  Margins 

4.  The  function  which  this  performs  depends  upon  whether 
profits  have  a tendency  to  be  increased  ind^endently  of  costs 
or  whether  they  are  as  a matter  of  business  policy  fairly 
strictly  related  to  the  cost  level.  There  has  been  mudi  con- 
troversy about  this  but  it  seems  likely  that  over  the  range 
of  fini^ed  goods  as  a whole  there  is  normally  a strong  ten- 
dency for  prices  to  be  related  to  costs,  though  with  some 
flexibility — that  is  to  say  if  demand  is  high  profit  margins  on 
some  goods  will  creep  upwards  ; if  it  is  low  they  will  be  com- 
pressed. These  remarks  apply  to  the  outcome  of  hi^  or 
low  demand  at  a given  level  of  output  ; there  is  a quite 
separate  effect  of  demand  upon  the  size  of  profits  which 
operates  mainly  through  the  level  of  output.  When  output 
capacity  is  fully  used  there  is  a tendency  for  profits  to  be  high 
because  overheads  are  amply  covered  ; when  much  capacity 
is  idle  overheads  may  not  be  fully  met,  or  may  only  be 
meagrely  covered.  It  seems  likely  that  most  of  ^e  change 
which  is  observed  from  time  to  time  in  the  level  of  British 
profits  as  a percentage  of  total  income  result  from  variation 
in  the  de^ee  of  utilisation  of  capacity,  rather  than  from 
variations  in  profit  margins  in  relation  to  prime  cost. 

5.  If  it  were  the  case  that  profit  margins  were  highly 
flexible  and  sensitive  to  demand  then  monetary  restriction 
would,  of  course,  be  a relatively  powerful  instrument  for  regu- 
lating prices,  thou^  it  would  still  be  subject  to  limitations 
if  there  were,  in  spite  of  its  application,  a continuous  rise  in 
costs  of  production.  Profits  could  be  compressed  but  they 
could  not  be  compressed  in  the  last  resort  below  zero.  In 
fact,  however,  it  seems,  as  has  been  remarked,  that  profit 
margins  expressed  as  a fraction  of  prime  cost  are  rather  in- 
flexible, (though  not  totally  so),  and  that  variations  in  profit 
margins  as  a proportion  of  total  cost  are  attained  mostly 
through  variations  in  the  level  of  activity.  It  follows  from  this 
that  monetary  stringency,  unless  it  can  affect  cost,  is  more 
likely  to  reduce  profits  by  reducing  activity  than  in  any  other 
way.  The  historically  stable  levdl  of  profits  in  relation  to 
prime  cost  seems  to  support  this  view  of  the  situation.  The 
main  variations  which  have  taken  place  such  as  the  relatively 
low  average  level  of  profits  in  relation,  to  total  income  between 
the  two  world  wars  are  probably  to  be  associated  with  a low 
level  of  utilisation  of  capacity  rather  than  with  any  drastic 
effect  on  the  levels  of  profit  which  were  regarded  as  adequate 
in  relation  to  prime  costs.  To  sum  up  ; it  is  in  such  activities 
as  primary  production  where  prices  are  very  sensitive  to  de- 
mand and  where  costs  of  production  are  somewhat  nebulous 
that  monetary  restriction  is  likely  to  exercise  its  most  powerful 
effect  on  profits  and  prices.  In  an  industrial  economy  the 
compression  of  profit  margins  does  not  seem  to  be  a very 
promising  field  for  attack  upon  price  inflation  by  monetary 
policy.  The  immediate  effect  is  likely  to  be  reduced  produc- 
tion (probably  with  increased  total  cost  per  unit),  rather  than 
price  reduction,  although  some  measure  of  price  reduction 
may  also  result. 

(c)  Effect  on  Wages  and  Salaries 

6.  It  seems  that  this  is  the  kernel  of  the  problem.  The 
evidence  supports  the  view  that  it  is  the  price  of  labour  which 
plays  the  main  part  in  determining  the  level  of  prices  generally 
in  an  advanced  industrial  economy,  (though  it  must  also  be 
borne  in  mind  that  the  price  of  labour  itself  may  be  very 
powerfully  affected  by,  for  instance,  a rise  in  import  prices 
such  as  happened  in  1939  to  1942,  1946  to  1948,  or  1950  to 
1951).  The  real  question  is  how  far  monetary  stringency  can 
affect  the  outcome  of  wage  and  salary  bargaining.  So  long 
as  wages  and  salaries  are  determined  by  sudi  bargaining  the 
questions  that  arise  are  whether  and  how  far  the  monetary 
situation  can  affect  what  is  asked  for  on  the  one  hand  and 
what  employers  are  willing  to  grant  on  the  otlier. 

7.  It  seems  rather  unlikely  that  monetary  policy  has  much 
direct  effect  upon  what  the  trade  unions  for.  The  effect 
which  it  has  upon  this  is  likely  to  be  indirect  and  exercised 
either  through : — 


(a)  The  prices  of  primary  commodities  and  thus  the  cost 
of  living,  (see  above), 

(5)  The  level  of  profits,  or 

(c)  The  level  of  activity  and  thus  the  level  of  unemployment. 

8.  The  indirect  effect  on  what  employers  are  willing  to 
concede  may  be  more  considerable,  though  here  again  what 
are  likely  to  be  the  most  important  effects  are  perhaps  in  some 
sense  indirect.  The  most  important  direct  effect  may  well 
be  the  simple  one  of  knowledge  that  a restrictive  or  a liberal 
monetary  policy  is  being  pursued  upon  employers’  estimates 
of  the  ease  with  which  th^  will  be  able  to  recover  extra 
e>q)enditure  on  wages  through  price  increases.  Cureent 
events  which  have  not  yet  worked  through  to  their  conclusion 
are  perhaps  as  good  an  empirical  test  as  one  could  have  of 
the  stren^  of  ^s  direct  effect. 

9.  The  indirect  effects  of  monetary  policy  on  willingness 
to  concede  wage  increases  are  those  which  are  exercised 
through  : — 

(a)  The  realised  (as  distinct  from  the  prospective)  level  of 
profit,  and, 

(6)  The  situation  in  the  labour  market. 

If  what  has  been  said  about  this  above  is  correct  then  we 
must  also  say  that  it  is  through  its  effect  on  employment  and 
the  utilisation  of  capacity  that  monetary  policy  most  powerful- 
ly influences  realised  profits  and  throu^  them  willingness 
to  concede  wage  increases. 

10.  It  is  equally,  or  perhaps  more,  important  that  when 
there  is  a reserve  of  unemployed  labour  there  wiU  be  litfie 
tendency  to  bid  up  wages  either  by  additions  to  rates  or  by 
concealed  concessions  of  one  kind  or  another  above  the 
agreed  rates,  and  also  Iws  strong  feeling  in  any  particular 
industry  that  it  must  raise  its  agreed  rates  in  line  with  those 
elsewhere  or  lose  its  labour.  There  is  some  evidence  that 
the  amount  of  ‘ bidding  up  ’ of  the  effective  price  of  labour 
which  manifests  itself  in  a greater  increase  of  earnings  than 
of  official  rates  is  fairly  sensitive  to  the  level  of  activity,  even 
when  the  general  level  of  unemployment  is  very  low.  The 
sensitiveness  of  willingness  to  coru^e  higher  wage  rates  to 
the  level  of  employment,  (or  unemployment),  is  however, 
much  more  doubtftil. 

11.  It  is  extremely  difficult  to  reach  firm  conclusions  about 
the  extent  to  which  wa^  increases  are  sensitive  through  the 
outcome  of  the  collective  bargaining  process  to  changes  in 
the  level  of  unemployment.  The  range  of  variation  of  un- 
employment since  the  war  has  been  insufficient  to  give  us 
much  relevant  evidence  and  the  interpretation  of  what  evi- 
dence there  is  has  been  confused  by  the  fact  that  the  year 
of  the  one  definite  recession  of  activity,  (1951-2),  coincid^ 
with  a rise  in  the  cost  of  living  induced  mainly  by  external 
circumstances  and  turned  out  to  be  the  year  of  the  largest 
single  rise  in  wage  rates  since  the  war.  fte-war  evidence  is 
difficult  to  interpret  because  the  large  amount  of  uuenq)loy- 
ment  then  current  included  a great  deal  which  must  be  regar- 
ded as  due  to  maldistribution  of  labour  and  demand  in 
relation  to  one  another  rather  than  to  an  aggregate  shortage 
of  demand.  Nevertheless,  making  what  seem  to  be  reason- 
able allowances  for  this,  the  lesson  of  inter-war  experience 
seems  to  be  that  with  the  present  wage  fixing  machinery  it 
takes  a level  of  unemployment  far  above  anything  we  have 
experienced  since  the  war  to  bring  the  rate  of  increase  of 
money  wages  to  equality  with  the  rate  of  increase  of  physical 
productivity  per  man. 

12.  If  this  is  true  the  implication  is  that  restrictive  monetary 
policy  alone  cannot  stop  inflation  of  the  fciud  which  we  have 
experienced  since  the  war  without  a relatively  high  level 
of  unemployment. 

(d)  Effect  on  Increase  of  Productivity 

13.  Another  uncertainty,  however,  eaters  into  any  such 
conclusion  through  the  ^ect  of  monetary  policy  on  the 
productivity  of  labour.  It  is  not  possible  to  estimate  this 
effect  with  any  confidence  since  it  is  clear  that  there  is  only  a 
very  loose  connection  in  the  short  run,  though  possibly  a 
more  definite  one  in  the  longer  run,  between  investment  and 
the  rate  of  increase  of  productivity.  At  the  best,  however, 
the  relation  is  not  simple.  It  seems  that  in  some  large  parts 
of  the  economy,  such  as  manufactming  industry,  productivity 
increases  less  by  the  net  accumulation  of  capital  in  relation 
to  labour  than  by  the  replacanent  of  old  capital  goods  by 
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superior  ones.  In  the  years  1948  to  1955,  for  instance,  it 
seems  that  the  total  physical  product  of  manufacturing  in- 
dustry rose  by  about  42  per  cent,  the  labour  force  employed 
in  it  by  about  14  per  cent,  and  (though  this  is  a hazardous 
estimate),  the  capital  valued  at  1948  prices  by  about  14  per 
cent  also.  Thus  output  increased  by  about  25  per  cent  in 
relation  to  either  labour  or  capital  mainly  no  doubt  through 
improvements  in  the  efficiency  and  design  of  the  latter. 
Nevertheless  the  increase  in  the  average  efficiency  of  capital 
was  no  doubt  largely  influenced  by  the  fact  that  its  volume 
was  expanding  and  its  average  age  decreasing.  Some 
relation  between  investment  and  the  rate  of  increase  of  labour 
productivity  is  clearly  implied,  but  the  temporal  relation  be- 
tween them  is  hard  to  interpret.  The  two  large  bursts  of  in- 
crease in  labour  productivity,  (up  to  1949  and  from  1952  to 
1954),  ended  well  before  ffie  contemporary  bursts  of  net 
investment  had  worked  themselves  out. 

14.  All  one  can  say  in  conclusion  is  that  any  restriction 
which  reduces  the  rate  of  investment  is  almost  cotain  to  have 
some  effect  in  reducing  the  rate  of  increase  of  labour  produc- 
tivity, to  be  set  against  any  effectiveness  it  may  have  in  curbing 
the  rate  of  increase  of  money  wages  and  salaries.  It  may  be 
that  any  effect  which  restriction  has  in  reducing  the  incentive 
to  economise  labour  will  have  a still  greater  unfavourable 
effect  of  this  kind.  The  general  belief  that  labour  is  scarce 
seems  to  be  at  least  as  great  an  incentive  to  management  to 
increase  producitvity  as  is  the  desire  to  decrease  aists  in  a 
highly  competitive  situation.  The  correlation  which  history 
^or^  between  the  level  of  employment  and  the  rate  of  in- 
crease of  productivity  is  indefinite ; the  most  rapid  rates 


of  increase  in  productivity  both  here  and  in  the  United  States 
have  certainly  occurred  in  periods  of  low  average  unemploy- 
ment, but  periods  of  high  unemployment  have  also  sometimes 
shown  quite  high  rates  of  productivity  growth. 

Conclusion 

15.  The  conclusion  from  the  above  is  that,  while  an  ex- 
cessive supply  of  money  can,  in  the  absence  of  controls  on 
spending,  cause  inflation  wMch  will  manifest  itself  first  in 
profits  and  primary  commodi^  prices  (as  here  in  the  early 
part  of  the  war,  or  in  the  United  States  in  1946-48),  it  does 
not  follow  that  a restriction  of  money  supply  is  an  efficient 
method  of  stopping  price  inflation.  If  the  latter  is  caused  by 
a tendency  of  wages  and  salaries  to  rise  through  the  coUective 
bargaining  process  even  in  circumstances  which  would  not 
otherwise  raise  prices,  then  monetary  restriction  may  be  (and 
in  most  present-day  industrial  economics  probably  is)  an 
inefficient  instrument  for  checking  it.  It  is  inefficient  in  the 
sense  that  it  succeeds  only  at  a high  cost  both  in  unemploy- 
ment of  labour  and  equ^ment  and  in  delay  in  the  application 
of  technical  improvement.  Its  effective  role  should  perhaps 
be  to  prevent  profit  inflation  (in  the  sense  of  inflation  which 
appears  first  in  profits)  though  the  threat  of  this  is  probably 
rare  in  the  British  economy.  For  dealing  with  wage  and 
salary  inflation  it  is  to  be  hoped  that  a more  direct  and  better 
means  of  control  may  not  prove  unattainable. 

University  of  Leeds, 

5th  May,  1958. 
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Introduction 

1.  Monetary  policy  is  one  way  in  which  total  money  in- 
come and  expenditure  can  be  influenced.  Other  methods 
indude  Budgetary  Policy  and  the  use  of  various  kinds  of 
direct  controls.  It  is  unlikely,  however,  that  either  of  the 
two  latter  policies  can  effectively  check  an  inflationary  spird 
of  costs  and  prices  that  has  bewme  established,  without  the 
assistance  of  monetary  restraints.  Lord  Keynes,  writing 
before  the  last  war,  convinced  many  economists  that  Bu^et- 
ary  policy,  in  the  form  of  deficit  finance,  was  the  most  effective 
means  of  reviving  production  and  employment  in  a d^ression. 
Cheap  money  cannot  be  expected  on  its  own  to  reverse 
strongly  deflationary  conditions  because  the  rate  of  interest 
on  money  loans  must  always  be  positive,  but  profit  expecta- 
tions at  ffie  margin  may  at  times  be  negative,  or  so  low  that 
business  men  would  not  be  ten^ted  to  expand  production 
even  by  the  offer  of  interest-free  loans.  There  are,  of  course, 
plenty  of  people  only  too  ready  to  borrow  money  which  they 
have  little  prospect  of  being  able  to  repay,  but  the  objections 
to  encouraging  this  class  of  borrower  are  obvious.  On  the 
other  hand  there  is  always  plenty  of  socially  advantageous 
development  that  can  be  carried  out  on  a non-profit-making 
basis  by  government  or  its  ^nts,  and  the  positive  rffect  on 
demand  of  increased  public  outlay  unaccompanied  by  higher 
taxation  will  provide  a greater  stimulus  to  trade  and  employ- 
mKit  than  any  practicable  easing  of  aedit  poliq'.  In  this 
kind  of  programme  cheap  mono’  is  useful  in  that  it  makes  it 
easier  for  ffie  government  to  borrow  the  sums  needed  to 
finance  public  works,  reduces  their  cost  to  the  taxpayer,  and 
ensures  that  no  unnecessary  financial  obstacle  is  put  in  the 
way  of  a recovery  of  private  industry  by  reason  of  heavy 
government  borrowing. 


2.  The  argument  for  relying  mainly  on  Budget  d^cits  to 
combat  depression  is  not,  however,  precisely  reversible.  In 
the  first  place,  while  it  is  true  that  at  some  times  no  positive 
rate  of  interest  could  be  low  enough  to  offset  business  men’s 
fears  of  loss,  it  does  not. follow  that  no  rate  could  be  high 
enough  to  offset  high  profit  expectations.  Swndly,  while 
fums  cannot  be  forced  to  take  loans  they  do  not  want,  they 
can  be  prevented  from  borrowing  more  money  if  the  govern- 
ment restricts  the  supply  of  money  and  liquid  assets.  Thirdly, 
whUe  projects  for  slum  clearance,  road  improvement,  railway 
electrification,  nuclear  power,  and  so  forth  offer  almost  un- 
limited opportunity  for  useful  public  investment  if  the  prob- 
lem is  how  to  use  unemployed  resources,  the  scope  for  large 
reductions  in  public  e;q)enditure  is^  especially  in  the  short 
period,  much  more  limited.  Defence  expenditure  is  dictated 
largely  by  non-economic  considerations,  and  proposals  to 
cut  welfare  swvices  meet  political  difficulties  b^use  voters 


can  seldom  be  persuaded  that  the  country  is  too  prosperous 
to  afford  services  to  which  they  have  become  accustomed. 
Some  capital  projects  may  be  abandoned  or  deferred,  but 
many  of  these  are  important  to  the  long  term  development 
of  the  economy,  while  others,  once  started,  can  be  abandoned 
only  at  ffie  cost  of  a great  deal  of  waste.  Generally,  the  econo- 
mies which  it  would  be  both  wise  and  expedient  for  a demo- 
cratic government  to  make  are  strictly  limited.  Higher 
taxation  is  sometimes  suggested  as  an  alternative  means  of 
achieving  deflationary  Budget  surpluses,  but  here  again  we 
seem  to  be  in  the  redms  of  theory  rather  than  of  practice. 
Increases  in  the  progressive  taxation  of  income  and  capital 
would  be  likely  to  check  saving  and  enterprise  as  well  as 
consumption,  so  that  the  effect  would  be  largely  to  substitute 
government  saving  for  private  saving.  High  taxes  on  busi- 
ness profits  may  actually  encourage  extravagance  on  items 
that  can  be  set  against  tax  liability,  as  Mr.  H.  G.  Holme 
pointed  out  in  a letter  published  in  “ The  Times  ” on  20th 
July,  1957.  Increased  taxation  of  small  personal  incomes 
would  reduce  consumption,  but  would  encounter  the  most 
formidable  political  difficulties.  Increases  in  Purchase  Tax 
and  other  duties  on  goods  and  services  defeat  their  own 
object  by  raising  retail  prices,  thus  stimulating  further  wage 
and  salary  claims  and  adding  to  the  injustice  inflicted  by 
inflation  on  people  with  fixed  money  incomes. 

3.  I would  therefore  suggest  that  we  cannot  afford  to  rely 
wholly  or  even  mainly  on  Budgetary  policy  to  contain 
inflation,  although  Budget  surpluses  will  be  desirable  in  order 
to  prevent  such  reductions  in  public  spending  as  are  achieved 
from  being  offset  by  increased  private  spending  resulting 
from  lower  taxes  and  to  enable  the  government  to  ke^  close 
control  over  the  supply  of  liquid  assets  by  restricting  the  issue 
of  Treasury  Bills.  It  scarcely  needs  to  be  said  that,  at  times 
of  difficult.  Budgetary  policy  and  monetary  policy  should 
work  together  and  not  weaken  each  other’s  effectiveness  by 
pulling  in  opposite  directions. 

4.  It  is  sometimes  said  that  the  type  of  inflation  which  has 
afflicted  the  British  economy  since  the  war  is  a cost  inflation, 
and  that  this  type  of  inflation,  unlike  a demand  inflation,  is 
not  amenable  to  control  by  policies  which  primarily  affect 
money  demand.  The  first  observation  that  springs  to  mind 
is  that  Budgetary  policy  must  be  as  inappropriate  as  monetary 
policy,  since  the  effect  of  higher  taxation  and  reduced  govern- 
ment expenditure  is  to  reduce  demand  rather  than  costs.  But 
perhaps  too  much  has  recently  been  made  of  this  distinction, 
which  may  seem  to  some  no  more  than  an  academic  dispute 
about  the  original  cat^es  of  inflation.  Once  a wage-price 
spiral  has  developed,  costs  and  demand  rise  together,  and  in 
principle  the  spiral  can  be  broken  either  by  attempting  to 
control  costs  or  by  restricting  the  growth  of  dernRnd  so  that, 
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fear  of  unemployment  of  men  and  machines  gives  both 
employees  and  employers  an  incentive  to  check  any  further 
rise  in  costs.  The  reason  for  stressing  the  latter  approach  is 
that  costs  cannot  be  controlled  unless  and  until  some  agreed 
policy  for  the  regulation  of  wage  and  salary  advances  is  put 
into  operation,  and  the  Trade  Unions  have  as  yet  given  no 
sign  that  they  are  willing  to  abandon  the  practice  of  setting 
wagK  by  collective  bargaining  with  employers.  While  we 
continue  to  enjoy  the  benefits  of  full  employment,  high  profits, 
and  free  wage  bargaimng,  it  seems  that  restriction  of  credit 
may  be  the  only  practicable  means  of  preventing  immoderate 
wage  increases  from  being  conceded.  The  most  that  can  be 
done  wi±out  deliberately  creating  widespread  unemployment 
and  business  depression  may  not  be  enough  to  prevent  wages 
from  rising  faster  than  productivity,  but  any  policy  that 
makes  employers  generally  less  disposed  to  concede  large 
wage  increases  and  causes  workpeople  to  abandon  the  belief 
that  they  can  always  raise  the  price  of  their  labour  by  threaten- 
ing to  strike,  without  fear  of  any  unMnployment  resulting, 
may  in  the  long  run  increase  willingness  to  aospt  arbitration 
in  disputes.  Contrary  to  popular  belief,  it  is  not  probable 
that  a fall  of  1 or  2 per  cent,  in  the  proportion  of  workers 
employed  would  be  associated  with  lower  real  wages  ; to  an 
academic  economist  it  must  rather  seem  that  overfbll  employ- 
ment is  a sign  that  real  wages,  as  distinct  from  money  wages, 
are  too  low.  The  high  profit  margins  and  lavish  business 
expense  allowances  of  which  so  mudi  has  recently  been 
heard  in  the  correspondence  columns  of  “ The  Times  ” are 
characteristic  of  an  inflated  economy,  and  would  probably  be 
less  in  evidence  in  harder  market  conditions. 

5.  It  has  also  been  objected  that  limiting  the  supply  of 
money  does  not  prevent  prices  from  rising,  because  the  velocity 
of  circulation  of  money  can  increase.  If  firms  sold  their 
products  directly  to  their  employees,  a rise  in  money  wages 
would  be  self-financing,  as  well  as  demonstrably  futile.  But 
in  practice  the  movement  of  goods  from  factories  through 
wholesalers  and  retailers  to  their  final  consumers  takes 
time,  during  which  stocks  have  to  be  financed.  Limitation 
of  credit,  especially  of  trade  credit,  makes  it  difficult  to  finance 
constant  physical  stocks  of  goods  whose  prices  rise  and  so  is 
likely  to  increase  the  difficulty  of  passing  hi^er  wage  and  other 
costs  on  to  consumers . If  higher  costs  cannot  easily  be  passed 
on  in  the  form  of  hi^er  prices,  employers  may  come  to  regard 
strikes  as  a lesser  evil  then  increases  in  their  wage  bills. 

6.  It  is  taken  for  granted  throughout  this  paper  that  it  is 
worth  risking  some  temporary  setback  to  production  and 
employment  if  this  is  a necessary  condition  of  keeping  prices 
in  this  country  in  future  more  stable  than  they  have  been  in 
recent  years.  It  seems  to  me  that  this  is  necessary  in  order  to 
avoid  the  danger  that  a cumulative  depreciation  in  the  ex- 
change value  of  Sterling,  which  must  be  a probable  result  of 
failure  to  check  inflation,  might  lead  to  such  a loss  of  foreign 
confidence  as  would  force  us  to  conduct  our  overseas  trade 
on  a hand-to-mouth  basis,  importing  only  what  we  could 
afford  to  pay  for  out  of  the  proceeds  of  current  exports.  Not 
only  would  such  a reduction  in  our  capacity  to  finance  im- 
ports lead  to  considerable  industrial  dislocation,  but  it  would 
also  impair  the  competitive  efficiency  of  our  export  industries 
and  might  easily  produce  conditions  of  scarcity  in  which 
runaway  inflation  would  become  a real  possibility.  Without 
wishing  to  be  dogmatic  about  the  desirability  of  rigid  exchange 
rates,  I cannot  help  feeling  that  a reasonable  degree  of  foreign 
confidence  in  the  purchasing  power  of  Sterling  is  in  the  long 
run  a necessary  condition  for  the  maintainance  of  hi^  living 
standards  and  stable  employment  in  this  country  so  long  as 
it  needs  to  draw  large  quantities  of  essential  goods  from 
abroad. 

7.  At  the  same  time  it  must  be  stressed  that  arguments  in 
favour  of  attempting  to  restrain  a tendency  for  prices  and 
money  incomes  to  rise  cannot  be  taken  further  and  used  to 
justift'  an  attempt  to  force  prices  and  wages  down  in  order  to 
maintain  an  existing  ^change  parity  that  has  become  in- 
appropriate. If  Sterling  appesirs  to  be  overvalued  as  the  result 
either  of  past  inflation  at  home  or  of  deflation  abroad,  it  is 
probable  that  the  position  can  best  be  corrected  by  devalua- 
tion, provided  that  no  further  domestic  inflation,  is  likely  to 
occur.  This  is  because  any  attempt  to  reduce  existing  levels 
of  money  wages  and  salaries  would  in  practice  meet  such 
strong  opposition  that  the  most  likely  result  would  be  in- 
creased unemployment  rather  than  lower  prices.  So  far  from 
advocating  an  attempt  to  reduce  existing  levels  of  money 
income,:  I would  suggest  that  events  may  show  that  some 
tendency  for  prices  to  rise  is  ins^arable  from  the  coexistence 
of  full  employment  and  free  wage- bargaining,  and  that  a 
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polity  of  containment  is  more  likely  to  be  fruitful  than  an 
all-out  attempt  to  freeze  existing  levels  of  prices  and  wages. 
During  the  years  of  inflation,  rates  of  pay  for  some  kinds 
of  work  have  risen  faster  than  for  others,  and  it  is  now  well 
known  that  the  pattern  of  wages  and  salaries  in  this  county 
is  anything  but  rational.  In  the  long  run  rewards  for  skiU 
and  responsibility  will  have  to  be  increased,  and  wages  in 
some  of  the  lower  paid  occi5>ations  raised,  in  order  to  secure 
equilibrium  in  the  labour  market.  As  no  large  group  of 
workers  is  likely  to  ac^t  a cut  in  its  remuneration  wiffiout 
a prolonged  struggle,  it  seems  that  adjustment  in  this  case 
will  have  to  be  made  by  levelling  up  rather  than  levelling 
down.  A negative  attitude  of  saying  “ No  ” to  all  wage 
claims  would  be  fiitile  : We  need  a continued  supply  of  good 
quality  bus  drivers,  and  technical  colleges  and  universities 
will  not  do  as  much  good  as  they  should  if  they  have  to  work 
onsecondrate  material  because  many  intelligent  and  energetic 
children  regard  further  education  as  an  unremunerative  waste 
of  their  time.  Prices  have  never  been  completely  stable  for 
long  periods,  and  a gradually  rising  price  level  is  harmless  if 
the  rate  of  increase  is  slow  enou^  not  to  alarm  holders  of 
Sterling  assets  and  not  to  have  any  .significant  effect  on  calcu- 
lations of  the  relative  advantages  of  spending  or  saving,  and 
does  not  tend  to  increase. 

8.  It  follows  that  the  employment  of  monetary  policy  to 
stabilise  the  exchange  value  of  Sterling  is  to  be  recommended 
without  qualification  only  when  external  deficit  coincides 
with  interna!  inflation,  or  external  surplus  with  imemploymcnt 
at  home.  On  the  whole,  stability  of  employment  and  prices 
at  home  is  probably  preferable  to  rigidly  fitted  exchange  rates, 
since  there  is  no  reason  to  fear  that  foreigners  will  distrust  a 
currency  whose  purchasing  power  is  stable  even  though  it  may 
fluctuate  in  value  in  relation  to  other  currencies  if  there  are 
changes  in  the  conditions  of  international  trade.  These 
considerations  should  not  preclude  temporary  changes  in 
Bank  Rate  necessary  to  correct  a short  term  disequilibrium, 
but  this  is  a different  matter  from  adopting  long  term  and 
far-reaching  measures  to  deflate  demand  in  an  economy  that 
is  not  suffering  from  inflation,  i^ually  it  would  ^ most 
unwise  to  relax  deflationary  policies  in  the  present  state  of 
the  British  economy  just  because  the  current  balance  of 
external  payments  turned  temporarily  favourable  ; we  should 
do  far  better  to  continue  efforts  to  stabilise  the  internal  price 
level  and  build  up  reserves  against  future  need. 

II.  Interest  Rates 

9.  When  prices  are  rising,  and  are  expected  to  go  on 
rising,  the  real  rate  of  interest  is  less  than  the  nominal  return 
on  money.  If  a man  saves  £100  for  a year,  during  which 
prices  rise  by  3 %,  he  needs  £103  at  the  end  of  tiie  year  to 
buy  what  his  £100  would  have  bought  at  the  beginning  of  the 
year,  and  the  borrower  reaps  a corresponding  advantage  if 
he  does  not  have  to  pay  more  than  3%  interest.  In  these 
conditions  low  interest  rates  discourage  savir^  and  may  make 
it  profitable  to  use  capital  for  purposes  which  yield  no  real 
advantage  but  merely  a money  profit  arising  from  the  fact 
that  prices  are  rising  faster  than  money  accumulates  at 
interest.  If  inflation  is  expected  to  persist,  there  is  a further 
possibility  that  buildings  and  other  durable  assets  whose 
promoters  are  in  a position  to  borrow  as  much  money  as 
they  need  may  be  constructed  so  as  to  last  longer  or  require 
less  maintenance  than  economic  considerations  would  dictate 
if  prices  were  stable,  or  rising  at  an  annual  rate  less  than  the 
rate  of  interest  on  money  loans.  The  incentive  to  build  up 
large  stocks  in  anticipation  of  price  increases,  and  to  construct 
buildings  to  uneconomically  lavish  standards,  add  to  pressure 
of  demand  in  an  inflationary  situation,  while  the  disincentive 
given  to  saving  adds  to  consumption.  I would  suggest  that 
a positive  real  rate  of  interest,  d^ed  as  a return  high  enough 
to  leave  a man  who  invests  savings  at  fixed  interest  better  off 
in  real  terms  at  the  end  of  a year  than  at  the  beginning 
(assuming  that  the  capital  value  of  his  investment  does  not 
alter)  is  a necessary  condition  of  rational  economic  calcu- 
lation so . long  as  investment  is  capable  of  increasing  the 
productivity  of  labour.  For  persons  and  institutions  liable 
to  pay  tax  at  8s.  6d.  in  the  Pound  on  marginal  uneam^ 
income,  this  means  that  the  rate  of  interest  obtainable  on 
money  newly  invested  in  safe  assets  should  be  eqtial  to  about 
twice  the  rate  at  which  prices  are  currently  rising  or  expected 
to  rise.  So  long  as  prices  are  not  rising  at  a rate  exceeding 
2 or  3 per  cent,  per  year,  it  will  be  possible  to  fiilfll  this 
condition  without  running  any  danger  of  unduly  restricting 
long  term  investment  and  the  improvement  of  productive 
methods.  Business  men  have  in  the  past  tol^  economists 
tha.t,  owing  to.tmcertainty  about  events  in  the  distant  future, 
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extremely  nice  calculations  of  returns  expected  on  new  plant 
and  equipment  cannot  be  made,  and  that  in  order  to  be 
commercially  worth  while  most  new  kinds  of  machinery  must 
be  expected  to  show  gross  annual  savings  large  enough  for 
their  initial  cost  to  be  re-covered  within  a period  of  not  more 
than  3 to  5 years,  because  of  the  danger  that  obsolescence 
may  dirninish  their  earning  power  in  more  distant  years.  If 
^is  is  so  it  seems  improbable  that  differences  of  2 or  3 per 
cent,  in  the  sTTmial  cost  of  borrowing  money  will  make  much 
difference  to  the  rate  at  which  resource-saving  innovations 
are  adopted  by  industry  ; technical  progress,  the  level  of 
profits,  the  degree  of  competition,  and  the  trend  of  demand 
are  all  likely  to  play  a greater  part  in  determining  the  rate  of 
advance  than  is  the  rate  of  interest,  unless  this  latter  item 
threatens  to  become  considerably  higher  than  it  has  been  in 
living  memory- 

10  If  the  demand  for  money  proves  to  be  so  elastic  that 
total  expenditure  can  be  prevented  from  rising  faster  than 
real  output  by  interest  rates  low  enough  not  to  retard  technical 
progress,  we  can  safely  rely  on  interest  rate  polio-  alone  to 
control  money  demand.  Interest  rates  which  are  high 
enough  to  make  saving  worth  while  and  check  those  forms 
of  capital  outlay  which  do  not  offer  any  substantial  saving 
of  resources  in  the  near  future  will  if  anything  tend  to  en- 
courage the  more  productive  forms  of  investment,  since 
resources  of  all  kinds  will  be  more  readily  available  if  con- 
sumption and  the  less  productive  uses  of  capital  are  r^uced. 
The  latter  may  be  especially  vulnerable  to  increases  in  interest 
rates  because,  there  being  no  direct  saving  to  set  against  their 
cost  they  represent  an  expense  which  is  increased  if  interest 
rates  rise.  Resource-saving  innovations,  on  the  other  hand, 
being  expected  mostly  to  show  savings  considerably  ^eater 
than  the  interest  charge  on  their  cost,  are  made  less  profitable 
by  a rise  in  interest  rates,  but  remain  positively  profitable  if 
the  rise  is  only  small. 

III.  The  Quantative  Regulation  of  Credit 


oligopolists,  usually  fix  their  lending  rates  in  relation  to  Bank 
Rate  and  decide  for  themselves  how  much  they  will  lend  at 
these  fixed  rates.  They  do  not  in  practice  auction  advances  to 
the  highest  bidder,  and  the  rates  they  fix  tend  to  some  extent 
to  set  the  pattern  for  other  loans  against  similar  security. 
The  credit  market  in  fact  affords  an  interesting  example  of 
the  well  known  economic  phenomenon  of  price  leadership. 
In  these  conditions  some  excess  demand  for  credit  at  current 
rates  of  interest  can  be  expected  to  exist  if  a restrictive  credit 
polity  is  in  force,  and  loans  will  in  fact  be  rationed,  either 
unofficially  by  the  banks  or  officially  as  a result  of  government 
directives.  The  view  that  free  markets  are  intrinsically 
superior  to  allocation  schemes  obviously  does  not  apply  in 
this  case,  because  its  validity  depends  on  the  assumption  that 
market  prices  are  free  to  move  to  the  extent  necessary  to 
equate  supply  to  demand,  which  is  not  the  case.  It  will 
therefore  be  quite  proper  to  instruct  the  banks  to  give  some 
priority  to  borrowers  wishing  to  finance  investment  of  a 
resource-saving  character,  and  to  restrict  credit  to  Hire 
Purchase  finance  companies  and  to  wholesale  and  retail 
traders,  whose  abUity  to  finance  more  expensive  stocks  is 
one  of  the  principal  features  governing  the  ability  of  manu- 
facturers to  pass  on  higher  costs  without  loss  of  turnover. 
In  adffition,  while  the  balance  of  external  payments  continues 
to  cause  anxiety,  there  is  groxmd  for  giving  priority  to  firms 
engaged  in  the  export  trade  and  firms  producing  import- 
substitutes  at  competitive  prices.  The  case  for  sorne 
discrimination  if  the  quantity  of  credit  is  restricted  is  quite 
clear  • it  is  no  use  deciding  that  interest  rates  must  not  be 
allowed  to  find  their  own  level  because  this  might  reduce 
productive  investment  if  firms  desiring  to  borrow  for  pro- 
ductive purposes  are  told  that  there  is  no  money  became  it 
has  all  been  borrowed  by  traders  to  finance  stocks  of  higher 
priced  goods.  For  the  same  reasons,  the  Capital  Issues 
Committee  should  continue  to  scrutinise  applications  for 
new  Stock  Exchange  issues  if  the  supply  of  new  savings  is  not 
sufficient  to  meet  all  demands  for  capital  at  reasonable  rates 
of  interest. 


li  If  moderately  high  interest  rates  fail  to  check  the 
expansion  of  money  demand,  pushing  rates  higher  still  may 
do  more  harm  than  good.  Business  men’s  statements  about 
the  effect  of  interest  rates  on  their  development  programmes 
relate  to  variations  within  their  ejqieriaice  and  what  they 
regard  as  the  bounds  of  reasonable  probabUity  ; they  do  not 
imply  that  prodiKtive  investment  would  be  unMected  it 
interest  rates  rose  fo  15  or  20  per  cent.  If  there  is  a strong 
inflationary  trend  in  the  economy,  therefore,  it  may  be  necessary 
to  supplement  higher  interest  rates  with  measures  to  restrict 
the  quantity  of  money  available.  As  the  Bank  of  Engird 
is  always  prqiared  to  rediscount  Treasury  Bills  ^d  other 
liouid  assets  at  a fixed  rate,  this  can  be  done  only  if  the  supply 
of  liquid  assets  of  all  kinds  is  restricted  to  the  amount  whiA, 
with  a given  volume  of  total  dQiosits,  banks  ^d  other 
^ancial  institutions  regard  as  essential  to  maintain  the 
min.rT,-..n-i  liquidity  ratios  consistent  with  safety.  If  any 
surplus  liquidity  exists  the  srqiply  of  money  wfil  always  be 
elastic  unless  the  Bank  of  England  abdicates  from  its  res- 
ponsibiHtics  as  lender  of  last  resort.  The  supply  of  Jr^ury 
Bills  can  be  restricted  both  by  the  application  of  Budget 
surpluses  to  floating  debt  reduction  and  by  conversion  ot 
some  floating  debt  to  longer  term  debt  by  funding  o^rations. 
The  volume  of  commercial  bills  is  at  present  small  relatively  to 
the  Treasury  Bill  issue,  and  any  tendency  for  commercial 
borrowing  on  bills  to  increase,  which  might  ^ a natural 
consequence  of  restriction  of  bank  lending,  co^d  perhaps  be 
countered  by  instructing  the  Bank  of  England  to  confine  its 
rediscounts  to  Treasury  Bills,  ensuring  that  conditions  in  the 
Money  Market  were  not  allowed  to  become  too  e^y.  and 
aiving  the  banks  to  understand  that  failure  to  t^e  up  Treasi^ 
Bills  might  be  followed  by  a return  to  Treasury  D^osit  Receipt 
finance.  The  position  would  then  be  that  the  banks,  having 
no  surplus  ca^  reserves  and  fearing  the  conseq^^  ot 
reducing  their  holdings  of  Tr^ury  Bills  would  be  able  to 
take  up  more  commercial  bills  only  if  they  redu^  their 
investments  or  advances,  in  which  case  the  incre^w  volume 
of  commercial  bills  would  not  constitute  an  addition  to  the 
total  volume  of  credit. 

12.  Purely  theoretical  considerations  lead  one  to 

suppose  that  restricting  the  total  cr^t  avmlable  would  wme 
intent  rates  in  a free  market  to  rise  to  levels  at  w^ch  the 
demand  for  loans  was  equal  to  the  availabk  supply,  thus 
bringing  about  the  same  conditions  as  would  have  r®sultM 
from  allowing  interest  rates  to  rise  without 
quantity  of  liquid  assets.  This  is  not  so,  t^use  the  racket 
or  loans  is  not  perfectly  competitive.  The  banks,  bemg 


IV.  Public  Finance 

13.  In  order  to  be  able  to  apply  current  revenue  surpluses 
to  the  reduction  of  floating  debt  the  government  must  restrict 
its  lending  to  lo(^  authorities,  nationalised  industries,  and 
other  borrowers  normally  having  access  to  government 
ftmds.  So  long  as  the  accounts  of  these  concerns  are  not  m 
deficit  there  is  probably  no  reason  to  go  further  and  prevent 
them  from  carrying  out  projects  for  which  they  can  raise 
finance  in  the  open  market,  but  the  activities  of  any  institution 
making  claims  on  public  frmds  should  be  most  carefully 
scrutinised  to  ensure  that  they  are  not  using  resources  which 
could  be  used  to  better  advantage  elsewhere.  Govemmrat 
promotion  of  public  works  is  an  admirable  way  of  givmg 
employment  when  there  are  unemployed  r«ources,  but  it 
has  no  place  in  a programme  designed  to  resist  inflation  save 
where  the  works  involved  are  of  an  exc^tionally  urgent 
character  and  postponement  would  have  serious  consequences . 

14.  A further  reason  for  restricting  loans  to  public 

authorities  and  enterprise  is  that  the  right  to  borrow  through 
the  Exchequer,  even  at  current  market  rate  of  interet,  is  a 
valuable  privilege  when  credit  policy  is  generally  retrictive 
because  most  private  concerns  find  borrowing  not  only 
expensive  but  also  difficult,  public  concerns  can  raise 

capital  more  easily  than  private  firms,  the  public  sector  will 
be  able  to  outbid  the  private  sector  for  scaree  reources. 
This  will  not  be  advantageous  so  long  as  we  need  to  import 
on  a large  scale  and  have  to  pay  for  our  imports  with  goods 
which  are  still  mostly  produced  by  private  firms.  While  it 
would  be  an  error  for  the  government  to  place  drastic 
restrictions  on  public  investment  without  similarly  limiting 
expenditure  in  the  private  sector,  it  would  be  at  least  equally 
misguided  to  place  public  enterprise  in  a privileged  position 
and  put  the  whole  burden  of  adjustment  on  the  private  sector. 
The  Treasury’s  guarantee  makes  the  issues  of  public  enter- 
prises at  least  as  attractive  as  the  issues  made  on  similar  terms 
by  private  concerns,  and  there  is  no  reason  at  all  why  public 
bodies  should  not  be  made  to  raise  almost  the  whole  of  their 
capital  requirements  in  the  open  market.  If  they  cannot 
offer  such  attractive  terms  as  private  concerns  the  presump- 
tion must  be  that  they  are  unable  to  make  such  efficient  use 
of  capital. 

15.  As  an  instrument  of  long  t»m  policy,  high  Bank  Rate 
has  some  important  disadvantage.  It  increases  the  cost  of 
interet  on  floating  debt,  and  may  make  funding  difficult  if 
attractive  yields  on  Treasury  Bills  make  les  liquid  assets 
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unpopiilar  with  large  institutional  investors.  Furthermore, 
if  money  rates  at  home  are  kq)t  for  long  periods  above  the 
levels  generally  prevailing  abroad,  the  government  is  deprived 
of  an  important  defensive  weapon  against  a temporary 
external  deficit,  since  a further  increase  in  Bank  Rate  will  not 
attract  funds  from  abroad  to  the  same  extent  as  would  an 
increase  in  a relatively  low  rate.  By  keeping  Bank  Rate  high 
for  long  periods  we  increase  the  strain  on  the  foreign  balance 
by  paying  high  interest  on  unnecessarily  large  short  term 
balances  kept  in  London  by  the  attraction  of  high  interest  so 
long  as  Sterling  is  strong,  ffno  more  money  can  be  attracted 
by  a rise  in  Bank  Rate,  any  current  deficit  is  likely  to  make  for 
a faU  in  Sterling  exchange  rates  which  may  give  rise  to  such 
apprehension  among  foreign  investors  as  will  lead  to  a with- 
drawal of  short  term  funds  just  when  they  are  needed.  In 
fact  it  appears  that,  if  Bank  Rate  is  kept  permanently  high, 
the  movement  of  foreign  short  term  funds  will  be  towards 
London  when  Sterling  is  strong  and  away  when  it  is  weak, 
which  is  the  opposite  of  the  movement  induced  by  normal 
interest  rate  policy. 


16.  The  problem  is  that  we  need  a flexible  Bank  Rate  to 
assist  in  offsetting  short  term  disequilibrium  which  may 
arise  from  time  to  time  in  the  current  balance  of  external 
payments,  largely  because  our  reserves  are  too  small  to  make 
it  convenient  to  meet  all  temporary  deficits  by  liquidating 
reserves.  At  the  same  time,  long  run  external  equilibrium 
can  be  achieved  only  if  internal  inflation  is  kept  under 
control,  and  this  is  likely  to  call  for  a permanently  restrictive 
monetary  policy  in  the  foreseeable  future,  unless  Trade  Unions 
cease  trying  to  exploit  the  bargaining  advantage  they  enjoy 
when  employment  is  high.  To  some  extent  the  answer  may 
be  supplied  by  relying  on  quantitative  restriction  of  credit, 
rather  than  hi^  interest  rates,  as  the  chief  instrument  for 
limiting  money  demand.  If  there  are  no  surplus  liquid 
assets,  Bank  ^te,  which  governs  the  terms  on  which  liquid 
assets  can  be  converted  into  cash,  can  be  altered  without 
much  effect  on  the  total  volume  of  credit  available.  It  can 
be  reduced  when  Sterling  is  strong,  to  avoid  excessive 
interest  payments  abroad  and  relieve  market  stringency 
caused  by  Exchange  Equalisation  Account  sales  of  bills, 
and  raisM  when  the  current  balance  is  adverse  to  attract 
foreign  short  term  funds  and  prevent  the  increased  take-up 
of  tap  bOls  by  the  Exchange  Accoimt  for  making  conditions 
in  the  Money  Market  too  easy.  But  the  problem  of  allocating 
supplies  of  scarce  credit  wUl  be  easier  if  interest  rates  are 
generally  high  enough  to  choke  off  some  of  the  less  urgent 
demand  for  capital,  and  we  have  argued  above  that,  so  long 
as  a tendency  for  iifllation  persists,  it  is  desirable  that  interest 
rates  should  be  high  enough  to  give  those  who  save  money 
confidence  that  the  real  value  of  invested  money  savings  will 
not  depreciate  and  to  check  speculative  investment  made 
profitable  at  low  interest  rates  by  rising  prices.  It  is  therefore 
to  be  desired  that  measures  should  be  taken  to  prevent  a 
reduction  of  Bank  Rate,  which  may  be  appropriate  con- 
sidered in  the  light  of  the  current  external  balance,  from 
leading  to  a general  fall  of  interest  rates  on  assets  other  than 
bills. 

17.  This  might  be  done  by  pinsumg  a vigorous  funding 
policy  when  Bank  Rate  was  low,  so  that  any  tendency  for 
longer  term  rates  to  fall  would  be  offset  by  large  official  sales 
of  government  securities.  Or  the  government  might  k^ 
fixed  price  funding  stocks  permanently  on  offer,  bearing 
whatever  rate  of  interest  was  judged  to  be  the  minimum 
desirable  in  the  light  of  the  prevailing  domestic  situation. 
This  tap  loan  stock  would  immediately  become  attractive  to 
investors  if  there  were  any  tendency  for  interest  rates  to  fall, 
and  a reduction  of  Bank  Rate  might  have  the  paradoxical 
effect  of  reducing  liquidity  because  of  the  incentive  given, 
particularly  to  institution^  investors,  to  switch  money  out 
of  comparatively  unremunerative  bills  into  the  more  attractive 
fiinding  stocks.  The  government  would  apparently  be  acting 
uneconomically  in  preferring  to  borrow  at  unnecessarily  high 
rates  of  interest  on  bonds  when  it  could  borrow  more  cheaply 
in  the  bill  market,  but  I suggest  that  this  is  a necessary  price 
which  must  be  paid  if  we  are  to  keep  interest  rates  high 
enough  to  reduce  inflationary  pressure  while  enjoying  tiie 
advantages  of  a flexible  Bank  Rate.  This  kind  of  policy 
should  at  all  events  prove  less  expensive  than  the  alternative 
of  keeping  Bank  Rate,  and  therefore  the  discount  rate  on 
Treasury  Bills,  permanently  at  a high  level,  and  the  incentive 
to  switch  marginal  funds  from  bills  to  less  liquid  bonds  should 
help  to  eliminate  surplus  liquidity  and  give  the  authorities 
closer  contrpl  of  the  mon^  supply. 


18.  The  funding  stocks  issued  for  this  purpose  should  not 
be  long  term  securities,  but  principally  short  and  medium 
term  issizes.  This  is  not  only  b^use  heavy  long  term 
borrowing  at  high  rates  of  interest  would  place  a burden  on 
future  taxpayers  which  can  be  avoided  if  the  stocks  can  be 
refinanced  at  lower  rates  of  interest  after  the  need  for  dear 
money  as  a disinflationary  device  has  passed,  but  also 
because  long  term  securities  are  liable  to  fluctuate  considerably 
in  capital  value  before  their  redemption  date  and  so  are 
imattractive  to  investors  who  require  security  of  capital  value. 
Long  term  government  bonds  are  less  liquid  than  short  term 
loans  and  advances  to  credit-worthy  borrowers,  and  willing- 
ness on  the  part  of  the  government  to  pay  6%  interest  on 
securities  redeemable  after  15  or  20  years  will  not  necessarily 
prevent  money  being  offered  at  lower  rates  for  shorter  periods 
if  Bank  Rate  is,  say,  3 %.  If,  on  the  other  hand,  the  govern- 
ment is  offering  6 % on  stocks  whose  life  is  short  enough  to 
make  any  substantial  capital  depreciation  extremely  unlikely, 
few  investors  will  be  prepared  to  accept  less  from  commercial 
borrowers,  and  bills  will  be  held  only  in  so  far  as  immediate 
liquidity  is  a paramount  consideration.  Mioreover  the  banks 
will  not  be  under  such  pressure  to  expand  their  advances  as 
they  are  when  the  alternatives  are  either  to  hold  coinparatively 
unremunerative  liquid  assets  or  long  term  securities,  yielding 
higher  interest  but  liable  to  fluctuate  in  capital  value. 

19.  The  government's  power  to  influence  the  pattern  of 
interest  rates  on  assets  of  different  kinds,  which  is  the  basis 
of  the  policy  suggested  above,  was  noted  by  Professor  H.  G. 
Johnson  in  an  article  pnblished  in  the  Economic  Journal  of 
September  1951,  in  which  he  described  the  bill  market  as 
“ A bilateral  monopoly  dominated  by  the  government  as 
seller  The  size  of  the  National  Debt  is  so  great  that  any 
substantial  change  in  its  composition  is  bound  to  affect 
the  relation  between  bDl  rates  and  bond  yields,  and  between 
short,  medium  and  long  term  bond  yields.  By  borrowing 
on  bills  to  si^ort  bond  prices  the  auAorities  can  cause  long 
term  rates  to  fall  relatively  to  short  term  rates,  and  by  the 
reverse  process  bond  yields  can  be  made  to  rise  even  though 
Bank  Rate  is  unchanged. 

20.  Some  remarks  made  by  Professor  Johnson  in  his 
article  call  for  comment  here  because  they  appear  to  throw 
doubt  on  the  proposition  that  a wide  gap  between  bill  rates 
and  bond  yields  wUl  cause  the  elimination  of  surplus  liquidity. 
In  1950  Treasury  Bills  yielded  only  about  while  some  of 
the  longer  term  government  securities  yielded  more  than  six 
times  as  much.  Yet  the  banks  published  balance  sheets  at 
the  end  of  1950  showed  liquid  asset  ratios  considerably  higher 
than  were  conventionally  regarded  as  necessary  ; they  had 
apparently  resisted  the  temptation  to  switch  into  more 
profitable  long  term  stocks.  Professor  Johnson  suggests  as 
reasons  for  this  apparently  irrational  conduct  the  lack  of  a 
suifident  imexhausted  demand  for  advances  and  reluctance  to 
increase  holdings  of  government  securities  which  might 
d^reciate  in  capital  value.  But  this  is  not  conclusive, 
b^use  at  that  time  there  were  no  short  term  government 
stocks  combining  attractive  yields  with  security  of  capital 
value  : in  January  1951  most  of  the  shorter  dated  issues  stood 
above  par — ^24%  War  Bonds,  1951-1953,  were  quoted  at  over 
101 — and  the  shortest  dated  stock  offering  as  much  as  3% 
was  not  bound  to  be  redeemed  before  1968.  (This  was  the  3 % 
Firading  Stock,  1966-1968,  quoted  in  January  1951  at  994 
and  in  October  1957  at  80.)  Had  3 per  cent  been  obtainable 
on  stocks  due  for  redemption  before  1955  the  banks’  policy  in 
1950  mi^thave  been  different ; as  it  was  they  clearly  showed 
some  wisdom  and  foresight  in  remaining  liquid.  It  was  in 
fact  the  government’s  cheap  money  policy  that  made  for 
excess  liquidity  in  1950  ; a determined  policy  of  funding 
could  have  provided  safe  outlets  for  surplus  liquid  funds, 
and  would  at  the  same  time  have  removed  fears  of  unwelcome 
reprisals  if  demand  for  Treasury  Bills  was  lacking,  which 
Professor  Johnson  suggests  as  a further  reason  for  the  banks’ 
high  liquidity  ratios. 

21.  A low  Bank  Rate  will  not  itself  affect  saving,  since  it  is 
long  term  saving  which  is  principally  discouraged  by  fears  of 
inflation,  and  it  will  be  worth  while  to  save  if  high  enough 
interest  can  be  obtained  on  sound  securities,  roadless  of 
rates  ruling  in  the  bill  market.  High  rates  of  discount  on 
Treasury  Bills  are  in  some  respects  anomalous,  since  they 
so  readily  convertible  into  cash,  and  so  unlikely  to  involve 
their  holders  in  financial  loss,  that  they  are  almost  as  conven- 
ient as  bank  deposits  for  institutions  having  large  sums  of 
money  surplus  to  their  immediate  requirements.  If  the 
government  is  trying  to  keq)  control  over  the  money  supply, 
liquid  assets  ought  to  appear  as  things  to  be  held;  at  some 
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sacrifice  of  earnings,  when  immediate  liquidity  must  the 
first  consideration,  and  not  as  an  attractive  ^temative  to 
investments  of  a less  liquid  kind.  In  other  words,  if  we  want 
to  see  less  liquidity,  we  must  give  mvestors  strong  mcentives 
to  hold  the  less  liquid  kinds  of  asset,  even  though  by  domg  so 
we  may  temporarily  add  to  the  cost  of  financing  the  National 
Debt  The  National  Debt  burden  is  not  at  present  one  of 
the  most  pressing  economic  problems  facuig  this  country, 
and  to  allow  immediate  financial  considerations  to  obstruct 
funding  mi^t  in  the  long  run  prove  to  be  penny-wise  and 
pound-foolish. 


Summary 


24.  (f)  Public  works  financed  by  borrowing  are  probably  a 
more  eflBcient  means  of  reviving  demand  in  depression 
than  cheap  money  policy,  but  the  reverse  is  not  true  ; 
credit  restriction  is  likely  to  prove  necessary  in  coi> 
taining  inflation,  partly  because  of  practical  and 
political  difficulties  met  with  in  Budgetary  policy. 


Conclusion 

22.  I would  venture  to  suggest  that  the  existing  monetary 
system,  if  it  is  firmly  manag^,  can  be  made  to  work  as  well 
as  any  monetary  system  can  be  expected  to  work  m craditions 
of  full  employment  and  free  wage  bargammg,  and  that  there 
is  no  need  for  drastic  change.  The  suggestion  that  Tre^y 
Deposit  Receipts  should  be  revived  does  not  seem  to  have 
much  relevance  to  the  real  problems  confrontmg  the  British 
economy.  Treasury  Deposit  Receipts  were  mtroduc^ 
during  the  war  in  order  to  prevent  an  undesirable  mcrease  in 
the  supply  of  liquid  assets  at  a time  when  the  govemmrat 
could  not  possibly  finance  its  expenditure  out  taxation 
and  long  term  borrowing  in  the  open  market,  They  might 
conceivably  be  useful  in  financing  public  works  to  cure  a 
depression.  But  in  a peace-time  inflation  the  government 
should  be  progressively  reducing  its  short  term  indebtedness 
by  budgeting  for  surpluses  and  undertaking  funding  opw- 
ations,  and  there  ou^t  to  be  no  difficulty  in  keeping  me 
supply  of  Treasury  Bills  short  enougji  to  prevent  surplus 
liquidity  The  use  of  some  compulsion  mi^t  become 
n«»ssary  if  the  banks  showed  themselves  unwillmg  to 
co-operate  with  the  government  in  its  chosen  monetary  policy, 
but  as  the  banks  must  know  what  might  happen  if  they 
attempt  to  defy  the  monetary  authorities  there  is  no  reason  to 
suppose  that  they  would  be  so  foolish. 


23  Despite  the  objections  of  purists,  it  is  probable  that 
legal' restrictions  on  Hire  Purchase  contracts  serve  a useful 
purpose  b^use  they  relate  to  a form  of  credit  that  is  particu- 
larly likely  to  encourage  consumption  and  weaken  consimer 
resistance  to  higher  prices.  On  the  other  hand,  restnctions 
imposed  on  the  total  of  Bank  advances  are  mainly  useful  ^ a 
stop-gap  measure,  pending  the  elimination  of  excess  liqiudity . 

If  such  restrictions  persuade  the  banks  to  keep  their  liquid 
asset  ratios  higher  than  they  would  normally  choose,  they 
clearly  reduce  the  liquidity  of  the  banks’  ^tomers.  But  if 
the  banks  add  to  their  investments,  as  they  probably  will 
after  a time,  the  money  which  they  are  not  allowed  to  advance 
directly  to  their  customers  becomes  available  toough  the 
Stock  Exchange.  It  is  true  that  many  small  firms  are  in 
practice  almost  wholly  dependent  on  bank  advances  for  meu 
current  finance,  so  that  restricting  advances  effectively 
restricts  the  availability  of  credit  over  a section  of  industry 
and  trade,  but  there  are  small  firms  engaged  m the  export 
trade  and  large  ones  in  retail  distribution  ; discrmu^tion 
by  size  of  firm  may  not  be  a sound  long  term  policy  for  the 
allocation  of  scarce  credit,  Moreover  the  banks  can  at  l^t 
exercise  some  choice  in  their  advances  policy  when  credit  is 
scarce,  and  can  be  instructed  by  the  government  to  give 
priority  to  loans  for  purposes  deemed  important,  bifi  anyone 
who  has  marketable  securities  can  realise  them  witoout  loss 
if  the  banks  are  adding  to  their  investments.  The  way  to 
keep  down  the  supply  of  credit  is  to  put  the  banks  m aposition 
whCTe  they  cannot  afford  to  expand  either  their  investments 
or  their  advances,  and  this  can  be  done  either  by  restricting 
the  volume  of  liquid  assets  available  or  by  following  the 
American  practice  of  requiring  banks  to  horn  minim^ 
reserve  ratios  which  can  be  varied  as  necessary  to  prevrait  the 
total  of  bank  deposits  from  growing  too  rapidly,  'pus  would 
introduce  an  element  of  artfficiality  into  the  financial  systern, 
but  it  might  prove  useful  it  if  is  impracticable  to  secure  a rapid 
reduction  in  the  supply  of  liquid  assets.  It  'rould  almost 
certainly  be  both  less  artificial  and  more  effective  than 
continued  restriction  of  bank  advances  alone.  If  le^ 
minimum  reserve  ratios  are  introduced,  the  ratio  cOTtrolled 
should  be  that  between  total  deposits  and  <msh  plus  Treasury 
Bills  plus  loans  against  Treasury  Bills,  as  this  wo^d  ^ve  the 
authorities  closer  control  ov«:  credit  than  would  minmum 
ratios  for  cash  alone  or  for  more  vaguely  defined  liqind 
assets  Control  of  cash  ratios  alone  would  not_ necessarily 
prevent  the  banks  from  reducing  their  overall  liqiudity 
while  a less  strict  definition  of  liquid  assets  might  enable  the 
banks  to  increase  their  short  term  lending  to  traders  agamst 
commercial,  bills  without  infringing  reserve  requirements. 


(if)  The  general  level  of  prices  cannot  be  effectively 
controll^  by  government  order  when  employment  is 
high  and  wage  bargaining  free.  This  means  that 
deflationary  policy  must  aim  at  controlling  demand 
rather  than  costs. 


(r7i)  A moderate  degree  of  deflation,  not  pushed  p far  as 
to  cause  widespread  and  prolonged  unemployment, 
should  not  cause  real  wages  to  fall. 


(iv)  The  argument  that  limiting  the  stock  of  money  has  no 
effect  on  the  flow  of  money  is  fallacious. 


(v)  Restriction  of  trade  credit  will  Increase  resistance  to 
higher  prices  and  should  moderate  the  rate  at  which 
money  wages  are  allowed  to  rise. 


(vi)  In  the  long  run,  stability  in  the  purchasing  power  of 
Sterling  may  be  a necessary  condition  for  the  main- 
tenance of  fuU  employment  and  high  hving  standards 
in  this  country.  Deflation  is  therefore  necessary,  not 
merely  advisable. 


ivli)  Monetary  policy  cannot  be  used  to  force  wages  and 
prices  downwards  without  danger  of  creating  sermus 
unemployment  and  depression.  It  should  therefore 
not  be  used  to  maintain  an  over-valued  Pound  or, 
except  in  the  short  run,  to  maintain  external  equilib- 
rium by  creating  disequilibrium  in  the  home  market. 


(viii)  Despite  the  need  to  keep  prices  down,  some  wages  and 
salaries  will  have  to  be  allowed  to  rise  to 
equilibrium  in  the  labour^  :^rket.  Pohcies  should 
aim  at  containment,  not  rigidity. 


(ix)  The  real  rate  of  interest  is  less  than  the  nominal  money 
rate  when  prices  are  rising.  The  real  rate  should 
always  be  positive,  and  this  generally  requires  money 
rates  about  twice  as  hi^  as  the  rate  at  which  prices 
tend  to  increase. 


Cx)  Moderately  high  interest  rates  should  not  im:^ir 
industrial  efficiency,  but  if  spending  cannot  be  suttic- 
iently  restrained  by  a moderate  rise  m 
quantitative  control  of  credit  will  be  preferable  to 
immoderate  increases  in  interest  rates. 


(xi)  It  will  be  desirable  to  have  a planned  allocation  scheme 
for  credit  if  interest  rates  are  not  allowed  to  rise  high 
enough  to  equate  demand  with  a limited  supply. 


(xiO  Effective  quantitative  regulation  of  credit  wiU^ll  for 
restriction  of  liquid  assets  as  well  as  cash.  This  can 
be  achieved  by  reducing  the  Treasury  Bill  issue,  by 
funding  and  the  appropriation  of  revenue  surpluses. 


(xiii)  Government  lending  to  local  authorities  and  national- 
ised industries  must  continue  to  be  restricted,  but  those 
concerns  whidi  are  solvent  need  not  be  prevented 
from  borrowing  in  the  open  market. 


(xiv)  A flexible  Bank  Rate  is  needed  to  meet  fluctuations  m 
the  foreign  balance,  particularly  while  our  reserves  are 
small,  and  this  can  be  made  compatible  with  generally 
restrictive  cr^it  conditions  at  home  by  usmg  appro- 
priate funding  techniques,  low  Bank  Rates  being  offset 
by  large  official  sales  of  short  and  medium  term 
government  securities. 


(xv)  Funding  will  encourage  the  elimination  of  surplm 
liquidity  by  raising  long  term  rates  relatively  to  bill 
rates.  High  bank  liquidity  in  1950,  when  long  term 
rates  were  much  higher  than  bill  rates,  w^  due  to 
cheap  money  policy  and  not  to  irrational  behaviour 
by  the  banks.  The  pattern  of  yields  at  that  time  was 
not  irrational,  bearing  in  mind  the  likelihood  mat 
long  term  securities  might  depreciate  in  capital  value. 


(xvi)  Bank  Rate  itself  does  not  affect  saying,  provid^  it  is 
not  allowed  to  exert  too  great  an  influence  on  longer 
term  rates.  The  yield  of  short  and  medium  term 
government  bonds  is  the  real  key  to  the  situation. 
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(xvii)  There  is  no  need  for  drastic  changes  in  the  financial 
system,  or  for  a revival  of  Treasury  Deposit  Receipts. 
The  latter  are  appropriate  only  when  the  government 
is  unable  to  balance  its  Budget  and  fund  floating  debt. 


(xvzii)  Limitation  of  bank  advances  is  at  best  desirable  only 
as  a short  term  policy,  but  the  enforcement  of  legal 


minimum  reserve  ratios  might  serve  a useful  purpose 
while  excess  liquidity  exists. 

(x/jc)  Restrictions  on  Hire  Purchase  are  a useful  instrument 
of  credit  control. 

Political  Economy  Department, 

University  of  Reading 
\2th  November,  1957. 


5.  MEMORANDUM  OF  EVTOENCE  SUBMITTED  BY  MR.  W.  F.  CRICK* 


Introduction 

To  avoid  imposing  an  undue  burden  on  the  Committee, 
this  memorandum  has  been  given  piecemeal  form.  It  does 
not  purport  to  be  comprehaisive  in  its  range  or  ftilly  docu- 
mented and  argued.  It  may  well  be  found  to  contain  no 
observations  on  particular  matters  to  which  the  Committee 
attadies  importance  ; and  onsomeoftheseitmay  be  possible 
to  offer  comment  if  desired.  On  several  topics  mentioned  in 
the  main  document,  fuller  material  has  been  put  away  into 
appen^ces. 

Having  regard  to  the  Committee’s  terms  of  reference, 
almost  nothing  is  said  in  this  memorandum  about  the  Unit^ 
Kingdom’s  external  monetary  relations  and  concern  in 
international  financial  affairs.  Consideration  of  several  of 
the  matters  here  discussed  is  coloured,  however,  by  recog- 
nition of  the  fact  that,  owing  largely  to  the  changed  inter- 
national capital  position  and  the  low  level  of  liquid  reserve 
in  relation  to  liquid  external  liabilities,  the  continuous  pursuit 
of  a monetary  policy  directed  by  reference  to  domestic  needs 
may  at  times  be  hampered  by  external  obligations,  including 
commitment  to  a fixed  parity  and  the  long-term  objective  of 
total  convCTtibility. 

Copies  of  three  personal  papers  i have  already  been 
supplied  to  the  Committee,  namely  : — 

(0  An  article  in  the  July  1957  issue  of  The  Bankers' 
Magazine,  in  which  an  attempt  was  made  to  define 
monetary  poliQ’,  to  review  the  types  of  instrument 
used  in  pursuing  it,  and  to  describe  some  of  the 
obstacles  in  the  way  of  its  fulfilment ; 

(z7)  An  article  in  the  October  1957  issue  of  The  Journal  of 
Industrial  Economics,  in  which  were  set  forth,  in  order, 
a long  series  of  questions  which  seemed  likely  to  claim 
the  attention  of  the  Committee  ; 

(fti)  A private  note  outlining  arrangements  operative  in  a 
number  of  countries  overseas  whereby  monetary 
authorities  seek  to  obtain  the  benefits  of  consultation 
and  of  informed  public  understanding  of  their  policies 
and  action  (see  Appendix  E). 

In  section  I of  this  memorandum  are  set  forth 
comments  on  the  structure  and  technique  of  the  monetary 
system  ; section  II  takes  up  questions  concerning  the  form 
and  content  of  monetary  policy  ; the  formation  and  ex- 
position of  policy  are  dealt  with  in  section  III  ; and  section 
TV  contains  proposals  with  regard  to  responsibility  for  policy. 

I.  Structure  and  Technique 

1.  In  one  respect  at  least  the  structure  of  our  monetary 
system  is  archaic — refer  to  the  mechanism  of  the  fiduciary 
note  issue.  The  elaborate  statutory  provisions  for  “ control  ” 
of  the  fiduciary  issue  provide  in  practice  no  control  (and 
foster  the  Ulusion  that  direct  control  has  some  virtue  in  itself)  ; 
the  division  of  the  Bank  of  England  into  two  departments 
serves  no  purpose  relevant  to  modem  conditions  ; and  the 
Batik’s  weekly  return— cast,  as  it  is,  substantially  in  the  form 
laid  down  in  18442— is  by  its  complexity  and  ambiguous 
terminology  denuded  of  any  general  value  as  information. 
There  is  an  almost  self-evident  case  for  modernization  of  the 
statutory  structure  of  the  Bank  in  the  light  of  realism.- 
2 The  Committee  will  have  heard  diverse  views  on  the 
extent  to  which  it  is  desirable  to  rely  upon  manipulation  of 
interest  rates,  particularly  by  the  use  and  the  ever-present 


possibility  of  Bank  rate  changes,  in  pursuing  the  complex 
objectives  of  present-day  mooetaiy  policy.  I suggest  there 
is  value  in  an  historical  approach  to  the  question.  In  the 
past  the  conditions  under  which  Bank  rate  changes  seem  to 
have  readied  their  maximum  efficacy  included  the  following  : 

(/)  A high  degree  of  competitive  flexibility  in  interest 
rates  generally  in  the  London  market ; 

(z7)  An  implicit,  perhaps  even  unformed,  presumption^  of 
unrestrained  international  mobility  of  funds,  im- 
movability of  the  gold  parity  of  the  pound  and 
immediate  exchangeability  between  gold  and  sterling 
at  tlmt  parity  ; 

{Hi)  The  ready  availability,  at  a price,  of  short-  and  long- 
term loans  in  London,  associated  with  a consistent 
surplus  on  account  of  international  payments  and 
receipts,  a strong  reserve  position  and  a tiigh  level  of 
liquidity  reinforced  by  access  to  ample  simph^  of 
newly-mined  gold  ; 

(fv)  The  small  volume  of  outstanding  public  debt  in  the 
United  Kingdom  and  the  very  limited  demands  made 
by  United  Kingdom  public  authorities  on  the  capital 
market. 

Whffli  one  compares  these  conditions  with  those  ruling 
in  modem  times — noting  too  the  more  powerful  influence  of 
taxation  upon  individual  decisions  about  borrowing  and 
lending,  saving  and  spending — it  appears  that  only  a quite 
remarkable  combination  of  coropwisating  developments 
could  justify  any  expectation  of  comparable  efficacy  of  Bank 
rate  variations.  1 can  find  no  ground  upon  which  to  base  a 
belief  that  any  such  miracle  has  occurred.  Indeed,  inferential 
evidence  to  Ae  contrary  is  to  be  seen  in  the  fact  that  it  has 
found  necessary  to  continue  the  use  of  many  new 
instruments  of  moneta^  policy  throughout  the  period  of 
resort  to  more  flexible  interest  rates  ; I cannot  think  of  one 
that  has  been  scrapped. 

3.  This  observation  does  not  imply  that  Bank  rate 
changes  since  1951  have  been  futile  ; but  rather  that  the 
results  have  been  far  less  powerful  than  thQ'  used  to  be — so 
much  less  powerful,  indeed,  as  to  raise  the  question  whether 
the  ends  have  justified  the  means.  (On  this  question  some 
relevant  data  are  assembled  in  Appendix  A).  A completely 
sceptical  conclusion  would  ne^  to  be  modified  on  the 
following  grounds  : — 

(a)  A rise  in  Bank  rate  may  have  considerable  direct 
impact  when  the  movement  is  from  an  already  high 
figure  to  an  even  higher  one.  Thus  the  increase  from 
5 to  7,  unlike  preceding,  more  moderate  increases, 
appears  to  have  thinned  down  the  volume  of  capital 
expeniture  by  local  government  authorities  ; there 
is  some  evidence  (though  the  sequence  is  clouded  by 
the  simultaneous  intensification  of  the  “ squeeze”  on 
bank  advances)  that  it  may  have  caused  retailers  and 
other  traders  to  try  to  apply  some  selective  reduction 
of  stocks  ; and  it  seems  to  have  combined  with  factors 
colouring  the  general  business  outlook  to  provoke  a 
review  and  modffication  of  capital  expenditure  plans 
in  some  branches  of  private  business.  3 

(b)  The  “ signal  ” effect  of  Bank  rate  changes  retains 
some  importance,  in  both  the  internal  and  the  external 
context,  through  ingrained  ideas  of  their  significance 
and  associations.  The  trouble  has  been— in  our  post- 
war, high-level  “ guided  economy  ” — that,  while  a 


• See  Minutes  of  Evidence  Qns.  10513  to  10578. 

1 It  will  be  understood  that  the  contents  of  those  papers,  as  vtdl  “ 

iodudiiia  views  espressed  and  suggestions  made,  are  submitted 
solS^s!^m“i]ity  and  in  my  personal  capacity,  without  canymg  any 
sole  nnimmi  of  any  organiiation  with  which  I am 


o the  attitude  or  op 

o useful  sub.division8 
its  ” into  “ Bankers  ' 
0 " Discounts  and  ad 
these  headings  is  by  r 


and  Other  accounts  ”,  and  of  “ other 
ances  ” and  " Securities  ” ; but  the  precise 
) means  obvious. 


borrowings— than  in  any  direct  enlargement  of  the  toul  vi 
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needed  warning  might  be  given  by  a sharp  rise,  a 
moderate  reduction  mi^t  have  a natural  but  perhaps 
unwanted  stimulating  effect.  The  point  was  well 
Ulustrated  by  the  sharp  rise  and  the  preceding  moderate 
reduction  during  1957,  and  was  remarked  upon  by 
the  Governor  of  the  Bank  of  England  in  a speech  in 
October  1957.t  Thus  there  seems  to  have  been  a 
tendency  for  each  sharp  warning  to  result  in  the  estab- 
lishment of  a progressively  higher  “ plateau  ” for  Bank 
rate  and  all  that  goes  with  it. 

(c)  Although  the  manipulation  of  Bank  rate  may  thus 
encounter  difficulties  and  entail  disadvantages,  this 
fact  need  not  detract  from — indeed,  it  may  increase — 
the  importance  of  variations  in  the  pattern  of  rates,  as 
between  short-term  and  long-term,  and  between  rates 
for  attracting  funds  and  lending  them.  In  present 
conditions,  for  example,  advantage  is  to  be  seen,  in 
terms  of  continuing  domestic  monetary  policy,  in 
establishing  long-term  rates  at  an  attractive  margin 
above  short-term.  Yet  the  rise  in  Bank  rate  in 
September  1957  had  precisely  the  opposite  effect 
(comparing  rates  of  yield  on  Government  " irredeem- 
ables ” with  the  tender  rate  on  Treasury  bills),  and 
this  effect  outhved  the  immediate  “ balance-of- 
payments  crisis  In  some  circumstances,  moreover, 
it  could  be  thought  desirable,  theoretically  at  least,  to 
vary  the  differential  between  the  rate  paid  on  bank 
deposits  and  the  rates  charged  on  bank  advances  ; 
yet  both  are  closely  geared  to  Bank  rate. 

4.  On  the  whole,  then,  there  is  ample  reason  to  question 
whether  Bank  rate  changes  should  any  longer  be  regarded  as 
the  spearhead  of  monetary  policy.  It  is  true  that  Bank  rate 
has  the  advantage  of  being  an  immediately  usable,  simple, 
impersonal  and  in  a sense  unselective  instrument ; on  the 
other  hand,  the  job  that  monetary  management  now  has  to 
do  is  so  complex,  and  so  much  is  demand^  of  it2  in  directing 
the  course  and  shaping  the  pattern  of  affairs,  that  it  must 
necessarily  proce^  in  part  at  least  by  way  of  positively 
discriminatory  treatment  of  factors  of  disturbance. 

(a)  One  thing  appears  certain  : that  if  Bank  rate  changes 
are  to  serve  as  a means  of  steadying  the  economy  on  a 
line  of  sustained  expansion,  they  must  be  much  more 
activdy  and  authoritatively  interpreted,  and  their 
relevance  to  current  conditions  more  fully  and  openly 
explained,  than  has  been  the  practice  in  the  past. 

(b)  We  need  also  to  work  towards  greater  flexibility  in 
Bank  rate  as  in  short-term  rates  generally.  Changes 
in  Bank  rate  should  be  made  more  readily — even  at 
some  risk  of  misunderstanding — ^in  order  to  establish 
its  utility  as  an  equilibrating  instrument  for  use  in  a 
“guided  economy ”.3  The  authorities  should  have 
in  mind  the  fact  that  the  longer  a reduction  from  a 
high  level  is  delayed,  the  more  restricted  becomes  the 
scope  for  exerting  influence  through  an  upward 
movement,  and  the  more  the  unwanted  ill-effects  of 
high  interest  charges  are  piling  up.  A rise  in  Bank 
rate  to  a very  high  level  (especially  one  that  puts 
short-term  well  above  long-term  rates)  should  be 
regarded  as  an  emergency  measure,  to  be  taken  only 
in  conditions  of  crisis  which — if  accompanying 
measures  are  sufficient — should  quickly  pass,  to  allow 
prompt  reversal  of  the  movement. 

(c)  One  other  requirement  needs  stating.  The  regular, 
outdated  ritual  surrounding  the  weekly  fixing  of  Bank 
rate  shotild  be  abandoned.  The  fact  that  a change  in 
Bank  rate  is  “head-line  news”  tends  to  divert 
attention  from  other,  perhaps  more  important, 
monetary  measures.  Further,  little  is  to  be  said, 
apart  from  tradition  and  the  convenience  of  those 
responsible,  for  the  routine  of  Thursday  morning 
decisions,  and  nothing  for  the  generation  of  spurious 
excitement  which  accompanies,  and  sometimes  pre- 
cede, the  formal  announcement  of  the  rate.  Changes 
would  be  in  some  ways  more  effective,  and  technically 
perhaps  more  smoothly  brought  about,  if  made  on 
odd  days  of  the  week  and  outside  business  hours. 


2 Popular  cone 

monetary  policy,  a 

extending  over  little  more  than  thirty  y< 

.t  Subject  to  correction  for  facts  outside  my  knowledge,  I should  have  recog- 
nired  a strong  balance  of  argument  in  &vour  of  a full  one-per.cent  reduction  in 
Bank  rate  eariy  in  February  1958,  partly  as  a gesture  of  confidence  and  a check 
10  any  unwanted  inflow  of  " hot  money  ”.  CThis  footnote,  as  well  as  the  para- 
graph to  which  It  is  related,  wet  written  at  the  beginning  of  March.) 


5.  The  rate  of  interest  paid  on  deposit  accounts  at 
commercial  banks  is  hi^ly  standardized,  precisely  geared  to 
Bank  rate,  and  thus  closely  associated  with  the  rates  charged 
by  the  banks  for  short  loans  to  the  money  market.  Experience 
has  shown  that  balances  tend  to  shift  in  much  larger  volume 
from  current  account  to  deposit  account  in  response  to  a rise 
in  Bank  rate  to  a very  high  level  than  in  response  to  a rise  to 
a moderate  figure  : there  appears  to  be  something  com- 
parable to  a “ sound  barrier  ”,  at  about  6 or  7 per  cent  for 
Bank  rate,  botli  in  relation  to  deposits  and,  incidentally,  in 
relation  to  advances. 

My  impression  is  that  such  effectiveness  as  interest 
rates  throu^out  the  system  may  possess  is  impaired  by 
interposed  resistance  to  flexibility.  It  might  be  worth 
considering,  for  example,  whether  over-riding  objections 
would  be  found  to  action  by  the  banks  in  appropriate 
conditions  with  the  object  of  inducing  some  “ freezing  ” of 
liquid  money,  in  a more  certain  sense  than  under  present 
arrangements.  This  might  be  done  by  allowing  greater 
flexibility  in  deposit  terms,  as  by  offering  more  favourable 
interest  allowances  on  deposits  definitely  and  firmly  fixed  for 
agreed  period  measured  in  months.  If  such  arrangements 
were  to  result  in  the  retention  of  a substantial  block  of  fixed 
deposits  with  the  banks,  the  process  would  have  the  further 
advantage  of  providffig  them  with  a corpus  of  funds  for  the 
provision  of  cr^t  of  a kind  which,  xmder  ordinarily  accepted 
principles,  faUs  to  qualify  as  “ short-term  self-liquidating  ”. 
Under  present  conditions  there  is  perhaps  too  little  difference, 
in  terms  of  practical  liquidity,  between  balances  on  current 
account  and  on  d^osit  account  ; with  the  offer  of  rate 
differentials  the  “ solidifying  ” effect  of  a rise  in  interest  rates 
might  well  be  more  marked. 

6.  If  changes  in  Bank  rate  are  to  be  regarded  with  some 
scepticism  as  the  major  instrument  of  policy,  greater  reliance 
must  be  placed  on  other  measures.  One  possibility,  latterly 
much  discussed,  is  the  enforcement  of  a ratio  control  over 
bank  liquidity.  While  not  ignoring  the  embarrassment  to 
the  authorities,  in  some  conditions,  arising  from  a large 
volume  of  short-term  Government  debt,  I would  regard  the 
use  of  prescribed  minimum  (and  perhaps  maximum)  liquidity 
ratios  as  redundant  in  this  country.  Comparisons  with  ratio 
controls  in  other  countries  often  overlook  the  fact  that  in 
the  United  Kingdom’s  system  there  is  already  a firmly 
established  day-to-day  cash  ratio  and  a fairly  definite 
conventional  minimum  liquidity  ratio,  together  with  a highly 
integrated  money  market  (in  the  narrow,  peculiarly  English, 
sense  of  that  term)  closely  and  continuously  dependent  upon 
the  central  baific.  The  authorities  have  considerable  power 
to  influence  liquidity,  not  only  by  “ open  market  opera- 
tions ”,  but  also  by  the  process  of  funding  or  unfunding 
Government  debt  held  outside"  official  ” organisms — apower 
that  is  all  the  greater  by  reason  of  the  fact  that  “ public 
departments  ”,  unlike  ordinary  holders  of  and  traders  in 
Government  securities,  have  little  need  to  concern  themselves 
with  capital  losses  or  gains  on  their  investment  operations.** 

7.  The  views  expressed  in  preceding  paragraphs  imply 
acceptance  of  the  resort  to  selective  credit  controls  as  an 
instrument  of  policy.  Study  of  the  statistical  record  leaves 
little  doubt  as  to  the  efficacy  of  these  controls,  as  exercised 
through  the  commercial  banks,  in  the  sense  that  bank  lending 
would  have  been  on  a much  larger  scale,  and  far  less  dis- 
criniinating  in  terms  of  national  policy,  had  no  officially- 
defined  selective  tests  been  applied.  Further,  they  are  more 
direct  than  changes  in  Bank  rate  and  action  upon  liquidity, 
and  more  rational  in  their  discriminatory  effect.  These 
qualities  may  be  held  to  outweigh  the  practical  objections  to 
them,  the  difficulties  and  imperfections  of  their  application, 
and  the  disturbances  to  the  smooth  fulfilment  of  business 
plans  which  they  entail.  Three  comments  may  nevertheless 
be  made  here  upon  the  controls  as  used  hitherto  : — 

First,  1 would  emphasize  the  word  “ selective  ”,  for 
in  my  view,  while  the  case  for  qualitative  controls  is 
strong,  the  resort  to  quantitative  regulation  as 
practised  since  July  1955  is  indefensible  on  any 
rational  grounds.  (Quantitative  restrictions  may  come 
into  conflict  with  qualitative,  especially  after  a long 
period  of  selective  regulation.  They  cannot  be  applied 
with  certainty,  under  the  overdraft  system,  and  are 
therefore  bound  to  operate  unfairly.  And  I can  see 
no  basis  on  wffich  a given  figure  of  advances  can  be 
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adjudged  right  and  proper  for  any  given  date  in 
isolation — still  less  for  any  date  some  way  ahead  (see 
also  para,  10  below). 

Secondly,  one  would  hope  to  see  more  flexibility  in 
the  resort  to  the  qualitative  controls,  so  that  the 
restrictions  aiq>lied  in  a given  situation  might  not,  as 
in  the  past,  b«ome  established  in  cumulative  effect 
after  the  immediate  circumstances  of  their  introduction 
had  passed.  There  is  a real  danger  that  by  the 
embedding  of  a particular  request  the  provision  of 
bank  credit  may  be  restricted  at  a time  when 
conditions  generally  call  for  some  expansion  of 
borrowing  as  an  aid  to  business  revival. 

Thirdly,  the  range  of  the  control  should  be  widened 
to  cover  sources  of  credit  other  than  the  commercial 
banks — particularly  the  hire-purchase  finance  com- 
panies. This  might  perhaps  be  done  by  way  of  recom- 
mendations or  directions  issued  under  section  4(3)  of  the 
Bank  of  England  Act — a procedure  which  would 
require  the  fir^ce  companies’  being  designated  by  the 
Treasury  as  “ bankers  ” for  the  purpose  of  the  Act. 
(It  will  have  been  noticed  that  finance  companies  are 
more  and  more  freely  describing  themselves  as 
“industrial  bankers’’.)  If,  however,  administrative 
objection  were  raised  to  this  course,  then  special 
statutory  or  other  arrangements  would  need  to  be 
devised. 

8.  Allied  in  purpose  to  the  selective  regulation  of  bank 
advances  is  the  control  (exercised  directly  under  statute)  over 
capital  issues  and  certain  forms  of  borrowing.  The  power 
of  regulation  is  vested  in  the  Treasury,  but  appears  to  be,  in 
effect,  largely  delegated  to  the  Capital  Issues  Committee. 
Constitutionally  this  is  an  advisory  body,  but  in  practice  it 
seems  to  have  become  administrative  in  character,  making  its 
own  decisions  on  particular  cases  under  general  directions 
laid  down  by  the  Treasury.  The  applicant  for  permission 
to  borrow  or  make  an  issue  of  capital  addresses  himself  to  the 
Committee  ; and,  althou^  the  decision  is  conveyed  to  him 
by  communication  from  the  Treasury,  the  impression  is 
widespread  that  that  decision  (subject  perhaps  to  review  i, 
particularly  in  large  or  “ difficult  ” cases,  by  the  Treasury) 
has  been  in  reality  determined  by  the  Committee. 

This  arrangement,  if  in  fact  thus  correctly  described, 
is  objectionable.  The  composition  of  the  Committee  is  of 
a kind  appropriate  to  an  advisory  body  considering  “ anony- 
mous ’’  problems,  but  not  to  a body  passing  judgment  on 
particular  cases.  The  responsibility  for  saying  “ yes  ” or 
“ no  ’’  to  particular  applications  should  be  borne,  both  in 
practice  and  in  appearance,  by  the  Treasu^  or  by  some  agency 
established  by  it  consisting  of  whole-time  servants  of  the 
State.  It  might  well  be  found  advantageous  to  retain  the 
Committee  in  a purely  advisory  capacity. 

The  ambiguous  position  of  the  Committee  perhaps 
accounts  for  a practice  which  demands  reconsideration, 
namely  the  withholding  of  any  statement  of  the  grounds  on 
which  an  application  has  been  rejected.  Much  confusion, 
frustration  and  grievance  arises  from  seeming  inconsistency 
in  the  treatment  of  separate  but  apparently  similar  appli- 
cations, and  this  could  be  largely  avoided  by  indicating  to  the 
applicant  the  nature  of  the  objection  taken  to  his  proposal. 
(On  ttie  broader  aspect  of  this  matter  see  par.  17  (6).) 


II.  The  Form  and  Content  of  Poucy 

9.  In  the  first  of  the  papers  listed  in  the  Introduction  to 
this  memorandum,  one  possible  definition  of  monetary  policy 
was  set  forth.  The  statute  governing  the  Commonwealth 
Bank  of  Australia  provides  an  actual  example  of  the  range 
of  objects  that  policy  is  intended  to  serve.  2 Whether  any 
explicit  definition  be  laid  down  or  not,  in  practice  the  purposes 
of  continuing  monetary  action  are  and  must  be,  in  modem 
polity,  several  and  not  always  consistent  among  themselves. 
There  is  no  single  purpose — ^whether  it  be  stability  of  the 
purchasing-power  of  the  currency,  stability  of  its  exchange 
value,  full  employment  or  what  not — that  can  rightly  be 


1 The  Economic  Secretary  lo  the  Treasury  said  two  yean  ago  1 st  M«y. 

1936.  col.  359)  that  “ he  peraonally  scrutinised  every  case  where  a reeomotead- 
ation  of  refUsal  was  made  by  the  Capital  Issues  Committee 

2 Cf.  Memorandum  of  Evidence  submitted  by  the  Governor  of  the  Common- 
wealth Bank  of  Australia  (Memoranda  of  Evidence  Part  V,  No.  1.). 


accorded  primacy  at  all  times.  Further,  the  instruments  of 
policy  may  have  effects  which  are  not  consistent  among 
themselves,  and  some  of  them — ^most  obviously  the  fiscal 
instruments — may  be  directed  to  the  attainment  also  of 
ni>n-monetary  objectives. 

From  these  inconsistencies  it  follows  that  policy  must 
always  be  a compromise  among  ends,  and  monetary  manage- 
ment must  always  be  a compromise  among  means.  Hence 
the  degree  of  success  achieved  must  never  be  judged  by  a 
single  test.  Hence  also  the  importance  of  continuous 
awareness  of  the  possibility  that  a course  of  management 
appropriate  to  today’s  conditions  may  be  out-dated  tomorrow, 
while  one  objective  that  properly  demands  primacy  today 
may  be  forced  into  a position  of  secondary  importance 
tomorrow.  All  this  underlines  the  need  for  flexibility  in 
shaping  policy  and  in  carrying  it  out — and  for  recognizing 
and  reflecting  that  flexibility  when  defining,  expoimding, 
judging  and  defending  the  actions  taken  in  furtherance  of 
policy. 

10.  Reference  has  already  been  made  (par.  7)  to  the 
absence  of  a rational  basis  for  quantitative  regulation  of  bank 
advances.  The  resort  to  arithmetical  devices  for  restraining 
inflationary  pressure  has  been  wider  than  this  single  act,  and 
is  in  line  with  the  misconceived  tendency  to  seek  a simple 
standard  for  poli(ty  or  management.  Some  time  ago, 
responsible  public  statements  tended  to  concentrate  unduly 
upon  the  volume  of  bank  deposits  as  the  test  of  policy, 
regardless  of  the  fact  that  a considerable  movement  therein 
can  take  place  without  any  implication  as  to  the  flow  of 
spending.  In  July  1955  an  over-simplified  official  view  of  the 
volume  of  bank  advances  attached  virtue  to  the  attainment  of 
a sizeable  reduction  therein.  In  September  1957  the  idea 
seemed  to  have  embedded  itself  that  if  cmly  several  things 
could  be  prevented  from  rising,  as  between  the  current  year 
and  the  year  to  come,  economic  equilibrium  would  be  secure. 
No  quantitative  distinction  was  made  between  a volume  of 
credit  outstanding  from  month  to  month,  a.  flow  of  Govern- 
ment expenditiue  (whether  for  current  or  capital  purposes) 
over  the  year,  and  a planned  amount  of  capital  expenditure 
by  basic  industries.  These  arithmetical  standards  are  a 
deceptive  over-simplification  ; they  create  difficulties  and 
inequity  ; they  are  evasive  of  the  real  requirements  of  the 
situation  ; and  they  set  up  false  tests  of  success  in  monetary 
policy. 

11.  In  conditions  calling  for  restraint  there  is  a strong  case 
for  suggesting  that  the  ffist  impact  should  be  on  current 
consumption  at  both  personal  and  business  levels,  including 
expenditure  on  new  durable  consumers’  goods.  Changes  in 
excise  duties,  regulation  (which  could  well  be  selective)  of 
the  terms  of  hire-purchase  transactions  and  credit  available 
therefor,  possibly  a variable  duty  on  advertising  and  other 
devices  could  be  directed  to  this  end.  The  broad  object  here 
is  to  enlarge  the  proportion  of  incomes  which  is  withheld  as 
“ free  ” or  “ uncommitted  ’’  savings.  The  second  object  of 
curtailment  should  be  deferable  or  dispensable  capital 
projects.  Only  at  the  last  extreme  should  long-term  capital 
plans  for  basic  industries  and  services  be  made  to  undergo 
deferment  or  to  suffer  the  dis-economies  of  “re-phasing”. 
It  is  unfortunate  that  power  projects,  for  example,  should  be 
slowed  down  except  at  the  last  extremity  of  need  to  enforce  a 
contraction  of  total  expenditure-  ^ 

In  opposite  conditions,  that  is  to  say  in  circumstances 
of  actual  or  threatened  business  recession,  the  relaxation  of 
restraints  on  current  expenditure  may  have  a less  decisive 
influence  in  changing  a pre-induced  attitude  of  personal  and 
business  caution.  At  the  same  time,  measures  to  stimulate 
private  capital  expenditure  may  prove  less  effective  than  the 
restrictive  action  previously  taken  in  the  opposite  circuni- 
stances.  In  such  conditions  the  importance  of  speeding  up 
basic  capital  works  is  self-evident.  The  net  result,  over  the 
years,  of  equilibrating  action  both  ways  might  be  to  enlarge 
the  proportion  of  national  income  saved  and  the  proportion 
of  national  expenditure  applied  to  the  creation  of  economic 
and  soci^  assets.  If  so,  the  result  would  be  welcome.  The 
Secretary  of  the  Committee  has  been  supplied,  for  purposes 
of  reference  if  needed,  with  a copy  of  a recent  personal  paper 


3  Apkrt  from  economic  inveslmeac,  I btve  in  mind  also  the  urgent  necessity — 
which  I would  put  vety  high  in  the  order  of  precedence — of  extensive  capital 
expeoditure  on  certain  social  services,  including  enlarged  and  improved  hospitals 
especially  toi  treatment  of  mental  ill-health,  better  provision  for  the  accommoda- 
tion end  care  of  old  people,  and  higher  standards  in  penal  and  reformative 
establishments. 
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in  which  the  course  of  national  saving  was  reviewed  and  a 
case  stated,  in  brief,  for  the  need  of  a substantial  enlargement 
of  saving  and  investment. 

12.  Some  of  the  instruments  available  for  use  in  pursuing 
monetary  policy  are  fiscal,  and  in  relation  to  thetn  two  major 
problems — one  theoretical  and  one  practical — arise. 

(a)  First,  the  propriety  of  having  some  regard  to  the 
requirements  of  monetary  policy  in  shaping  the  total 
budget  of  the  central  Government  (including  its 
firianm'ng  of  related  organs)  is  now  generally  accepted  ; 
and  the  practice  of  adjusting  some  particular  tax 
factors — depreciation  allowances,  for  example — ^to 
the  needs  of  the  monetary  situation  seems  now  to  be 
firmly  entrenched.  It  is  in  my  view  a pity_  that  the 
concept  of  “ forced  saving  ” has  been  less  rigorously 
applied,  in  determining  ttie  outlines  of  the  budget, 
latterly  than  in  an  earlier  post-war  period.  It  is  ad- 
mittedly argtiable  that  an  increase  in  “ forced  saving  ]’ 
may  in  some  conditions  be  deprived  of  its  anti- 
inflationary  efiect  by  a reduction  in  voluntary  saving 
following  directly  from  the  tax  measures  adopted  to 
produce  it.  To  say  this,  however,  is  not  to  deny  the 
vdidity  and  practical  value  of  the  concept,  but  rather 
to  suggest  that  both  the  revenue  ^d  expenditure  sides 
of  the  account  must  be  brought  into  the  field  of  con- 
sideration when  shaping  a budget  to  serve  the  ends  of 
monetary  equilibrium. 

As  for  the  Hp-signing  of  particular  tax  measures 
for  more  detailed  and  selective^  monetary  purposes, 
there  must  always  be  a compromise  between  the  resort 
to  action  taken  along  these  lines  and  adherence  to  the 
established  canons  of  taxation,  especially  certainty  and 
equity,  as  well  as  to  the  demands  of  a “ fair  ” distribu- 
tion of  the  burden.  One  may  privately  suspect, 
moreover,  that  still  other  factors  are  at  times  given 
decisive  weight  ; it  would  be  difficult  to  accept  a view, 
for  example,  that  the  tax  reductions  in  the  budget  of 
1955  were  decided  upon  simply  as  being  timely  in 
relation  to  the  monetary  and  general  business  conditioi^ 
then  prevailing.  Thus  experience  suggests  that  it 
would  be  unrealistic  to  rely  upon  fiscal  measures  as  the 
major  instrument  of  monetary  polity,  thoi^  their 
utility  in  some  circumstances  should  by  no  means  be 
neglected. 

(i)  The  practical  question  arises  from  the  long-standing 
insistence,  on  well-recognized  political  groimds,  upon 
direct  Parliamentary  control  over  taxation.  The 
Treasury  power,  which  it  has  used  on  occasion,  to 
vary  the  incidence  of  purchase  tax^  without  prior 
reference  to  the  House  of  Commons  ; the  Govern- 
ment’s statutory  power  to  vary  National  Insurance 
contributions  is  more  strictly  circumscribed  and,  as 
far  as  I can  trace,  has  never  been  used.  The  necessity 
of  fitting  tax  changes  into  Parliamentary  procedure 
and  programmes  derives  the  fiscal  instrument  of 
much  of  its  potentiality  for  monetary  purposes  ; 
changes  cannot  be  as  well-timed  as  they  otherwise 
mi^t.  while  the  necessity  of  giving  notice  of  proposals 
and  securing  Parliamentary  assent  reduces  the  " shock 
effect  ” that  may  be  a major  part  of  the  intended 
consequences  of  variation.  Is  it  conceivable  that  the 
legislature  mi^t  be  induced  to  modify  its  grip  on  the 
levying  of  taxation,  as  by  remitting  clearly  defined  and 
strictly  limited  powers  of  variation^  of  spaifled  t«es 
to  the  Treasury,  acting  on  the  advice  or  instructions 
of  some  such  non-political  body  as  is  envisaged  in 
section  TV  below  ? The  exercise  of  such  powers  would 
naturally  be  subject  to  regular  Parliamentary  review, 
and  the  House  of  Commons  might  reserve  the  right  to 
nullify  changes  after  the  lapse  of  a minimum  period. 

III.  The  Formation  and  ExposmoN  of  Policy 

13.  The  formation  of  policy  is  a continuous  process,  and 
the  action  flowing  from  it  may  need  to  be  varied  frequently 
and  at  short  notice.  A condition  of  successful  action  is 
decisiveness  and  promptitude  ; and  a condition  of  decisive- 
ness and  promptitude  is  awareness  of  what  is  going  on  from 
^y  to  day. 


to  various  possible  courses  of  action.  To  this  end  the 
publicising  of  relevant  information  is  of  cardinal  importance. 
The  pursuit  of  an  objective  monetary  policy  can  no  longer 
take  place  behind  closed  doors  and  shuttered  windows  ; it  is 
a subject  of  public  debate.  It  follows  that  the  existence  of  a 
basically  instructed  and  well-informed  public  will  go  far  to 
create  conditions  favourable  to  sudi  a policy. 

14.  In  Appendix  B are  listed  a number  of  misceUaneous 
suggestions  for  supplementing  or  improving  the  present  supply 
of  statistics  and  oftier  records,  having  in  mind  the  need  for 
comprehensive  and  up-to-date  material  for  both  the  forma- 
tion and  exposition — and,  not  least,  the  objective  criticism — 
of  polity. 

15.  Statistics  are  by  no  means  sufficient  by  themselves  as  a 
guide  to  judgment  in  the  formation  of  policy.  Often, 
moreover,  in  a sensitive  sitimtion  it  is  desirable  to  diange 
course  even  before  the  appearance  of  regularly  compiled 
statistics  that  might  demonstrate  the  need.  I am  inclined  to 
thinlf  that  the  authorities  would  do  well  to  resort  more  widely 
and  systematically  to  sources  of  “impressionistic”  in- 
formation about  current  conditions  and  tendencies  in  trade 
and  finance.  This  thought  is  implicit  in  some  of  the  materia! 
set  forth  in  item  (i7i)  in  the  Introduction  to  this  memorandum. 

16.  Referring  again  to  that  paper,  the  qu^tion  arises 
whether  present  arrangements  for  consultation  in  the  form- 
ation and  carrying  out  of  policy  are  the  best  that  could  be 
devised  in  the  interests  of  effective  management.  Here  it  is 
difficult  for  an  outside  observer  to  speak  with  assurance  ; 
certainly  the  Governor  of  the  Bank  of  England  seems  fully 
satisfied  with  the  working  arrangements  between  the  Treasury 
and  the  central  bank  as  set  out  in  a speech  at  Ipswich  last 
October  and  again  in  London  in  February  1958.2  His 
remarks,  however,  about  relations  between  the  central  bank 
and  other  parts  of  the  monetary  system  are  less  satisfying  ; 
indeed,  some  phrases^  in  his  description  of  working  arrange- 
ments might  not  be  wholly  imderwritten  by  all  those  con- 
cerned. 

Some  of  the  seeming  disparity  of  statements  about  the 
extent  to  which  consultation  is  practised  may  spring  from 
differences  in  the  meaning  attached  to  the  word.  There  is,  I 
suggest,  a wide  divergence  between  an  invitation  to  comment 
after  a decision  has  been  taken,  at  least  in  principle,  and  an 
opportunity  to  express  views  on  the  situation  and  possible 
remedies  before  a decision  has  been  reached.  If  the  first 
procedure  is  meant,  it  seems  we  already  have  a good  deal  of 
it  ; if  the  second,  too  little.  Leaving  aside  consultation  at 
the  highest  level,  in  a number  of  countries  overseas  it  is  found 
advantageous  (as  described  in  the  note  already  mentioned) 
to  provide  for  more  or  less  regular  and  continuous  exchanges 
of  view  among  economists  of  the  central  bank  (and  sometimes 
of  government  departments)  and  of  commercial  banks. 
Nothing  of  the  kind  is  practised  in  this  country.  There  is  no 
opportunity  for  professional  exchanges  of  view  even  on  issues 
of  policy  and  practice  having  no  immechate  relevance  to 
current  conditions.  It  is  strange  that  a spontaneous  develop- 
ment which  has  proved  its  value  so  widely  abroad  should  have 
no  parallel  in  Britain. 

One  may  suspect,  too,  that  consultation  at  sterling 
area  level  is  not  all  that  could  be  desired.  (Perhaps  this  may 
account  for  the  very  odd  delay — or  was  consultation  itself 
responsible  for  the  delay  ?— in  d^iding  upon  the  July  1957 
exchange  control  modifications  in  an  effort  to  close  the 
“ Kuwait  gap  ”.)  It  is  not  unreasonable  that  members  of 
that  association  should  claim  a more  active  part  in  the 
determination  of  monetary  conditions  prevailing  in  London, 
as  the  financial  centre  of  the  area.  At  the  same  time  it  is 
regrettable  that  such  arrangements  as  exist  with  regard  to 
policy  are  centred  so  largely  as  they  seem  to  be  upon  inter- 
governmental contacts. 

17.  Turning  from  the  formation  of  policy  to  its  ej^osition, 
it  has  now  been  recognized  in  practice  almost  everywhere 
that  the  pursuit  of  a well-balanced,  consistent  monetary  policy 
is  rendered  more  problematical  and  uncertain  than  it  need  be 
by  failure  to  develop  arrangements  for  active,  objective  and 
sustained  education  of  the  public  to  appreciate  what  is  being 
done  and  why.  In  this  country,  Government  departments 


Success  in  the  carrying'  out  of  policy  depends  also, 
however,  upon  correct  judgment  of  the  likely  public  response 


! More  precisdy,  to  bring  go 
from  one  rate  cilegory  to  an 


>ds  trithin  tbe  scope  of  the  tax  or  to  traosfbr  (hem 
jtber  (the  rates  themselves  being  prescribed  by 


2 See  Memorandi  of  Evidence  Pt.  I,  Appendix  1. 


3 In  particular,  Upswich]  " by  Mnkinff 
the  pubSc  interest " The  Bank  are  in  co 
community  in  the  City,  day  by  day  and  ar  vc 
negotiation  (and  sometimes  argument)  b 
Clearing  Banks’  Committee  are  normai  an 


logetker  what  seems  necessary  in 
:t  with  every  section  of  the  banking 
IS  levels"  ; [London]  “Discussion, 
KO  the  Bank  of  England  and  the 
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have  recognized  and  acted  upon  the  need  for  continuous 
public  education  ; the  Bank  of  England  has  remained  almost 
untouched  by  the  general  trend.  i 

(fl)  We  stand  in  need,  first  and  foremost,  of  a regular 
monetary  survey,  factual  and  analytical  in  content, 
quite  distinct  from  the  annual  EoDnomic  Survey. 
Perhaps  the  most  appropriate  existing  or^n— consti- 
tutionally at  least — for  the  production  of  such  a survey 
is  the  Bilk  of  England.  It  is  astonishing  that  an  an- 
nual report  on  the  lines  of  that  which  has  been  offered 
since  1947  should  be  considered  adequate,  and  that 
the  only  monetary  survey  with  any  pretension  to  compre- 
hensiveness should  be  left  to  a private  undertaking^ 
to  prepare,  within  its  obvious  limitations.  The  kind 
of  document  needed  is  one  that  would  recall,  in  well- 
ordered  arran^ment,  the  facts  of  the  past  year, 
reviewed  in  the  setting  of  a continuous  Sow,  and  the 
action  taken  by  the  authorities  in  the  context  thus  pro- 
vided, together  with  a statement  of  the  grounds  on  which 
action  was  founded.  Some  positive  contributions  of 
fact  should  be  included,  e.g.  data  concerning  Govern- 
ment debt  operations  to  supplement  the  information 
issued — even  now  in  dubious  form,  notwithstanding 
some  recent  improvement  3 — ^with  regard  to  the  offering 
and  “ results  ” of  new  issues  of  Government 
securities. 


Other  examples  could  be  given  to  show  the  need 
and  scope  for  technical  improvement  of  the  “ public 
relations  ” activities  of  the  Bank  of  England.  Note 
could  profitably  be  taken  also  of  the  educational  work 
done  by,  more  particiilarly,  the  Federal  Reserve  Bank 
of  New  York  in  publishing  what  are  in  effect  text- 
book descriptions,  written  by  its  own  officials,  of 
monetary  methods  and  mechanics. 


(b)  Apart  from  the  central  bank,  it  wUi  have  be^  noted 
that  the  Treasury  has  belatedly  started  to  issue  quarter- 
ly statistics  as  to  the  activities  of  the  Capital  Issues 
Committee.  For  the  guidance  of  companies,  their 
financial  advisers  and  others  who  may  be  concerned, 
the  clearest  possible  indications  should  be  given  of  the 
bases  on  wMch  the  Committee’s  decisions  are  reached 
from  tiTTift  to  time,  within  the  broad  directions  given 
by  the  Chancellor  of  the  Exchequer.  A statement  in 
Hansard  for  19th  December,  1957  regarding  bonus 
issues  was  a step  in  the  right  direction,  but  it  was  not 
commendable  for  its  clarity.  Neither  was  the  ruling 
about  bank  credit  for  certain  exports  of  capital  goods, 
as  given  in  Hansard  for  27th  February,  1958.  In  a 
field  in  which  “ case  law  ” plays  so  large  a part,  every- 
thing possible  should  be  done  (without  necessarily 
disclosing  identities)  to  make  known  the  substance 
of  such  “ law  ”,  and  the  Committee  should  be  required 
to  issue  an  annual  report  in  which  such  information, 
along  with  available  statistics,  would  be  presented. 
(The  Government  declined,  without  giving  reasons,  to 
adopt  a Parliamentary  suggestion  to  this  effect  : 
Hansard,  4th  J\me,  1957). 


(c)  On  a more  general  scale,  the  Council  on  Prices,  Pro- 
ductivity and  Incomes  may  yet  prove — notwithstanding 
the  critical  rec^tion  of  its  first  r^ort — to  be  a valuable 
organ  of  instruction,  particularly  since  it  has  been 
established  as  a standing  body,  non-representative  in 
its  membership,  explicitly  required  to  report  to  the 
public  and  not  to  advise  the  Government.  If  I were 
asked  what  the  subject  of  its  next  report  could  most 
usefully  be,  I would  suggest  that  it  set  fortli,  in  logical 
array,  the  signs  by  which  the  monetary  authorities 
shodd  be  guided  in  judging  the  right  moment  for 
“changing  course”  in  an  uncertain,  if  not  rather 
precarious,  business  situation. 


(d)  hi  developing  some  measure  of  public  understanding — 
admittedly  lacking  profundity,  but  nevertheless  to  be 
cultivated — of  the  issues  involved  in  financial  policy, 
the  place  at  which  to  start  is  at  the  receptive,  junior 
level  at  which  concepts  of  citizenship  can  be  inculcated. 
This  basic  instruction  should  begin  in  the  schools — and 
not  only  m sixth  form  grammar  school  curricula  where 


1 Tf  vM  tn  be  seen  what  will  issue  from  the  Oovemoi's  assuracee  (in  his 
T-^nrton  sneech  17  Febniaty  1958),. in. this  conteM  pf  publie  information,  that 
the  Bank  wOl  endeavour  progressively  to  meet  public  requirements  . 


2 See  Midland  Bank  Reylew,  issues  dated  May  each  year. 

3 As  an  example,  see  the  “ bandnout " re-printed  in  the  Economist.  II  May 
1937,  p.  511. 


economics  is  taught  as  a subject  for  G.C.E.  The 
methods  and  experirace  of  the  Australian  Bank 
Education  Service  (see  Appendix  C)  are  worth  noting 
and  considering  for  possible  adaptation  to  conditions 
in  this  country. 

18.  I interpose  at  this  point  a word  on  the  need  for  more 
active  “ domestic  ” research  in  the  monetary  field.  Whether 
the  central  bank  carries  on  such  research — over  and  above 
the  routine  collection  of  statistics — I do  not  know  ; certainly, 
if  it  does,  the  results  are  not  made  available  generally.  Among 
the  other  banks,  apart  from  historical  studies,  the  volume  of 
real  research  has  b^  sm^l  and  the  published  results  mea^e. 
Efforts  failed,  some  years  ago,  to  get  a research  project 
launched  under  the  direction  of  the  Institute  of  Bankers.  The 
banks  give  financial  support  to  bodies  undertaking  economic 
research  in  various  fiel^,  but  these  bodies  are  left  to  work  on 
whatever  monetary  material  is  already  available  to  them. 
Little  or  nothing  is  initiated  within  the  banks’  own  organiza- 
tions. This  is  in  marked  contrast  with  what  hajqiens  else- 
where, and  useful  results  would  almost  certainly  follow  from 
more  active  enterprise  in  research  based  upon  information 
available  mainly  or  solely  within  the  banks  themselves. 


IV  The  Question  of  Responsibiuty  for  Poucy 

19.  Elsewhere*  I have  stated  the  conditions  which  app^r 
to  me  to  call  for  a radical  review  of  the  present  disposition 
of  responsibility  for  forming  and  carrying  out  monetary 
policy.  Nothing  but  harm  can  come,  in  the  circumstances 
of  our  political  system,  from  the  treatmerrt  of  monetary  affairs 
as  a fit  subject  for  the  day-to-day  party  struggle.  5 

For  a number  of  reasons,  on  the  other  hand,  there  can  be 
no  question  of  reverting  to  an  arrangement  under  which  full 
power  to  determine  and  enforce  monetary  policy  is  entrusted 
to  the  central  bank. 

fi[I  say  this  for  two  reasons:  first  because  monetary  policy 
nowadays  requires  the  use  of  a range  of  instruments  extending 
far  beyond  t^  area  of  the  acknowledged  powers  of  the  centr^ 
bank  ; and  secondly  because  the  Bank  of  England  has  lost 
the  position  of  unquestioned  authority  which  it  enjoyed  until, 
say,  thirty  years  ago — it  has  become  an  object  of  widespread 
and  watchM  observation,  and  often  of  criticism  both  as  to 
constitution  and  performance. 

Much  of  the  criticism  springs  from  the  fact,  as  I see  it,  that 
the  people  of  this  country  will  no  longer  tolerate  the  retention 
of  pervasive  powers,  affecting  the  course  of  business  and 
employment,  in  the  hands  of  a body  which  is  (so  to  speak) 
“ irresponsible  ” or  acts  as  it  if  were.  Let  me  hasten  to  add 
that  by  an  “ irresponsible  ” body  I mean  here  one  that  is 
exempt  from  any  obligation  to  report,  explain  and  if  necessary 
defend  its  actions  to  some  superior  authority,  which  may  be 
Parliament  or  one  of  its  standing  committees,  and  thence  to 
the  public. 

The  impression  left  by  reading  the  biography  of  Lord 
Norman,  together  with  continuing  practices  of  the  Bank, 
may  well  have  strengthened  public  opinion  on  this  matter. 
The  damage  done  by  Lord  Norman’s  long  administration, 
covering  a critical  period  of  economic  and  monetary  change, 
resulted  from  his  complete  unawareness  or  disregard  of  the 
necessity  of  explaining  himself,  his  policy,  his  purposes  and 
bis  meffiods.  The  tradition  thus  carried  on  from  former 


4  See  item  (0  in  the  Introduetion,  especially  the  passage  on  page  9 : “ In  tMs 
country,  responsibility  for  monetary  polity  has  come  to  bo  more  and  more  fi^y 
fastenwi  upon  the  Govemmeni;  so  far  as  the  poliw  of  the  day  is  expounded  by 
all  it  is  UK  to  be  expounded  by  Ministers,  and  as  such  is  rendered  an  almost 
automatic  object  of  attack  by  tbe  official  Opposition  in  the  House  of  Commons. 
It  has  become  a factor  in  tbe  continuous  conflict  between  two  dominant  political 
narties.  onerating  vritbia  a Parliamentary  system  under  which  differences  are 
M^rated  where  they  exist  and  created  where  they  do  not,  w^  pany  loyalty 

is  higher  than  weU-inforraed,  objective  judgment Tto.pmnt  to  be 

emphasized  in  drawing  these  contrasts  is  that  under  some  poiitical  systsms 
monetary  policy  can  bo  deflected  from  its  purpose  by  extraneous  pressures. 
The  observ'ktion  is  developed  a Uttiein  item  (ff).  particularl}:  pp.  .lO-.l  1.  from  which 
the  foUowing  is  extracted  : “ Whatever  may  be  ^ precise  distribution  of  ro- 
Donsibility  OTone  the  various  organs  menuoned,  there  can  be  no  quesuomog  the 
fact  that  monetary  poliw  has  been  brought  within  the  arena  of  party  jiouaes. 
The  question  is  wheffiM  or  not  the  system  of  Parliamentary  government  operated 
the  guesuon  is  . aligcimetit  of  Government  and  Oppos- 

iminant  and  highly  disciplined  parties,  evenly  matchM  in 
.is  conducive  to  the  cons.istent  pursuit  of  an  objective  i^netaty 


poUcy.  objectively  framed,  ^ 
dve  th-"  tbe  problem  will  ans 
monetary  policy  can  best  be  sj 


y policy  c 

.pQtinuing  party  conflict.” 

5 The  infection  of  monetary  affairs  with  a party  poUtical  content  is  well 
illustrated  by  a remark  attributed  by  a press  reporter  to  Mr.  Aaeunn  Sevan,  on 
landing  from  a homeward-bound  plane  just  after  tte  announcement  of  t« 
monetaty  measures  taken  last  September:  “The  Government  srems  to 
tubstitiiting  the  banks  for  the  House  ofCommoni.”  To  this  exampie  might  be 

conunents  on  the  first  report  of  the  Coundl  on  Prices,  Ptoducuvitv  and 
Incomes,  including  Mr.  GaitskeU’s  description  of  it  as  ‘ a pohtical  tract  . 

6 Tbe  passages  within  square  brackets  in  paras.  19  and_J0  were  written  portly 
before  and  in  preparation  for,  the  presentattoQ  of  oral  evidence  on  7th  October. 
1958.  ' 
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times  is  largely  responsible  for  the  Bank’s  long-standing 
attitude  of  aloofness  and  of  obscurantism  which  it  would  not 
be  difficult  to  illustrate.  It  is  an  attitude  which  latterly  has 
shown  welcome  signs  of  change,  but  too  late  to  alter  ingrained 
popular  impressions  or  to  make  possible— quite  apart  from 
the  other  reason  X have  mentioned— the  reinstatement  of  the 
Bank  in  its  former  position  of  imquestioned  and  undivided 
responsibility  for  the  shaping  and  carrying  out  of  monetary 
policy. 

In  particular,  the  rather  tentative  steps  taken  lately— and 
after  reading  the  latest  annual  report  of  the  Bank  I underline 
the  word  “ tentative  ” — towards  satisfying  public  demands 
for  information  and  explanation  would  have  been  more 
timely  if  they  had  been  taken  tWrtyyears  ago.  The  fact  that 
no  such  move  was  made  at  that  time  is,  in  my  mind,  largely 
responsible  for  the  unhappy  position  in  which  we  now  find 
ourselves,  confronted  with  the  crucial  problem  of  getting 
monetary  policy  out  of  the  political  arena.] 

What  is  needed,  is  some  re-ailocation  of  responsibility  by 
which  the  determination  of  polio'  is  lifted  out  of  the  Parlia- 
mentary sphere  while  its  enforcement  is  delegated  to  a series 
of  appropriate  bodies  already  available.  Provision  should 
be  made  for  a proper,  though  properly  limited,  part  to  be 
played  by  these  executive  organs  in  the  shaping  of  policy 
itself  ; but  respoasibili^  for  deciding  and  directing  policy 
needs  to  be  vested  in  a distinct,  over-riding  body. 

20.  The  essential  relevant  facts  are  these  : first,  the  accept- 
ance by  Government  of  a large  measure  of  responsibility  for 
shaping  the  course  of  economic  conditions,  which  in  turn  may 
be  powerfully  affected  by  monetary  developments  ; and 
secondly,  the  fundamental  necessity  of  sustained  objectivity — 
in  tlie  face  of  political  and  other  pressures — in  ffie  shaping 
and  execution  of  monetary  poliqy  if  it  is  to  make  its  full  con- 
tribution to  the  attainment  of  its  accepted  objects.  It  is  with 
these  facts  in  mind  that  the  scheme  set  out  in  Appendix  D has 
been  drawn  up.  Though  precise  in  fom^  it  should  be  read  as 
nothing  more  than  a pattern  towards  which  any  major  reform 
should  work . Objections  can  doubtless  be  taken  to  a number 
of  its  details — one  major  difficulty  arises,  for  example,  as  to 
the  best  method  of  appointment.  I believe,  nevertheless, 
that  a body  of  the  kind  indicated  would  be  constitutionally 
more  suitable  than  the  Treasury  or  the  Bank  of  England,  or 
both  together,  to  maintain  a balanced  compromise  between  the 
various  objectives  of  monetary  policy  ; and  also  that  its 
establishment  and  operation  would  give  re-assurance  abroad, 
where  underlying  doubts  as  to  the  future  of  sterling  are  nur- 
tured by  the  belief  that  Britain’s  monetary  policy  is  determined 
all  too  largely  by  political  forces.  Thus  an  advance  in  the 
direction  suggested  (including  any  measures  that  mi^t  be 
thought  desirable  for  altering  the  present  constitution  and 
procedures  of  the  Bank  of  England)  would  provide  the  best 
means  of  extricating  ourselves  from  a position  which  h full 
of  danger  for  the  future  stability  of  our  national  economy 
and  the  prosperity  of  this  country  and  its  associated  peoples. 

ifThere  are  three  points  I would  like  to  make  on  this  matter 
in  the  light  of  the  Report  and  proceedings  of  the  Bank  Rate 
Tribunal. 

First  I have  long  felt  that  the  Court  of  the  Bank  of  England 
suffers  ’in  some  degree,  notwithstanding  changes  in  recent 
years  from  the  practice  of  “ pluralism  ” which  prevails  in 
many  other  departments  of  our  public  life.  From  the  evidence 
before  the  Bank  Rate  Tribunal  the  issue  that  has  been  perhaps 
most  freely  debated  is  the  question  how  far  a man  can  reason- 
ably be  called  upon  to  acc^t  thestrain  of  a dual  r^onsibiliQ' 
carrying  with  it  the  possibility  of  occasional  divergence  or 
even  conflict  of  interest.  Three  iflstinct  ways  of  dealing  with 
this  problem  in  practice  were  indicated,  and  of  these  the  one 


that  might  seem  to  be  the  least  satisfactory  was  the  resort  to 
deliberate  avoidance,  by  any  director  of  the  Bank,  of  dis- 
cussion of  financial  questions  with  colleagues  in  private  under- 
takings, in  which  he  occupies  a key  position,  at  a time  when 
he  may  “ have  special  knowledge  in  his  capacity  as  a Director 
of  the  Bank  of  England”.  It  seems  difficifit  to  justify  a 
position  in  which  the  head,  or  at  least  a leading  director,  of 
such  an  undertaking  is  forced  to  abrogate  his  functions 
therein  at  the  very  time  when  his  leadership  and  direction  might 
be  thou^t  to  be  most  needed.  In  these  circumstances  his 
public  duty,  which  commands  priority  and  absolute  loyalty, 
would  appear  to  stultify  his  service  to  the  private  undertaking 
whose  affairs  he  is  supposed  to  direct. 

Secondly,  although  the  long-standing  procedure  of  arriving 
at  Bank  rate  decisions  first  in  the  Bank’s  Treasury  Committee 
is  still  maintained,  it  may  be  that  the  modem  practice  of 
having  a nucleus  of  whole-time  executive  Directors  goes  some 
way  towards  overcoming  the  difficultly  indicated.  Thinking 
along  this  line,  I share  ffie  opinion  that  decisions  on  matters 
of  crucial  and  immediate  importance,  such  as  changes  in 
BanV  rate,  should  be  taken  by  the  executive  directors  of  the 
Bank  together  with  the  Governor  and  D^uty  Governor,  the 
chief  function  of  the  non-executive  directors  in  relation  to 
such  matters  being  thus  no  more  than  advisory,  as  called  upon 
whether  before  or  after  the  event.  It  seems  that  this  distinc- 
tion is  tme  in  some  degree  today  ; what  is  being  advocated 
is  a shifting  of  the  line  of  demarcation  further  in  the  direction 
indicate,  and  not,  in  this  context,  any  radical  reform  of  the 
Bank’s  constitution  or  relations  with  the  Treasury. 

Thirdly,  on  the  question,  often  raised,  whether  joint  stock 
bankers  should  be  considered  eligible  for  appointment  to  the 
Court,  the  contribution  made  by  such  a banker  to  its  deli- 
berations could  be  invaluable.  The  great  commercial  banks 
have,  through  their  branch  systems  and  international  contacts, 
a knowledge  of  current  businys  affaks  which  is  incomparably 
more  extensive,  detailed  and  up-to-date  than  the  Bank  of 
England  or  any  Government  department  can  command  from 
its  own  ryources.  If  the  line  of  demarcation  were  shifted  as 
just  suggested,  the  case  for  the  appointment  to  the  Court  of  a 
banky  from  one  of  the  big  commercial  banks  would  be  far 
stronger  than  it  now  is.  But  I am  inclined  to  think  that  even 
greater  practical  benefit  would  follow  from  the  appointinent 
of  an  ejqjerienced  joint  stock  banker  as  one  of  the  whole-time 
executive  directors  of  the  Bank  of  England.  This  would 
give  the  Bank,  at  top  level,  a better  balance  of  experience  and 
expertise  than  it  can  have  so  long  as  it  recruits  its  executive 
directors  wholly  from  within  its  own  organisation  or  from 
non-banking  fidds  of  activity.  As  it  is,  the  Bank  suffers  to 
some  extent  from  in-breeding,  and  an  infusion  from  commer- 
cial banking  could  be  a healthy  corrective  procys.] 

21.  Finally,  I would  advocate  the  adoption  of  arrange- 
ments for  regular  expyt  review  of  the  structure  and  working 
of  the  monetary  system.  An  interval  of  a quarter-of-a- 
century  between  such  inquiriy  is  too  long,  and  the  length 
of  the  interval  too  much  dependent  upon  the  more  or  less 
accidental  initiative  of  Government  and  the  views  held  by  it 
and  by  the  central  bank  as  to  the  timelinys  and  convenience 
of  a fryh  invytigation.  Thye  is  something  to  be  learned 
here  from  Canada’s  experience  with  its  House  of  Commons 
Standing  Committee  on  Banking  and  Commerce  ; and  a 
great  to  be  said  for  an  adaptation  to  our  ovm  arrange- 
ments of  the  Canadian  device  of  the  decennial  revision  of  the 
Bank  Act,  which  entails  regular  and  thoroughgoing  review 
of  the  monetary  system. 

London. 

24th  March,  1958. 


Note  on  Some  Efpects  of  Interest  Rate  Changes  on 
National  Finances 

1 Kxcheauer  finance 

In  of  the  eight  yyrs  1950-51  to  1957-58  the  actual 

Excheauer  outgoings  on  account  of  interyt  and  management 
of  thedebt  were  close  to  the  budget  ytimaty  ; in  the  other 
five  they  were  in  excess  thereof— substantially  so  in  of 
♦Ra  last  three  years.  The  ytimate  rose  from  £470m.  for  the 
first  vear  to  £640m.  for  the  last ; the  actual  from  £478m.  to 
£663m  (in  neither  year  wy  any  intyrat  paid  on  the  United 
States ' and.  Canadian  Government  loans,  but  provision 
.-Tirpisiimably  £37m.— wy  made  in  the  ytimate  for 

I'see  note  6 °a  p. 


1957-58).  Included  in  thye  outlays  wy  “ interyt  ” on 
Treyury  bills  amounting  to  £25m.  in  the  first  yey  and  a sum, 
not  yet  known,  for  1957-58  which  was  probably  on  a scale 
commensurate  with  the  figure  of  £I71mn.  for  1956-57.  Allow- 
ing for  other  flexible  raty  and  incidental  factors,  the  great 
btdk  of  the  increased  interest  charge  can  be  attributed  directly 
to  the  hi^er  Bank  rate  (the  average  rate  on  Trysury  Bills  at 
the  weekly  tenders  wy  -51  py  cent  in  1950-51, 4 -85  in  1956-57 
and  5 -21  in  1957-58). 

2.  Government  “ saving  ” 

Until  the  more  detailed  statistiy  become  available,  in  the 
“National  Income  Blue  Book”,  for  1957  the  observations  in 
this  paragraph  must  rest  mainly  upon  figury  for  the  preceding 
year. 

El 
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Debt  interest  payments  by  the  central  Government  (a  term 
which  for  the  purpose  of  the  present  comparison  includes  the 
National  Insurance  Funds)  in  the  calendar  year  1950  were  put 
at  £507m.,  and  in  1956  at  £725m. — a rise  of  £218m.  Central 
Government  “ saving  ” declined,  between  the  same  two  years, 
from  £739m.  to  £410m.,  or  by  £329m.  (The  prdiminary 
national  income  statistics  for  1957  suggest  a substantial  rise 
in  central  Government  “ saving  ” as  compared  with  1956,  and 
therefore  a smaller  net  decline  over  the  whole  period).  A 
similar  movement  is  shown  fay  figures  for  “ combined  public 
authorities  ”,  i.e.  central  and  local  government — a rise  of 
£244m.  in  interest  payments  and  a decline  of  £276m.  in 
“ saving 

It  is  not  intended  to  impute  a simple  catisal  coimection 
between  the  magnitudes  of  these  movements — such  a com- 
parison would  be  defeated  by  the  fact,  among  other  things, 
that  the  interest  payments  are  gross  whereas  the  figures  for 
“ saving  ” take  account  of  tax  paid  on  the  interest  in  the 
hands  of  recipients.  Yet  the  directions  and  scale  of  move- 
ment are  significant.  They  suggest  at  least  that,  had  interest 
rates  not  risen  so  dramatically  as  they  did,  the  restraint  on 
expansion  exercised  by  way  of  enforced  saving  could  have 
been  more  powerful  than  it  was,  even  without  resort  to  any 
increase  in  &e  range  and  rates  of  taxation.  This  weakening 
of  the  counter-inflationary  force  of  buc^etary  saving  must  be 
set  off  against  whatever  counter-inflationary  effect  was  exer- 
cised outside  the  Government  sector  by  the  higher  interest 
rates  ruling  there. 

To  take  the  matter  one  step  further,  in  1956  the  total  gross 
investment  by  all  public  authorities  amounted  to  £757m., 
while  saving  by  public  authorities  was  put  at  £559m.  The 
difference  of  £198m.  was  less  than  the  excess  of  1956  gross 
interestpayments  over  those  of  1950.  Theamountof“  deficit 
finance  ” in  1956  can  thus  be  described  as  in  part  a result 
of  the  higher  interest  rates  ruling  in  1956 — an  unhelpful  by- 
product of  this  particular  form  of  counter-inflationary  action. 

3.  The  balance  of  payments 

From  national  income  statistics  it  appears  that  the  United 
Kingdom’s  “property  income  from  abroad”  rose,  on  balance, 
from  £588  m.  in  1950  to  £737m.  in  1957  ; but  property  in- 
come payable  abroad  by  the  United  Kingdom  rose  from 
£251m.  to  £51  Im.,  and  this  movement  was  traceable  in  part 
to  higher  rates  on  “ sterling  balances  ”.  The  net  income 
thus  diminished  fay  one-third,  or  by  £lllm. 

From  balance  of  payments  statistics  (which,  apart  from 
differences  of  scope,  represent  amounts  remitted  rather  than 
amounts  falling  due)  a similar  movement  is  seen.  The  credit 
item  (receipts)  entitled  “ interest,  profits  and  dividends  ” rose 
from  £271m.  in  1950  to  £350m.  in  1957,  but  the  corresponding 
debit  item  rose  from  £117m.  to  £250m.;  the  net  receipt 
therefore  diminished  from  £154m.  to  £l(X)m. 

(Both  these  comparisons  are  imaffected  by  the  deferment 
in  1957  of  interest  payments  on  the  United  States  and  Cana- 
dian Government  loans,  since  no  payment  thereon  fell  in  the 
year  1950). 

Thus  the  direct  effect  of  the  hi^er  interest  rates  was  un- 
helpful to  the  process  of  improving  the  current  balance  of 
payments,  and  the  question  arises  whether  the  indirect 
effects,  upon  other  items  in  the  current  balance  or  upon  the 
capital  items,  were  sufficient  to  outweigh  the  substantial 
encroachment  upon  the  net  income  from  overseas  investments. 

\(,th  April,  1958. 


Appendix  B 

Suggestions  for  Supplementation  and  Improvement  of 
Current  Statistics 

Official  statistics 

1 .  In  terms  of  published  statistics  and  other  records,  prac- 
tice has  not  yet  caught  up  with  the  fact  that  the  financial 
transactions  of  Government  now  exercise  a powerful  effect  on 
monetary  conditions.  This  fact  was  in  the  mind  of  the  Com- 
mittee on  the  Form  of  Government  Accounts,  which  sub- 
mitted its  final  report  (Cmd.  7969)  to  the  Chancellor  of  the 
Exchequer  in  1950.  The  report  contained  several  recommen- 
dations whidi  recognized  the  supp’emental  purpose  of 
Government  accounts  as  a source  of  irformation  for  the  pub- 
lic, particularly  the  “ monetary  analyst  ” and  the  “ more 
general  economist  Three  of  these  recommendations  may 
be  recalled  for  the  present  Committee’s  consideration  ; — 


(i)  Publication  of  an  annual  “ Guide  to  Government 
Accounts  ”,  as  an  aid  to  tracing  the  available  material, 
scattered  as  it  is  over  many  Government  papers.  This 
was  one  of  a group  of  proposals  which  tlie  Govern- 
ment (Hansard,  21st  June,  1951)  “ accepted  and  pro- 
posed to  put  into  effect  as  opportimity  offered  ”, 

“ subject  [however]  to  review  from  time  to  time  in 
the  li^t  of  the  circumstances  No  such  handbook 
has  been  issued. 

(ii)  Ihiblication  by  the  National  Debt  Commissioners  of  an 
amiiial  report,  in  which  would  be  brought  together 
the  scattered  data  already  issued,  often  with  consider- 
aWe  delay,  bearing  upon  their  operations  in  respect 
of  particular  funds.  This  proposal  was  rejected,  the 
Government  having  concluded  that  “ the  balance  of 
advantage  lay  against  [it]  at  the  present  time  ”. 

(hi)  Publication,  if  possible  quarterly,  of  a statement  setting 
forth  the  consolidated  financM  transactions  with  the 
public  of  the  Government,  its  agencies  and  all  connec- 
ted organs.  On  this  recominendation  a final  decision 
was  deferred  pending  further  detailed  research.  Data 
along  fire  lines  suggested  are  now  made  available  in 
the  National  Income  Blue  Book,  but  they  are 

for  calendar  years  (as  against  the  financial  years  for 
the  purpose  of  Government  accounts),  and  they  are 
issu^  only  after  considerable  delay.  No  similar 
quarterly  return  is  published. 

2.  Other  additions  to  and  improvements  of  official  statis- 
tics are  suggested  as  foUows  : — 

(i)  Regular  returns  of  the  distribution,  by  categories 
of  public  and  private  holders,  of  vaiious  items  of 
Government  debt,  including  Treasury  bUls.  Such 
information  is  regularly  made  avaOable  in  the  United 
States  and  Australia,  and  perhaps  elsewhere.  It  is 
significant  in  relation  to,  for  example,  the  progress 
of  funding  operations  as  bearing  upon  bank  liquidity, 
etc. 

(ii)  Supplementary  material  as  to  the  composition,  by 
forms,  of  the  recorded  totals  of  “ sterling  balances  ”, 
wMch  would  shed  light  on  the  relative  “ liquidity  ” 
of  these  liabilities. 

(iii)  Supplementation  of  the  regular  gold  and  dollar  reserve 
figures  by  statistics  showing  simultaneous  fluctuations 
in  the  “ sterling  balances  ” and  in  other  short-term 
liabilities  which  are  in  the  nature  of  “ set-off  ” against 
file  reserves,  e.g.  borrowings  from  the  I.M.F.  and 
Export-Import  Bank  ; regular,  though  less  frequent, 
publication  of  figures  of  official  holdings  of  other 
dollar  assets,  particularly  marketable  dollar  securi- 
ties ; figures  of  U.K.  (and  sterling  area)  purchases  and 
sales  of  dollar  securities  for  own  account ; occasional 
returns  of  non-official  investments  overseas,  including 
marketable  securities  at  market  values  ; p 'eparation 
of  an  official  estimate  of  the  possible  magnitude  of 
swings  of  “ leads  and  lags  ” arising  in  overseas  trade. 

(iv)  It  is  difficult  to  understand  official  objections  to  the 
publication,  after  due  lapse  of  time,  of  figure  showing 
the  amounts  of  the  various  assets  of  the  Exchange 
Equalisation  Account. 

3.  The  borrowings  of  local  authorities  have  become  more 
difficult  to  trace  since  access  to  the  Local  Loans  Fund  was 
restiicted  in  1955.  These  bodies  have  since  become  an  im- 
portant element  in  the  market  for  short-  and  medium-term 
funds.  Quarterly  statistics  should  be  made  available  of  their 
outstanding  liabilities  (or  of  new  borrowings  and  repayments), 
distinguishing  between  the  major  elements  therein — stock 
issues,  mortgages  raised  from  the  public  and  from  institutions 
(particularly  savings  banks),  bank  loans  and  overdrafts. 

Non-official  statistics 

4.  Current  statistics  relating  to  financial  institutions  are 
incomplete  and  at  some  points  imreliable  for  purposes  of 
monetary  analysis  ; hence  the  following  suggestions  : — 

(i)  The  Bank  of  England  should  be  required  (vrith  or 
without  the  reorganization  suggested  in  par.  1 of  the 
memorandum)  to  make  the  headings  of  its  regular 
return  more  intelligible.  It  should  be  called  upon, 
moreover,  to  disclose,  at  intervals  and  after  due  lapse 
of  time,  the  broad  composition  of  securities  in  the 
Issue  Department,  distinguishing  particularly  between 
floating,  short-term  and  other  Government  debt. 
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(ii)  Commercial  banks,  etc.: — 

The  monthly  figures  of  cheque  clearings  should  be 
replaced,  or  supplemented,  by  totals  of  the  banks’ 
turnover  on  current  accounts  (which  were  issued 
monthly  for  some  years  before  the  war),  perhaps 
“ refined  ” by  the  exclusion  of  accounts  at  a small 
number  of  branches  in  the  City  of  London. 

The  banks  might  be  asked  to  consider  the  possibility 
of  issuing  some  reliable  indicator  of  the  course  of 
interest  rates  on  advances. 

There  is  a case  for  publication  of  regular  returns — 
collective  if  preferred — ^by  all  domestic  banks  in. 
Great  Britain  (or  the  United  Kingdom),  and  not  only 
by  the  clearing  banks.  The  figures,  whether  compre- 
hensive or  for  clearing  banks  only,  might  well  be 
restricted  to  liabilities  and  assets  widtin  &e  country, 
by  the  etclusion  of  branches  in  other  territories. 
Regular  statements  of  condition — aggregated  if  pre- 
ferred— at  quarterly  intervals  and  in  an  agreed  form 
should  be  published  by  the  discount  houses,  merchant 
banks*  and  acceptance  houses.  Figures  of  bill 
holdings  should  distinguish  between  Treasury  and 
other  bills. 

(iii)  Other  financial  institutions  : — 

Continuous  statistics  are  almost  wholly  lacking  for 
one  increasingly  important  part  of  the  financial 
structure,  namely  the  numerous  hire-purchase  finance 
companies.  Re^ar  returns  should  made  available 
of  &eir  aggre^te  liabilities  (distinguishing  “ own 
funds  ”,  deposits  and  borrowings  from  banks)  and 
credit  extended  (if  possible  with  some  division 
according  to  categories  of  borrower  and  types  of 
goods). 

Comprehensive  combined  statistics  of  major  liabilities 
and  assets  of  insurance  companies  are  available  only 
at  long  intervals  and  after  considerable  delay.  Pro- 
vision should  be  made  for  more  frequent  compilation 
and  prompter  publication. 

The  Stock  Exchange  should  be  required  to  issue 
re^lar  statistics  of  turnover.  Its  method  of  recording 
prices  should  be  reviewed,  so  that  they  might  reflect 
more  accurately  than  they  do  the  prices  actually 
realized  in  current  transactions. 

5.  An  attempt  should  be  made  to  establish  a basis  for 
regular  recording  of  fiucttiations  in  the  volume  of  trade 
credit,  as  provided  by  manufacturers  and  processors,  mer- 
chants and  wholesalers,  and  retailers. 

24rA  March,  1958 
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Outline  of  Bank  Education  Service  in  Australia 

The  Bank  Education  Service  began  operations,  on  a trial 
basis  in  the  Stale  of  Victoria,  in  1951.  It  has  now  been 
extended  to  the  entire  Commonwealth,  with  the  co-operation 
of  all  the  State  Governments  and  many  private  schools. 

The  Service  is  designed  to  give  all  senior  scholars,  within 
the  last  year  or  two  of  their  schooling,  a genera!  knowledge 
of  banking — what  banks  do,  how  they  work,  how  they  may 
be  used,  and  their  role  in  the  life  of  the  community.  The 
general  plan  is  to  provide  four  standard  talks,  given  by 
qualified  bank  ofiicers,  within  the  full  two-years  period  ; to 
provide  both  scholars  and  teachers  with  suitable  literature  ; 
and  to  give  additional  information  to  them  in  r^onse  to 
individual  applications.  Admission  of  the  Service  to  any 
particular  school  is  at  the  discretion  of  the  principal  thereof. 
A basic  condition  is  complete  absence  of  any  form  of  propa- 
gan<k  or  advertising.  Thus,  for  example,  the  literature  and 
specimen  materials  (deposit  sli^,  cheques,  etc.)  use  invented 
bank  names,  while  &e  men  giving  the  talks  appear  under  the 
name  of  the  Service,  without  disclosure  of  their  association 
with  any  particular  bank. 

The  trading  banks  control  and  siqiport  the  Service,  more 
particularly  by  (a)  covering  its  expenses,  including  mainten- 
ance of  a small  directing  and  organizing  staff ; (i)  helping  in 


* Evideace  before  the  " Bank  Rate  Tribunal  ”,  particularly  by  represeotatives 
of  Lazard  Bcotbere  oud  Co.  Ltd.,  illustrated  the  important  scale  of  Buctuatioos 
in  liabilities  and  assets  of  such  institutioiu. 


the  preparation  of  printed  matter  ; and  (c)  providing  suitable 
men  to  imdertake  tours  of  school  visitation. 

The  Service  has  developed  year  by  year,  and  it  is  expected 
to  be  used  during  1958  by  1,150  schools,  reaching  through 
them  100,000  scholars.  It  is  now  extending  also  into 
agricultural  and  teachers’  training  colleges  and  into  adult 
evening  education  centres.  It  has  been  welcomed  ^ pro- 
viding a valuable  piece  of  extra-curricular  instruction  for 
both  commercial  and  non-commercial  students. 

A similar  scheme  is  being  started  in  New  Zealand  by  ^e 
banks  in  that  country,  with  the  co-operation  of  the  education 
authorities. 

24fA  March,  1958 
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Scheme  for  a Proposed  Monetary  Authority 
IN  THE  United  Kingdom 

1.  The  suggestion  is  that  a statutory  body  be  established 
with  some  such  title  as  “ Central  Monet^  Authority  ”. 
It  should  be  required  to  report  to  Parliament — and  thence  to 
the  public — annually  (and  at  irregular  intervals  if  circum- 
stances should,  in  its  own  judgment,  make  a special  report 
desirable)  ; its  ejq>enses  should  be  borne  on  the  Treasury 
Vote  ; its  financial  operations,  together  witii  those  of 
agencies  under  its  control,  should  be  subject  to  audit  by  the 
Comptroller  and  Auditor-General  and  to  review  by  the  I^blic 
Accounts  Committee. 

2.  Membership  of  the  Authority  should  consist  of  the 
Permanent  Secretary  to  the  Treasury  who  is  concerned  with 
economic  and  financial  policy,  the  Permanent  Secretary  of 
the  Board  of  Trade,  the  Governor  of  the  Bank  of  England 
(each  being  represented  by  an  " alternate  ” in  case  of  need) 
and  not  less  than  four  other  members  (Members  of  Parliament, 
civil  servants  and  active  bankers  being  ineligible),  appointed 
by  the  I-ord  Chancellor  in  his  non-political  status.  The 
appointed  members,  who  would  give  their  whole  time  to  the 
work  of  the  Authority,  would  be  selected  in  a personal  and 
non-representative  capacity,  at  least  one  being  a trained 
economist  of  high  standing,  one  experienced  in  the  practical 
operations  of  commercial  banking,  and  one  knowledgeable 
in  the  conduct  of  industry  (including  agriculture)  and  trade  ; 
and  each  would  be  appointed  for  a term  of  seven  years  subject 
to  renewal.  The  Authority  would  select  its  own  chairman 
and  deputy-chainnan  from  among  the  appointed  members. 

Attached  to  the  Authority  would  be  a series  of  advisory 
panels,  constituted  under  its  general  direction,  representing 
the  commercial  and  merchant  banks ; other  financisd 
institutions  (insurance,  hire-purchase  finance,  etc.)  ; invest- 
ment houses  and  stock  ecdhange  ; industry  (including  agri- 
culture) and  trade  ; and  non-United  Kingdom  members  of 
the  sterling  area. 

3.  The  Authority  would  be  charged  with  directing  the 
country’s  monetary  policy  towards  ends  defined  in  general 
terms  (as,  for  example,  in  the  latter  part  of  the  form  of  words 
set  down  in  item  (0  in.  the  introduction  to  the  memorandum 
of  evidoice).  More  specifically  it  would  : 

(a)  take  over  the  powers  of  direction  of  the  Bank  of 
En^and  vested  in  the  Treasury  under  section  4(1)  of 
the  bank  of  England  Act,  1946  ; 

(£>)  take  over  the  responsibilities  for  the  Exchange 
Equalisation  Account  and  exchange  control  vested  in 
the  Treasury  under  the  Exchange  Control  Act  1947 
and  other  relevant  legislation  ; 

(c)  direct  and  supervise  the  operations  of  the  Treasury 
(and,  under  present  arrangements,  the  Capital  Issues 
Committee)  under  the  Borrowing  (Control  and 
Guarantees)  Act  1946  ; 

{d)  direct  the  Board  of  Trade  in  the  exercise  of  any  powers 
it  may  possess  of  control  over  hire-purchase  and  related 
transactions  and  the  operations  of  hire-purchase 
finance  companies  ; 

(e)  exercise  any  limited  powers  to  vary  certain  revenue 
duties  or  other  taxes  or  contributions  that  might  be 
delegated  to  it  by  Parliament  (see  para.  12(A)  of  the 
memorandum  of  evidence),  and/or  make  recom- 
mendations to  Parliament,  on  grounds  of  monetary 
policy,  with  regard  to  particular  taxes  and  contri- 
butions. 
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The  prior  approval  of  the  Authority  would  be  required  for 
any  change  in  Bank  rate,  any  Bank  of  England  “ request  ”, 
“ recommendation  ” or  “ direction  ” (or  informal  request) 
to  banks,  and  action  under  any  other  form  of  regulation  of 
the  banking  system  that  might  be  instituted  {e.g.  minimum 
liquidity  ratios).  Changes  in  the  main  lines  of  exchange 
control  and  the  principles  of  borrowing  control  would  be 
made  by  the  Authority  itself  under  (6)  and  (c)  above. 

4.  The  Authority  would  need  a small  research  staff  of  its 
own,  drawing  upon  material  provided  largely  by  its  associated 
bodies.  It  would  be  expected  to  undertake  public  relations 
activities  directed  to  promoting  public  instruction  and 
understanding  in  monetary  affairs. 

2Ath  March,  1958 


Appendix  E 

Consultative  and  Public  Relations  AcrrmiEs  of 
Monetary  Authorities 

An  International  Survey 

1.  Opportunities  have  been  taken,  by  observation  and 
inquiry,  to  collect  information  about  the  arrangements 
operative  in  various  countries  overseas  by  which  the  monetary 
authorities — Government  dq)artments  and/or  central  banks 
— conduct  consultative  and  public  relations  activities. 

By  consultative  activities  is  meant  the  discussion  of 
contemplated  (or  intended)  monetary  measures,  deemed 
appropriate  to  the  current  situation,  with  those  most  closely 
concerned  in  their  application,  particularly  the  commercii 
banks.  By  public  relations  activities  are  meant  steps  taken, 
continuously  or  at  the  time  of  some  particular  event,  to 
promote  the  widest  possible  imderstanding  of  the  nature  and 
pinpose  of  the  monetary  measures  adopted.  It  is  not  easy 
at  all  points  to  draw  a line  between  the  two  types  of  activi^  ; 
but  the  distinction  is  important  and  is  observed  as  far  as 
practicable  in  the  descriptive  notes  that  follow. 

No  direct  comparisons  are  made  here  with  procedure 
in  the  United  Kingdom,  since  the  recital  of  arrangements 
abroad  will  present  a sufficiently  obvious  contrast. 

In  compiling  this  memorandum  the  writer  has  drawn 
largely  on  material  supplied  personally  by  correspondents 
having  intimate  knowledge  of  arrangements  in  their  own 
countries. 

2.  In  various  countries  statutory  or  other  bodies  are 
available  to  advise  the  authorities  on  economic  policy  in 
generad  and/or  monetary  policy  in  particular.  These  differ 
in  constitutional  standing,  representative  nature  and  degrees 
of  formality  or  informality.  France  has  a system  established 
by  statute,  under  which  monetary  and  bantog  policy  is  the 
special  province  of  the  National  Credit  Council,  the  com- 
position of  this  body  being  widdy  r^resentative  of  the  various 
economic  interests.  In  Norway  there  was  set  up  some  years 
ago  a “ co-operation  committee  ”,  consisting  of  representa- 
tives of  the  Department  of  Finance,  the  Bank  of  Norway,  the 
(official)  Bank  Inspectorate,  the  commercial  banks,  the 
savings  banks  (which  engage  in  general  banking  business) 
and  the  insurance  companies,  and  this  body  discusses  ” the 
principles  of  monetary  and  credit  policy,  etc.,  before  far- 
reaching  official  decisions  are  taken  ”.  In  Australia  a more 
inform^  and  widely  representative  system  has  devdoped 
recently  in  the  shape  of  an  economic  advisory  committee, 
calM  together  fay  the  Prime  Minister,  for  the  discussion  of 
economic  policy  by  appropriate  members  and  leading  officials 
of  the  Government  with  selected  university  economists  and 
repr«entatives  of  banking,  farming,  manufacture  and  other 
business  activities.  In  Denmark  and  New  Zealand  recent 
inquiries  have  led  to  recommendations  for  better  co-ordination 
in  the  shaping  of  economic,  particularly  monetary,  policy  ; 
but  no  definite  action  has  yet  followed  along  the  lines  of  these 
proposals. 

In  passing,  reference  might  be  made  also  to  bodies 
whose  functions  appear  to  be  concerned  partly  with  the 
Shaping  of  monetary  policy  but  perhaps  as  much  or  more 
with  the  promotion  of  public  untkrstanding  thereof:  among 
such  bodies  are  the  Swedish  Institute  of  Economic  Research, 
the  Norwegian  Cfentral  Bureau  of  Statistics,  the  Swiss 
Commission  for  the  Observation  of  Economic  Trends  and 
the  Federal  Delegate  for  Maintaining  Full  Employment,  the 
Dutch  Central  Planning  Bureau,  and  the  French  National 
Institute  for  Social  and  Economic  Research  and  National 
Accounts  Commission. 


In  some  countries  arrangements  are  in  force  which 
provide  for  more  or  less  regular  review  of  the  working  of  the 
monetary  system  and  the  current  course  of  policy.  The 
banking  committee  of  the  Swedish  Parliament  provides  a 
long-standing  example.  Holland  has  an  advisory  body,  the 
Bank  Council,  (whose  activities  are  reported  to  be  of  very 
limited  significance),  consisting  of  representatives  of  Govern- 
ment, business  and  trade  unions,  together  with  monetary 
experts,  and  to  this  body  the  Netherlands  Bank  is  required  to 
r^ort,  at  short  intervals,  on  the  course  of  affairs  and  on  the 
policy  pursued  by  the  Bank.  In  the  United  States,  the 
continuous  inquiries  of  Congressional  Committees  provide 
occasions  for  scrutiny  of  past  operations  of  the  ffiiancial 
system  and  examination,  as  witnesses,  of  those  directly 
concerned  in  shaping  and  carrying  out  policy.  The  Standing 
Committee  on  Banking  and  Commerce  of  the  Canadian 
House  of  Commons  has  similar  powers,  and,  in  particular, 
the  decennial  revision  of  the  Bank  Act  enforces  close  periodical 
review  of  the  working  of  the  banking  system. 

3.  More  to  the  point  of  the  present  purpose  are  arrange- 
ments for  consultation  between  the  monetary  authorities  and 
the  commercial  banks,  hi  Holland  the  central  bank  is 
required  to  consult  with  commercial  and  other  banks  on  the 
policy  to  be  followed  by  them  in  their  day-to-day  operations, 
the  object  being  to  arrive  at  general  agreement,  failing  which 
the  central  bank  may  issue  directions.  Heads  of  the  Nether- 
lan^  Bank  and  rqiresentatives  of  the  Bankers’  Association 
meet  regularly,  and  action  in  respect  of  policy  and  technique — 
liquidity  ratios,  selective  credit  control  and  so  on — emerges 
ordinarily  by  way  of  “ gentlemen’s  agreements  ” fashioned 
by  the  mutual  exchange  of  proposals  and  amendments. 
Latterly,  the  practice  has  developed  of  holding  regular 
informal  meetings  for  discussion  of  monetary  problems 
among  economists  of  the  central  and  commercial  banks,  and 
these  have  established  a useful  forum  for  interchange  of 
personal  views  and  a point  of  contact  for  mutual  under- 
standing which  contributes  indirectly  to  smooth  working 
relations  at  the  executive  level.  In  Italy,  contacts  at  the 
upper  level  have  been  supported  by  a somewhat  similar 
arrangement  of  longer  standing.  Annual  meetings,  timed  in 
relation  to  the  drafting  of  the  Bank  of  Italy’s  report,  are  held 
between  the  Governor  and  other  leading  officers  of  the  central 
bank  and  the  heads  of  research  and  credit  d^artments  of  the 
big  commercial  banks.  Statistics  are  circulated  beforehand, 
and  supplementary  information  is  supplied  by  the  banks, 
particularly  as  to  the  actual  distribution  of  bank  credit : 
discussion  at  these  meetings  is  frank,  and  criticisms  are  freely 
exchanged  in  an  atmosphere  of  friendly  informality. 

A peculiar  provision  of  law  has  contributed  to  the 
shaping  of  a system  in  Australia  which  is  of  all  the  greater 
interest  b^use  of  the  unusual  relations — not  altogether 
favourable  to  collaboration — subsisting  between  the  central 
and  the  commercial  banks.  The  Commonwealth  Bank  is 
required  to  give  the  commercial  banks  periodically  its  forecast 
of  the  course  of  bank  deposits  and  liquid  assets  and  of  the 
likely  calls  into  or  releases  from  the  “special  accounts” 'of 
the  trading  banks  with  the  central  bank  (Ranking  figures  in 
Australia  show  seasonal  fluctuations  which  pe  always 
marked  though  varying  in  magnitude).  Partly  in  order  to 
arrive  at  these  forecasts  (made  several  times  a year),  but  also 
to  obtain  fiill  information  and  an  exchange  of  views  at 
“ expert  ” level,  the  Commonwealth  Bank’s  economists  hold 
meetings,  three  or  four  times  a year,  with  those  of  the  com- 
mercial banks,  at  which  the  general  monetary  situation  is 
discussed,  often  on  the  basis  of  previously  circulated  draff 
memoranda.  This  interchange  of  views  is  said  to  have  made 
an  important  contribution  to  increasing  the  effectiveness  of 
the  monetary  system  ; the  discussions,  besides  helping  the 
central  bank  to  fulfil  its  obligation,  are  instructive  also  to  the 
commercial  bank  economists,  who  are  thus  put  in  a position 
to  give  better  advice  to  their  executive  chiefs  for  their  guidance 
when  the  ensuing  meetings  are  held  between  the  Goveraor  of 
the  Commonwealffi  Bank  and  the  general  managers  of  the 
trading  banks.  These  meetings  provide  the  occasion  for  the 
major  exchange  of  views  on  the  current  situation  and  the 
nature  of  any  corrective  action  or  relaxation  that  may  be 
thought  desirable. 

In  Canada  the  practice  is  for  the  Governor  of  the 
central  bank  to  meet  the  general  managers  of  the  commercial 
banlM,  especially  before  monetary  action  of  major  importance, 
in  order  to  state  tlie  needs  of  the  situation  as  seen  by  the 
central  bank,  to  set  before  them  the  proposed  measures,  and 
to  listen  to  their  comments.  In  the  United  States  the 
authorities  are  assisted  by  a statutory  body,  the  Federal 
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Advisory  Council,  which  is  made  up  of  r^resentative 
commercial  bankers,  one  from  each  Federal  Reserve  District. 
This  body  meets  regularly  with  members  of  the  Board  of 
Governors  of  the  Federal  Reserve  System,  and  forms  a 
consultative  link  between  central  and  commercial  banking. 

4.  Arrangements  for  consultation  and  repilar  review  are 
in  some  countries  closely  bound  up  with  activities  which  fall 
under  the  heading  of  public  relations,  that  is  to  say  deliberate 
efforts,  by  a variety  of  means,  to  spread  information  and 
promote  wider  understanding  of  the  views  taken  by  the 
authorities  of  a developing  monetary  situation,  of  the 
grounds  for  action  that  has  been  taken,  and  of  the  results 
achieved  by  or  expected  from  that  action.  To  put  the 
purpose  in  the  terms  of  a Federal  Reserve  official,  in  private 
conversation,  an  objective  monetary  policy  can  be  pursued, 
in  the  long  run,  only  “ by  consent  ”,  that  is  by  mobilizing  a 
sufficiency  of  public  opinion,  particularly  of  the  more 
instructed  elements  therein,  to  support  the  objectives  aimed 
at  and,  broadly,  the  methods  adopted  for  their  attainment. 
The  process  requires  continuous,  patient  effort  along  a number 
of  lines  ; it  calls  for  enterprise  ; it  needs  always  to  carry 
conviction  of  objec^tivity. 

5.  The  most  obvious  element  in  the  process  is  the 
publication,  in  suitable  forms  for  differing  neecfe,  of  instructive 
material  about  the  policy  and  operations  of  the  monetary 
authorities.  Specimens  of  such  material  are  readily  available, 
partioiiarly  in  the  form  of  annual  reports  and  periodicals 
issued  by  central  banking  organizations.  Only  one  comment 
needs  to  be  made  here.  It  is  significant  that  liberal  use  is 
made  of  these  media  of  public  instnic:tion  not  only  in  the 
United  States — ^usually  cited  as  the  outstanding  example — 
but  also  in  European  cxjuntries  and  in  Commonwealth 
coimtries  (where  central  banks  are  of  comparatively  recent 
foundation).  Among  European  countries,  for  example,  the 
annua!  r^ort  of  the  Bank  of  Italy  gives  a full  review  and 
justffication  of  the  monetary  poliiy  pursued  in  the  preceding 
year  ; the  annual  speech  of  the  Chairman  of  the  Bank  of 
Norway  contains  a thorough  study  of  the  course  of  economic 
affairs  and  of  the  st^s  taken  in  the  field  of  monet^  policy  ; 
and  the  speech  by  the  President  of  the  Swiss  National  B^ik 
at  the  annual  meeting  of  shareholders  gives  a detailed  account 
of  the  problems  encountered  during  the  year  and  the  means 
adopted  to  resolve  them.  Among  Commonwealth  countries, 
facts  are  well  presented  and  policy  ejqilicitly  propounded  Li 
the  reports  of  the  Commonwealth  Bank  of  Australia,  while 
the  annual  r^ort  of  the  Bank  of  Canada  is  said  to  be  one  of 
the  publications  which  exert  powerful  influence  on  public 
opinion  in  that  country.  This  list  could  be  lengthened 
almost  indefinitely. 

6.  Attention  may  more  usefully  be  drawn  here  to  other 
practices  which  have  been  evolved  to  spread  understanding 
of  what  the  monetary  authorities  have  b«n  trying  to  do,  and 
why.  Some  of  the  arrangements  mentioned  in  preening 
sections  dearly  play  a part  in  this  sector  too.  No  doubt, 
also,  there  is  everywhere  a more  or  less  active  procedure  for 
assisting  financial  journalists  in  their  discussion  of  current 
events.  The  following  notes  are  on  othM"  developments 
which  have  come  to  the  writer’s  knowledge  through  observ- 
ation and  inquiry. 

One  ingenious  experiment  to  be  mentioned  in  passing,  was 
the  invitation  extended  by  the  Swedish  Minister  of  Finance,  in 
November  1956,  to  each  of  six  eminent  Swedish  economists 
to  write  a short  popular  essay  setting  forth  his  remedy  for  the 
current  inflationary  malaise.  The  essays  were  promptly 
published  in  an  attempt  to  inform  the  public  and  to  stimtilate 
thought  and  discussion,  and  th^  gave  rise  to  a remarkably 
lively  economic  debate.  Mention  might  be  made  also  of  an 
invaluable  series  of  artides  on  basic  monetary  theory  in  the 
context  of  aparticular  country’s  position  which  were  published 
a few  years  ago  by  the  Reserve  Bank  of  New  Zealand,  along- 
side the  current  comment  issued  through  its  monthly  bulletin. 
In  Norway  some  importance,  for  present  purposes,  is  attached 
to  the  broadcasting  of  Parliamentary  debates  and — a method 
that  may  be  of  wider  interest — of  panel  discussions  between 
experts  from  the  administration  and  from  private  business. 

Perhaps  more  important  are  continuing  efforts  to 
promote  expert  appreciation  of  policy.  In  Canada,  for 
example,  the  practice  has  developed  whereby  twice  a year 
the  Department  of  Trade  and  Commerce  holds  a one-day 
meeting  for  informal  discussion  of  the  current  situation  and 
outlook.  The  meetings  are  attended  by  economists  from 
Government  departments,  the  Bank  of  Canada  and  business 
undertakings  including  the  commerci^  banks,  and  ffie 


benefits  are  reported  to  be  substantial,  both  by  way  of 
keeping  Government  economists  in  touch  with  business  views 
and  sentiment  and  through  the  fuller  understanding  which 
business  economists  thus  gain  of  official  analysis  and  policy. 

Mention  has  already  been  made  of  regular  meetings, 
which  have  their  “ public  relations  ” aspect,  between  econo- 
mists of  the  central  bank  and  the  commercial  banks  in 
Holland,  Italy  and  Australia.  Dutch  e?q)erience  is  instructive 
here  because  for  a long  time,  it  appears,  the  central  bank  was 
hesitant  to  enter  into  even  such  an  informal  arrangement 
owing  to  the  risk — which  it  has  foimd  to  be  groundless — of 
indiscretion  xmder  pressure  of  informal  private  discussion. 
In  New  Zealand  a practice  has  developed  whereby  economists 
of  the  Reserve  Barik  and  the  commercial  banks  meet  more  or 
less  regi^rly  at  lunch  for  informal  conversation,  and  on  one 
occasion  recently  the  Reserve  Bank  organized  a conferenw, 
at  which  a number  of  academic  economists  joined  with 
economists  of  the  Bank  and  of  Government  departments  to 
discuss  current  monetary  problems  on  the  basis  of  previously 
ciliated  memoranda. 

The  development  of  public  relations  has  gone  fiirthest, 
however,  in  the  United  States.  Nothing  need  be  said  of  the 
outpouring  of  statistical,  descriptive  and  analytical  publica- 
tions by  ffie  Federal  Reserve  System  and  by  the  individual 
Federal  Reserve  Banks.  To  some  extent,  also,  the  medium 
of  radio  is  used  by  the  provision  of  popular  talks  on  business 
and  financial  conditions  in  the  area  covered  by  a particular 
Reserve  BarUc.  Various  Reserve  Banks,  too,  organize 
meetings  and  conferences  for  academic  economists,  business 
men  and  others  occupying  i^uential  positions  in  their  areas  ; 
provide  speakers  or  films  for  a wide  variety  of  audiences  ; 
conduct  essay  competitions  and  afford  opportunities  to  gain 
an  insight  into  the  actual  conduct  of  central  banking  opera- 
tions. For  the  rest,  this  note  is  concentrated  on  the  activities 
of  the  Board  of  Governors  of  the  Federal  Reserve  System  at 
Washington. 

In  recent  times  the  Board  has  organized,  ordinarily 
once  a year,  a conference  to  which  have  been  invited  about 
thirty  commercial  bank  economists  or  other  bank  officers 
undertaking  economists’  work  in  association  with  their  main 
functions.  The  Chairman  and  the  other  members  of  the 
Board,  together  with  senior  officers  thereof,  participate  ; 
Treasury  officials  may  be  present  to  speak  on  such  matters  as 
debt  management  and  international  finance  ; and  economists 
of  the  Board  present  visual  and  oral  analyses  of  the  current 
situation.  Pr^aratory  material  is  usually  circulated  before- 
hand. In  the  course  of  these  " off-the-record  ” talks 
questions  are  raised  and  expressions  of  opinion  invited  ; 
and  active,  often  controversial,  discussion  follows.  The 
meetings  are  reported  to  have  been  found  mutually  beneficial. 
Similar  conferences  are  held  with  economists  in  business 
(offier  than  banl^g)  and  in  academic  occupations. 

It  is  noticeable,  too,  that  economists  of  the  Federal 
Reserve  System  and  of  Federal  Reserve  Banks  are  frequently 
to  be  found  engaging  in  discussions  arranged  by  standing 
groups  such  as  the  Conference  of  Business  Economists. 
Leading  officials  of  the  central  banking  system  do  not  feel 
themselves  debarred  by  their  positions  from  participating  in 
debate — sometimes  highly  critical  of  their  policies  or  actions — 
with  representatives  of  other,  closely  related,  sections  of  the 
financial  system.  The  writer  himself  took  part  recently  in  a 
conference  of  about  50  leading  American  bankers,  at  two 
sessions  of  which  the  Chairman  and  another  member  of  the 
Board  of  Governors  of  the  Federal  R.eserve  System  open^ 
and  pursued  discussions  on  matters  intimately  bound  up  with 
the  policy  of  the  authorities  and  the  relations  between  the 
Reserve  Banks  and  the  commercial  banks.  In  the  United 
States  there  is  nothing  incongruous  about  such  a “ free-for- 
all  ” exchange  of  views. 

7.  It  is  not  suggested  that  developments  such  as  those 
here  bri^y  outlined  have  themselves  solved  the  problem  of 
enlisting  wide,  intelligent  and  instructed  support  for  the 
maintenance  of  sustained,  objective  monetary  policy.  A 
correspondent  writes  from  Italy  : “ One  cannot  say  that  the 

public  are  well  informed The  man  in  the  street  tends  to 

stick  to  party  lines An  inarticulate  mistrust,  fed  on  a 

century-old  experience,  forms  an  easy  substitute  for  criticism 
and  reasoning.”  Clearly,  such  habits  of  thought  cannot  be 
quickly  overcome.  What  is  suggested  is  that  in  some 
countries  the  monetary  authorities  have  determmed  to  do 
something  by  way  of  contributing  to  general  enlightenment 
and  skilled  appraisal  of  the  course  of  affairs.  Indeed,  an 
element  of  urgency  is  to  be  detected  here  and  there.  As  the 
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[Continued 


Bank  for  International  Seitiemeots  has  put  it  (in  its  27th 

annual  report,  page  245)  : “ It  is important  that,  in  alt 

countries,  not  only  the  responsible  authorities  but  also 
enlightened  public  opinion  should  be  constantly  aware  of  the 
real  problems  involved  [in  monetary  policy]  and  be  ready  to 
react  promptly  [to  the  measures  taken].  The  monetary 

authorities  certainly  do  not  lack  technical  instruments 

But  there  are  limits  to  what  those  instruments  can  do,  unless 
they  are  backed  by  an  appropriate  overall  policy,  and  this, 
in  turn,  needs  to  be  understood  and  supported  by  all  sections 
of  the  population.” 


8.  The  fact  that  the  authorities  who  have  engaged  in  this 
type  of  activity  are  continuing  their  efforts  indicates  that  the 
first  experiments,  limited  in  scope  though  they  may  be,  are 
thought  to  be  having  some  usefUl  effect.  The  wide  range  of 
national  economies  in  which  experiments  are  being  made 
suggests  a common  recognition  of  need  which  apparently  is 
not  fully  shared  in  our  own  country. 

\Ath  September,  1957 


Appendix  F 

Alternative  Techniques  of  Regulating  Bank  Credit 

1.  When  I gave  oral  evidence  to  the  Committee  on 
October  7th,  1958,  no  questions  were  put  to  me  concerning 
possible  means,  supplementary  to  those  already  employed, 
for  regulating  the  volume  of  bank  credit.  It  may  perhaps 
be  useftil  if  I set  down  briefly  my  views  on  this  matter. 

2.  As  indicated  in  par.  6 of  my  memorandum  of 
Evidence  and  in  my  opening  oral  statements,  the  need  for 
additional  means  of  control  is  in  my  judgment  not  established. 
If,  however,  the  Committee  should  reach  the  opposite 
conclusion,  then  the  further  question  would  arise  as  to  the 
comparative  efficacy  of  several  instruments,  three  of  which 
call  for  examination.  They  are  : (a)  the  system  of  “ special 
deposits  ”,  announced  in  the  House  of  Commons  early  in 
July  1958  as  a temporising  device  pending  the  recommen- 
dations of  the  Committee,  but  not  so  far  brought  into  action  ; 
{b)  the  establishment  by  the  authorities  of  a minimum  (and 
conceivably  a maximum)  liquidity  ratio,  subject  to  variation 
by  them  from  time  to  time,  to  be  observed  by  the  commercial 
banks  ; (c)  the  imparting  into  the  day-to-day  cash  ratio 
maintained  by  the  banks  of  a quality  of  variability  to  be 
utilised  on  occasion  by  the  authoriti®  as  they  might  judge 
to  be  requisite.  Much  has  been  heard,  in  public  and  private 
discussion,  of  scheme  (i)  ; but  (c)  is  rarely  mentiooed  as  an 
alternative  form  of  ratio  control. 


3.  (i)  “ Special  deposits  ”,  if  called  for,  would  comprise 
a new  and  foreign  element  within  the  total  of  assets  held  by 
the  banks  against  their  deposit  liabilities.  Among  these 
assets  the  differentiation  as  to  liquidity  is  one  of  degree 
rather  than  of  kind.  The  “ liquid  assets  ” so  designated 
consist  either  of  cash  or  of  assets  convertible  into  cash  almost 
at  once  without  risk  of  capital  loss  ; as  for  the  “ risk  assets  ”, 
investments  can  ordinarily  be  realized  quickly  in  some 
quantity,  though  at  the  risk  of  possible  capital  loss  (which 
incident^y  is  chargeable  a^inst  profits),  while  advances  are 
constantly  turning  over,  giving  opportunities  of  reduction 
through  non-renewal.  Special  d^osits,  by  contrast,  would 
be  a frozen,  inert  mass,  having  no  quality  t to  match  the 
liquidity  of  the  banks’  liabOities. 

(ii)  There  is  an  inescapable  possibility  that  special  deposits, 
once  called,  would  stand,  at  least  in  part,  more  or  less 
permanently.  This  has  catainly  proved  to  be  so  in  Aus- 
tralia, where,  however,  a stronger  case  can  be  made  for  the 
system  in  the  absence  of  any  established  cash  ratio  or  uni- 
formly observed  liquidity  ratio. 

(iii)  Special  deposits  compare  unfavourably  in  one  respect 
at  least  with  the  former  system  of  Treasury  D^osit  Receipts, 
namely  in  that  they  would  have  no  definite  term  or  date  of 
repayment,  enforcing  regular  and  frequent  review  of 
requirements. 

1 Except  coDceivably  by  the  untried  way  of  specific  coscessloa  by  Ibe  central 
bask  : See  Hansard,  3 July  1938,  col.  leos. 


4.  (i)  Prescribed  liquidity  ratios  (whether  minimum, 
maximum  or  both)  would  under  present  arrangements 
provide  no  more  than  a loose  form  of  control  since  they  are 
recorded  only  once  a month  and  could  hardly  be  applied  on 
a day-to-day  basis  as  the  cash  ratio  is. 

(ii)  The  imposition  of  prescribed  liquidity  ratios,  subject 
to  change  from  time  to  time  at  short  notice,  would  complicate 
immensely  the  task  of  bank  management.  The  requirements 
would  be  difficult  to  observe  closely  (and  only  so  would  they 
be  effective)  because  of  seasonal  movements  in  deposits  and 
liquid  assets  ; moreover,  the  supply  of  liquid  assets  and  the 
volume  of  deposits  are  subject  to  many  irregular  and  un- 
foreseeable forces,  beyond  the  banks'  control,  including 
factors  bearing  on  the  money  and  bill  markets  and  the  large 
excess  of  “ sanctions  ” over  actual  advances  which  derives 
from  the  overdraft  system.  In  present  practice,  the  liquidity 
ratio  is  a cushion  rather  than  a firm  reflating  standard.  It 
is  a contradiction  in  terms  to  consider  it  as  both. 

(iii)  So  far  as  prescribed  liquidity  ratios  could  be  observed 
in  practice,  dianges  therein  would  act  primarily  on  the  volume 
of  risk  assets  (including  investments  as  well  as  advances) 
rather  th^  on  the  volume  of  bank  deposits. 

5.  A prescribed  day-to-day  cash  ratio,  variable  at  the 
discretion  of  the  authorities,  would  have  none  of  the  defects 
noted  as  attaching  to  the  imposition  of  liquidity  ratios.  It 
is  to  be  preferred  to  that  method  on  the  following  grounds  ; 

(i)  The  fact  that  a day-to-day  cash  ratio_  is  already 
observed  in  the  established  practice  of  banking.  If  the 
monetary  situation  called,  in  the  judgment  of  ffie  authorities, 
for  an  upward  adjustment  of  the  cash  ratio,  the  prime 
consequence  would  be,  in  effect,  a transfer  of  a calculable 
quantity  of  Treasury  bills  from  the  banking  system  to  the 
central  harik-  ; and  to  bring  about  a restrictive  effect  of  ffie 
entire  process  would  require  a comparatively  small  operation 
on  the  part  of  the  authorities,  designed  to  prevent  the  full 
increa.se  in  “ bankers’  balances  ” from  taking  effect. 

(ii)  This  procedure  would  exert  its  impact  upon  the 
voltime  of  bank  money,  that  is  bank  deposits — a resifit  which 
would  ordinarily  be  more  relevant  to  the  task  of  checking 
inflation  than  any  practicable,  imprecise  effect  on  risk  assets 
that  could  be  achieved  by  varying  the  liquidity  ratio. 

(iii)  By  the  cash  control  method  the  r^uired  impact  on 
bank  deposits  would  be  obtainable,  with  much  greater 
certainty,  with  a far  smaller  change  at  the  base  (the  starting 
ratio  being  8 : 100),  than  the  operations  that  would  be 
required  to  yield  a result  of  similar  magnitude  by  a change 
in  the  liquidity  ratio. 

(iv)  The  ^ash  ratio  method  would  concentrate  control 
upon  a single,  well-recognised  proportion,  and  would  thus  be 
simpler  to  operate,  more  dependable  in  its  effects,  and  more 
widely  xmderstood. 

6.  The  variable  cash  ratio  (“  cash  ” in  this  case  comprising 
only  balances  with  the  central  bank)  is  the  basis  of  the  method 
of  control  practised  in  the  United  States.  The  distinctions 
drawn  there  between  the  ratios  required  in  different  places 
and  between  the  ratios  required  for  time  and  demand  deposits 
are  of  dubious  applicability  here,  partly  because  of  the 
branch  banking  structure  in  this  country  and  partly  because 
in  practice  the  dividing-line  between  current  aaoimt  and 
deposit  account  balances  is  blurred  as  to  availability  on 
demand. 


7.  It  is  noticeable^  that  many  countries  use  control 
instruments  (6)  or  (c)  or  variants  of  them  as  methods  of 
regulation  of  monetary  conditions.  Rarely  are  the  two 
methods  to  be  found  together  in  the  more  highly  integrated 
hanifing  systems.  It  is  difficult  to  see  any  good  reason  why 
regulation  through  both  a cash  ratio  and  a liquidity  ratio 
should  be  required  in  the  most  highly  integrated  of  all. 

\Ath  November,  1958 


2 See  “ Foreign  Centrsl  Banking  : lie  Initiumento  of  Mooetaiy  Policy  " ; 
Federal  Reserve  Bank  of  Now  Yonc,  1937. 
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6.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  W.  MANNING  DACEY* 


1.  In  responding  to  the  Committee’s  invitation  to  submit 
views  and  suggestions,  I take  as  my  starting  point  that  our 
monetary  and  credit  system  is  but  a means  to  an  end.  Hie 
enditself  is  to  ensure  diat  the  pound  sterling  will  be  a currency 
commanding  respect  at  home  and  abroad,  providing  a stable 
measure  of  value  and  a reliable  store  of  value,  thus  acting  as 
a suitable  medium  of  account  for  long-term  contracts  made 
in  terms  of  money  and  holding  the  balance  fairly  between 
payer  and  receiver,  lender  and  borrower,  saver  and  entre- 
preneur. 

2.  In  my  submission,  the  problem  of  ensuring  monetary 
stability  is  far  more  a politick  than  a technical  one.  It  is 
political  factors  that  determine  the  kind  of  monetary  regime 
that  will  be  considered  acceptable,  as  well  as  the  results  to 
be  expected  from  measures  of  poliQ'. 

At  first  si^t  it  may  be  tempting  to  look  for  a solution  to 
some  technical  device  or  formula,  sudi  as  a return  to  gold  or 
the  placing  of  an  absolute  legal  limitation  upon  the  size  of 
the  note  issue  or  the  Treasury  bill  issue,  or  upon  the  volume 
of  bank  deposits.  Even  if  proposals  of  that  kind  promised 
satisfactory  results  from  the  technical  viewpoint  (and  that  I 
do  not  believe,  since  in  my  view  elements  of  judgment  are 
necessarily  involved  in  the  sound  management  of  money  and 
other  difficulties  would  remain)  this  whole  train  of  thought 
dearly  contains  an  internal  contradiction.  It  lies  in  the  fact 
that  any  sudi  limitation  upon  the  money-creatog  power 
would  have  to  be  accepted  and  enacted  by  Parliament,  the 
ultimate  monetary  authority  ; and  if  Parliament  were 
disposed  to  tie  its  hands  in  this  way  it  should  also  beprepared 
to  accqjt  the  lesser  restraints  that  would,  in  my  estimation, 
remove  the  danger  of  inflation  within  the  framework  of  our 
existing  system.  Inflation  is  the  product  of  inflationary 
policies.  If  it  is  the  will  of  Parliament  to  avoid  such  policies 
in  future,  the  acceptance  of  a tighter  monetary  discipline, 
such  as  the  very  mild  proposal  put  forward  in  paragraph  19 
below,  mi^t  be  of  assistance  but  is  not  really  necessary  to 
that  end. 

3.  In  focusing  attention  upon  inflation  as  the  main 
danger,  it  is  not  sought  to  imply  that  the  evils  of  deflation  are 
any  the  less.  The  point  is  that,  while  inflation  and  deflation 
are  equally  undesirable,  their  avoidance  does  not,  in  this 
countty  and  in  this  age,  present  us  with  equally  fonmdable 
problems.  The  measures  required  to  combat  deflation  all 
involve  the  stimulation  of  spending,  whether  by  tax  remission, 
public  works,  cn'edit  expansion  or  other  means.  Such 
measures  are  boimd  to  be  politically  popular  and  (given  the 
change  in  responsible  monetary  opinion  in  this  country  since 
the  ’twenties)  the  adoption  of  the  right  kind  of  policies  is 
unlikely  to  be  resisted. 

4.  Precisely  the  opposite  is,  of  course,  true  of  the  measures 
needed  to  stop  inflation.  The  inflationary  record  of  the  past 
ten  years  does  not  seem  to  me  to  point  to  any  inherent  defect 
in  OUT  monetary  system.  It  seems,  on  the  contrary,  the 
natural  and  predictable  result  of  certrin  governmental 
attitudes,  themselves  the  faithful  reflection  of  a climate  of 
opinion — almost  peculiar  to  this  country — such  that  the 
maintenance  of  99  per  cent,  full  employment  is  regarded  as  a 
reasonable  objective  of  policy. 

5.  Given  this  climate  of  opinion,  it  is  not  surprising  if 
the  actions  taken  in  the  monetary  field  were  for  some  time  of 
a belated  and  half-hearted  nature.  But  the  effects  go  farther 
than  that.  One  of  the  essential  conditions  for  the  mainten- 
ance or  restoration  of  monetary  stability  is  public  confidence 
that  this  goal  will  in  feet  be  achieved  ; and  at  times'  even 
quite  vigorous  measures  in  the  monetary  field  have  been 
accompanied  by  actions  in  other  fields  whiA  seemed  to  throw 
doubt  upon  the  probable  success  of  the  monetap"  measures 
and  of  the  government’s  determination  to  give  priority  to  the 
maintenance  of  the  integrity  of  monty  ovct  other  desirable 
objects  of  polity.  Examples  which  spring  to  mind  are  the 
succession  of  over-all  deficits  and  the  railway  wages  award 
of  early  1957,  whidi  disappointed  the  growii^  hopes  that  a 
“ price  plateau  ” could  be  maintained  and  whidi  demoralised 
the  gilt-edged  market  for  many  months.  Apart  from  such 
overt  conflicts  of  policy  and  aim.-;,  doubts  have  persisted  of 
the  government’s  determination  and  ability  to  carry  their 
dedared  monetary  policy  to  a successful  conclusion  once 
inflationary  pressures  had  subsided. 

Appropriate  monetary  and  fiscal  policies  are  thus  of 
importance  chiefly  as  necessary  elements  in  this  wider  process 
of  establishing  confidence  that  money  and  claims  to  money 
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will  be  worth  holding,  with  all  that  this  implies  for  the 
attitude  of  savers  and  the  psychology  of  the  busings  community . 

A government  seeking  to  establish  confidence  in  the  stability 
of  the  currency  cannot  and  will  not  be  judg^  simply  by  its 
statements  of  intention  or  even  by  its  actions  in  the  monetary 
field  proper  but  by  its  policies  and  attitudes  taken  as  a whole. 
Indeed,  if  the  tenure  of  office  of  an  existing  govemment  is 
regard^  as  precarious,  the  policies  and  attitudes  of  its 
expected  successor  may  be  equally  significant. 

6.  In  spite  of  the  impediments  to  a successful  monetaty 
polity,  inflationary  pressures  have  manifestly  lessened  in 
recent  months.  It  is  impossible  to  say  how  far  that  may  be 
attributable  respectively  to  a change  in  the  climate  of  opinion 
at  home,  to  the  operation  of  deflationary  forces  in  the  world 
at  large  or  to  the  cumulative  effect  of  the  anti-inflatioo^y 
measures  of  one  kind  or  another  continuously  in  operation 
for  several  years  past.  At  all  events,  it  may  not  ^ un- 
realistic to  assume  that  some  kind  of  monetary  equilibrium 
is  now  attainable.  Assuming  that  the  political  conditions 
for  the  maintenance  of  stability  are  also  satisfied,  the  question 
arises  of  the  technical  measures  that  will  best  assist  in  preserv- 
ing equilibrium  once  it  is  attained. 

7.  Inflation  is  indicative  of  an  insufficiency  of  spon- 
taneous saving  to  finance  the  cinrent  level  of  investment. 
To  stop  an  inflation,  therefore,  spontaneous  saving  and  invest- 
ment must  be  brought  into  balance,  though  order  that 
balance  may  be  achieved  at  as  high  a level  of  investment  as 
possible  the  object  of  policy  should  be  to  maximise  the 
combined  total  of  taxation  pajments  and  spontaneous 
saving.  In  this  endeavour,  policies  outside  the  monetary 
field  clearly  have  an  important  part  to  play. 

8.  So  far  as  the  monetary  field  is  concerned,  I sho^d 
myself  place  in  the  forefront  measures  to  promote  the  funding 
of  bank  deposits  and  other  liquid  claims  overhanging  the 
economy. 

In  principle,  no  doubt,  monetary  polity  may  operate 
either  on  the  size  of  the  money  stock,  or  on  its  rate  of  turnover 
or  on  both  together  ; but  there  are  arguments  for  regarding 
the  size  of  the  money  stock  as  fundamental.  Starting  from 
a position  of  equilibrium,  any  rise  in  velocity  of  circulation 
(whether  due  to  a boom  psychology  in  the  business  world  or 
to  other  reasons  for  prrferring  goods  to  money)  will  have 
inflationary  implications.  In  su(±  a situation,  the  orthodox 
response  in  my  view  is  to  take  steps  to  reduce  the  quantity  of 
money,  not  to  leave  surplus  money  in  existence  and  try  to 
interfere  with  its  use.  Provided  fee  quantity  of  money  is 
kept  on  a tight  rein,  it  is  unlikely  that  an  inflationary  rise  in 
velocity  will  get  out  of  hand. 

Limitation  of  fee  money  stock  is  likely  to  be  fee  more 
effective  as  any  reduction  in  the  liqmdity  of  fee  ^onomy  will 
tend  to  be  associated  wife  a rise  in  long-term  interest  rates 
and  a decline  in  the  value  of  capital  assets.  But  fee  size  of 
fee  money  stock  would,  in  my  view,  be  a factor  of  significance 
even  if  there  were  no  capital  market,  no  lending  or  borrowing 
and  therefore  no  effects  via  interest  rates. 

9.  It  is  in  this  respect  that  fee  monetary  measures  of 
recent  years  have  been  most  wanting.  Although  fee  ratio  of 
money  stock  to  national  income  has  fallen  progressively,  this 
has  come  about  entirely  through  fee  growth  of  money  incomes 
and  notwithstanding  an  actual  addition  to  fee  money  supply. 
That  process  might  well  be  carried  further  if  fee  climate  of 
expectations  should  again  become  inflationary.  The  fell 
already  seen  in  fee  ratio  of  money  stock  to  national  income 
means,  of  course,  that  the  inflation  has  been  financed  to  a far 
larger  extent  by  a rise  in  velocity  than  by  fee  creation  of  new 
money  ; but  it  would,  in  nty  view,  be  superficial  to  argue 
from  to  feat  measures  designed  to  damp  down  velocity  are 
more  important  than  measures  to  reduce  the  stock  of  money. 
A rise  in  velocity  may  be  as  much  a symptom  as  a cause  of  an 
inflationary  situation,  and  failure  to  reduce  fee  supply  of 
money  has  been  in  my  view  an  important  reason  why  it  has 
taken  so  long  to  restrain  fee  rise  in  velocity. 

10.  In  to  country,  bank  deposits  make  up  by  far  fee 
largest  element  in  tlie  total  stock  of  money.  They  are  also 
the  element  in  the  money  supply  on  which  policies  designed 
to  fee  flow  of  Spending  must  be  brought  to  bear, 

since  fee  demand  for  currency  is  largely  a reflection  of  the 
current  level  of  incomes  and  cannot  be  influenced  directly. 
It  is  true  tliat  traditional  weapons  of  monetary  control  sutfe 
as  fee  limitation  of  fee  note  issue  and  the  use  of  Bank  Rate 
to  protect  the  Reserve  of  the  Banking  Department  sought  to 
influence  the  volume  of  bank  d^osits  by  operating  on  tha^ 
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part  of  the  note  issue  held  within  the  banking  system,  but  it 
will  be  argued  that  this  is  no  longer  the  most  effective  or 
expedient  means  to  that  end. 

Over  the  six  calendar  years  1952  to  1957  inclusive,  the  net 
d^osits  of  the  London  clearing  banks  rose  on  balance  by 
nearly  £500  millions,  or  8 per  cent.*  While  this  increase 
may  seem  a relatively  small  one,  any  injection  at  all  of  new 
money  into  the  system  was  bound  to  impair  the  effectiveness 
of  the  so-called  credit  squeeze.  What  the  situation  required 
was  an  actual  contraction  in  the  money  stock  to  complement 
and  reinforce  other  anti-inflationary  measures. 

11.  Under  modem  conditions  by  far  the  greater  part  of 
the  assets  which  provide  the  counterpart  of  bank  deposits  are 
either  themselves  government  obligations  or  are  based 
indirectly  upon  government  obligations.  The  amount  of 
government  paper  which  finds  its  way  into  the  banking  system 
is  determined  by  the  interaction  of  two  sets  of  factors.  On 
the  one  hand  we  have  the  need  of  the  Treasury  to  raise 
money  for  purposes  which  may  include,  in  addition  to  the 
finance  of  current  expenditure  above  and  below  the  line, 

(а)  the  acquisition  of  capital  assets  such  as  gold  and  foreign 
exchange,  gfit-edged  securities,  shares  in  nationalised  concerns 
or  stocks  of  commodities  and  (6)  the  redemption  of  maturing 
obligations.  On  the  other  hand  we  have,  in  addition  to  tax 
receipts,  (a)  the  proceeds  of  any  increase  in  the  note  circulation 

(б)  the  proceeds  of  gold  losses  or  sales  of  other  capital  assets 
and  (c)  the  proceeds  of  non-bank  purchases  of  government 
obligations. 

12.  One  of  the  basic  principles  that  cannot  be  flouted  if  it 
is  gaiuinely  desired  to  preserve  stable  money  is  that  the 
volume  of  bank  deposits  must  be  determined  by  reference  to 
the  requirements  of  the  monetary  situation,  not  by  the 
financial  exigencies  of  the  Exchequer. 

It  may  be  noted  that  the  increase  of  nearly  £500  millions  in 
net  bank  d^osits  in  1952-1957  took  place  although  there  was 
no  increase  on  balance  in  the  gold  and  doUax  reserves, 
althou^  the  advances  and  commercial  bill  holdings  of  the 
banks  togeflier  declined  by  some  £100  millions  and  notmth- 
standing  a rise  of  over  £550  millions  in.  the  currency  circu- 
lation— ^factors  whidi,  other  things  equal,  would  have  made 
possible  a reduction  of  some  £650  millions  in  net  deposits. 
It  appears,  therefore,  that  over  this  period  the  banking  system 
was  called  upcm  to  extend  new  finance  to  the  government  on 
the  scale  of  well  over  £1,000  millions.  This  was  obviously 
not  unconnected  with  the  over-all  deficit  for  the  period, 
totalling  more  than  £1,700  millions. 

To  what  extent  below-line  expenditure  ought  at  any 
particular  time  to  be  covered  from  taxation  is  admittedly  a 
debatable  question  on  which  judgments  may  differ.  Never- 
theless, it  would  in  my  submission  have  been  more  consistent 
with  the  anti-inflationary  policies  adopted  in  the  monet^ 
sphere  to  have  budgeted  at  least  for  over-all  balance  during 
this  period.  A succession  of  over-all  deficits  was  bound  to 
aggravate  the  task  of  effecting  a reduction  in  the  volume  of 
bank  deposits  and  there  was  always  a danger  that  such  deficits 
might  in  the  end  be  financed  by  an  actual  addition  to  the 
money  supply,  as  has  in  fact  happened. 

13.  If  the  finanpJal  requirements  of  the  Treasury  exceed 
the  sums  available  from  other  sources,  the  only  method  of 
preventing  an  increase  in  the  amount  of  government  paper  in 
the  system,  or  of  effecting  a decrease,  is  to  stimulate  the  non- 
bank demand  for  government  obligations.  The  object  of 
the  funding  policy  will  best  be  achieved  if  such  obligations 
talfpi  the  form  of  medium-term  or  long-term  securities.  Once 
such  securities  have  been  taken  up,  concerted  sehing  by  the 
holders  will  tend  (in  the  absence  of  a cheap  money  pqliqy) 
to  depress  their  price.  If  the  purpose  of  the  sales  is  to 
finance  e:q)enditure  in  an  inflationary  situation,  the  associ- 
ated rise  in  long-term  interest  rates  and  decline  in  asset  values 
will  exert  a corrective  influmce. 

14.  In  my  submission,  a systematic  funding  policy  provides 
the  most  effective  means  of  regulating  bank  deposits  and 
should  normally  be  regarded  as  the  primary  instrument  of 
policy  for  the  ptupose. 

This  does  not  seem  to  me  to  be  a counsel  of  perfection. 
There  has  been  much  discussion  in  economic  literature  of  the 
relative  inflexibility  of  the  long-term  rate  resulting  from  the 
concept  of  a norm  of  gilt-edged  prices.  This  ^ rqjresented 
as  a disruptive  factor  tending  to  aggravate  booms  and 
slumps,  but  seems  in  fact  to  have  the  reverse  implications. 
To  the  extent  that  the  concept  of  a norm  is  firmly  held,  it 


* See  teblei  appended. 


means  that  even  during  an  inflationary  period  the  authorities 
will  be  able  to  sell  long-term  securities  on  a large  scale  without 
seriously  depressing  their  price,  thus  securing  the  means  with 
which  to  effect  a funding  of  floating  debt  and  a reduction  in 
bank  (posits,  if  confidence  in  the  prevailing  level  of  gilt 
edged  prices  is  easily  shaken,  on  the  other  _hand,_  quite  small 
sales  of  securities  will  cause  a severe  fall  in  their  price  and 
consequently  a sharp  rise  in  long-term  interest  rates,  which 
itself  win  act  as  a brake  upon  inflationary  tendencies. 

To  state  these  propositions  in  terms  of  market  prices  and 
monetary  yields,  however,  tacitly  assumes  that  confidence 
exists  in  the  long-term  stability  of  the  unit  of  account.  A 
(^line  in  market  values  will  not  necessarily  mean  that 
securities  are  being  made  more  attractive  if  at  ^e  same  time 
doubts  are  increasing  about  the  value,  in  real  purchasing 
power,  of  the  higher  monetary  yields  obtainable.  This 
seems  to  have  been  the  position  throughout  most  of  1957 
when,  as  the  Economic  Survey  observes,  “ it  did  not  prove 
possible  to  prevent  a considerable  increase  in  the  quantity 
of  bank  deposits  By  the  same  token,  a reduction  in  bank 
deposits  and  in  the  liquidity  of  the  economy  generally  will 
not  necessarily  imply  hi^  monetary  yields  on  long-term 
securities  if  at  the  same  time  confidence  in  the  stability  of 
money  is  reviving  ; any  yield  which  is  expected  to  be  positive 
in  real  terms  will  obviously  represent  a considerable  improve- 
ment on  the  negative  yields  received  by  holders  of  fixed- 
interest  securities  for  many  years  past. 

15.  In  the  circumstances  of  1957  it  is  probably  true  that 
little  or  nothing  would  have  been  achieved  by  a funding 
policy  that  inflicted  further  losses  on  the  holders  of  securities 
wlfich  had  already  been  depreciating,  both  in  real  and  in 
monetary  value,  for  many  years.  Nevertheless,  other  meth- 
ods ai'e  available  of  making  securities  attractive  than  the 
conventional  one  of  offering  higher  money  yields  and  so 
depressing  the  price  of  existing  securities  of  ffie  same  kind. 
One  such  method  is  illustrated  by  the  issue  of  premium  bonds. 
Another  woiild  have  been  still  more  appropriate  in  the  cir- 
cumstances of  last  year.  If  investors  lack  general  assurance 
that  fixed-interest  securities  of  the  conventional  kind  will 
maintain  their  value,  they  might  still  be  attracted  to  take  up 
government  obligations  by  a specific  assurance  to  that  effect 
in  the  form  of  an  ind^  clause. 

The  offer  of  such  a guarantee  would  be  a pledge  of  good 
faith  on  the  part  of  the  borrower  and  a demonstration  of  con- 
fidence by  the  government  in  the  success  of  its  own  policies. 
Moreover,  the  yield  offered  on  the  indexed  bonds  could  be 
considerably  lower,  in  monetary  terms,  than  that  on  conven- 
tional securities  (whose  holders  would  have  to  be  given  the 
option  of  exchanging  into  the  new  type  of  paper  at  current 
prices).  Hence  the  issue  of  indexed  bonds  could  be  the  mra.ns 
of  effecting  a considerable  reduction  in  the  cost  of  national 
debt  service,  provided  that  inflation  was  in  fact  avoided.  The 
prospect  of  its  avoidance  would  be  greatly  enhanced  if  the 
index  bonds  were  taken  up  in  considerable  volume,  since 
the  process  would  be  available  for  the  funding  of  floating 
debt.  If,  on  the  other  hand,  there  were  little  demand  for  the 
bonds  it  would  be  an  indication  that  the  climate  of  expecta- 
tions was  no  longer  inflationary. 

Fortunately,  faith  in  gilt-edged  now  shows  signs  of  reviving 
but  I suggest  that  indexing  be  considered  with  a view  to  its 
adoption  if  at  any  time  confidence  in  the  stability  of  money 
should  again  be  seriously  impaired. 

16.  Given  an  active  funding  policy,  1 believe  that  there 
should  be  no  need  for  this  exponent,  nor  for  any  of  the  other 
expedients  adopted  as  crisis  measures  in  recent  years,  and  that 
other  more  normal  instruments  of  monetary  regulation  need 
play  no  more  than  a supporting  role.  Stability  would  be 
preserved  mainly  by  the  maintenance  of  long-term  rates  of 
interest  at  an  equilibrium  level  and  not  by  manipulation  of 
short-term  rates. 

17.  Under  the  regime  envisaged,  Bank  Rate  would  be  a 
flexible  instrument,  its  movements  related  primarily  to  the 
inflow  and  outflow  of  gold  and  foreign  exchange  and  to  the 
level  of  short-term  rates  (taken  in  conjunction  with  forward 
exchange  differentials)  in  other  financial  centres,  rather  than 
to  the  state  of  the  domestic  economy. 

Recent  events  have  shown  that  Bank  Rate,  if  decisively 
used,  can  do  excellent  work  in  a crisis  through  its  effects  on 
business  psychology  at  home  and  abroad.  After  this  object 
lesson,  it  may  be  that  a less  dramatic  use  of  Bank  Rate  wotild 
jn  future  be  more  effective  in  checking. a boom- than  was  tlie 
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case  in  1955.  Nevertheless,  I believe  it  would  now  be  gener- 
ally agreed  that  the  technical  effects  of  a change  in  Bank  Rate 
are  bound  to  be  weaker  under  present-day  conditions  than 
in  the  days  before  1932.  On  the  one  hand,  commerdal 
obligations  now  make  up  by  far  the  smaller  share  of  banking 
assets  and  the  effect  on  commercial  borrowers  of  the  changes 
in  overdraft  rates  and  other  short-term  rates  associated  with 
a change  in  Bardc  Rate  is  cushioned  by  taxation.  On  the  other 
hand,  the  liquid  assets  of  the  banks  are  now  based  very  largely 
upon  Treasury  bills  ; and  hi^er  Treasup'  bill  rates  do  not 
automatically  bring  a reduction  either  in  the  total  si^ly 
of  tender  Treasury  bills  or  iu  that  part  of  the  total  issue  avail- 
able to  the  banking  system. 

1 8 . Under  such  conditions,  the  creation  of  a money  market 
stringency  by  the  traditional  instruments  of  high  short-term 
rates  and  open-market  operations  will  not  in  itself  compress 
bank  deposits,  provided  that  the  banks’  liquid  assets  as  a 
whole  are  sufficient  to  support  the  existing  level  of  d^osits  ; 
any  loss  of  actual  cash  can  be  replaced  fay  the  calling  in  of 
loans  from  the  discount  market  and  by  allowing  Treasury  bill 
holdings  to  run  off.  It  follows  that  such  techniques  no  longer 
serve  one  of  their  traditional  purposes,  ffiat  of  defending  the 
Reserve  of  notes  and  coin  of  the  Banking  Department.  In 
practice  the  Reserve  is  not  defended  but  replemshed. 

19.  A further  consequence  is  that  the  procedure  laid  down 
for  Parliamentary  approval  of  increases  in  the  fiduciary  issue 
has  also  ceased  to  serve  any  useful  purpose.  If  Parliament  is 
prepared  to  accept  any  restraints  in  the  interests  of  monetary 
stability,  I suggest  that  it  would  be  more  to  the  point  for  a 
procedure  similar  to  that  now  adopted  in  respect  of  the 
fiduciary  issue  to  be  applied  to  the  Treasury  bUl  issue,  or 
rather  to  that  part  of  the  Treasury  bill  issue  which  represents 
effective  debt  held  outside  the  public  sector  (the  Issue  Depart- 
ment of  the  Bank  of  England  and  the  Exchange  Equalisation 
i^xtount  being  regarded  as  forming  part  of  the  public  sector 
for  this  purpose).  Such  a procedure  would  be  the  more  effec- 
tive if  the  Treasury  were  required  to  state  whether  the  Bank 
of  England  concurred  in  any  proposed  increase  in  the  effective 
Treasury  bill  issue,  in  the  same  way  that  the  Treasury  at  pre- 
sent state  their  agreement  with  the  representations  of  the  Bank 
of  England  for  a change  in  the  fiduciary  issue, 

20.  No  mention  has  yet  been  made  of  bank  advances  in 
relation  to  the  problem  of  over-all  moneUry  control.  It  is 
my  belief  that  their  importance  from  this  point  of  view  is 
commonly  exaggerated  and  that  no  specific  control  of  advances 
would  be  necessary  under  the  proposed  regime.  Given  an 
effective  ftmding  policy,  the  liquid  assets  of  the  banks  would 
be  continuously  held  down  to  the  minimum  level  neei^  to 
support  the  existing  volume  of  deposits.  An  expansion  in 
advances  under  those  conditions  would  have  no  effect  on 
deposits,  since  the  additional  advances  would  have  to  be 
offset  by  a reduction  in  investments  ; in  effect,  the  extra  ad- 
vances would  be  financed  not  by  the  creation  of  new  money 
but  by  the  savings  of  the  purchasers  of  securities  from  the 
banks.  If  inflationary  tendencies  should  nevertheless  mani- 
fest themselves  this  would  be  a signal,  as  argued  earlier,  that 
the  quantity  of  money  was  excessive  and  should  be  reduced. 

This  state  of  affairs , with  the  liquid  assets  of  the  banks  at  a 
minimum  and  the  authorities  therefore  in  full  control  of  the 
situation,  has  in  recent  years  obtained  only  in  the  first  half 
of  1955.  when  the  clearing  banks  collectively  reduced  their 
investment  portfolios  by  more  than  £250  millions  to  accorn- 
modate  an  increase  in  advances  resulting  from  earlier  commit- 
ments. There  are  indications,  however,  that  a similar 
situation  may  now  have  been  restored,  thanks  to  the  revival 
of  the  gilt-edged  market ; in  that  event  the  problem  would  be 
to  sustain  and  not  to  establish  it. 

21 . Restrictions  on  the  freedom  of  the  banks  to  conduct 
their  lending  on  ffie  basis  of  normal  banking  criteria  have, 
of  course,  l^n  continuously  in  operation  since  1939.  The 
objections  to  such  directives  as  anything  but  a crisis  measure 
have  doubtless  been  stressed  by  other  witnesses.  Even  as  a 
crisis  measure,  toectives  are  defensible  only  if  accompanied 
by  such  a reduction  in  the  volume  of  deposits  as  will  ensure 
that  the  restrictions  on  bank  lending  are  serving  a usrful  pur- 
pose. The  combination  of  a credit  squeeze  with  an  actual 
expansion  in  deposits,  such  as  took  place  from  the  middle 
of  1956  to  the  end  of  1957,  has  no  internal  logic  whatever. 

Under  such  conditions,  measures — such  as  an  advances 
squeeze  or  hire  purchase  restrictions — ^which  seek  to  reduce 
the  velocity  of  circulation  of  an  excessive  money  supply  may 
be  likened  to  the  placing  of  little  dams  in  the  path  of  a 
swollen  stream.  Inevitably,  the  water  will  find  its  way 


round.  If  the  over-all  liquidity  of  the  economy  is  being  in- 
crease, prospective  spenders  will  find  less  need  to  borrow 
from  any  source  and  new  channels  will  be  carved  out  between 
borrowers  and  the  owners  of  liquid  assets,  as  witness  the  ex- 
pansion of  trade  credit  and  the  attraction  of  deposits  from  the 
public  (though  not  away  from  the  banks)  by  the  hire  purchase 
finance  companies. 

In  those  circumstances,  an  advances  squeeze  may  do  little 
more  than  subject  some  of  the  banks’  customers  to  incon- 
venience while  impairing  the  earning  power  of  the  banks 
themselves  to  the  benefit  of  other  lenders.  Though  personal 
borrowers  may  often  be  unable  to  find  alternative  sources 
of  accommodation,  there  is  no  evidence  that  those  branches 
of  trade  and  industry  whose  bank  accommodation  has 
been  restricted  undCT  recent  directives  (such  as  hire  purchase 
and  the  consumer  trades)  have  thereby  been  prevented  from 
financing  an  increased  turnover. 

22.  A quantitative  control  of  advances  has,  however,  one 
effect  of  importance  from  the  viewpoint  of  over-all  monetary 
control,  namely  to  render  the  banks’  liquidity  ratios  of  no 
consequence.  If  liquidity  ratios  are  raised  above  the  mini- 
mum by  an  injection  of  Treasury  bills,  this  will  cause  a pri- 
mary expansion  in  deposits  but  there  can  be  no  secondary 
expansion  in  d^osits  as  a result  of  pyramiding.  Advances 
being  controlled,  the  only  course  open  to  the  banks,  if  they 
sou^t  to  utilise  in  other  ways  the  resources  invested  in  liquid 
assets,  would  be  to  increase  their  investments.  These  consist 
almost  exclusively  of  government  bonds.  If  the  additional 
bonds  are  siq>plied  by  the  public  departments,  the  Trwsury 
will  receive  the  proceeds  directly  and  can  apply  these  in  re- 
demption of  floating  debt,  reducing  the  banks’  liquid  assets 
and  leaving  their  deposits  unchanged  on  balance.  If  the 
bonds  purchased  were  formerly  held  by  the  public  the  same 
result  is  reached  by  a less  direct  route  : the  Treasury  will  be 
able  to  place  additional  bonds  in  the  market  without  dq)ress- 
ing  prices  or  raising  yields,  so  obtaining  the  funds  with  which 
to  reduce  the  liquid  assets  of  the  banks. 

It  does  not  follow,  on  the  other  hand,  that  an  expansion  in 
advances  will  necessarily  be  accompanied  by  an  equivalent 
rise  in  deposits,  even  if  liquidity  ratios  are  above  the  minimum. 
There  is  a presumption  that  some  at  least  of  the  borrowers 
responsible  for  the  rise  in  advances  would,  if  these  were  not 
fortticoming,  have  satisfied  their  requirements  through  other 
channels  ; the  removal  of  their  demands  from  the  capital 
market  may  enable  the  Treasury  to  issue  additional  securities 
without  driving  up  interest  rates  and  the  proceeds  of  such  sales 
can  be  applied  in  funding  deposits  and  floating  debt. 

23.  In  conclusion,  I should  like  to  see  the  closing  of  a few 
gaps  in  our  statistical  information  that  in  my  experience  are 
a real  handicap  to  an  observer  of  the  monetary  scene.  By 
far  the  most  serious  arises  from  the  holding  of  Government 
securities  fay  the  public  sector,  so  that  there  is  no  means  of 
knowing  what  part  of  the  nominal  national  debt  represents 
effective  debt  held  by  outside  creditors.  It  is  true  that  a 
footnote  to  the  annual  debt  return  states  the  total  debt  held 
by  public  departments,  divided  into  floating  debt  and  other 
debt,  but  this  information,  like  that  given  in  the  former  series 
of  Parliamentary  answers,  is  deliberately  rendered  meaning- 
less by  frie  e?q)licit  exclusion  from  the  figures  of  the  holdings 
of  the  Issue  Department  of  the  Bank  of  England  and  the  Ex- 
change Equalisation  Account. 

Reticence  on  this  subject  is  clearly  dictated  by  the  desire  to 
conced  market  operations  of  one  kind  or  another.  Since 
the  Treasury  has  fomd  it  possible  for  many  years  to  publish 
monthly  figures  with  no  time-lag  of  the  gold  and  dollar  reser- 
ves, not  only  without  detriment  to  the  national  interest  but 
with  positive  advantage  to  it,  I do  not  believe  that  any  justifi- 
cation exists  for  the  complete  withholding  of  information 
about  internal  holdings  of  national  debt. 

Accordingly  I suggest : 

(a)  that  figures  be  published  at  least  at  annual  intervals 
of  the  debt  holdings  of  the  public  sector,  the  latter 
being  defined  as  for  other  statistical  purposes  (such  as 
the  national  income  estimates)  and  including  in  parti- 
cular the  Issue  Department  and  the  Exchange  Equali- 
sation Account.  One  set  of  figures  might  conveni- 
ently rdate  to  December  31  each  year  and  be  issued 
during  the  succeeding  April.  So  that  the  information 
might  be  available  for  financial  years  as  well  as  calendar 
years,  figures  relating  to  March  31  each  year  should 
be  also  published  after  a similar  interval,  the  present 
footnote  to  the  annual  debt  return  being  omitt^. 
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{Continued 


(b)  that  figures  be  published  at  more  frequent  intervals, 
such  as  monthly,  of  Treasury  bills  held  outside  the 
public  sector  as  so  defined,  fire  dates  to  synchronise 
with  the  published  statements  of  the  clearing  banks. 
Additional  figures  should  also  be  published  relating 
to  March  31  and  September  30  each  year.  Figures 
obtained  by  aggregating  the  bills  allotted  at  recent 
tenders  and  not  yet  matured  are  an  unreliable  guide  to 
the  effective  tender  issue  and  in  any  case  are  not  avail- 
able for  days  of  the  week  other  than  Saturdays. 


In  addition,  I think  it  would  be  useful  if  : 

(a)  all  the  London  clearing  banks  were  to  publish  items 
in  transit  as  a separate  item,  and  if 

(b)  monthly  figures  were  published  by  the  Scottish  banks 
on  the  same  basis  and  for  the  same  dates  as  those 
published  by  the  London  clearing  banks. 

Lloyds  Bank  Ltd. 

71,  Lombard  Street,  E.C.3. 

25th  April,  1958 
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December 

December 

December 

December  December 

December 

December 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

£m. 

£m. 

£m. 

£m. 

£m. 

£m. 

Overall  deficit  for  calendar  year  : 

Gold  and  dollar  reserves 

Fiduciary  issue  t 

Currency  in  circulation 2 

Tender  Treasury  bills  allotted^  and  not  yet 

matured 

BANK  OF  ENGLAND,  Banking  Dept. 

Bankers’  deposits  

Total  deposits 

Reserve 

CLEARING  BANKS 

Cash  

Call  money  

Treasury  bills 

Other  bills  

Total  bills  

Liquid  assets 

Investments  

Advances  

Net  deposits  

Gross  deposits 

Liquidity  ratio 

Liquid  assets  surplus  to  34-3% 


66 

464 

369 

110 

221 

266 

302 

834 

659 

899 

986 

757 

762 

812 

1,450 

1,575 

1,675 

1,775 

1,900 

2,025 

2,150 

1,362 

1,454 

1,525 

1,619 

1,732 

1,839 

1,931 

2,740 

3,070 

3,110 

3,420 

3,520 

3,600 

3,460 

305 

303 

290 

276 

245 

212 

193 

412 

416 

383 

367 

332 

306 

286 

33 

51 

58 

26 

13 

58 

61 

531 

550 

542 

571 

565 

571 

601 

598 

529 

501 

498 

506 

505 

525 

791 

1,182 

1,338 

1,199 

1,271 

1,275 

1,403 

181 

66 

79 

114 

129 

140 

135 

972 

1,248 

1,417 

1,313 

1,400 

1,415 

1,538 

2,202-* 

2,327 

2.460 

2,382 

2,471 

2,492 

2,664 

1.966 

2,148 

2,275 

2,353 

2,016 

1,980 

2,049 

1,931 

1,749 

1,707 

1,897 

1,851 

1,913 

1,881 

6,035 

6,154 

6,370 

6,559 

6,261 

6,305 

6,516 

6,333 

6,460 

6,694 

6,941 

6,612 

V 

6,656 

6,929 

“/ 

% 

34-8 

36'0 

% 

36-7 

% 

34-3 

/o 

.37-4 

ll-A 

38°4 

£m. 

£m. 

£m. 

£m. 

£m. 

£m. 

£m. 

29-* 

110 

163 

NIL 

202 

208 

286 

Table  II. 


Overall  deficit  

CHANGES  IN : 

Gold  & dollar  reserves  

Fiduciary  issue  

CuTTcnQ'  in  circulation  

Tender  Treasury  bills  allotted  and  not  yet  matured 
BANK  OF  ENGLAND,  Banking  Dept. 

Bankers’  deposits 

Total  deposits  

Reserve  

CLEARING  BANKS 

Cash 

Call  money 

Treasury  bills  

Other  bills 

Total  bills  

Liquid  assets 

Liquid  assets  surplus  to  34 '3%  

Investments 

Advances  

Net  deposits 

Grcss  deposits  


Dec.  1951 

Dec.  1954 

Dec.  1955 

Dec.  1951 

to 

to 

to 

to 

Dec.  1954 

Dec.  1955 

Dec.  1957 

Dec.  1957 

£m. 

£m. 

£m. 

£m. 

943 

221 

568 

1,732 

-fl52 

—229 

4-55 

—22 

-f-325 

4-125 

4-250 

+700 

-1-257 

4-113 

4-199 

+569 

-t-680 

4-100 

—60 

+720 

—29 

—31 

—52 

—112 

—45 

—35 

—^6 

—126 

—7 

—13 

4-48 

+28 

-H40 

—6 

4-36 

+70 

—100 

4-8 

4-19 

—73 

-i-408 

-472 

4-132 

+612 

—67 

4-15 

4-6 

—46 

-f-341 

4-87 

+ 138 

+566 

4-1805 

4-89 

+ 193 

+4625 

—29 

4-202 

+84 

+257 

-+-387 

—337 

+33 

+83 

—34 

—46 

+30 

—50 

4-524 

—298 

+255 

+481 

4-608 

—329 

+317 

+ 596 

1 On  Wednesday  nearest  to  December  3 1 . 

2 Monthly  average 

3 On  Satoidw  nearest  to  December  31. 

4 Indoding  £102si.  T.D.Rs. 

5 Allowing  for  disappearance  of  £102m,  of  T.D.Rs. 
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COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


7.  The  Right  Hon.  Hugh  Dalton,  m.p. 

7.  MEMORANDUM  OF  EVIDENCE  SUBMIITED  BY  THE  RT.  HON.  HUGH  DALTON,  iZp!* 


1.  Is  the  structural  relationship  between  H.M.G.  and  the 
Bank  of  England  established  by  the  Bank  of  England  Act  1946 
the  best  arrangement  to  regulate  relations  between  the 
Executive  and  the  Central  Bank  ? 

Broadly  yes.  The  esseatial  points  are  (a)  the 
Governor,  Dqc>uty  and  Court  are  appointed  by  the 
Crown  on  the  advice  of  Ministers  and  C^)  in  case  of 
disagreement,  the  view  of  the  Chancellor  of  the 
Exchequer  prevails  over  that  of  the  Bank. 

2.  Is  the  power  vested  in  the  Treasury  by  that  Act  to  give 
statutory  directions  to  the  Bank  a sufficient  or  satisfactory 
provision  for  securing  co-ordination  of  the  Bank's  actions  with 
Treasury  policy  ? 

The  existence  of  this  power  is  necessary,  in  order  to 
enforce  1(6)  above.  It  is  a reserve  power  seldom 
likely  to  be  used  in  practice.  But,  if  it  exists,  there  is 
no  need  to  give  the  Treasury  any  other  lesser  legal 
power. 

3.  fVhat  are  the  best  working  arrangements  for  securing 
co-ordination  between  the  Bank's  actions  and  Treasury  policy 
or  actions  ? 

There  should  be  frequent  contact,  regular  exchange 
of  information,  and  frank  discussion  between  high 
officials  of  the  Treasury  and  the  Bank.  The  Chan- 
cellor should  sometimes  see  these  two  authorities 
separately,  sometimes  together.  It  is,  I think,  for 
consideration  whether  a joint  Committee  of  high 
officials,  perhaps  presided  over  by  a Treasury  Minister, 
might  not  sometimes  be  useful.  The  answer,  perhaps, 
will  partly  depend  on  the  personalities  concerned  and 
the  nature  of  cuneat  and  prospective  problems. 

4.  Should  any  change  in  the  structural  relationship  be  in 
the  direction  of  greater  or,  alternatively,  of  less  independence 
for  the  Bank  in  the  formulation  or  carrying  out  of  policy  ? 

The  Bank  should  certainly  not  have  greater 
“ independence  ” in  formulating  policy.  Without 
going  quite  so  far  as  Sir  Stafford  Ciipps’  jesting  dec- 
laration that  “ the  Bank  is  my  creature  ”,  the  Bank 
must,  in  all  important  matters,  be  dependent  on  the 
Chancellor’s  decision,  though  this  decision  will,  of 
course,  often  be  much,  influenced  by  the  views  of  the 
Bank. 

In  carrying  out  policy  the  same  principle  applies. 
]ji  all  important  matters  the  Bank  must  be  dependent 
on  the  Chancellor’s  decision.  In  less  important  mat- 
ters, once  poliQ'  is  formulated,  the  Bank  no  doubt  has 
a good  deal  of  “ independence  ” now.  1 should  not 
think  there  is  much  need  for  change,  provided  that 
the  Bank  and  the  Treasury  work  well  together.  Here 
too  personalities,  and  their  relationships,  are  at  least 
as  important  as  general  principles. 

5.  In  so  far  as  the  Bank  ergoys  independence  of  action, 
should  there  be  a more  direct  relationship  between  itself  and 
Farliament  ? 

No.  Parliament  should  deal  with  Ministers,  not 
with  public  servants  such  as  the  Governor. 

6.  Should  the  Bank  be  invited  to  produce  a large  volume 
of  information  relative  to  the  working  of  monetary  policy. 
Including  periodical  reviews  of  action  taken  ? Should  it  be 
encouraged  to  enlarge  generally  the  scope  of  its  public  relationsl 
If  so,  what  attitude  should  H.M.G.  take  as  to  its  responsibility 
for  such  activities  ? 

The  Bank’s  annual  reports  are  very  thin.  I should 
like  to  see  more  infoimation  given.  But  I am  against 
any  " general  enlargement  of  the  scope  of  the  Bank’s 
public  relations  ”.  In  particular,  1 doubt  whether  it 
is  wise  that  the  Governor,  whoever  he  may  be,  should 
appeal'  on  T.V.  or  speak  on  Sound  Radio,  or  make 
frequent  public  speeches.  If  the  Governor  is  “per- 
sonalised ” in  this  way,  there  is  risk  of  an  appearance 
of  rivalry,  or  discord,  or  at  least  of  difference  of  em- 
phasis, between  him  and  the  Government.  He  should 
be  a power  behind  the  scenes,  not  in  front  of  them.  In 
relation  to  the  Chancellor  he  is  not  mu^  different 
from  a high  civil  servant.  If  the  Bank  does  embark 
on  “ public  relations  ”,  the  Government  should  take 
full  responsibility  for  such  activities. 


* See  Minutes  of  Bvideoce  Qns.  1244S  to  12306. 


7.  Does  the  present  relationship  between  the  Treasury  and 
the  Bank  set  up  any  undesirable  obstruction  to  contacts  between 
the  Treasury  and  the  clearing  banks  or  other  constituents  of  the 
financial  system  1 

Maybe.  I have  heard  that  the  Bank  is  inclined  to 
claim  a monopoly  as  against  the  Treasury,  and  even 
as  against  the  Chancellor,  of  official  contacts  with  the 
clearing  banks.  Tto  claim  should  not  be  admitted. 
Naturally  the  Bank  will  be  the  normal  line  of  com- 
munication with  the  clearing  banks  and  other  financial 
institutions.  But  the  ChanceUor  should  be  free  to 
see  the  clearing  banks  himself  (or  any  other  financial 
institutions^  if  he  wishes  to  do  so,  without  meeting 
resistance  or  even  causing  raised  eyebrows  at  the  Bank. 
Likewise  he  should  be  free,  if  he  wishes,  to  instruct  a 
hi^  Treasury  official  to  see  them.  But  I should  not 
expect  that  this  would  happen  very  often. 

8.  Is  the  Bank’s  statutory  power  to  issue  directions  to  ban- 
kers “ siibject  to  the  approval  of  the  Treasury  ” in  satisfactory 
form  for  the  purposes  of  credit  control  ? 

This  again  is  a necessary  reserve  power,  seldom  to 
be  used,  but  adding  weight  to  the  Bank’s  view  in  its 
conversations  with  other  banks.  It  enables  the  Bank  to 
exercise  ony  form  of  cr^t  control.  This  is  better  than  a 
statutory  limitation  of  this  power  to  particular  forms 
of  credit  control. 

There  has  been  some  argument  as  to  whether  ffie 
Treasury’s  power  to  direct  the  Bank,  together  with 
the  Ba^’s  power  to  direct  other  banks,  gives  the 
Treasury  power  to  direct  other  banks,  even  if  the  Bank 
of  England  won’t  play.  The  correct  answer,  in  terms 
of  the  1946  Act,  is,  I think,  “No”.  But  I was 
anxious  in  1945  to  get  my  Bill  quickly,  and  without 
undue  controversy.  And  my  personal  relations  wiffi 
Lord  Catto  were  so  co-operative  that  I did  not  fear,  in 
our  time,  any  serious  disagreement  between  the 
Treasury  and  the  Bank.  But  it  is,  I think,  for  con- 
sideration whether  the  Act  should  not  now  be  amended, 
so  as  to  give  the  Treasury  an  equal  legal  power  to  direct 
all  banks. 

9.  Subject  to  the  foregoing  questions,  are  any  changes  called 
for  in  (a)  the  method  of  appointment,  (6)  the  period  of  ojfice, 
(c)  the  range  of  selection  of  directors  of  the  Bank  ? 

(а)  No.  Appointment  by  the  Crown  is  right  in  principle 
and  more  dignified  tiian  appointment  by  any  other 
method. 

(б)  Four  years  for  the  general  body  of  the  Court  is,  I 
think,  about  ri^t  ; and  staggering,  with  four  retire- 
ments each  year,  assures  some  continuity  and  i^y 
help  to  keep  down  the  average  age.  But  I now  think 
that  five  years  for  Governor  and  Deputy  Governor 
is  probably  too  long.  There  is  a strong  c^e  for  re- 
ducing it  to,  say,  two,  subject  to  the  possibility  of  re- 
appointment. This  would  diminish  the  risk  of  bad 
relations — through  incompatibility  or  persistent  dis- 
agreement— between  the  Chancellor  and  the  Governor. 
We  know  now  how  had  relations  were  between 
McKenna  and  Cunliffe,  Bonar  Law  and  Cunliffe,  and 
Churchill  and  Norman.  I did  not  know  all  this  in 
1945,  or  I might  have  made  it  two  years,  not  five,  then. 

(c)  In  theory  the  range  of  selection  is  admirably  wide. 
In  practice  it  is  still  too  narrow.  Too  many  directors 
come  from  the  City,  too  few  from  outside.  Among 
outsiders,  I would  like  to  see  more  from  industry,  both 
business  executives  and  trade  union  leaders,  an 
occasional  lawyer,  an  occasional  professional  ewno- 
mist.  Nor,  within  the  City,  would  I maintain  so 
rigid  a bar  against  the  clearing  banks. 

10.  Should  part-time  directors  be  included  in  the  Bank 
directorate  ? If  so,  is  any  change  called  for  in  the  weighting 
of  part-time  as  against  executive  directors  or  in  their 
respective  functions  ? 

Yes,  but  their  status  should  be  reconsidered.  With- 
in the  Court  the  power  of  the  Governor  (and  Deputy) 
should  be  enhanced.  No  doubt  the  power  actually 
exercised  by  different  Governors  varies.  Cunliffe, 
Norman  and  Catto  all,  in  different  ways,  seem  to  have 
dominated  their  Court.  The  present  Governor,  m 
evidence  before  the  Parker  Tribunal,  told  how  in 
September  1957,  he  canvassed  members  of  the  Court 
ir^vidually,  before  recommending  a seven  per  cent 
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bank  rate  to  the  Chancellor,  and  confessed  that  it 
would  have  been  “ exceedingly  awkward  ” if  the  Court 
had  gone  against  him  on  this  point.  Asked  by  the 
Attorney-General  whether  it  would  not  have  been 
possible  for  the  Governor  and  the  Deputy  to  make  their 
recommendation  to  the  Chancellor  without  reference 
to  other  members  of  the  Court,  Mr.  Cobbold  agreed 
that  it  would  have  been  possible.  But  he  did  not  seem 
to  like  the  idea.  It  seems  to  me  to  be  a good  idea. 
The  rest  of  the  Court  should  be  advisory  to  the  Gover- 
nor (and  Deputy)  and  not  entitled  to  outvote  him  on 


important  issue.  If,  to  etablish  this,  a change  in 
the  law  is  needed — and  not  simply,  as  I should  be  in- 
clined to  expect,  a change  in  practice — then  the  law 
should  be  changed. 

Subject  to  the  above,  I have  nothing  to  say  on  the 
right  numbers  or  respective  functions  of  part-time  and 
executive  directors. 

House  of  Commons, 

13/A  December,  1958. 


8.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  A.  C.  L.  DAY* 


Assumptions 

1.  This  memorandum  is  based  on  the  following  assump- 
tions : — 

(1)  That  it  is  probable  that  some  degree  of  price  inflation 
is  inevitable  in  a fully-employed  economy  in  the  United 
Kingdom,  and  that  this  should  not  be  regarded  too 
tragically.  Price  inflation,  kept  to  a moderately  slow 
and  if  possible  intermittent  rate,  is  by  no  means  the 
worst  economic  evil.  Political  processes  and  a possi- 
bility of  bias  in  administrative  misjudgments  are  there- 
fore likely  to  combine  to  see  that  inflation  will  continue. 
Whether  it  will  be  faster  in  the  United  Kingdom  than 
elsewhere  is  open  to  question,  but  it  is  a reasonable 
working  assumption  to  consider  that  it  will  be,  because 
fears  of  the  harmful  consequences  of  inflation  are  much 
less  de^-rooted  in  Britain  than  in  Europe,  and  because 
our  fear  of  unemployment  seems  to  be  much  more 
deeply-rooted  than  the  corresponding  fear  in  the 
United  States. 

(2)  That  it  is  impossible  to  forecast  whether  or  not  there 
will  be  persistent  or  intermittent  difficulties  for  the 
world  outside  North  America  in  balancing  its  pay- 
ments with  North  America  (a  “ dollar  problem  ”)• 
It  would,  however,  be  extremely  unwise  to  base  policies 
on  the  assumption  that  such  balancing  can  come  about 
easily  and  that  there  will  be  no  dollar  problem. 

(3)  Equally,  it  is  impossible  to  forecast  the  long-run 
trends  in  the  United  Kingdom’s  balance  of  payments 
with  other  countries  taken  as  a whole.  Even  if  our 
prices  rise  no  faster  than  other  people’s,  there  are  many 
other  forces  which  might  conceivably  lead  us  into  bal- 
ance of  payments  difficulties — sudi  as  changes  in 
tastes,  differences  in  our  rate  of  productivity  growth 
from  those  of  our  competitors  and  the  effects  of  rising 
real  incomes  on  the  demandfor  imports.  Contrariwise, 
these  forces  might  operate  to  keep  our  balance  of  pay- 
ments in  a satisfactory  state,  even  if  our  prices  should 
rise  faster  than  those  of  our  competitors.  Once  again, 
it  is  essential  to  be  agnostic. 

2.  The  consequence  of  these  assumptions  is  that  it  is  most 
tmwise  to  regard  the  present  exchange  rate  between  sterling 
and  the  dollar  (and  other  major  currencies)  as  immutable. 
For  a time,  balance  of  payments  difficulties,  if  they  come,  can 
be  absorbed  by  internal  deflation,  international  borrowing 
and  the  imposition  of  controls.  But  there  is  absolutely  no 
certainty  that  these  three  policies  can  deal  satisfactorily  with 
a continuing  trend  towards  balance  of  payments  difficulties. 
If  such  a trend  should  appear,  exchange  rate  changes  are  sooner 
or  later  inevitable.  Contrariwise,  if  things  go  well,  the  point 
comes  when  a rise  in  the  exchange  rate  is  the  only  sensible 
policy. 

3.  It  should'be  emphasised  that  this  conclusion  that  the 
exchange  rate  cannot  be  regarded  as  immutable  does  not  rest 
solely  on  the  first  assumption  above,  that  inflation  (probably 
at  a faster  rate  than  that  of  our  competitors)  is  likely  to  be  a 
continuing  feature  of  the  British  economy.  Even  if  we  kept 
our  prices  stable,  it  would  still  be  perfectly  possible  for  changes 
in  tastes,  productivity  and  incomes  to  lead  to  balance  of  pay- 
ments dfficulties — or  their  reverse.  It  is  a naive  and  viflgar 
conffision  to  regard  inflation  and  balance  of  payments  diffi- 
culties as  the  same  thing.  Inflation  is  one,  and  only  one, 
of  the  reasons  why  a country  may  find,  over  time,  that  its 
exchange  rate  is  not  maintainable. 


4.  The  dangers  in  looking  on  the  sterling  exchange  rate  a 
immutable  for  an  indefinite  time  into  the  future  are  that  such 
an  attitude  disregards  the  arguments  set  out  above,  and  that 
it  may  lead  to  attempts  to  maintain  the  present  exchange  rate 
at  costs  which  are  excessive  in  other  ways.  It  is  still  less 
sensible  to  regard  a stable  exchange  rate  as.  an  absolute 
desideratum  of  monetary  policy  than  to  assume  that  a per- 
fectly stable  internal  price  level  is  such  a desideratum.  To 
act  on  either  belief  is  likely  imnecessarily  to  limit  our  freedom 
of  action  in  other  directions,  such  as  the  e>q>aasion  of  the 
economy  and  the  maintenance  of  social  justice. 

The  International  Liquidity  Situation 

5.  There  can  be  little  doubt  that  the  level  of  international 
currency  reserves  is  uncomfortably  low  in  relation  to  the  value 
of  world  trade — and  all  the  indications  are  that  the  position 
may  get  worse.  Inflation,  combined  with  the  constancy  of 
the  dollar  price  of  gold,  has  meant  that  total  international 
reserves  of  gold  and  dollars  are  now  a much  smaller  propor- 
tion of  world  trade  than  in  the  ’thirties.  Even  if  sterling  is 
included,  total  reserves  are  a much  smaller  proportion  of 
world  trade  than  before  the  war.  The  position  is  much  more 
closely  comparable  with  that  of  the  late  ’twenties,  when  the 
lack  of  gold  was  one  of  the  main  topics  of  economic  discussion. 

6.  It  is  not  satisfactory  simply  to  relate  the  level  of  reserves 
to  the  value  of  trade  to  get  an  indication  of  how  satisfactory 
the  situation  is.  The  desirable  level  must  be  related  to  poli- 
cies ; for  example,  a fluctuating  exchange  rate  can  be  a 
substitute  for  a large  level  of  reserves,  as  a way  of  absorbing 
the  effects  of  temporary  changes  in  a coimtry’s  foreign  pay- 
ments position,  at  least  if  destabilising  speculation  agamst  the 
exchange  rate  is  absent.  Again,  the  willingness  to  impose 
controls  over  foreign  payments,  or  willingness  to  accq>t  im- 
employment,  ox  the  av^ability  of  international  lending  in 
times  of  crisis,  are  all  ways  m which  the  need  for  international 
reserves  is  reduced.  Again,  a good  deal  depends  on  the  poli- 
cies that  will  be  followed  by  other  countries — ^less  reserves 
are  needed  if  one  can  feel  confident  that  other  coimtries  will 
follow  “ good  neighbour  ” policies  and  not  cause  unnecessary 
strains  to  oneself.  Lastly,  the  amotmt  of  reserves  needed 
depends  on  policies  about  combating  inflation  ; and  since  it 
will  be  hard  for  most  western  countries  to  avoid  some  degree 
of  inflation,  regard  must  be  paid  to  this  in  estimating  the 
future  international  liquidity  position. 

7.  In  some  of  these  respects,  policies  since  the  last  war 
have  reduced  the  need  for  reserves  compared  with  the  ’thirfi'es 
(e.g.  good  neighbourliness,  international  lending,  willingness 
to  impose  controls).  In  others  the  need  has  increased  (e.g. 
full  employment,  stable  exchange  rates,  inflation).  On 
balance,  the  need  for  reserves  in  relation  to  world  trade  is 
probably  at  least  as  big  as  in  the  ’thirties. 

8.  The  present  inadequacy  of  world  currency  supplies  can 
be  seen  in  another  way.  The  situation  can  only  be  satisfac- 
tory if  the  sum  of  the  world’s  reserves  is  at  least  equal  to  the 
sum  of  the  level  of  reserves  regarded  as  satisfactory  by  each 
individual  country.  This  is  hardly  the  present  situation. 
Very  few  countries  have  reserves  much  in  excess  of  what  they 
are  likely  to  regard  ^ satisfactory  (the  main  examples  being 
the  sterliug  holdings  of  some  of  the  British  colonies  and  ex- 
colonies). And  many  countries  hold  reserves  which  they 
regard  as  inadequate — e.g.  Britain  and  France. 
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9.  Of  course,  it  is  easy  here  to  confuse  the  satisfactory 
with  the  ideal.  Many  countries  would  like  bigger  reserves, 
but  will  in  fact  not  take  any  active  steps  to  obtain  them.  And, 
in  fact,  it  is  likely  that  if  their  reserves  were  suddenly  increased 
(as  by  a change  in  the  dollar  price  of  gold),  many  countri^ 
would  rapidly  convert  this  new-found  wealth  into  imports  and 
soon  find  thanselves  with  reserves  at  the  same  dollar  level 
as  before.  The  likelihood  of  this  happening  extensively  is 
one  of  the  good  reasons  for  the  implacable  American  opposi- 
tion to  a revaluation  of  gold. 

10.  All  of  this  suggests  that  the  position  as  it  stands  is 
one  where  world  supplies  of  international  currency  are  in- 
adequate, but  not  hopelessly  so.  But  what  of  the  trend  of 
development  ? Is  the  situation  improving  or  deteriorating  7 
Table  1 shows  that  world  currency  reserves  held  outside  die 
U.S.  and  the  Soviet  bloc  (dollars  and  gold,  or  sterling,  dollars 
and  gold)  are  growing  less  rapidly  dian  world  trade.  The 
indications  are  that  this  is  likely  to  continue  : — 

(a)  New  gold  production  flowing  into  official  reserves  only 
amounts  to  about  SJ  billion  per  year — sufficient  in 
itself  to  support  only  a 24%  per  annum  rise  in  the 
value  of  world  trade  if  total  reserves  are  to  be  main- 
tained at  their  present  ratio  to  world  trade. 

(£>)  The  fact  that  total  reserves  have  risen  by  more  than 
$4  billion  in  the  majority  of  recent  years  has  largely 
been  because  of  the  rise  in  the  external  dollar  liabilities 
of  the  United  States.  It  is  not  at  all  clear  that  con- 
servative banking  opinion  there  will  allow  the  relation- 
ship between  these  liabilities  and  the  United  States’ 
own  gold  reserves  to  rise  indefinitely — although  there 
would  be  little  risk  for  the  United  States  in  doing  so. 

(c)  A significant  contribution  has  also  come  in  the  last 
two  years  from  the  resources  of  the  I.M.F. — but  there 
is  not  now  a great  deal  more  to  use. 

(d)  Since  some  of  the  most  important  holdings  of  inter- 
national currency  in  excess  of  normal  needs  are  in  the 
hands  of  certain  sterling  area  countries,  it  is  likely  that 
the  sterling  element  in  international  currency  reserves 
will  come  to  be  reduced  in  coming  years,  as  in  fact  has 
already  happened  in  the  last  year  or  so,  notably  in 
the  case  of  Bidia. 

11.  It  follows  from  all  this  that,  in  the  absence  of  policies 
taken  to  counteract  these  developments,  the  international 
liquidity  problem  is  likely  to  become  more  acute  in  the  next 
decade  or  so,  This  is  a matter  of  crucial  importance  for  the 
British  monetary  system,  because  of  the  peculiar  position 
of  London  as  one  of  the  two  centres  of  the  international  pay- 
ments system  (the  other  being  New  York/Washington). 

12.  Before  1914  London  was  the  imquestioned  and  sole 
centre  of  the  world  payments  system.  Sterling  was  the  only 
truly  intemational  currency.  Since  1918,  and  the  rise  of  the 
importance  of  the  dollar,  the  system  has  always  had  two 
centres,  one  in  Britain  and  one  in  America.  A great  deal 
of  the  international  currency  strains  of  the  interwar  years  and 
the  period  since  1945  can  be  attributed  to  the  fundamental 
instability  of  this  bifocal  system.  (At  times  in  the  interwar 
period  it  could  better  be  regarded  as  trifocal,  with  sterling, 
the  dollar  and  gold  as  the  three  main  currencies  ; but  for  the 
purpose  of  the  current  argument  it  is  adequate  to  regard  gold 
and  dollars  as  perfect  substitutes  one  for  the  other). 

13.  In  principle  the  source  of  this  instability  is  not  hard 
to  see.  If  there  is  a danger  that  one  of  the  two  main  inter- 
national currencies  will  lose  its  value  (or  its  usefulness  in  some 
other  way,  such  as  the  freedom  with  which  it  can  be  employed) 
relatively  to  the  other,  then  many  of  the  coimtries  which  had 
been  using  the  first  kind  of  international  currency  for  making 
payments  and  for  holding  reserves  will  find  it  prudent  to 
switch  their  loyalty  to  the  other.  This  switch  of  loyalties, 
with  the  violent  disturbances  it  creates,  is  a large  part  of  the 
explanation  of  the  crisis  of  1931.  The  threat  that  hangs 
over  the  British  monetary  system  is  that  such  a switch  might 
take  place  again.  On  occasion  in  the  last  two  years,  the 
threat  has  seemed  very  near.  Fortunately,  it  has  never  been 
much  more  than  a threat.  Holdings  of  sterling  by  non- 
sterling area  countries  have  tended  to  be  drawn  down  in 
times  of  crisis,  and  not  fully  rebuilt  subsequently.  But  so 
far  the  resJly  big  danger,  that  sterling  area  countries  might 
choose  to  switch  their  loyalties,  more  or  less  quiddy,  has  not 
materiaUsed.  All  the  same,  that  is  the  threat  ffiat  perpetually 
hangs  over  the  situation,  and  makes  it  so  difficult  to  consider 
the  possibility  of  sterling  devaluation,  because  of  the  fear 
that  such  a loss  of  value  would  provoke  the  switch  of  loyalties. 


This  inability  to  face  up  to  the  fact  that  exchange  rates  cannot 
be  regarded  as  immutable  is  the  consequence  of  the  inherent 
instability  of  the  bifocal  world  payments  system. 

14.  Only  in  one  circumstance  does  the  possibility  of  ex- 
change rate  dianges  not  imply  that  this  instability  is  a con- 
tinuing threat.  TTiis  is  the  case  whei  e 100  % reserves  are  held, 
as  in  the  ’thirties  in  Britain,  when  the  sterling  liabilities  were 
fully  offset  by  the  gold  (and  dollar)  reserves.  In  such  cir- 
cumstances, a switA  of  loyalties  (such  as  took  place  to  a 
considerable  extent  between  1938  and  1940)  can  be  borne 
without  any  strain.  But  if  an  international  currency  in  a 
bifocal  system  has  less  than  100%  reserves  of  the  other 
currency,  a loss  of  confidence  in  its  value  can,  in  the  last 
analysis,  lead  to  bankruptcy.  The  analogy  with  an  internal 
banking  system  is  perhaps  enlightening.  E there  were  a risk 
that  deposits  at  Westminster  would  be  devalued  relatively  to 
dq>osits  at  Lloyd’s,  Westminster  might  only  be  able  to  stand 
up  to  the  strain  of  withdrawals  if  it  had  1 00  % reserves  of  funds 
it  could  transfer  to  Lloyd’s  when  its  d^ositiors  wished  to 
switch  their  loyalties. 

15.  The  relevance  of  this  to  the  current  British  situation 
should  be  apparent.  As  a consequence  of  the  war,  our  ster- 
ling liabOities  are  much  in  excess  of  our  gold  and  dollar 
reserves.  At  the  end  of  1957,  the  sterling  liabilities  to  over- 
seas countries  (£3,267  million)  were  just  about  four  times  the 
size  of  the  official  gold  reserves  £812  million).  Two  years 
earlier,  at  the  end  of  1955,  the  liabilities  to  overseas  countries 
(£3,576  million)  were  neaiiy  five  times  the  official  gold  reserves 
(£757  million).  The  improvement  in  the  reserves/liabilities 
ratio  in  the  interim  was  the  result  of  withdrawals  of  sterling 
balances  (particularly  by  non-sterling  countries  in  the  second 
half  of  1956  and  by  sterling  area  countries  in  the  second 
half  of  1957)  and  also  to  a very  important  extent  the  result 
of  reinforcement  to  the  gold  and  dollar  reserves  from  the 
I.M.F.  and  Export-hnport  Bank  loans. 

16.  It  shorjld  be  emphasised  here  that  the  presentation 
of  the  figures  in  the  Balance  of  Payments  White  Paper  does 
throw  an  unnecessarily  gloomy  light  on  the  situation.  On 
the  one  hand,  not  all  the  sterling  balances  are  in  a form  which 
is  immediately  saleable  without  loss.  A large  part  is,  indeed, 
held  in  Treasury  bills  and  deposits  in  London  banks,  and  its 
individual  holders  can  turn  their  holdings  of  this  sterling  into 
goods  or  (under  the  present  exchange  control  regime)  into 
other  currencies  at  very  short  notice  and  without  loss.  In- 
formation given  at  various  times  about  the  effects  of  higher 
interest  rates  on  the  interest  diarges  on  the  sterling  liabilities 
suggests  that,  in  very  rough  terms,  between  one-half  and  two- 
thirds  of  the  sterling  balances  are  held  in  these  highly  liquid 
securities — say  £1,700  million  at  the  end  of  1957. 

17.  The  remainder  of  the  balances  are  held  in  longer-dated 
securities,  and  in  two  ways  the  White  Paper  exaggerates  the 
burden.  For  one  thing,  large-scale  sales  would  push  the 
market  down.  For  another,  the  White  Paper  values  these 
securities  at  their  nominal  value,  which  must  considerably 
exaggerate  their  market  value  at  the  present  time,  when  in- 
terest rates  are  a good  higher  than  when  most  of  these 
securities  were  originally  issued. 

18.  On  the  assets  side  of  the  balance  sheet,  the  position  is 
also  not  quite  as  gloomy  as  the  White  Paper  suggests.  It  is 
indeed  wrong  (though  often  done)  to  include  the  extensive 
gold  and  dollar  holdings  of  other  sterling  area  countries,  as 
a part  of  our  reserves,  for  the  reason  that  the  United  Kingdom 
authorities  cannot  expect  to  be  able  to  put  their  hands  on 
these  funds  in  time  of  crisis.  But  there  are  other  funds  which 
might  reasonably  be  regarded  as  being  part  of  the  United 
Kingdom’s  liquid  reserves.  There  are  the  private  dollar 
balances  of  British  banks  and  commercial  firms.  United 
States  figures  suggest  that  these  are  around  £200  mUIion, 
There  are  the  unused  parts  of  the  I.M.F.  loan  negotiated  in 
1956,  amounting  to  about  £260  million,  and  the  unused 
Export-Import  Bank  rights  amounting  to  about  £90  million. 
Finally,  our  unused  E.P.U,  drawing  rights  might  conceivably 
be  regarded  as  a liquid  asset. 

Unfortunately,  to  look  only  at  these  highly  liquid  assets  and 
liabilities  does  falsify  the  situation.  And  when  the  fairly 
short-term  assets  and  liabilities  are  included;  the  overseas 
monetary  position  starts  once  again  to  look  rather  gloomy. 
In  this  “ fairly  short-term  ” group  are  included  liabilities  that 
could  become  a real  burden,  or  debts  wMch  by  contract  must 
be  repaid  in  less  than  about  five  years,  and  on  the  other  side 
assets  which  could  be  realised  in  that  time. 
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19.  On  the  liabilities  side  must  be  included  the  less  liquid 
part  of  the  sterling  balances  (considered  above),  apart  from 
some  allowance  for  overvaluation  of  that  part  held  in  long- 
dated securities  (say  a total  of  around  £1,400  million),  fii 
addition,  there  is  the  liability  to  rQ>ay  the  I.M.F.  drawings 
(£200  million)  and  a likelfeood  of  having  to  repay  about  £120 
million  to  E.P.U.  Perhaps  the  £185  million  owed  over  five 
years  for  repayment  of  the  North  American  loans  should  also 
be  included  here  ; if  so  it  can  be  offset  on  the  assets  side  by 
a right  to  waiver  worth  £37  million.  (If  the  waiver  is  used 
more  than  once,  the  Government  will  have  broken  with  its 
declared  intention  not  to  use  the  majority  of  the  waivers 
within  the  first  few  years  of  the  period  over  which  they  can 
be  used), 

20.  The  other  assets  which  can  reasonably  be  regarded  as 
usable  in  a five-year  period  are  two.  One  is  the  rest  of  the 
Government's  holdings  of  North  American  securities,  after 
allowing  for  the  part  hypothecated  as  guarantee  for  the 
Export-Import  Bank  loan — a remainder  probably  not 
amounting  to  more  than  £100  million.  The  other  assets  are 
private  British  holdings  of  dollar  securities  which  could  be 
conscripted  by  the  Government.  The  size  of  the  Kuwait  and 
other  gaps  over  recent  years  suggests  that  these  hol^ngs  may 
well  be  worth  £300  million  and  possibly  much  more. 

21.  These  are  the  only  items  in  the  balance  sheet  of  Britain’s 
international  banking  business  for  which  even  the  roughest 
numerical  guesses  can  be  made.  But  three  others  should  be 
mentioned.  One  includes  physical  assets  owned  abroad  and 
claims  (sudt  as  bonds  and  shares)  against  residents  of  the 
sterling  area.  In  a serious  enough  crisis  such  assets  could 
be  sold  to  repay  our  other  debts.  Secondly,  there  is  commer- 
cial credit  outstanding.  Since  Britain  finances  so  much  trade, 
including  both  many  of  her  own  imports  as  well  as  most  of 
her  exports  and  also  much  of  the  sterling  area’s  trade  and  some 
of  the  rest  of  the  world’s,  she  has  a very  large  amount  of  com- 
mercial credit  outstanding.  How  much  there  is  it  is  impos- 
sible to  guess  at  all  accurately  but  if  it  were  r^aid  it  would 
undoubtedly  strengthen  Britain’s  external  balance  sheet  very 
considerably.  At  the  same  time,  the  possibility  of  lengthen- 
ing or  shortening  the  terms  of  ffiis  credit  are  a familiar  source 
of  strain  at  times  of  crisis. 

22.  Finally,  attention  should  also  be  paid  to  another  kind 
of  private  speoUation  which  can  be  serious  unless  exchange 
controls  over  capital  movements  are  very  tightly  enforced. 
This  arises  from  the  possibility  of  shifting  funds  out  of  stocks 
and  shares  expressed  in  one  currency'  into  those  expressed  in 
another.  In  principle,  the  whole  of  British  holdings  of  stock 
exchange  securities  are  subject  to  this  threat  ; in  practice,  it 
is  going  to  be  hard  to  prevent  the  threat  from  being  realised 
to  some  extent  or  other  when  sterling  is  under  pressure. 

23.  The  upshot  of  all  this  is  that  the  British  reserve  position 
is  definitely  disturbing.  Moreover,  it  is  worth  bearing  in 
mind  that  we  are  not  simply  running  an  overseas  hanking 
position — we,  like  any  other  coimtry,  need  reserves  to  cover 
month-by-month  and  year-by-year  fluctuations  in  our  own 
external  trade.  There  can  be  no  absolute  answer  to  the  ques- 
tion of  what  reserve  position  would  be  satisfactory,  but  it  is  a 
reasonable  working  rule  to  consider  that  our  liabilities  of  a 
quick  or  fairly  quick  nature  should  be  no  bigger  than  the 
reserves  that  are  under  the  immediate  control  of  the  authori- 
ties, and  that  those  reserves  should  be  at  least  as  large,  in 
relation  to  our  trade,  as  they  are  today. 

24.  Clearly  we  are  a long  way  from  this  ideal  position. 
But  until  we  get  a good  deal  nearer  to  it,  tlie  external  capital 
position  is  going  to  be  a continuing  source  of  alarm,  con- 
tinually limiting  our  freedom  of  action.  There  will  iways 
be  the  risk  of  a speculative  withdrawal  if  sterling  devaluation 
seems  likely  or  if  there  is  some  other  reason  for  some  of  our 
banking  customers  to  switch  their  loyalties.  But  it  is  not 
merely  a question  of  speculation  against  sterling,  and  in  much 
of  the  discussion  of  ^ese  matters  this  risk  is  allowed  too  big 
a role.  The  other  risk,  or  in  fact  likelihood,  is  that  some 
of  the  holders  of  sterling  balances  will  substantially  reduce 
their  to/a/ external  reserves.  The  colonies,  in  particular,  have 
come  in  recent  years  to  hold  reserves  that  are  quite  excessive 
by  the  standards  of  most  poor  countries.  Accruals  to  the 
colonial  balances  were,  until  the  last  year  or  two,  a major  relief 
to  the  British  external  capital  position.  This  relirf  is  no  longer 
being  extended,  and  much  of  it  may  soon  be  withdrawn  as 
the  colonies  reduce  their  balances  to  more  reasonable  levels. 
This  change  in  the  colonial  position  is  one  answer  to  the  highly 
pertinent  question  that  can  reasonably  be  asked  : why  ^ve 
these  difficulties  not  come  to  a head  since  the  war  ? \^y,  if 
the  position  is  so  precarious,  have  we  been  able  to  keep  going  ? 


25.  The  remainder  of  the  answer  comes  in  two  parts,  both 
of  which  have  their  significance  for  current  policy.  One  is 
that,  up  to  about  1952,  the  sterling  area  was  a tight  disa'imin- 
atory  club,  and  that  discrimination  against  the  dollar  was 
also  extensively  practised  in  most  of  the  rest  of  the  world. 
As  far  as  the  sterling  area  was  concerned,  this  meant  that  there 
was  a big  advant^e  to  the  other  members  in  loyalty  to  the 
club  (in  the  form  of  willingness  not  to  make  excessive  claims 
on  the  reserves)  because  they  obtained  benefits  in  the  form  of 
freer  access  to  British  markets  for  goods  and  to  British  supplies 
of  capital.  Some  of  this  discriminatory  system  still  survives, 
notably  in  British  capital  exports  and  in  import  policy  into 
Austriia,  New  Zealand  and  the  colonies.  But  it  is  much 
less  important  than  it  was  a few  years  ago,  and  is  more 
likely  to  crumble  still  more,  rather  than  to  be  reinforced, 
unless  a big  effort  is  made  to  restore  it.  Colonial  discrimina- 
tion is  likely  to  disappear  with  political  independence  ; 
disCTimination  in  Australia  and  New  Zealand  is  now  largely 
a technique  to  protect  home  industries  : and  as  will  be  seen 
later  there  are  strong  arguments  against  continuing  the 
present  freedom  of  capital  ejqiorts  from  the  United  Kingdom 
to  the  rest  of  the  Sterling  Area. 

26.  If  the  discriminatory  system  no  longer  dominate  the 
picture,  how  is  it  that  we  have  kept  going  through  the  last 
few  years  7 The  answer  is  partly  that  there  has  been  a long 
time  lag  before  the  true  change  in  the  situation  has  been  at 
all  fully  realised.  But  it  should  also  be  recaUed  that  the  aut- 
\imn  of  each  of  the  last  three  years  has  seen  severe  pressure 
on  sterling.  Political  factors  and  the  existence  of  speruiation 
about  future  internal  monetary  policy  have  contributed  to 
this  pressui'e  ; but  they  are  not  Ae  whole  story.  The  fact  is 
that  the  British  balance  of  payments  surplus  has  not  approach- 
ed a level  sufficient  to  finance  the  claims  upon  it.  There  can 
be  no  doubt  that  we  have  needed  a surplus  of  at  least  £300 
millions  to  cover  overseas  investment,  contractual  debt  re- 
payment and  likely  withdrawals  of  the  sterling  balances  ; 
in  the  next  few  years,  I.M.F.  repayment  pushes  the  necessary 
figure  nearer  to  £400  million.  Our  actual  surpluses  have 
been  far  short  of  these  levels  ; and  although  1958  may  well 
see  such  a surplus,  it  will  largely  be  due  to  temporary  circum- 
stances, whereas  what  is  needed  is  not  intermittently  to  reach 
the  necessary  level,  but  persistently  to  average  it.  Without 
averaging  such  a surplus,  it  will  be  impossible  indefinitely  to 
maintain  our  present  external  policy.  And  even  if  we  do 
average  it,  we  must  be  pr^ared  for  particularly  heavy  pressure 
in  partictilar  years,  because  of  possible  speculation  against 
sterling  and  because  overseas  development  expenditure  is 
likely  to  involve  heavy  withdrawals  in  years  of  strain  (e.g. 
India  in  1956-57). 


Policies 

27.  What  policies  should  be  followed  to  deal  with  the 
situation  outlined  above  ? The  answers  fall  into  two  parts. 
In  the  first  place,  can  anything  be  done  to  reduce  the  auauat 
balance  of  payments  surplus  which  must  be  earned,  in  order 
that  we  can  break  even  ? Secondly,  can  anything  be  done 
to  reduce  the  pei'sistent  threat  to  our  position  from  the  danger 
that  we  might  have  to  r^ay  an  abnormal  proportion  of  our 
debts  at  very  short  notice  ? 

28.  In  answer  to  the  first  question,  there  is  a strong  case 
for  restriction  of  capital  exports  to  the  sterling  area.  It 
would  by  no  means  be  impossible  in  this  way  to  reduce  our 
likely  external  commitments  by  £100  million  a year. 

29.  This  would  not  necessarily  mean  that  all  capital  move- 
ments to  the  Commonwealth  would  be  prohibited.  In  fact, 
it  would  be  perfectly  possible  and  perfectly  reasonable  to 
restrict  exports  to  some  countries,  su(^  as  Austtalia,  in  order 
to  make  more  money  available  for  countries  towards  which  we 
have  a political  or  moral  obligation,  such  as  India.  The  big 
question  is  whether  too  much  private  capital  is  flowing  to 
countries  (such  as  Australia)  which  can  afford  to  finance  heir 
own  development,  while  too  little  is  staying  in  the  United 
Kingdom  or  .going  to  the  really  under-developed  countiies. 

30.  Already  the  Government  has  made  some  attempt  to 
limit  overseas  investment  in  the  sterling  area,  by  raising  inte- 
rest rates  at  home  and  by  Capital  Issues  Committee  control. 
But  these  policies  have  in  the  long  run  been  more  than  fully 
outbalanced  by  the  effects  of  the  new  legislation  for  overseas 
trading  corporations  following  the  1957  budget,  which 
encourages  the  British  firms  to  leave  their  capital  overseas. 
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31.  The  most  simple-minded  argument  in  favour  of  over- 
seas investment  is  that  it  creates  markets  for  our  exports  of 
capital  equipment.  This  ailment  might  be  sensible  if  .there 
were  any  shortage  of  potential  markets  for  capital  equipment 
at  home  ; but  as  it  is  large  parts  of  British  industry  are  still 
badly  in  need  of  re-equipment.  A more  sophisticated  argu- 
ment is  that  it  prevents  us  from  losing  our  overseas  markets 
completely  when  our  customers  industrialise  and  start  to 
produce  the  goods  that  we  had  formerly  been  exporting  to 
them.  For  example,  the  British  motor  industry  is  building 
motor  car  factories  in  Australia  and  so  retaining  a hold  on 
the  Australian  market,  even  though  cars  produced  in  Britain 
are  coining  to  take  a smaller  and  smaller  share  in  the  Austra- 
lian market.  Within  limits  this  policy  may  be  in  the  United 
Kingdom’s  interest  as  well  as  in  the  interest  of  the  individual 
motor  car  manufacturers  themselves.  But  the  limits  are  quite 
narrow.  If  money  is  invested  in  United  Kingdom  industry, 
it  leads  to  rises  in  profits,  some  of  which  are  distributed  and 
some  plou^ed  back,  to  rises  in  taxes  paid  to  the  British 
Government,  and  it  leads  in  the  sort  of  oligopolistic  labour 
market  we  have  at  present,  with  strong  trade  union  bargaining 
power,  to  rises  in  the  total  of  wages  received  by  workers.  If, 
on  the  odier  hand,  the  investment  is  overseas,  all  the  inCTeases 
in  wages  and  almost  all  the  increase  of  taxes  are  paid  out 
overseas.  Moreover,  a good  part  of  the  profits  are  likely 
to  be  ploughed  back  overseas.  The  only  benefit 
coming  to  the  British  economy  consists  of  the  profits 
which  are  remitted  home.  From  the  British  point  of  view, 
investment  in  a factory  overseas  has  to  earn  a very  high  rate 
of  profit  l»fore  it  is  more  advantageous  than  'investment  at 
home.  This  is  particularly  true  these  days,  when  trade  union 
bargaining  strengtii  is  great,  when  profits  taxes  are  large,  and 
when  a big  part  of  profits  after  tax  is  ploughed  back. 

32.  Nor  is  this  the  end  of  the  matter.  When  subsidiary 
companies  and  factories  overseas  prove  successful,  and  plou^ 
back  more  and  more  of  their  profits,  the  inevitable  tendency 
is  for  them  to  became  more  and  more  independent  of  the 
parent  company  at  home,  and  for  their  interests  to  be  more 
and  more  identified  with  those  of  the  country  in  which  they 
are  situated.  The  link  with  home  becomes  progressively 
more  tenuous  and  the  financial  returns  to  the  home  country 
are  less  and  less  likely  to  expand  commensuiately  with  the 
expansion  in  the  subsidiary’s  prosperity. 

33.  The  fact  is  that  the  British  economy  cannot  prosper 
by  investing  heavily  in  factories  overseas  to  produce  the  things 
we  can  no  longer  hope  to  e^ort.  The  better  way  to  prosper- 
ity is  for  us  to  keep  ahead  industrially  here  at  home  by  learn- 
ing to  produce  and  sell  tire  things  which  the  less  advanced 
countries  still  cannot  produce.  The  people  who  want  Britain 
to  concentrate  on  investing  in  opportunities  abroad  do  not 
seem  to  be  aware  of  the  immense  opportunities  there  are  here 
in  Britain.  We  cannot  live  by  the  unimaginative  process 
of  taking  abroad  the  productive  techniques  that  we  already 
have  here  ; our  real  need  is  to  develop  new  techniques  here. 
The  opportunities  for  doing  this  are  so  great  that,  if  national 
self-interest  were  the  only  criterion,  Britain  herself  should  be 
a borrows-  rather  than  an  overseas  investor.  The  argument 
that  we  are  the  natural  sourre  of  capital  for  the  Conunon- 
wealth  is  an  argument  relying  on  an  unthinking  continuance 
of  old  habits  rather  than  a national  judgment  of  our  true 
interests. 

34.  It  has  to  be  granted,  however,  that  if  we  restrict  capital 
e?q)orts  to  the  sterling  area,  the  overseas  members  will  be  less 
indinefi  to  hold  their  balances  with  us.  So  the  proposal  to 
limit  capital  exports  leads  directly  into  tire  second  question 
outlined  above— that  of  reducing  the  risks  arising  from  our 
illiquid  capital  position.  This  is,  indeed,  the  crux  of  the  matter 
and  will  continue  to  be  for  a good  many  years  to  come,  unless 
some  drastic  measures  are  taken.  It  is  far  too  harmful  to 
our  prestige  and  to  our  self-respea  always  to  appear  in 
Hangpr  of  being  bankrupt  as  a nation,  when  the  truth  is  simply 
that  we  are  running  an  overstrained  intCTnational  banking 
b-usiness. 

35.  It  is  useful  here  to  distinguish  our  banking  business  for 
non-sterling  coimtries  from  that  for  the  sterling  area.  As  far 
as  the  former  is  concerned,  our  sterling  liabilities  have  been 
redured  very  greatly  in  the  last  few  years,  from  £1,068  million 
at  the  end  of  1951  to  £500  million  at  the  end  of  1957  (the 
latter  figure  excludes  the  German  Government’s  holding 
arising  from  advance  debt  repayment  in  the  summer  of  1957). 
Although  there  is  some  considerable  threat  of  withdrawal 
still  here,  it  is  much  less  than  it  was.  Non-sterling  area 
countries  have  already  learned  to  operate  with  much  smaller 


sterling  balances,  presumably  largely  because  sterling  is 
(paradoxically)  less  useful  as  an  international  currency  now 
that  the  dollar  problem  is  no  longer  serious  and  the  world 
payments  system  is  more  or  less  unified.  One  of  the  strongest 
virtues  of  sterling  in  the  early  post-war  years  was  that  it  was 
useful  but  at  the  same  time  not  particularly  scarce.  Now 
dollars  and  sterling  are  equally  scarce  to  non-sterling  area 
countries — so  sterling  has  lost  a major  -virtue. 

36.  This  more  or  less  equal  scarcity  (or,  on  the  other  side 
of  the  coin,  availability)  is  maintained  by  the  official  British 
support  of  the  transferable  sterling  rate  very  close  to  pie 
“ official  ” sterling  dollar  rate.  The  most  important  quMtion 
in  our  financial  relationships  with  non-sterling  countries  is 
whether  it  is  sensible  to  maintain  this  high  degree  of  converti- 
bility for  them. 

37.  To  keep  this  question  in  perspective,  it  should  be  re- 
membered that  the  international  banking  business  done  by 
London  for  countries  outside  the  sterling  area,  while  consider- 
able, is  not  overwhelmingly  important.  The  much-quoted 
statement,  that  sterling  still  finances  forty  per  cent,  or  even 
nearly  half,  of  the  world’s  trade,  does  not  imply  as  much_  as 
one  might  fbinV  All  it  does  imply  is  that  most  of  the  sterling 
area’s  trade  is  financed  in  sterling,  and  that  the  sterling  area 
is  so  large  that  it  alone  is  involv^  in  something  approaching 
fortypercent.ofthetotd  amount  of  trade  taking  place  in  the 
world.  In  fact,  judging  by  what  can  be  guessed  about  the 
relative  importance  of  sterling  in  their  total  active  reserves, 
China,  Japan  and  possibly  Russia  are  the  only  countries  out- 
side the  sterlhig  area  which  make  very  large-scale  -use  of 
sterling  in  financing  their  trade  with  other  countries  also  lying 
outside  the  staling  area. 

38.  All  the  same,  these  rights  of  convertibility  have  in- 
volved us  in  a steady  drain  of  gold  and  dollars,  which  might 
otherwise  have  ban  used  to  allow  a more  liberal  policy  for 
United  Kingdom  and  other  sterling  area  imports  from  dollar 
sources.  And,  m-udi  more  seriously,  thae  is  the_  danger  that 
if  the  dollar  problem  reappears  the  United  Kingdom  will 
■find  that  ^e  is  in  effect  committed  to  financing  to  an  inaeas- 
ing  extent  the  dollar  deficits  of  non-staling  countries.  The 
support  of  the  transfaable  rate  implies  a willingness  on  the 
part  of  Britain  to  bear  the  major  part  of  the  burden,  of  any 
dollar  problem  that  may  exist.  It  is  not  at  all  obvio-us  that 
foreigners  should  have  been  given  the  ri^ts  of  convertibility, 
at  a timp.  when  British  residents  stUl  suffered  severe  restric- 
tions over  dollar  payments.  Undoubtedly  the  two  main 
reasons  were  a desire  to  restore  the  use  of  sterling  as  an  inta- 
national  currency  and  a desire  to  avoid  the  losses  British 
commodity  dealers  were  suffering  through  their  inability  to 
take  part  in  the  so-called  “ commodity  shunting  ” deals. 
These  used  transferable  sterling  bought  relatively  cheaply  for 
dollars  in  orda  to  buy  commodities  in  the  staling  area  and 
sell  them  in  the  dollar  ai-ea.  It  would  have  been  better  if  these 
losses  could  have  been  met  by  giving  British  dealers  a kind 
of  extra-territorial  ri^t  to  use  transferable  sterling.  More 
important,  foe  support  of  the  transferable  rate  is  based  on 
an  exaggerated  view  of  foe  importance  of  the  transferable 
sterling  system.  If,  as  is  quite  likely,  it  is  now  impossible 
to  operate  a transferable  sterling  system  if  transferable 
sterling  is  in  danger  of  falling  to  a substantial  discount 
against  the  dollar,  foe  ri^t  policy  is  to  accept  that  large-scale 
international  banking  for  non-sterling  countries  in  the  present 
kind  of  -world  involves  risks  out  of  proportion  to  its  benefits. 
We  should,  therefore,  either  alter  foe  world  environment  so 
that  foe  burden  of  carrying  convertibility  is  more  widely 
shied,  by  appropriate  institutional  changes  (which  will  be 
considered  shortly),  or,  alternatively,  we  should  dismantle  the 
transferable  sterling  system.  After  all,  the  non-sterling 
world  could  settle  perfectly  well  in  doUars,  through  E.P.U., 
through  “ payments  clubs  ” such  as  The  Hague  and  Paris 
clubs,  or  through  bilateral  accounts. 

39.  Much  bigger  than  these  questions  of  our  relationships 
- with  non-sterling  countries  is  foat  of  illiquidity  in  face  of 

o-ur  debts  to  sterling  area  countries.  This  is  the  most  impor- 
tant question  -we  still  have  to  face.  While  our  liquid  and 
fairly  liquid  debts  to  these  countries  alone  are  far  in  excess 
of  our  total  reserves,  our  freedom  of  action  is  seriously  ham- 
pered. And  the  only  satisfactory  relief  can  come  from  a 
capital  traosactioD~the  slow  process  of  repayment  of  the 
sterling  balances  or  building  up  the  reserves  will,  even  if 
persisted  with,  only  lead  to  a satisfactory  situation  in  a good 
many  years. 

40.  An  improvement  by  means  of  a capital  transaction  - 
might  take  foe  form  either  of  action  to  increase  ^ liquid 
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reserves  or  to  reduce  our  quick  liabilities.  The  former  has 
been  more  commonly  discussed,  but  its  two  main  variants 
(raising  the  price  of  gold  and  a dollar  stabilisation  loan)  both 
appear  to  be  remarkably  well  designed  to  run  into  political 
opposition  in  the  United  States.  There  are,  however,  other 
possibilities  that  are  well  worth  exploring,  sue*  as  the  mort- 
gaging or  compulsory  sale  ofBritish  private  holdings  of  dollar 
securities,  and  the  raising  of  long-term  doDar  loans  (through 
the  I.B.R.D.  or  directly  on  the  market)  to  finance  British 
capital  investment. 

41 . On  the  other  side,  there  are  the  possibilities  of  reducing 
the  quick  and  semi-quick  liabilities.  This  cannot  be  done  by 
revocation  ; the  only  approach  is  to  convert  them  into  liabi- 
lities that  are  not  a contimmig  threat,  but  can  be  dealt  with  at 
a reasonably  predictable  rate  over  a long  period.  In  turn, 
two  possibilities  arise  ; the  liabilities  may  become  a less  liquid 
^set  for  their  holders  ; or  alternatively  they  may  stay  equally 
liquid  for  their  holders,  the  burden  of  maintaining  this  liquid- 
ity being  taken  over  by  some  financial  intermediary  which  owes 
quick  or  semi-quick  liabilities  to  the  balance  holders  and  is 
owed  a longer-term  liabilities  by  the  United  Kingdom. 

42.  In  either  case,  very  substantial  commitments  would 
still  have  to  be  borne  by  the  United  Kingdom  : but  in  reality 
these  commitments  already  exist. 

43.  For  one  thing,  we  should  have  to  repay  some  of  the 
debt  each  year — ^perhaps  £100  million  a year  would  be  a 
re^onable  estimate,  in  view  of  the  likelihood  of  colonial 
withdrawals.  But  on  any  likely  reckoning  this  is  something 
we  have  to  face  anyway,  with  the  addition^  risk  of  having  to 
make  particularly  big  repayments  at  awkward  times.  Nor  is 
it  correct  to  say  that  we  lose  because  the  annual  repayments 
would  have  to  be  in  gold,  dollars  or  their  equivalent.  This  is 
time  anyway  so  long  as  we  are  in  a world  of  nearly  full  con- 
vertibility ; in  the  last  analysis  repayment  of  debts,  however 
done,  must  be  in  goods  which  compete  successfully  with  other 
countries’  goods  on  world  markets. 

44.  The  other  commitment  is  that  we  should  have  to  pay 
an  appropriate  (long-term)  interest  rate.  This  might  seem  to 
lead  to  additional  burdens  on  the  income  account.  But 
against  this  should  be  set  two  facts  : that  we  are  already 
paying  long-term  rates  on  much  of  the  debt,  and  more  im- 
portant, that  we  are  having  to  maintain  British  short-term 
interest  rates  at  higher  levels  than  in  the  world  as  a whole,  or 
than  those  that  would  otherwise  be  necessary,  in  order  to  help 
try  to  keqj  the  sterling  balances  in  London.  It  is,  therefore, 
not  at  all  clear  that  conversion  of  the  liabilities  into  a longer- 
term  debt  would  lead  to  greater  strains  on  the  income  account 
— and  it  is  certain  that  it  would  greatly  relieve  the  capital 
account. 

45.  The  real  question  in  choosing  between  the  two  alter- 
native approaches,  of  direct  funding  and  using  a financial 
intermediary,  is  that  of  the  ease  with  whidi  they  could  be 
negotiated.  Here  the  advanta^  probably  lies  with  the 
second  kind  of  politg' — ^wifii  handing  over  the  quick  liabUitira 
to  an  international  organisation  rather  than  trying  to  negotiate 
funding  directly.  The  main  reason  is  that  the  sterling  area 
countries,  taken  together,  need  liquid  reserves  considerably 
greater  than  the  United  Kingdom’s  total  reserves.  We  should 
therefore  only  be  able  to  improve  our  ratio  of  reserves  to 
quick  liabilities  to  a point  appreciably  short  of  the  safe  one- 
for-one  position.  Of  course,  withdrawals  from  the  R.S.A. 
reserves  in  order  to  buy  goods  would  be  limited  once  their 
reserves  were  down  to  the  reasonable  level  ; but  the  danger 
of  conversion  into  dollars  or  gold  would  remain,  unless  we 
gave  a gold  value  guarantee  to  the  remaining  quick  liabilities. 

46.  The  direction  to  explore,  therefore,  is  that  of  finding 
some  international  organ  to  act  as  financi^  intermediary  and 
in  effect,  to  take  over  London’s  work  as  an  international 
central  banker.  This  would  be  no  easy  proposal  to  negotiate; 
but  the  arguments  that  could  be  used  in  its  favour  are  power- 
ful— in  particular  the  familiar  British  argument  that  nothing 
has  yet  appeared  to  replace  the  international  banking  func- 
tions of  sterling,  combined  with  the  facts  that  the  burdens 
of  acting  as  an  international  central  banker  are  proving  too 
much  for  Britain  and  that,  if  they  had  to  be  withdrawn  in  a 
crisis,  the  strains  on  the  world  payments  system  would  be 
severe. 

47.  There  are  two  main  kinds  of  organisation  which  could 
take  over  the  central  banking  functions,  of  acting  as  an  inter- 
national source  of  liquidity  and  centre  of  deposit  of  funds, 
and  as  the  ultimate  clearing  agent  between  national  banks — 
namely  the  I.M.F.  on  a world-wide  scale  (excluding  the  Soviet 
bloc)  and  a European/Commonwealth  bank  whidi  mi^t  be 
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developed  out  of  the  European  Payments  Union. 

48.  The  I.M.F.  proposal  could  be  a simple  development 
of  the  scheme  put  forward  by  Sir  Oliver  Franks  at  the  begin- 
ning of  1958  in  his  speech  as  chairman  of  Lloyds  Bank.  He 
suggested  that  countries  might  dqiosit  some  of  their  gold 
reserves  at  the  I.M.F.  in  exchange  for  gold  certificates,  which 
would  then  be  used  as  international  currency.  In  this  way, 
additional  reserves  would  be  artificially  created  ; the  I.M.F. 
would  be  able  to  issue  more  certificates  than  it  held  in  gold, 
and  would  then  be  operating  as  a fully-fledged  international 
central  bank.  It  would  act  as  a main  reserve  centre  for  nati- 
onal central  banks,  and  as  the  main  agent  for  converting  funds 
from  one  national  cmrrenoy  into  another. 

49.  A simple  addition  to  and  development  of  this  scheme 
would  be  for  the  sterling  area  countries  to  hand  over  their 
central  reserves  of  sterling  to  the  I.M.F.,  which  would  in  turn 
issue  gold  certificates  to  the  current  value  of  the  sterling. 
Britain  would  then  owe  a long-term  debt  to  the  I.M.F.  instead 
of  ow^  sterling  balances  to  the  individual  sterling  area 
countries  ; this  ctebt  would  be  repayable  over  a long  period, 
at  an  agreed  annual  rate. 

50.  The  major  virtue  of  such  a scheme  is  its  simplicity. 
The  world  would  once  again  have  a single  interaational  cen- 
tral bank,  as  it  had  before  1914  ; but  this  time  the  I.M.F. 
instead  of  the  Bank  of  England  would  be  at  the  apex  of  the 
world  credit  system.  And  since  the  new  system  would  have 
a single  apex,  replacing  the  uncomfortable  dual  relationship 
between  sterling  and  the  dollar  which  we  have  known  since 
1918,  the  dangers  of  overwhelming  conversions  of  I.M.F. 
gold  certificates  into  some  other  currency  would  be  negligible. 
The  I.M.F.  would  not  face  the  risk  facing  the  sterling  bank, 
of  large-scale  withdrawals  through  fear  of  exchange  deprecia- 
tion or  blocking. 

51.  All  that  would  be  necessary  to  make  the  scheme  work 
would  be  for  a fairly  large  number  of  cotmtries  to  hold  part 
of  their  international  reserves  in  I.M.F.  gold  certificates  in- 
stead of  in  gold.  It  would  not  be  essential  for  all  countries  to 
do  this.  In  fact,  it  would  by  no  means  be  essential  even  for 
the  United  States  to  be  wilhng  to  hold  the  gold  certificates  ; 
on  balance  the  system  would  work  better  if  she  did,  but  if  she 
would  not  the  strains  on  the  I.M.F.  reserves  when  a dollar 
problem  appeared  might  ensure  for  the  first  time  an  effective 
pressure  to  obey  the  spirit  of  the  “ scarce  currency”  provisions. 
So  long  as  the  United  States  remains  more  or  less  in  balance 
of  payments  equilibrium  with  the  rest  of  the  world,  net  pay- 
ments to  and  from  her  in  gold  would  balance  and  the  I.M.F. 
woxild  not  lose  its  gold  iKerves.  But  if  the  United  States  ran 
a big  or  continuing  surplus,  the  I.M.F.  would  find  its  reserves 
disappearing  and  would  be  compelled  to  find  means  of 
rationing  its  conversions  of  gold  certificates  into  gold  and 
dollars — i.e.  to  organise  discrimination. 

52.  In  principle,  such  a scheme  on  a European/Common- 
wealth  basis  would  amount  to  much  the  same  thmg  as  an 
I.M.F.  scheme  with  no  active  American  participation  (with 
the  appreciable  but  not  overwhelmingly  important  difference 
of  the  exclusion  of  other  countries  such  as  those  of  Latin 
America).  In  terms  of  the  problems  of  negotiation,  however, 
the  two  approaches  are  very  different.  Quite  possibly  it 
would  be  easier  to  negotiate  on  the  narrower  basis,  because 
this  proposal  would  be  an  extension  of  the  European  Free 
Trade  >Gea  negotiations.  Moreover,  it  is  an  extension  in 
directions  which  are  widely  regarded  as  necessary  ; there  is 
the  European  pressure  to  introduce  Commonwealth  questions 
into  the  E.F.T.A.  negotiations  and  the  general  realisation 
that  much  more  detailed  monetary  arrangements  than  are  at 
present  in  existence  will  be  necessary  if  the  Common  Market/ 
Free  Trade  Area  system  is  to  work  smoothly.  Unless  ex- 
change rates  are  allowed  to  vary  frequently,  the  ECM/FTA 
system  can  only  work  with  a fair  degree  of  assistants  between 
members  to  deal  with  balance  of  payments  difficulties. 

53.  Lastly,  it  may  be  said  in  favour  of  proposals  along  these 
lines  that  they  disturb  present  anangemenls  as  little  as  pos- 
sible. The  present  sterling  area  countries  could  continue  to 
do  much  of  their  commercial  banking  through  London,  even 
after  their  main  reserves  had  been  switched  to  the  I.M.F.  or 
Ae  new  European/Commonwealth  bank.  And  while  it  has 
always  been  unsatisfactory  to  subordinate  the  whole  ofBritish 
external  economic  policy  to  the  maintenance  of  the  inter- 
national status  of  sterling,  there  is  clearly  no  point  in  any 
unnecessary  abandonment  of  the  foreign  currency  earnings 
arising  from  London’s  banking  services.  If  we  could  judici- 
ously hand  over  to  an  international  organisation  sterling’s 
functions  as  a reserve  current,  it  should  be  possible  to  retain 
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most  of  our  commercial  banking  busings,  making  London 
into  a sort  of  super-Amsterdam.  But  if  we  cannot  hand  over 
the  reserve  currency  functions  and  all  the  risks  and  burdens 
they  involve,  the  real  danger  is  that  the  strains  will  prove  so 
great  that  we  will  be  forced  to  make  unnecessary  withdrawals 
from  international  commercial  banking  because  of  the  pres- 
sure on  our  position  as  an  international  central  banker.  If 
that  should  happen,  it  would  be  a quite  unnecessary  tragedy 
for  the  British  economy  ; and  if  we  are  compelled  to  adopt 
unnecessarily  restrictive  and  over-cautious  policies  in  order 
to  contain  the  strains  on  our  position  as  an  international 
central  tanker,  the  consequences  would  be  less  violent  but 
eqimlly  tragic. 

London  School  of  Economics, 
lih  May,  1958. 


Table  1 

Reserves  as  Percentage  of  World  Trade 


Gold 

Dollars 

Sterling 

1937 

29 '0 

0-3 

5-3 

1950 

13-2 

6-7 

11-2 

1951 

9-7 

4-7 

8-3 

1952 

8-3 

7'5 

7-7 

1953 

11-4 

6-7 

8-5 

1954 

11-4 

7-3 

8-0 

1955 

10-8 

7-3 

7-0 

1956 

9-9 

6-9 

6-1 

1957 

9-2 

5-5 

5-3 

World  trade. 

Includes  imports  and  exports  of  goods. 

Gold  reserves.  Official  Gold  reserves  of  non-Communist 
world  mintiS  U.S.A.  including  International  Institutions 
as  published  by  I.M.F. 

Dollar  reserves.  OSacial  Gold  and  Dollar  reserves  as  calcu- 
lated by  MacDougall  {World  Dollar  Problem)  minus  gold 
reserves  as  above. 

Sterling  Reserves.  World  reserves  excluding  International 
Institutions  as  published  in  U.K.  Balance  of  Payments 
i^ite  Paper. 


9.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  J.  C.  R.  DOW. 
The  Economic  Effect  of  Monetary  Poucy  1945-57 


Introduction 

Since  this  memorandum  is  long,  a guide  may  be  useful  to 
aid  rapid  reading  ; 

Part  I is  a review  of  the  kind  of  monetary  policy  that  was 
aimed  at  in  the  post-war  years,  in  so  far  as  this_<»n  beglwned 
from  the  expressed  intentions  of  the  authorities.  It  is  the 
contention  that  monetary  poliQ/  was  at  the  same  time  both 
ov«-ambitious,  and  under-ambitious.  Much  was  hoped  of 
monetary  policy  ; but  there  were  important  lacunae  in  official 
thou^t : in  particular  the  rise  in  the  long-term  rate  of  in- 
terest, which  could  have  been  deliberately  brought  about, 
seems  not  in  fact  to  have  happened  by  conscious  intention. 

Part  2 is  essentially  a summary  of  the  available  evidence 
regarding  the  type  and  magnitude  of  the  impact  of*  monetary  ’ 
changes  upon  demand.  Aftsr  a brief  theoretical  introduction, 
this  is  summarized  under  four  heads.  Conclusions  based  on 
this  evidence  are  stat^  briefly  in  the  last  section  of  this  part. 

Part  3 applies  these  conclusions  to  post-war  British  experi- 
ence. Monetary  policy,  it  is  suggest^  was  not  a dominant 
factor  in  post-war  economic  fluctuations  : nor  was  its  neglect 
responsible  for  rising  prices,  nor  balance  of  payments  crises. 

Suggestions  for  the  possible  future  role  of  monetary  policy 
are  given  at  the  end  of  Part  3.  It  is  suggested  that  tbe  selec- 
tive use  of  various  types  of  monetary  control  could  play  ^ 
important  part  in  evening  out  the  threatened  fluctuations  in 
died  investment ; in  investment  in  stocks  (including  stocks 
of  imported  materials,  whose  fluctuations  are  serious  for  the 
balance  of  payments)  ; and  in  consumers’  expenditure  on 
durables. 

Further  research  into  the  effects  of  monetary  poliQ-  is  dis- 
cussed in  an  appendix.  Since  frequent  reference  is  made  to 
a few  of  the  charts  and  tables,  these  few  are  placed  in  a sqja- 
rate  statistical  annex. 

Part  I 

General  Review  of  Monetary  Poucy  in  The  Post-War 

Years 

I.  The  monetary  history  of  the  post-war  years  falls  into 
three  or  four  distinct  phases.  For  the  greater  part  of  the 
time  the  monetary  authorities  have  been  reticient  in  explaining 
the  objectives  of  their  policy,  which  increases  the  difficulty  of 
describing  what  the  policy  was.  This  account  is  pieced  to- 
gether from  two  kinds  of  indication.  First,_  there  ^ state- 
ments, sometimes  hardly  more  than  asides,  in  official  docu- 
ments, or  in  the  spe^es  of  the  Chancellor  of  the  Exchequer 
and  latterly  also  of  the  Governor  of  the  Bank  of  England. 
Second,  some  acts  of  policy  were  so  widely  commented  on 
that  the  authorities  may  be  considered  to  have  been  aware 
of  and  to  some  extent  agreed  with  the  significance  attributed 
to  ffiem. 


2.  One  effect  of  making  a public  pronoimcement  is  that 
the  various  conflicting  considerations  which  stuTOund  a 
complex  matter  like  monetary  policy  have  to  be  brought  into 
relation  with  each  other.  If  on  the  other  hand  such  pro- 
nouncements are  not  made,  different  people  will  have  different 
views  about  its  aim,  and  some  important  aspects  may  be 
neglected  entirely  because  they  do  not  have  powerful  sponsors 
near  the  seats  of  power.  Thus  the  result  may  well  be  not 
merely  a failure  to  explain,  but  a more  fundamental  failure  to 
formulate  and  integrate  policy.  Though  an  account  such  as 
this  based  on  official  statements  is  bound  to  be  uneven  and 
to  reveal  gaps,  the  resulting  impression  of  weaknesses  may 
therefore  not  be  unfair. 

3.  The  post-war  years  may  be  considered  as  a period  when 
monetary  policy  went  underground.  In  the  ’thirties  there 
had  been  a great  deal  of  discussion  of  the  role  of  monetary 
policy.  During  the  wartime  years,  therefore,  there  was  a 
dear  view  of  the  part  which  it  might  then  play,  highly  restric- 
ted though  the  part  allotted  to  it  was.  But  by  the  end  of  the 
war  ‘ cheap  money  ’ had  become  an  orthodoxy  which  was 
applied  without  re-examination.  Since  then  has  been 
a gradual  progressive  reaction  against  the  inactivism  of  cheap 
money.  But  the  reaction  has  been  practical  rather  than 
intellectual,  and  the  aims  of  monetary  policy  have  not  been 
reformulated,  as  they  required  to  be,  from  the  bottom  up. 
One  may  ffierefore  divide  the  development  up  into  the  follow- 
ing four  phases,  the  divisions  tending  to  fall  at  the  succession 
of  successive  Chancellors  of  the  Exchequer  ; first,  the  Dalton 
period  of  cheap  money  ; second,  (from  the  end  of  1947)  the 
retreat  from  this  into  the  Cripps  period  of  ‘ neutral  money 
policy  which  lasted  also  into  Mr.  Oaitskell’s  tenure  of  the 
Exchequer  ; third,  the  ‘ new  monetary  policy  ’ ushered  in,  at 
the  turn  of  1951  and  1952,  with  the  return  of  the  Conserva- 
tives to  power  and  the  accession  of  Mr.  Butler  to  No.  11 
Downing  Street ; and  fourth  a period  when  the  official 
attitude  showed  signs  of  increasing  experimentation  and  re- 
thinking, of  which  the  appointment  (May  1957)  of  the  Rad- 
cliffe  Committee  is  a symbol. 

1.  Cheap  Money,  1945-47 

4.  Though  the  cheap  money  policy  of  the  first  two  post-war 
years  has  come  to  be  associated  with  Dr.  Dalton,  a policy 
of  at  least  moderately  cheap  money  was  then  in  favour  with 
almost  all  strands  of  opinion.  This  view  rested  on  a com- 
bination of  considerations.  It  had  been  possible  to  finance 
the  war  on  the  basis  of  three  per  cent  for  long-term  Govern- 
ment borrowing,  and  to  ke^  short-rates  down  to  one  per 
centt  : from  the  narrowly  budgetary  point  of  view  ffiere  was 
always  advantage  in  maintaining  this  as  long  as  possible.  At 
the  same  time,  there  was  a general  sc^ticism  about  the  effects 
of  interest  rates  upon  the  rate  of  investment  and  thus  upon  the 

I For  the  origins  of  this  poUcy  see  Chapter  V of  R.  S.  Sayers,  Fl/ianclat  Policy 
1939-45,  (H-M.s,0..  1956). 
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economy  at  large  ;t  and  this  air  of  dubiety  no  doubt  seemed 
to  diminish  any  general  disadvantage  which  attached  to  low 
rates,  as  compared  with  the  direct  and  obvious  advantages  to 
the  Government  itself. 

5.  The  1 944  White  Paper  on  Employment  Policy  was  cauti- 
ous in  its  view  about  the  possibilities  of  monetary  policy.  It 
said  that,  after  the  transition  period  : 

‘ thepossibUity  of  influencing  capital  expenditure 

by  the  variation  of  interest  rates  will  be  kept  in  view. 
The  experience  gained  since  1931  of  co-operation  in 
this  field  between  the  Treasury  and  the  Bank  of  England 
and  the  Joint  Stock  Banks  will  make  it  possible  to 
operate  a concerted  and  effective  monetary  policy 
designed  to  promote  full  employment. 

Monetary  policy  alone,  however,  will  not  be  suffici- 
ent to  defeat  the  inhraent  instability  of  capital  expendi- 
ture. High  interest  rates  are  more  rffective  in  pre- 
venting excessive  investment  in  poiods  of  prosperity 
than  are  low  interest  rates  in  encouragmg  investment 
in  periods  of  depression.’2 

6.  Thou^  on  this  view  interest  rates  clearly  had  some  role 
to  play  as  a general  regulator,  there  seemed  to  be  sufficient 
grounds  for  keeping  interest  rates  low  at  the  end  of  the  war. 
For  some  years,  demand  was  expected  to  remain  at  a very  high 
level. 3 During  this  period,  controls  would  have  to  remain  in 
force,  which  would  include  some  sort  of  control  over  the  ‘flow 
and  direction  of  investment  ’.  High  interest  rates  as  a regu- 
lator were  therefore  unnecessary  ; and  in  any  event  the 
Government  were  ‘ determined  to  avoid  dear  money  ’ for 
' urgent  reconstruction  needs 

7.  Beyond  the  immediate  transition  period,  however,  the 
danger  foreseen  was  not  inflation  but  deflation  : the  White 
Paper  is  its  own  evidence  for  the  saiousness  with  which  this 
prospect  was  taken.  By  definition  the  main  difficulty  would 
then  be  not  to  retrain  investment  but  to  keep  it  hi^  enough. 
So  far  as  interest  rates  could  help  at  all,  it  would  be  low  in- 
terest rates  that  were  needed.  Since  rates  coidd  not  quickly 
be  moved  up  or  down,  and  it  took  time  to  acclimatize  the 
market  to  a low  level  of  rates,  the  best  policy  was  simply  to 
keep  rates  low.  In  the  first  years,  th^  could  do  no  harm 
because  of  controls  ; and  in  the  not  so  distant  future,  low 
rates  would  in  any  case  be  appropriate.  * 

8.  The  cheap  money  policy  actually  pursued  from  the 
middle  of  1945  tUl  November  1947  went  however  somewhat 
beyond  these  general  lines  of  agreement,  and  was  given  a 
strong  personal  colour  by  Dr.  Dalton’s  own  active  interest. 
It  may  be  said  that,  both  as  regards  its  ends,  and  as  regards 
its  methods,  he  converted  a cheap  money  policy  into  a cheap 
money  campa^n. 

9.  In  Dr.  Dalton’s  thinking  the  redistributional  effects 
of  cheap  money  appear  to  have  been  paramount,  and  any 
effects  on  the  level  of  activity  to  have  been  given  very  Ititle 
weight.  Cheap  money  was  therefore  regarded  not  only  as  of 
immediate  interest  to  the  Government ; the  nation  as  a 
whole  stood  to  gain  by  a campaign  against  the  rentier.  Hie 
chief  defence  of  his  policy  was  in  the  Budget  Speech  of  April 
1947,  when  cheap  money  was  already  under  some  attack. « 

‘ Ihaveheard  some  criticism  from  time  to  time  of  my 
cheap  money  policy,  in  defence  of  which  therefore,  I 
now  ask  leave  to  say  a few  words.  The  steady  and 
progressive  reduction  in  the  rates  of  Government 
borrowing  over  the  last  18  months  has  brought  great 
and  solid  benefit,  not  to  one  section  only,  but  to  the 

nation  as  a whole First  and  foremost  comes  the 

relief  to  the  taxpayer,  on  whom  falls  the  burden  of 
servicing  the  National  Debt,  now  grown  to  gigantic 
proportions  as  a consequence  of  two  great  wars ’ 


1 Professor  Sayers  suggi 

semtaa^orraess^TMponso  to  £e  Cheap  money  poUcy  of  Se  ’thWm.  See  hi 
essay  on  the  ‘ Rate  of  Interest  as  a Weapon  of  Economic  Policy ' in  Oj;/erdSiud/e, 
fo  /Ae  Price  Mee/fiwism  edited  by  T.  Wilson  and  P.  W.  S.  Andrews  (Oxford, 
Clarendon  Press.  !9S0- 

2 Paras  59-60  of  Cmd.  6527  (H.M.S.O.,  1944). 

3 A contemporary  private  forecast  by  Kaledti,  ba^  on. detailed  though 
• .^'^htyrouBh  calculations  suggested  that  ' the  transition  period  during  which 

he  scarce  is  unSely  to  be  below  five  or  above  eight  years’. 
(Bu/^f^of^  Oxford  Institute  of  Sutistics,  4 De^bCT  1944,  p.277).  No 
Hefinite  date  is  implied  in  official  statemenM,  hut  the  Emplp^ent  Poh^  Whiu 


Paper  appeared  to  foresee 
Kalecki's  forecast  appears 

4 This,  somewhat  ration 
16). 

5 Though  this  argumct 


ratier  iess  formidable  (see  para  19). 

have  been  reasonably  correct. 

of  the  White  Paper  Obid,  para 


fir’badc  in  its  authors’  n 
6 H.  of  C.  Debates,  Vol.  436,  Cols.  61-65. 


is  the  argumen 

t explidtly  in  the  While  Pap 


‘ But  cheap  money  benefits  not  only  the  central 
Government.  It  benefits  the  local  authorities  ; it 
benefits  the  great  public  boards  ; it  benefits  private 
industry  at  large ; and  indeed  it  benefits  other 
members  of  the  British  Commonwealth  of  Nations  ’. 

‘ Finally,  I repeat  these  are  gains  which  benefit 

the  whole  community,  section  by  section,  right 
throughout  the  national  life.  But  I would  add  that 
these  are  only  a beginning.  The  volume  of  borrowing 
which  has  taken  place  so  far,  during  the  period  of  the 
cheap  money  drive,  is  small  compared  with  that  which 

we  have  in  prospect  during  the  next  few  years So 

long  as  the  National  Debt  endures — and  that  may  be 
for  a long  time  yet — the  Chancellor  of  the  Exchequer 
must  be  on  the  side  of  the  borrowers  of  money  as 
against  the  money  lenders,  on  the  side  of  the  active 
producer  as  against  the  passive  rentier. 

' There  has  been  a long  Debate  about  cheap  money. 

The  late  Lord  Keynes was  very  definitely  in 

favour  of  cheap  money Lord  Keynes  wrote  a 

famous  Traa  on  Monetary  Reform,  in  which  he  said  : 
“ The  active  and  working  elements  in  no  community, 
ancient  or  modem,  will  consent  to  hand  over  to  the 
rentier  or  bond  holding  class  more  than  a certain 
proportion  of  the  fruits  of  their  work.  When  the 
pil^  debt  demands  more  than  a tolerable 
proportion,  relief  has  usually  been  sought  ”2 
‘either  in  straight-out  Repudiation  of  the  Debt  or  in 

devaluation  of  the  Currency But  there  is 

another  way  of  partial  relief  from  these  tremendous 
debt  burdens,  and  that  is  by  the  purstnt  of  cheap  money 
and  low  interest  rates.  If  rates  of  interest  now  were 
what  they  were  at  the  end  of  the  first  World  War, 
where  should  we  be  ? What  would  be  the  annual  cost 
of  the  National  Debt  ? What  would  the  Income  Tax 
be  ? What  would  the  other  taxes  be  ?’ 

Dr.  Dalton  then  diverged  to  make  an  attack  on  ‘ baleful 
Bourbons  ’ who  advocated  ‘ deflation  as  a sovereign  remedy  ’ 
— the  implication  being  that  those  who  held  these  views  were 
to  be  identified  with  the  opponents  of  cheap  money  : ‘ This 
faction  of  whom  I speak  would  enthrone  the  usurer  over  all, 
trample  the  common  man  in  the  dust,  and  consolidate 
catastrophe  in  our  national  life 

10.  Though  these  reasons  for  the  pursuit  of  cheap  money 
were  not  sh^d  by  everyone,  there  was  in  the  first  years  after 
the  war  almost  complete  unanimity  in  support  of  the  policy 
itself*.  Dissentient  voices,  when  they  were  raised,  were 
raised  only  later  ; and  they  appear  to  have  been  alarmed  as 
much  by  the  monetary  mansion  which  was  the  (perhaps 
unintentional)  accorrrpaniment  as  by  the  low  interest  rates 
themselves. 

11.  The  tactics  of  the  cheap  money  campaign  were  also 
Dr.  Dalton’s  own.  Keynes  had  remarked  that  the  rate  of 
interest  was  a conventional  or  psychological  phenomenon, 
its  present  value  being  ‘ largely  governed  by  the  prevailing 
view  as  to  what  its  value  is  expected  to  be  9 If  this  were  the 
whole  truth,  then  nothing  more  was  required  than  to  work 
upon  market  expectations  : any  obstacles,  being  psycho- 
logical, could  be  overcome  by  a species  of  psychological 
warfare.  Dr.  Dalton  took  this  view.  In  his  intervention  in 
the  Economic  Debate  on  10  March  1947,  he  rqieated  what 
he  had  said  in  the  previous  October  : — 


7 Dr.  Dalton’s  quotation  was  from  p.  64  of  ri  Tract  on  MoneUuy  Reform, 
(U>ndon,  Macmillan,  1923). 

8 Sir  John  Andecaou  as  he  then  was,  as  ex-Chaocellor  and  chief  opposition 
s^eaJter  in  ^ Budget  debate  of  October  1945,  wiu  in  umplete  agree^nt^:  ‘ 

•efore  he  assumed  his  present  office, 
in  bis  position  I should  have  done 

acher  fascinating.  Interest  rates,  as 

lot  respond  fully  to  the  ordinary  economic 


i ^d  be 

exactly  what  he  has  does  (i.e-  reduced  sh< 

' The  whole  problem  of  interest  rates 
far  as  I undeiaiand  the  position, 
laws  of  supply  and  demand.  Tbcis  u wuav 

to  be  taken  uilo  account Not  only  ai 

exercise  a greater  control  than  was  previousl 
the  question  which,  in  — — ‘~ 
interest  rales,  the  quest 


I tike  Government 
ssible  over  s' 


, irtant  question  in  w 

, don  of  the  proper  rtiadon  between  lonttr  ti 

w be  tackled.  1 was  glad  to  hear  that  the  Chat 

into  that  matter.  He  has  very  cosnpecent  advisers  In  the  Treasury  t 
will  serve  him  well.’  (H.  of  C.  Debates,  Vol.  414,  Cols.  2019-: 

A year  and  a half  later  in  the  April  Budget  debate  of  1947,  Sir  John  Andei 

spoke  again,  and  less  enthusiasdcslly  ; but  — • — ' — ■ • 

— -outri^t:  ‘ I 


and  sbqrt- 
, I am  sure. 


„ cheap  money  was 

, a danger  of  carrying  that  policy 

. quickly  and  too  far,  and  I think  the  Chan^lor  has  fallen  into  that 
- thmk  he  was  in  too  great  a hurry  to  get  down  to  th 
C.  Debates,  Vol.  436,_  Col._203).  Again  a.-  - 


danger. 

StaiOe^M 


jmber  1947  Mr. 

...  ....„  complained  of  cheap  money  as  an., 

objective  : what  we  have  complained  of  are  the  methods  he  has  adopted  in  order 
toreachiL'  He  wenton  to  complain  (illogically  enough)  of  capital  gains.  (H.  of 
C.  Debates,  Vol.  443,  Col.  563). 

9 J,  M.  Keynes,  General  Theory  of  Employment,  Interest  and  Money  (London 
Macmillan,  1936).  p.  203. 
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' We  have  been  gradually  conditioning  the  capital 
market  to  a long-term  rate  of  2i  per  cent  for  gilt 
edged.  We  have  met  some  psychological  resistance, 
but  I am  convinced  that  it  is  in  the  national  interest 
that  this  should  be  overcome.’* 

When  in  his  Budget  Speech  in  April  he  passed  under  review 
' the  successive  stages  in  the  campaign  which  His 
Majes^’s  Government  have  waged  and  of  which  I 

have  been  the  instrument for  cheaper  money  and 

lower  rates  of  interest 

what  he  emphasised  were  the  issues  of  stock  on  successively 
less  favourable  terms  by  means  of  whidi  the  market  had  been 
acclimatized  to  lower  rates.  2 

12.  Though  Dr.  Dalton  was  influenced  by  Keynes  in  his 
emphasis  on  psychology,  he  did  not  follow  him  in  supposing 
a necessary  connection  between  the  rate  of  interest  and  the 
volume  of  money.  The  volume  of  bank  money  rose  rapidly 
imder  Ms  rule  ; but  the  Chancellor,  far  from  regarding  it  as 
a normal  concomitant  of  a cheap  money  policy,  was  as  quick 
to  rqjudiate  responsibility  for  it  as  his  critics  were  to  take 
alarm.  From  his  point  of  view,  an  expansion  of  the  floating 
debt  (supported  by  borrowing  from  the  banks)  in  order  to 
* nurse  ’ a new  issue  must  presumably  have  b«n  a tactical 
manoeuvre,  justifiahle  if  tempor^  ; hut  if  more  than  tem- 
porary, self-condemned,  since  it  implied  a failure  to  change 
market  expectations.  Attempts  to  prove  a connection 
between,  the  rise  in  bank  d^osits  and  the  management  of 
the  Debts  were  therefore  angrily  received  as  seeming  to  cast 
doubt  on  the  success  of  Ae  cheap  money  policy  itself. 
Complaints  about  the  expansion  were  met  not  by  a defence 
on  the  grounds  that  this  was  a necessary  part  of  cheap  money, 
W by  denial  that  bank  deposits  were  still  rising  and  hope 
that  they  would  not  in  the  future."*  TMs  attitude  itself 
implied  hesitation  in  pushing  the  cheap  money  policy 
campaign  to  its  logical  conclusion  ; and  the  effect  of  this  may 
well  have  been  heightened  by  its  appearing  to  be  a weakening 
in  the  face  of  a mounting  criticism  of  the  policy,  s 

1 3.  The  convertibility  crisis  in  August  1947  led  to  a collapse 
of  gilt-edged  prices,  so  that  the  yield  on  irredeemables  rose  to 
over  3 per  cent.  Financial  commentators  noted  not  only 
that  the  Government  broker  was  inactive,  but  that  the 
Chancdlor  omitted  to  reaffirm  his  faith  in  low  rates.  When 
Sir  Stafford  Cripps  succeeded  to  the  Exdiequer  in  November, 
he  formally  reaffirmed  the  cheap  money  policy.  But  two 
months  later  he  in  effect  wrote  its  epUogue  by  issuing  Trans- 
port Stock  at  3 per  cent,  and  fixing  the  same  rate  for  long 
loans  from  the  Public  Works  Loans  Board.  ^ 

14.  It  remains  an  open  question  whether  the  cheap  money 
policy  could  have  succeeded  in  getting  the  long  rate  down  to 
2i  per  cent  and  keying  it  there.  The  fact  that  it  failed  gives 
an  entirely  illiKory  air  of  inevitability  to  the  failure  ; and 
constitutes  no  proof  at  all.  7 But  whether  inevitable  or  not, 
the  failure  of  cheap  money  was  an  influence  on  subsequent 
developmoits.  It  discredited  ultra-cheap  money ; and 
because  it  came  to  be  thou^t  that  the  former  Chancellor 
was  trying  to  push  rates  to  an  “ unnaturally  ” low  level,  it 
seemed  to  imply  that  any  other  attempt  to  control  the  long- 
term rate  woMd  be  equally  unnatural.  This  was  hardly  ever 
argued.  But  this  initial  post-war  failure  to  control  the 
long  rate  must  certainly  have  acted  as  an  unconscious 
deterrent  against  a subsequent  attempt  to  do  so. 


1 H.  of  C.  Debates.  Vol.  434,  CoL  1076. 

2 H.  of  C.  Debates.  Vol.  436,  Col.  60. 

3 See  parcicularlj'  article  by  W.  T.  C.  King  : ‘ Gilt  Edged  and  tbe  Volume  of 
Money  The  Banker,  OTOber  1946. 

4 See  Dr.  Dalton’s  statement  in  the  Economic  Debate  of  10  March  1947  (H.  of 
C.  Debates,  Vol.  434,  Cols.  1069-701. 

5 Tbe  annua]  ‘ statetneala ' by  the  chairmen  of  the  joint  stock  batiks  at  the 
beginning  of  1 947  were  almost  unanimously  critical  of  cheap  money. 

6 See  the  issues  of  The  Banker  covering  these  months. 


7 Compare  Joan  Bobi^on  ; ‘ All  i 


itt  smoothly  so  long  as 

expected  CO  rise,  die 
. If  they  persist  lesolut 


tbe  authorities 
y come  sharply 


But  if  ibe  'authorities’  nerves  are  shaken  by  the  ferocious  grov 
which  the  bears  have  been  deafening  them  all  this  time,  and  on«  aU< 
prices  to  relapse,  the  ^wling  of  the  bears 


dps  of  "I  told  you 


2.  The  ‘ Neutbal  Money  ’ Poucy,  1947 — 51 

15.  Sir  Stafford  Cripps  was  Chancellor  of  the  Exchequer 
for  nearly  three  years,  from  November  1947  to  October  1950  ; 
hfr.  Gaitskell  for  the  twelve  months  to  the  end  of  the  next 
October.  This  period  may  be  described  as  the  St.  Lucy’s 
day  of  monetary  policy  ; 8 for  a year  or  two  in  the  middle  of 
this  period  there  is  scarcely  a sentence  in  any  official  statement 
of  economic  pohcg^  which  mentions  credit  or  interest  rates. 
Nevertheless  various  monetary  changes,  whether  or  not 
consdously  intended,  were  in  fact  occurring  unannounced. 

16.  Within  a few  days  of  his  succession  to  the  Exchequer, 
the  new  Chancellor  was  found  defending  cheap  money.  His 
defence  was  considerably  more  general  in  its  range  of 
reference  than  Dr.  Dalton  himself  was  in  the  habit  of  making, 
and  in  particular  recognized  the  criticism  made  of  cheap 
money  that  it  encouraged  capital  eiqjenditure.  To  this  the 
reply  was  that  if  interest  rates  were  to  be  an  effective  brake 
they  would  have  to  be  very  Mgh  ; that  the  effect  of  this  would 
be  ‘ wholly  unselective  and  that  the  Government  therefore 
preferred  to  use  physical  controls.  ^ The  whole  passage  is 
hardly  more  than  one  column  of  the  official  r^ort ; and 
appears  to  be  the  last  time  that  reference  was  made  to  mone- 
tary policy  during  his  tenure  of  the  Exchequer.  * o 

17.  Unofficial  commentators  were  probably  correct  in 
supposing  that  the  aims  of  monetary  policy  during  this  period 
were  exceedingly  modest.  Toward  ffie  end  of  the  period 
The  Banker’s  description  of  it  was  : * * 

‘ the  authorities  have  never  given  any  sign  of 

intent  to  use  control  over  the  volume  of  money  as  a 
positive  instrument  of  economic  discipline  ; all  the 
evidence  confirms  that  the  principles  evolved  in  the 
post-Dalton  phase  were  designed  to  ensure  a neutral 
policy,  in  wMch  the  monetary  trends  would  conform 
to  the  pattern  set  by  Budgetary  policy  and  by  the  other 
instruments  (such  as.  control  of  investment  and  of 
imports)  of  economic  polio'  M its  wider  sense.  The 
objective  in  short,  was  chiefly  to  avoidthe  errors  of  the 
Dalton  phase,  in  wMch  monetary  policy  was  working 
in  a direction  precisely  opposite  to  that  of  economic 
policy  as  a whole.’ 


18.  Mr.  Gaitskell’s  Budget  of  1951  was  dominated  by  the 
very  large  increase  in  defence  expenditure.  Since  defence 
expenditure  impii^ed  heavily  on  the  engineering  industries, 
it  appeared  desirable  to  moderate  investment  expenditure  on 
plant,  machinery  and  vehicles.  After  the  silence  of  earlier 
years,  the  recrudescence  of  reference  to  monetary  policy, 
limited  though  it  was,  is  striking.  But  it  is  fair  to  say  that 
the  tone  was  rather  one  of  awareness  of  the  connection 
between  monetary  policy  and  investment,  than  determination 
to  use  monetary  policy  very  actively  as  a means  of  controlling 
investment.  It  is  noteworthy  too  that  after  calling  on  the 

banks  to  ‘ continue restraint  in  their  credit  policy  ’,  the 

Chancellor  referred  to  the  ‘ recent  rise  in  interest  rates  ’ as 
some^ng  that  was  also  useful  but  not,  apparently,  connected 
with  credit  poUcy  ; almost  indeed  as  a natural  development 
for  wMch  no  one  had  been  responsible.  *2  Later  in  the 
economic  debate  of  the  summer,  Mr  Gaitskell  returned  to 
the  subject,  dhiefly  to  re-emphasise  the  need  for  restraint  in 


is  the  22nd  December  : compare  John  Donne  : 
ares  midnigiit,  and  it  is  the  dayes, 

] scarce  seaven  houres  herself  unmaskes  ' 


, , n 1950  in  the  statistical  recltati 

of  changes  in  the  volume  of  (he  National  Debt  and  oote  circulation,  or  in  t 
phrase  that  Ae  fiscal  poll^  of  the  Govi 


tion  and  deflation  (H.  of  C. 


a balance  between  in 

■ The  Economic  Survey  for  1949  o 

In  Uie  provision  of  credit  is  desirable  if  i 


lonfident  I'^can  eontinu 


12  The  passage  in  Mr.  OaitskeU's  speech  read  : ‘The  policy  followed  by  the 
banks  in  granting  credit  is,  of  course,  closely  associated  with  the  whole  problem 

oflnvestment Advanw  in  the  past  year  have  increased.  This  is  inevitable, 

particularly  in  view  of  the  rise  in  the  cost  nf  raw  materials  and  imnorts I o-. 

certain  that  the  banks  fully  apprec 

Government’s  disinflationary  policy, - - 

on  them  to  maintain  a restraint  in  their  credit  policy,  and  in  particular  to  ensurs 
that  advances  are  not  made  for  any  speculative  purposes  or  for  capital  expenditure 
or  Investment  which  would  conflict  with  tl—  = — -r  -..i-*.*  — ■---  • 

of  guidance,  which  I propose  to  issue  in  the 

Committee.  Tbe  recent  rise  in  interest  ra^s,  mar  oisu  csciciac  aviuc  uiibck  on 
investment.  But  I am  satisfied  that  other  measures  are  also  necessary.'  (He 
went  on  to  announce  the  suspension  of  the  ‘ initial  allowances  ' on  investment  - 
see  H.  of  C.  Debates,  Vol.  486,  Cols.  84I-’2.)  The  Economic  Survey  for  1951 
contained  only  this  reference  to  monetary  policy  ; 'The  policy  of  disinflation 
has  required  in  the  past  adequate  .fiscal  measures,  and  has  equally  rested  on 


8195, 1 


It  by  companie 
-’ig  credit. 
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making  loans,  and  to  emphasise  certain  steps  taken  to  that 
end.t 

19.  Over  the  four  years  of  ‘ neutral  money  there  had 
indeed  been  a considerable  change  in  interest  rates.  The 
yield  on  gilt-edged  had  crept  up  from  something  under  3 per 
cent  at  the  end  of  1947  to  almost  4 per  cent  by  the  end  of  1951, 
the  yield  on  equities  rising  in  roughly  parallel  fashion  (see 
Figures  1-3  and  table  1).  In  the  perspective  of  years  this  is 
quite  a rapid  change,  yet  had  occurred  almost  unnoticed. 

20.  It  is  argued  in  Part  2 below  that  an  inverse  relation  is 
to  be  expected  between  the  volume  of  money  and  the  rate  of 
interest.  In  fact  the  volume  of  money  increased  continu- 
ously. But,  from  1947  on,  it  increased  much  less  rapidly 
than  the  value  of  transactions  (as  indicated  by  the  value  of 
the  national  product;  again  see  Figures  1-3  in  Aimex).  If, 
then,  one  believes  that  the  volume  of  output  and  the  price  of 
output  were  independently  determined  by  separate  factors  ; 
and  if  one  attaches  importance  to  liquidity  preference,  it  is 
natural  to  regard  the  relative  contraction  in  the  volume  of 
money  as  the  main  reason  for  the  steady  rise  in  the  long-term 
rate  of  interest  (see  further  Part  2.1  below). 

21.  The  volume  of  money  is  within  the  control  of  the 
authorities.  In  fact,  however,  no  one  appears  to  have  said 
that  the  volume  of  money  was  increasing  less  rapidly  than  the 
national  income,  and  that  this  was  important.  It  therefore 
seems  likely  that  the  rise  in  interest  rates,  though  d^ndent 
on  the  actions  of  the  authorities,  was  not  deliberately  intended. 

so,  the  rise  in  rates  has  to  be  explained  as  an  unintended 
effect  of  policies  pursued  for  other  reasons.  Three  partial 
explanations  of  this  sort  come  to  mind. 

22.  First,  ever  since  the  inception  of  capital  issues  control, 
there  has  been  a distinct  tendency  to  single  out  advances  as 
the  only  formof  bank  credit  that  mattered^;  and  throughout 
die  period  of  ‘ neutral  money  ’ the  banks  were  under  moral 
pressure  to  exercise  restraint  in  the  granting  of  advances.  3 
A second  possible  contributory  factor  is  that  the  banks  bad 
been  left,  first  by  the  war  and  then  by  the  cheap  money  era, 
with  large  holdings  of  (chiefly  short-term)  government  paper 
and  thus  had  no  great  desire  to  increase  these  their  clfief 
assets  other  than  advances.  Thirdly,  though,  the  attention 
paid  to  the  total  of  bank  dqiosits  was  indwd  sporadic,  too 
rapid  an  increase  did  occasion  remark.*^  There  was  therefore 
an  unformulated  weight  of  opinion  against  undue  expansion 
of  deposits  ; and  being  unfonnulated,  it  took  no  account  of 
nice  comparisons  such  as  their  rate  of  expansion  relative  to 
that  of  national  income.  3 


....  It  is  indeed  no 
ligber  tuition  if,  by 
!S  of  credit  sre  being 


1 His  statement  opened  with  the  general  observation  that 

' It  is  obvious  enough  that,  in  theory,  unlimited  expat 
create  a demand  inflation  of  the  most  serious  Charactet 
use  our  withdrawing  purchasing  power  by  drat  ' ’ ' 
the  back  door,  so  to  sp^,  large  additional  qi 
pumped  into  me  system 
tt  is  characteristic  of  post-war  views  on  monetary  matters  that  the  general  refMcnce 
to  bank  credit  should  he  converted  in  practical  application  to  almost  exclusive 
emphasis  on  bank  advances.  As  Mr.  Gaitskell  had  it : ‘ The  most  important 
index  is  the  level  of  bank  advances’.  He  denied  the  need  to  icCTease  - • *- 

rales,  as  apparently  desired  by  the  banks,  in  order  tt 


n increase  in  bank 


of  England  at 


leBank 


credit  restriction.  I 

Governor  has  since  informed  me  that 
carry  out  the  policy  I have 


i>e  explained  m 

and  asked  him  tt 

„ .-s  and  1 have  ad  ’ 

am  glad  to  tell  the  House 

the  banks  will  endeavour  to  „ - , 

indicated  to  restrict  any  extension  of  baii  er^t  for  any  h 
purposes.'  (H.  of  C-  Debates,  Vol.  490,  Cols-  2342/S). 

If  comment  in  The  Banker  is  a guide,  the  lone  of  this  statement  created  offeuee  in 
banking  circles.  An  article  wishfully  entitled  • The  Eclipse  of  Hugh  QaitskeU 
declared  ; 

‘Having  recognised  both  the  need  for  credit  restraint  and  the  relevance 
of  higher  rates,  he  pretends  that  the  problem  can  be  solved  by  mere  repe- 
tition of  a “ request " of  long  standing— although  neither  hs  nor  any  ofhis 
predecessors  hes  ever  suggested  that  the  banks  have  fSlM  tc 
iL  For  all  that,  he  conOnues  unworthily  to  imply  to  the  m 
the  banks  Lave  provided  a back  door  through  which  the  Oover 
virtuous  vigilance  at  the  front  door  has  been  frustrated- 
The  article  went  on  to  claim  that  the  problem  of  credit  restraint  could 
solved  unless  the  ‘ Bank  of  England  tap  ’ was  turned  off  and  that  this 
possible  without  ‘ an  alUround  rise  in  short-term  rates,  including  those  or 
debt’.  (.The  Banker,  September  1951,  p.  146.) 

2 For  the  wartime  policy  see  R.  S.  Sayers,  Financial  Pol 
1956),  pp.  184-7. 

3 Some  references  have  already  been  given  above. 

4 Any  pressure  from  the  authorities  P‘ 


dated  that 


1939-4S,  (H.M.S.O., 


inly.  It 


IS  unlTkely  that  they  attempted  to  enforce  then  wishes  by  o, 

reserves  (either  of  cash  or  liquid  assets)  held  by  the  banks,  though  the  Ihct  that 
they  had  power  to  do  so  no  doubt  increased  the  force  of  any  mdicauoas  they  gave 
to  the  banks  of  their  wishes  in  this  respect. 

5 See  fbr  instance  an  ardde  on  ' Return  to  Monetary  Roiicy  ? ’ in  r/ie  Banker 
for  Januaiy  1949  (p.  9)  1 

' So  long  as  moneta^  trends  confotm^mote  or  less pattem^’^^ 
oooetary  melanism  can  be 


iself-.., 


left  to  take  t 

Lately,  however,  it  hi 
not  from  any  fundamental  reasoning,  but  simply  trom  a growing  c 
wilderment  at  recent  monetary  trends... .During  the  past  twelvemonths... 
net  bank  deposits  have  risen  by  £273  m-""'" 


23.  During  these  years  there  was  probably  therefore  aa 
unconscious  policy  of  monetary  restraint,  which  may  be 
regarded  as  the  main  underlying  reason  for  the  upward  drift 
ia  interest  rates.  One  aspect  of  the  policy  was  necessarily 
conscious.  In  the  days  of  dieap  money,  new  funding  opera- 
tions had  been  used  as  part  of  4e  campai^  to  drive  interest 
rates  down.  Now  each  new  government  issue  tended  to  be 
made  either  at  a higher  rate  of  interest  or  for  a shorter  life 
than  its  predecessor.  In  this  way,  at  least,  the  authorities 
acquiesced,  in  and  occasionally  even  welcomed,  6 the  results  of 
their  actions. 

3.  The  ‘ New  ’ Monetary  Policy  1952-54 

24.  The  return  of  the  Conservative  Government  at  the  end 
of  1951  coincides  with  a renewed  emphasis  on  monetary 
poliQ'.  Those  who  believed  in  monetary  policy  doubtless 
felt  new  opportunities  of  influence  with  a government  opposed 
to  detailed  regulation  and  intervention  ; and  the  Government 
itself  seemed  wiUing  enough  at  times  to  contrast  its  reliance 
on  monetary  policy  with  its  predecessors’  alleged  preference 
forcontrols.  Suchanantithesiswasmoretellingthanjust 
but,  for  good  reasons  or  bad,  it  was  now  in  order  to  mention 
monetary  policy  in  public.  In  this  sense  monetary  policy 
became  more  explicit.  Bank  rate  was  frequently  varied ; 
the  banks  continued  to  be  requested,  with  varying  tones  of 
urgency,  to  be  restrained  in  their  lending  ; and  much  more 
attempt  was  made  in  public  to  relate  such  steps  to  the  needs 
of  the  moment  and  the  Government’s  broad  policy. 

25.  But  beneath  this  official  enphasis  there  was  an  in- 
creasing undercurrent  of  doubt  and  criticism  about  the 
working  of  monetary  policy.  Poliiy  regarding  file  long-term 
rate  of  interest  was  hardly  more  clearly  formulated  than  in 
earlier  years.  The  effectiveness  of  monetary  polio'  as  a 
means  of  dealing  wiffi  short-term  fluctuations  had  certainly 
been  greatly  exaggerated  ; and  the  course  of  events  Aerefore 
constantly  provoked  a reassessment.  Apparent  failures  of 
monetary  policy  1^  to  some  tendency  for  the  banks  to  be 
blamed  for  failhig  to  control  credit,  and  for  the  adequacy  of 
the  Government’s  powers  over  them  to  be  questioned. 

26.  Thus,  while  the  attitude  at  first  was  that  of  withdrawing 
from  its  scabbard  an  old  and  still  trustworthy  sword,  later  it 
came  to  be  wondered  how  far  its  employment  was  more  than 
beating  the  air.  Mr.  Butler  was  Chancellor  of  the  Exchequer 
for  four  years,  from  the  end  of  1951  to  the  end  of  1955  ; and, 
inriiiding  the  last  autumn  budget,  was  responsible  for  five 
budgets.  His  was  the  period  of  the  first  sword  brandishing, 
though  less  confidently  towards  the  end.  Mr.  Macmillan 
was  responsible  for  the  1956  budget ; Mr.  Thomeycroft  for 
the  1957  one.  Each  laid  some  emphasis  on  the  effects  he 
expected  of  monetary  polio- ; but  the  earlier  confidence  was 
no  longer  unquestioned. » This  section  deals  with  the  first 
three  years — roughly  the  period  of  recovery  from  the  1951 
balance  of  payments  crisis,  and  also  from  the  domestic 
recession  of  1952. 

27.  ‘ The  most  significant  change  in  monetary  policy  since 
the  beginning  of  the  war  occurred  in  November  1951 
when  steps  were  taken  to  give  the  authorities  greater 
control  over  the  volume  of  credit,  helping  them  to 
bring  about  the  measure  of  disinflation  whidi  the 
economy  required.’  So  spoke  the  Economic  Survey 

for  1952  Even  though  some  passages  may  appear  to  go 
rather  far  in  enqihasis  on  the  mysteries  of  technique  ffie 
passage  which  foUowed  was  probably  a clearer  official 
exposition  of  monetary  policy  than  any  previous  statement 
in  this  country.  In  this  accounts,  the  first  rise  m Bank  Rate 
in  November  from  2 to  2i  per  cent,  was  not  treated  as  might 
have  been  expected  as  a means  of  influencing  the  economy 
directly  • but  as  one  of  a ‘ number  of  closely  inter-related 
steps  .taken  to  make  it  possible  to  control  credit  as 
rigidly  as  might  be  required ’.lO  Two  other  steps  were 


6 Mr.  Gutskell's  rem 

7 Economic  poUcy  Jin 
poU^,  which  is  equally 

S Except  in  1957  : si 


k already  quoted  was  uaesampledly  explicit. 

1 1947  had  tried  to  m^e  cousiderable  use  of  budgetary 
be  contrasted  wiUi  reliance  on  direct  controls. 


i9,  paras.  104-12. 


Did  para.  108.  The  subsequent  rise  in  Bank  Rate  in  March  1932  H 
, i,er  centwas  justified,  more  mysteriously,  as  being  inten^  to  be  an  essenUU 
i of  the  effort  to  forofy  the  currency  and  unprove  tie  baleic 
I ^so  to  provide  a further  renunder  of  caution 

• present  circumstances’.  (Ibid,  para.  lUJ- 


icenaec  to  uo  lui  esseuuoi 
ie  balance  of  paymente, 
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treated  as  equally  essential  to  this  end  : first,  the  announce- 
ment that  the  Bank  would  henceforth  purchase  Treasury  Bills 
only  at  its  own  discretion  ; second,  the  issue  to  the  banks  of 
£100  million  Funding  Stock  (at  per  cent)  in  place  of 
Treasury  Bills  (then  earning  about  i per  cent).  The  im- 
portance of  the  latter  step  lay  in  the  interpretation  placed  on 
it.  Being  of  various  maturities  up  to  1954,  this  stock  did  not 
count  as  ‘ liquid  assets  ’ which  were  thus  reduced  to  little  more 
than  30  per  cent  of  total  deposits,  a figure  conveniently 
rediscovered  to  be  the  ‘ conventional  minimum  ’.  Provided 
this  interpretation  was  adhered  to,  the  operation  would  then 
enable  the  authorities  ‘ better  to  restrain  ’ the  quantity  of 
deposits,  and  of  advances.  In  effect,  in  return  for  ac^ting 
this  restraint,  the  banks  obtained  the  increase  in  interest 
rates  which  they  had  been  refused  by  Mr.  Gaitskell. 

28.  Though  the  chief  emphasis  was  on  the  Bank  rate,  the 
effects  on  the  long-term  capital  market  were  also  explicitly 
considered  : ‘ The  rise  in  short-term  rates  and  the  uncertainty 
about  the  lengths  to  which  the  new  policy  would  be  carried 
touched  off  a fall  in  stock  exchange  prices  generally,  led  by 
the  gilt-edged  market.  New  issues  became  more  difficult 
and  substantially  more  expensive  ’.  Less  emphasis  was  given 
to  direct  controls  over  credit,  though  these  continued  : thus 
revised  instructions  were  given  to  the  Capital  Issues  Com- 
mittee, and  the  banks  were  requested  to  follow  similar 
criteria  in  granting  advances. 

29.  In  setting  these  monetary  steps  within  the  framework 
of  economic  policy  generally,  Mr.  Butler  made  considerable 
claims  for  them. 

‘ The  use  of  the  Bank  Rate can  make  an  important 

contribution  towards  the  right  economic  climate,  particu- 
larly towards  the  diversion  of  resources  from  investment, 

above  all,  to  export The  Bank  rate  will  reinforce  the 

other  facrtors  already  operating  to  restrict  investment  athome’ 
Q.e.  the  suspension  of  the  initial  allowances  ; the  physical 
controls  over  steel  allocations  ; and  ‘ voluntary  arrange- 
ments’ about  the  proportion  of  metal  goods  to  be  exported). 

‘ I expect  the  cumulative  effect  of  all  these  measures  taken 
together  to  lead  to  a marked  reduction  in  civil  investment, 
particularly  in  plant  and  machinery,  and  in  stocks.  To 
some  extent  this  may  be  offset  by  an  increase  in  investment 

for  defence  and  in  building  ; but  in  total I am 

allowing  for  a saving  of  at  least  £100  million  here  ’.  i 
It  would  be  normal  to  expect  monetary  policy  to  affect 
investment  in  building  more  than  investment  in  plant  and 
machinery,  rather  than  the  reverse  (see  Part  2.2  below).  In 
spite,  therefore,  of  Mr.  Butler’s  reference  to  Bank  rate,  it 
seems  likely  that  it  was  in  fact  the  other  measures  in  which  he 
was  putting  most  trust. 

30.  The  passing  reference  to  stocks  shows  how  unpr^ared 
the  authorities  were  for  the  stock  recession  in  the  textile  and 
other  consumer  industries  which  was  already  in  train,  and 
which,  in  fact,  was  to  be  the  dominant  feature  of  internal 
developments  in  1952.  A stock  recession  is  due  essentially 
to  the  inevitable  delay  in  adjusting  the  rate  of  production 
when  the  expansion  of  s^es  decelerates.  Stocks  thus 
accumulate,  which  can  only  be  worked  off  by  a temporary 
contraction  of  output.  The  stock  cycle  of  1952  brought  the 
increase  in  production  to  a halt  and  put  it  into  reverse  for  the 
first  half  of  the  year.  Stocks  already  appear  to  have  been 
high  at  the  end  of  1951,  before  the  new  monetary  polirty  was 
adopted  ; and  the  subsequent  development  was  probably 
inevitable  regardless  of  monetary  policy.  It  is  likely  enough 
that  ‘monetary  policy  as  the  next  Survey^  said,  ‘ played  its 
part  but  whether  it  was  an  important,  or  a useful,  part  is 
very  dubious  (but  see  further  Part  3.1  below). 

31.  In  the  next  two  years  official  references  to  monetary 
policy  became  quieter  in  tone.  This  was  partly  a reflection 
of  the  fact  that  the  immediate  crisis  which  the  Government 
faced  on  taking  office  had  been  weathered.  Just  as  people 
go  to  church  and  pray  at  crises  in  their  lives,  but  their  pr^ers 
later  fall  away,  so  references  to  monetary  poli^  became  less 
fervent.  It  was  probably  also  due  to  uncertainty  as  to  what 
monetary  policy  could  be  e>q>Kted  to  accomplish.  The  1953 
Economic  Survey  for  instance  introduced  the  subject  with  the 
somewhat  agnostic  statement  that  ‘ What  happens  to  stocks 

will  not,  of  course,  be  independent  of  the  direction  of 

economic  and  monetary  policy  and  concluded  that  it  was 


1 Budget  speech  of  II  March  1932  : see  H.  of  C.  Debates,  Val.  497,  Cols. 
1284-5. 

2 Economic  Survey/or  1953,  Cmd.  8800,  para,  55. 


‘ impossible  to  say  ' whether  the  decline  in  some  stocks  ^ in 
the  previous  years  was  ‘ a once-for-all  adjustment  to  new 
economic  and  monetary  conditions,  or  a temporary  reaction 
that  will  later  be  reversed  Fbced  investment  was  discussed 
without  any  reference  to  monetary  policy.  5 Similarly  in  his 
Budget  Speech  Mr.  Butler  content^  himself  with  observing 

that  ‘ After  last  year's  experience there  will  probably 

be  some  increase  in  stocks  during  1953 and  we  shall 

continue  to  use  the  monetary  weapon  to  assist  in  keeping  this 
form  of  demand  within  reasonable  bounds.’  6 

32.  Next  year  the  references  to  monetary  policy  were  even 
more  bare.  The  Economic  Survey  for  1954  reviewed  the  year 
past  without  making  reference  to  monetary  policy?  and 
equally  ignored  it  in  assessing  the  prospects  or  drawing 
conclusions  for  1954. 8 It  is  fair  to  say  that  the  outlook  then 
appeared  to  be  dominated  by  what  the  recession  in  the 
United  States  might  do  to  the  world. 9 Since  therefore  there 
appeared  more  need  to  expand  than  to  contract  investment,  • 0 
monetary  polity  may  well  have  appeared  of  little  positive  use. 
It  remains  true  that  monetaty  authorities  fully  convinced  of 
the  potency  of  the  weapon  in  their  hands  would  have  made 
clear  the  way  it  would  be  used.  This  was  not  the  effect  of 
the  relevant  passages  in  the  Budget  Speech  : ‘ Interest  rates 
generally  fell  during  the  year.  But  few  have  made  the 
mistake  of  interpreting  these  movements  as  a change  in  the 
direction  of  monetary  policy  ’ ; and  : ‘ I will  not  offer  any 
predictions  on  the  role  that  monetary  measures  are  likely  to 
play  in  the  coming  year.  Bank  Rate  and  rates  that  depend 
on  it  will  be  kept  flexible  and  free  for  use  in  either  direction 
as  circumstances  may  require.’ u 

33.  Bank  Rate  had  in  fact  been  quietly  reduced  from  4 to 
3i  per  cent  in  September  1953,  and  was  to  be  reduced  to  3 
per  cent  a month  later  in  May.  While  bank  advances  in 
1954  were  lower  than  the  level  to  which  they  had  fallen  in 
1953,  bank  deposits  continued  to  rise  (Figure  2).  Whether 
this  was  an  intended  result  of  the  policy  which  had  been 
introduced  to  control  bank  credit  seems  very  doubtful. 
The  Banker  commented  in  August  1953  ; ‘The  monetary 
experience  of  these  past  six  months  or  so  has  continued  to 
pu2zle  those  who  took  it  for  granted  that  the  ‘new’  monetary 
policy  would  produce  a fall,  or  at  least  would  check  the 
rise,  in  the  volume  of  money.  At  first  glance,  the  credit 
trend  in  the  first  half  of  1953  appears  simply  as  an  extension, 
though  on  a more  moderate  gradient,  of  the  steep  ascent  that 
caused  so  mudi  surprise  in  the  second  half  of  1952.’  The 
Banker  concluded  ‘ The  theory  that  there  has  been  orderliness 
and  sophisticated  wisdom  in  monetary  practice  throughout 
these  past  eighteen  months  does  not,  in  fact,  withstand  the 
test  of  detailed  analysis  ’.  i * 

4.  The  Last  Phase,  1955-57 

34.  So  far  we  have  taken  the  story  up  to  1954.  Each  of 
the  next  three  years  saw  a new  resort  to  monetary  policy.  On 
each  occasion  Bank  Rate  was  increased,  and  to  a successively 
higher  level.  In  each  case  the  occasion  for  action  was  the 
balance  of  payments  position.  The  increasing  scale  of  action 
may  variously  be  regarded  either  as  an  increasing  boldness  in 
experimentation,  or  as  increasing  desperation  at  the  apparent 
ineffectiveness  of  monetary  policy  to  do  what  was  being  asked 
of  it.  But  in  intention  at  least,  monetary  policy  appears  to 
have  been  much  more  closely  integrated  with  budgetary  policy 
as  part  of  one  design. 


3 Total  ttodu  did  not  ^1  but  mMoIy  ceased  to  giow. 

4 Para.  130. 


5 Paras.  i26S. 

6 H.  ofC.  Debates,  Vol.  514,  Col.  47. 

7 Cmd.  9108  : see  particulaily  tbe  ' general  assessment  ’ at  paras.  66*78. 
There  was  a purely  factual  description  of  interest  rates  and  certain  Hnaocial  flows 
Cparas.  63-5). 

8 Paras.  95-101  and  108-9. 


i.  of  C.  Debates,  Vol.  525.  particuiariy  Cols  214-6, 


‘ How  Flexible  is  Monetary  Policqi The  Banker,  August  1953. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


81 


9.  Mr.  J.  C.  R.  Dow 


35.  By  the  beginning  of  1955  the  economy  was  moving 
rapidly  into  the  boom  which  reached  its  peak  in  the  autumn  of 
the  year  (for  changes  in  the  pressure  of  demand,  see  Figure  4). 
Predominantly  this  was  an  investment  boom,  partly  no  doubt 
encouraged  by  the  investment  allowances  granted  nine 
months  previously,  though  hardly  to  be  completely  explained 
by  so  recent  a measure  of  policy  (see  further  Part  3.1  below). 
There  had  been  a small  loss  in  the  gold  reserves.  Thus  ‘ it 
became  clear  by  Februap'  that  we  needed  to  take  action  to 
moderate  the  growth  of  imports  and  to  encourage  exports’,  t 
Bank  Rate  which  had  been  raised  to  3i  per  cent  on  27  January, 
was  raised  to  4i  per  cent  on  24  Febru^ — the  highest  level 
for  20  years  ; and  new  controls  were  imposed  on  hire  pur- 
chase, both  by  regulating  the  terms  of  contracts  and  by 
restricting  finance. 

36.  There  is  no  doubt  that  these  measures  were  intended 

to  deal  with  the  balance  of  payments  situation.^  But  it  is 
far  from  clear  by  what  route  they  were  expected  to  impinge  on 
the  external  account,  for  it  does  not  seem  to  have  been 
envisaged  that  they  would  greatly  restrict  any  type  of  de- 
mand. 3 Notwithstanding  this  vagueness,  the  Government 
seems  to  have  been  prepared  to  lean  on  monetary  policy 
alone.  A desire  to  have  the  best  of  both  worlds,  and  to  reap 
the  advantage  without  inciuring  the  irksomeness  of  restraint, 
was  indeed  apparent.  As  Mr.  Butler  put  it,*  the  Govenunent 
of  the  day  has  a choice,  either  ‘ to  limit  and  control  the  supply 
of  goods  which  the  consumer  at  home  can  buy  or  ‘ to 
check  spending  at  home  by  more  flexible  meftods’.  To 
judge  by  the  Budget  Speech  however,  the  latter  appeared  to 
be  consistent  with  e:>q>ansion  : ‘ It  is  only  by  looking  forward 
and  outward,  by  expansion,  by  liberating  the  human  spirit  to 
give  and  do  of  its  best,  that  our  island  people  can  survive. 
This  is  the  road  we  prefer ’ 


37.  It  may  be  that  the  credit  control  applied  in  February 
was  intended  to  counterbalance  the  substantial  tax  cuts  made 
in  April.  5 In  the  event,  however,  their  combined  effect 
quickly  appeared  too  inflationary.  New  measures  had  to  be 
imposed  at  the  end  of  July  and  these  were  followed  by  a 
supplementary  Budget  in  October,  at  which  the  April  tax 
cuts  had  (in  broad  effect  though  not  in  detail)  to  be  reversed. 
The  fact  that  considerable  faith  had  been  reposed  in  monetary 
policy  led  to  a sharp  response  from  the  Oiancellor  at  what 
appeared  to  be  non-co-operation  on  the  part  of  the  banks. 
Bank  advances  rose  £100  million  in  the  three  months  up  to 
May.  Though  admitting  that  there  were  some  special 
reasons,  the  Chancellor  stated  bluntly  in  public  that  he  did 
‘ not  regard  the  figure  of  bank  advances  as  yet  satisfactory  * 
In  July  he  took  the  unusual  step  of  publishing  his  letter  to  the 
Governor  of  the  Bank  of  England.  The  letter  included  a 
request  in  plain  terms  for  a reduction  in  advances.® 


38.  This  strain  between  the  Treasury  and  the  banks  really 
arose  because  the  old  instrument  of  credit  restriction  was 
being  used  in  new  conditions.  It  was  proving  much  more 
difficult  to  restrict  credit  in  conditions  of  full  employment 
than  it  had  been  when,  as  before  the  war,  credit  restriction  had 
gone  with  the  tide  of  trade  recession  ; for  the  increased  risks 
of  lending  at  such  times  then  gave  bankers  a powerful  motive 
1 Mr.  Butler  in  his  Budget  Speech  two  months  later  ; see  H.  of  C.  Debates, 
Vol.  540,  Col.  39. 


2 ‘ These  corrective  measures  wi 
home  demand  and  theTeby  both  to 
encouragement  to  exports.’  {Econo. 


1 to  moderate  the  expansion  of 
td  for  imports  and  to  give  added 
1955,  Cmd.  9412.  pata.  74). 


to  ensure  a more  balanced  growth  ’ (para.  91).  Further  stodc- 
sxpected.  but  recent  monetary  measures  were  ‘ intended  to  prevent 
ck-building ' (para.  92). 


to  call  in  loans.  Now,  however,  restriction  was  as  unpopular 
with  the  bankers  themselves  as  with  their  customers  ; and, 
in  an  effort  to  make  the  Government  shoulder  the  odium  for 
the  cuts,  the  banks  appear  to  have  asked,  unavailingly,  for  a 
Government  directive.  1 0 In  its  review  of  these  events  the 
next  Economic  Survey^  t remarked  : 

‘ The  course  of  bank  advances  illustrates  the  resis- 
tance which  the  economy  offers  to  a restrictive  credit 
policy  at  a time  of  great  prosperity,  when  business 
expeflations  are  optimistic  and  many  expansion  plans 
are  in  course  of  execution,  but  when  no  abnormal 
speculative  activity  is  taking  place.  Several  months 
elapsed  between  the  first  action  by  the  banks  to  limit 
borrowing  and  the  beginning  of  a decline  in  the  total 
of  advances  outstanding.  12  la  the  .second  half  of  the 
year  an  appreciable  reduction  was  secured,  but  it  did 
not  reduce  the  total  supply  of  funds  at  the  disposal  of 
industry  and  trade,  including  their  current  undistri- 
buted profits  and  their  accumulated  reserves,  sufficiently 
to  check  the  total  rate  of  private  capital  expenditure. 
However,  but  for  the  credit  squeeze  both  investment 
plans  and  consumer  spending  would  have  been  on  a 
larger  scale.’ 

39.  This  account  of  the  resistances  to  credit  restriction 
seems  to  cast  doubt  on  the  possibility  of  enforcing  much 
restriction  ; and  the  account  of  its  effects  seems  to  cast 
doubt  on  the  effectiveness  of  any  restriction  that  can  be 
enforced.  On  this  view  it  would  be  wrong  to  expect  either 
quick  effects,  or  large  effects  from  monetary  policy. 

40.  Mr.  Macmillan  succeeded  Mr  Butler  as  Chancellor  of 
the  Exchequer  in  December  1956.  Concern  at  the  high  level 
of  demand,  at  the  trend  of  wages  and  prices,  and  at  an 
tinsatisfactory  balance  of  payments,  led  almost  immediately 
to  further  measures  to  restrain  demand.  Bank  rate  was 
raised  from  4i  to  5+  per  cent  on  15  February.  As  in  1956,  it 
was  again  not  used  alone  : the  other  measmes  by  whidi  it 
was  accompanied,  though  mainly  in  the  sphere  of  monetary 
policy,  were  those  usually  announced  in  a Budget  : 

‘ The  measures  primarily  affecting  investment 
comprise  {brides  the  change  in  Bank  rate]  the  sus- 
pension of  the  investment  allowances ; the  closer 
scrutiny  by  the  Capital  Issues  Committee  of  appli- 
cations to  make  new  issues  ; the  extension  of  hire- 
pur<*ase  restrictions  to  capital  goods  and  the  redtiction 
of  programmes  of  public  investment  by  over  £70 
million.  Consumers’  expenditure  will  be  directly 
affected  by  the  reduction  of  subsidies  on  bread  and 
milk,  by  the  further  tightening  of  the  terms  of  hire- 
purchase  and  by  control  of  the  terms  on  which 
consumer  goods  may  be  rented.' 1 3 

41 . The  changes  in  April  ma^  at  the  Budget  itself  were  m 
comparison  minor.  1 * The  references  to  monetary  policy  in 
the  Budget  Speech  sug^sted  that  whatever  doubts  may  have 
lurked  considerable  reliance  was  still  placed  on  it  : 

‘ In  our  efforts  to  check  the  inflation,  the  Govern- 
ment have  relied  very  largely  on  monetary  policy. 
The  extent  to  which  we  have  done  so  is,  of  course,  the 
subject  of  controversy 

On  the  debit  side,  I put  the  increased  cost  of  servicing 
the  National  Debt,  including  that  part  of  it  which  is 
held  abroad,  and  the  time  that  it  takes  for  monetary 
measures  to  achieve  the  desired  results , On  the  credit 
side,  I claim  that  monetary  policy  has,  in  fact,  operated 
with  increasing  effect  as  the  year  proceeded 


4 H.  of  C.  Debates,  Vol.  540,  Col.  39. 

5 The  tax  reductions  mainly  affected  income  Ux  and  were  estimated  to  cost 

6 These  included  the  slowing  down  of  public  capital  programmes  and  the 
tightening  of  hire-purdiase  controls. 

7 The  tax  increases  effected  mainly  purchase  tax,  but  also  profiu  tax  ; and  were 
estimated  at  £1 12  million  in  a fUU  year. 


n the  Address  in  June  : H.  of  C.  Debates.  Vol.  542,  Col.  789. 


and  asking  for  thair  customets’  co'operation.^  The  Chanreilor 


Of  course,  since  this  technique  had  not  been  used 
for  many  years — and  even  then  under  vastly  different 
circumstances — there  are  many  new  problems,  espec- 
ially as  between  the  Exchequer  and  the  monetary 
system ’i~paga  82. 


10  See  The  Banker,  September  1953,  p.  155. 


12  The  increase  in  the  first  half-year  was  in  fact  the  largest  ever  to  occur  in  a 
half-year, 

13  Economic  Surrey,  1956,  para.  82. 

14  Small  tax  increases  (mostly  on  profits  and  tobacco)  were  more  or  leas  offset 
by  decreases  elsewhere  (mostly  various  adjustments  to  income  tax)  t see  Financial 
Statemenf  1956-57,  table  XI. 
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COMMITTBE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued^ 


9.  Mr.  J.  C.  R.  Dow 


42.  Looking  back  on  the  events  of  1956,  the  Government 

itself  claimed  that  the  policy  followed  ‘ on  the  whole was 

successful  ’.2  But  there  are  curious  features  about  the  claim. 
The  most  conspicuous  result  of  disinflation  was  the  failure  of 
production  to  expand  ; but  this  had  probably  been  nei^er 
foreseen  nor  intended.  It  appears  contradictory,  too,  that 
when  monetary  policy  had  been  stated  to  be  aimed  at  invest- 
ment expenditure  and  had  been  given  a major  role  in  con- 
trolling it,  3 success  should  be  claimed  though  ‘ the  investment 
boom  continued’.* 


43.  The  next  Budget  Speech  was  made  not  by  Mr.  Mac- 
millan but  by  Mr.  Thoraeycroft,  who  had  succeed  him  in 
January  1957.  Notwithstanding  a rather  general  claim  of 
success,  the  speech  was  frankly  critical  of  the  working  of 
monetary  control. 

‘ To  influence  the  economy,  Governments,  of  course, 

use  fiscal  measures They  use,  too,  in  varying 

degrees  direct  controls.  But  they  must  also  use 
monetary  measures,  since  no  Chancellor  can  ignore 
the  powerful  effect  upon  the  economy  of  what  men 
borrow  and  what  men  save. 

Continued  use  has  been  made  of  these  measures 
during  the  past  year  and  we  can  claim  that 
they  have  been  by  no  means  ineffective  in  checking 
inflation.  The  question  which  must  be  asked,  how- 
ever, is  whether  they  have  been  of  themselves  enou^. 
I think  the  answer  must  be,  “ No  s 


44.  In  July  the  previous  Chancellor  (Mr.  Macmillan)  had 
taken  the  unprecedented  step  of  himself  meeting  the  repre- 
sentatives of  the  banks,  instead  of  communicating  with  them 
via  the  Governor  of  the  Bank  of  England.  Referring  to  this, 
Mr.  Thoraeycroft  gave  his  view  that  the  banks  had  ‘ lived  up 
to  dieir  undertaking  ’ to  contract  credit.  A second  meeting 
of  this  sort  between  himself  and  spokesmen  of  the  banks  had 
just  taken  place.  6 Some  extension  was  also  made  in  the 
control  by  the  Capital  Issues  Committee  over  bank  advances 
for  capital  expenditure.  Such  arrangements,  he  said,  would 
ensure  control  over  credit.  ‘ But  very  fact  ff)at  these 
arrangements  have  to  be  made  is  evidence  ttat  the  monetary 
machine  is  working  under  great  difficulties’.’  This  con- 
tinued feeling  of  dissatisfaction  was  the  reason  for  the 
appointment  of  a committee  to  investigate  the  working  of 
the  monetary  system,  a decision  then  announced. 


45.  On  19  September  1957,  came  the  last  of  the  series  of 
measures  to  be  related  here.  Bank  rate  was  raised  from  5 to 
7 per  cent,  its  highest  level  since  1921.  Again,  it  was  accom- 
panied by  a ‘ package  ’ of  other  measures,  intended  to  be 
equally  impressive.  Instead  of  being  ‘ requested  ’ the  banks 
were  ‘ required  ’ to  restrict  advances.  The  extent  of  restric- 
tion was  not,  as  on  previous  occasions,  left  to  the  banks,  but 
was  laid  down  ; the  same  avera^  in  the  next  as  in  the 
previous  twelve  months,  in  parallel  fashion,  public  invest- 
ment in  the  next  two  years  was  to  be  held  to  the  present  level. 
New  restrictions  were  imposed  on  capital  issues  and  sterling 
credits. 


1 H.  of  C.  Debates,  Vol.  551,  Cols.  855-6.  An  emphasis  on  moaetary  policy 
was  again  noticeable  in  the  part  of  the  Budget  Speech  presaging  the  aiuiouitcement 
of  the  rather  inconsiderable  tax  changes  : 

‘ in  looking  to  the  future  I must  first  consider  the  credit  squeeze  and 
related  monetary  measures.  We  have  placed  a good  deal  of  reliance 
on  Utese ' 

The  Chancellor  also  repeated  the  tradidonal  formula  that 

‘ It  would  be  unwise,  and  indeed  it  would  defeat  the  purposes  of  monetary 
policy,  if  I were  to  attempt  to  forecast  the  course  of  interest  rates  in  the 
coming  year,  or  to  measure  the  part  that  credit  resnictlons  will  be  called 
on  to  play  in  our  affairs  '. 

However  be  added  : 

‘ But  it  is  plain  that  for  the  time  being  credit  restrictions  must  continue  ' 

— although  ‘ carrying  out  a disnflationary  policy  is  not  pleasant for 

the  banks  and  for  their  managers  and  staffs  throughout  the  country  *. 
Obld,  Cols.  870-1) 

2 Sconomls  Purvey,  1957,  Cmnd.  113,  para.  75. 

3 See  passage  from  the  1956  Surrey,  pare.  82,  quoted  above. 

i 1957  Survey,  para.  77. 

5 H.  of  C.  Debates.  Vol.  568,  cols.  982-’3. 

6 Bank  rate  had  been  reduced  on  7 February  from  5i  to  5 per  cent.  In  his 
statement  at  the  time  Mr.  Thomeycroft  bad  said  tbat  this  was  not  a signal  for  the 
banks  to  rdax  credit ; and  he  bad  arranged  to  meet  the  bankers  in  order  to  obtain 
their  assurance  that  they  would  continue  to  be  restrictive  (see  H.  of  C.  Debates. 
Vol.  568.  cols.  983-4). 

7 Ibid.  col.  935. 


46.  The  occasion  for  these  measures  was  the  effect  on  the 
reserves  of  an  ‘ intense  wave  of  currency  speculation  in 
Europe  ’ resulting  from  the  belief  ‘ that  Ae  deutschemark 
was  about  to  be  revalued  and  that,  in  a general  realignment 
of  parities,  sterling  might  be  depreciated  ’.  8 The  Chancellor 
however  evidently  believed  that  the  ultimate  cause  of  such 
loss  of  confidence  was  the  continued  rise  in  domestic  prices  : 
in  his  own  phrase  the  value  of  the  £ at  home  and  the  value  of 
the  £ abroad  is  ‘ in  the  last  resort  ’ the  same  t^g.  9 The 
present  measures  were  presented  as  something  different  from 
other  measures  to  deal  with  this  problem.  ‘ So  long  as  it  is 
generally  believed  that  the  Government  are  prepared  to  see 
the  necessary  finance  produced  to  matdi  Ae  upward  spiral  of 
costs,  inflation  will  continue  and  prices  will  go  up’.  i o Now, 
however,  the  intention  was  ‘ to  limit  the  availability  of 
money  ’.  i J The  same  impression  of  a new  leaf  being  turned 
was  given  by  the  Governor  of  the  Bank,  when  he  referred  to 
the  ‘ decisive  effects  ’ which  can  sometimes  be  looked  for 
from  a sharp  increase  in  interest  rates,  and  underlined  the 
Chancellor’s  emphasis  on  ‘the  fundamental  importance  of 
the  supply  of  money  ’.12 

47.  Official  apologists  for  monetary  policy  at  this  juncture 
appear  to  have  held  very  decided  views  about  the  way  that 
monet^  policy  affects  the  economic  system.  The  main 
proposition  appears  to  have  been  that  if  the  volume  of  money 
were  held  constant,  the  money  value  of  total  expenditure 
would  be  incapable  of  increase  ; so  that  if  for  instance  wages 
and  prices  rise  notwithstandii^,  some  people  would  be 
unemployed  and  some  output  would  remain  unsold,  it 
will  be  argued  in  more  ^t^  in  Part  2 that  if  the  volume  of 
money  is  restricted  in  this  way  the  rate  of  interest  rises  ; and 
that  it  is  the  latter — ^together  with  the  fact  that  some  people 
who  might  have  got  loans  are  now  unable  to — ^which  has 
effects  upon  spending  and  hence  upon  the  economy  as  a 
whole.  But  the  effect  is  not  dramatic  ; the  money  value  of 
expenditure  can  continue  to  increase,  for  the  velocity  of 
circulation  of  money  can  change. 

48.  What  might  be  called  the  ‘ hard  money  ’ view  lasted 
till  the  resignation  of  Mr  Thomeycroft  in  January  1958,  at 
which  time  Mr.  Amory  became  Chancellor  of  the  Exchequer. 
The  1958  Economic  Garvey  made  little  of  monetary  policy  ; i * 
and  the  new  Chancellor  referred  only  briefly  to  it  in  his 
Budget  Speech.  1 s 

49.  In  spite  of  the  official  emphasis  on  monetary  policy 
since  1951,  it  is  doubtful  whether  there  was  a fundamental 
change  as  compared  with  earlier  years  in  those  aspects  of 
monetary  policy  that  most  matter.  Changes  in  Bank  rate 
retain  an  atmosphere  of  drama.  But  there  have  been  signs 
that  the  authorities  themselves  were  beginning  to  doubt 
whether  Bank  rate  had  more  effect  on  the  economy  than  that 
due  to  its  having  historically  been  a storm  signal,  t <s  Little 
indication  was  given  of  how  monetary  policy  was  supposed  to 
produce  its  effect  upon  the  economy,  or  to  amend  a balance 
of  payments  position  which  was  ffie  usual  occasion  for  its 
employment.  Fuller  use  was  made  of  direct  control  of  hire- 
purchase  and  bank  credit.  But  though  useful,  such  measures 
are  not  the  core  of  monetary  policy  ; and  the  latter  had  been 
subject  to  official  restraint  before  1951.  As  in  the  earlier 
period,  the  level  of  the  long-term  rate  of  interest  hardly 


made  this  sta^eat  thiee 


8 Economic  Sumy,  1958,  Cmnd.  394,  pare.  70. 

9 H.  of  C.  Debates.  VoL  575,  col.  46. 

10  The  Chancellor  drew  attention  to  the  fact  that  b 
times  : on  September  19,  when  the  measures  were  annuue 
later  at  tbe  meeting  of  the  International  Monetary  Fund 
again  in  the  debate  on  29  October  : see  H.  of  C.  Debates 

11  H.  of  C.  Debates,  Vol.  575.  col.  51. 

12  Speech  at  the  Lord  Mayor's  annual  dinner  to  the  Bankets  and  Merchants 
of  the  City  of  I.ondon,  8 October  1937. 

13  Control  over  the  volume  of  money,  and  control  over  some  sorts  of  money 
expenditure,  seem  almost  to  have  been  thought  of  as  the  same  thing.  Thus,  Mr. 
Thomeycroft  announced  his  purpose  as  ‘ to  Umit  the  availability  of  money  ; to 
serve  notice  on  ourselves  and  the  world  outside  that  we  are  no  longer  prepared  to 
underwrite,  through  the  banking  system  or  through  spending  by  Che  Goveroment. 
the  consequences  oflnfiationary  actions',  (H,  of  C.  Debates,  Vol,  573,  col.  51)  . 

14  ' By  mid-March  1958,  the  exceptionally  high  levc 

was  no  longer  justified  in  order  to  support  the  inter 
which  bad  greatly  improved,  wl”-  


n of  scerli: 


15  The  passage 

confidence  in  the  £,  andl  wu- 

rate  from  tbe  exceptionally  high  level  of  7 
the  banks  tc 


‘The  September  measures  succeeded  in  restoring 
" ' • - *- approve  areduction  in  the  Bank 

, ^ _ _ nt It  is  still  necess^  for 

loid'down  ^e  level  of  advan^  and  for  hire-purebase  restrictions 
to  be  kept  on.  The  Capital  Issues  Committu  will  continue  for  tbe  present  to 
maintain  its  critical  scrutiny.’  (H.  of  C Debates,  Vol.  586,  col.  35.) 

16  On  Mch  of  the  three  occasions  when  Sank  rate  was  raised  in  the  three  years 
1953-57,  it  was  as  already  explained  accompanied  by  the  announcement  of  other, 

fioksibly  more  tangible, , measures  to  reduce  demand.  See  also  the  following 
ootnoce. 
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appears  to  have  been  a conscious  instrument  of  policg'.  Nor, 
except  for  the  ‘ hard  money  ’ ascendancy  in  1957,  does  the 
volume  of  money.  The  volume  of  money  continued  to  fall 
as  compared  with  the  value  of  transactions  ; and  long-term 
rates  of  interest  tended  (though  with  fluctuations)  contim^ly 
upward.  In  historical  perspective,  developments  ever  since 
1947  appear  to  lie  on  one  trend.  ^ 

Part  2 

The  Scai£  of  Monetary  Influences  : 

A Summary  of  the  Evidence 

50.  The  various  shifts  in  monetai^  policy  in  this  coimtry  in 
the  post-war  period  have,  on  a historical  and  geo^aphical 
perspective,  been  within  a limited  compass.  Such  iniluaice 
as  they  must  have  had  has,  moreover,  been  ovo-laid  by  other 
pow«iul  influences  operating  at  the  same  time.  It  is  not  to 
be  expected  therefore  that  post-war  expraiMice  should  provide 
direct  evidence  of  the  ^ect  of  monet^  polity.  It  is 
possible  to  indicate  the  scale  of  monetary  influences  only  by 
inference  from  gen«al  theoretical  presumptions,  and  from 
empirical  evidence  drawn  from  other  periods  and  other 
countries.  The  following  part  of  this  memorandum  therefore 

(1)  outlines  the  main  routes  along  which  monetaiy  factors  can 
be  expected  on  theoretical  grounds  to  impinge  on  the 
economy;  discusses  the  probable  scale  of  interest-rate  effects. 

(2)  upon  fixed  investment,  and  (3)  upon  investment  in  stocks  ; 
(4)  considers  the  probable  scjile  of  credit  restrictions  upon 
both  fixed  investment  and  investment  in  stocks  ; and  (5) 
discusses  monetary  influence,  including  hire-purchase  res- 
trictions, upon  consumers’  expenditure.  Sections  2-5  attempt 
to  summarize  the  findings  of  such  empirical  studies  as  have 
been  made  here  or  abroad.  Though  the  evidence  is  far  from 
complete,  a summary  of  it  is  necessarily  formidable  reading. 
Conclusions  are  therefore  summarised  in  the  final  section  (6). 


1.  77ie  points  of  impact  of  monetary  policy  upon  the  economy 

5 1 . Monetary  policy  may  affect  (a)  the  quantity  of  money  ; 
(b)  rates  of  interest ; (c)  the  ease  with  which  loans  may  be 
obtained.  The  view  taken  here  is  that  the  authorities  (if  they 
confine  themselves  to  the  normal  means  of  monetary  policy) 
can  only  influence  the  amount  of  money  held  by  the  public 
by  varying  the  rate  of  interest ; and  that  the  influence  which 
this  has  upon  the  economy  consists  only  in  the  effect  of 
changes  in  interest  rates  upon  the  rate  of  investment  and  on 
the  rate  of  saving  (though  as  argued  in  5.5  below  the  latter 
effect  is  probably  negligible).  Consequently  such  changes 
in  the  volume  of  money  as  are  brou^t  about  by  the  author- 
ities are  important  not  in  themselves  but  as  part  of  the  process 
of  altering  interest  rates. 

52.  The  effect  of  changes  in  the  quantity  of  money,  the 
connection  they  have  with  the  rate  of  interest,  and  the  factors 
determining  the  rate  of  interest,  have  been  the  subject  of 
prolonged  and  complex  debate.  This  makes  it  impossible  to 
discuss  empirical  matters  without  reference  to  theoretical 
issues  ; but  it  also  makes  it  diflicult  to  discuss  them  briefly. 
This  prefatory  section  can  therefore  attOTpt  a rough  state- 
ment, whi^  it  is  hoped  is  more  or  less  in  line  with  modem 
thou^t,  on  some  issues  which  seem  crucial.2  Chiefly  it  is 
concerned  (a)  to  justify  the  view  stated  above  about  the  effects 
of  changes  in  the  volume  of  money  ; (b)  to  consider  the 
effects  of  interest  rates  on  the  level  of  investment,  and  the 
converse  effects  of  the  level  of  investment  on  the  rate  of  in- 
terest, and  what  part  the  intervention  of  the  monetary 
authorities  can  play  in  this  inter-acting  system  ; then  to 


tlieir  part  Ui  cureuig  auuraon  Kxurcn  lu 

Bank  ni«  nevertheless  appear  inconsistent  in  thear  modesty  ; for  instance  ‘ Bai^ 

rate  movements  are  an  mtegral  part  of  monetary  policy  and  still  have  their 

13  in  Treasury  statemenU,  is  on  bank  adwwcet,  for  instua  ; • we  have  so 

r...  k....  ccvnufiil  in  resirauilns  nowlh  of  the  mosey  supply.  In 


is  on  bank  advoncer,  for  instance  ; ' 

■a,  uwii  isaauu.uo  — w-ssful  in  restraining  growth  of  the  muuo,  _ 

particular  we  have  succeeded  in  holding  the  level  of  bank  advances  fttrbjteady 
ra  October  1937).  While  the  discount  market  Mpeejs  to  have  been  regarded  as  a 

' of^2SL“y.“..^  er^l?^nt^^^  empiric^  (1«  February  1958). 

2 This  version  is  1 hope  less  inadequate  than  an  wher  version  maiw  drfecu 
in  which  Professor  M.  G.  Johnson  and  Dr.  F.  H.  Hahn  were  kind  enough  to 


discuss  (c)  the  control  of  the  rate  of  interest,  and  (ef)  controls 
over  borrowing  ; and  finally  (e)  to  list  the  main  routes  along 
which  monetary  policy  impinges. 


(a)  The  volume  of  money 

53.  The  simpliste  logic  of  the  ‘ quantity  theory  ’ of  money 
makes  it  easy  for  people  to  believe  that  there  is  a direct  and 
simple  relation  between  the  quantity  of  money  and  the  price 
level.  The  logic  is  of  the  sort  that  appears  persuasive  even 
without  giving  any  understanding  of  the  processes  at  work, 
any  specification  of  the  route  by  which  the  result  is  achieved, 
or  any  accoimt  of  the  motivation  of  the  agents  involved.  At 
any  given  volume  of  transactions  it  would  only  be  true  that 
an  inoease  in  the  volume  of  money  would  lead  to  a rise  in 
prices  if  it  could  be  assumed  that  the  ‘ velocity  of  circulation  ’ 
of  money  were  unchanged.  When  applied  to  Government 
monetary  policy,  this  assumption  cannot  be  made.  Apart 
from  the  type  of  ‘ monetary  reform  ’ which  is  in  effect  an  act 
of  conflation,  the  state  can  only  alter  the  volume  of  money 
held  by  the  public  by  altering  the  attractiveness  of  holding 
money  relative  to  that  of  its  nearest  substitutes  i.e.  by  altering 
the  price  and  thus  the  yield  of  paper  securities.  In  so  far  as 
this  policy  is  effective,  the  public  are  then  willing  to  hold  a 
larger  volume  of  money  in  relation  to  an  unchanged  level  of 
income  (i.e.  to  reduce  the  ‘ velocity  of  circulation  ’ of  their 
money  balances).  This  may  be  demonstrated  most  easily  by 
considering  the  process  by  which  money  is  created.3 

54.  Money  can  only  be  defined  as  those  kinds  of  assets 
whidi  people  treat  as  money.  The  convenience  of  using 
money  is  such  that  once  any  kind  of  asset  becomes  accepted 
as  a meriiiim  of  exchange  and  store  of  value,  pifrilic  confidtoce 
in  its  general  acceptabUity  rdnforccs  the  spsidal  status  of  this 
type  of  asset,  fri  practice  it  may  help  an  assrt  to  acquire  this 
status  if  it  bears  the  insignia  of  the  State  ; often  this  alone 
may  suffice  ; and  where  the  word  of  private  bankas  becomes 
accepted  also,  the  State  has  to  st^  in  and  control  their 
mono'-creating  activities.  The  creation  of  money  thiB 
consists  of  the  exchange  by  the  State  or  the  banks  imder  its 
control  (the  ‘ Monetary  Authorities  ’)  of  very  liquid  assets 
{i.e.  money)  in  return  for  the  surrender  of  illiquid  assets  by 
the  public. 

55 . The  volume  of  liquid  assets  which  the  public  wishes  to 
hold  is  determined  partly  by  ‘ real  ’ factors  e.g.  the  con- 
venience ofholding  a certain  quantity  of  wealth  in  liquid  form 
in  order  to  carry  out  the  current  volume  of  transactions  (but 
see  further  below) ; and  though  habits  may  change  over  time, 
this  desir^  volume  will  principally  be  affected  by  changes  in 
the  value  of  transactions  to  be  carried  out.  The  desired  level 
of  cash  balances  will  however  also  depend  on  the  terms  on 
which  they  can  be  acquired,  i.e.  the  quantity  of  illiquid  assets 
that  have  to  be  surrendered  in  exdiange. 


56.  It  follows  that  the  Monetary  Authorities  can  only 
induce  die  public  to  hold  more  money  by  altering  the  terms 
on  which  they  can  acquire  it  i.e.  by  being  willing  to  take 
fewer  illiquid  assets  in  exchange.  At  these  new  terms,  the 
public  will  be  mlling  to  hold  more  money  i.e.  there  is  no 
question  of  their  being  forced  to  hold  excess  liquid  assets 
against  their  wfll.^ 


57.  It  is  to  be  admitted  that  a change  in  the  composition  and 
in  the  relative  prices  of  the  public’s  asset  holdings  will  have  a 
wide  train  of  repercussions,  affecting  the  whole  balance  of 
the  economy  in  some  degree.  An  increase  in  the  volume  of 
money  will  (as  just  seen)  imply  a rise  in  the  price  of  those 
kinds  of  assets  which  the  Monetary  Authorities  accept  in 
exchange  : in  practice  other  less  liquid  forms  of  paper 
securities  are  the  most  important.  But  real  asset  prices  will 


7 (Vivemmoits  laekioB  oths' m«aiis  of  finance  luv«  financed  tbeirexp«ndiiun 
by^rwrt  to  the  priniingprtss.  Under  certain  condition^  any  butot  detotrony 
produce  an  excewive  level  of  demand.  Irrespective  of  whether  the  dSeit  a financed 
by  loans  or  by  the  creation  of  money : the  qoesupa  of  whether  ^vemmeoi 
cMnitine  is  ton  hish  or  taxes  too  low  at  any  time  is  thus  aa  entirely  separate 
q^tich  from  the  Iffects  of  increasiiig  t^  volume  of  money,  it  be  easiw 
to  abstract  from  the  former  question,  end  to  consider  oi^  the  moKtaiy  one,  by 
assumins  a given  total  of  luulonal  dehl  plus  monr/.  and  then  examining  the  eftca 
Sr  eduinge  to  the  relative  proportions  of  debt  and  money.  This  is  in  effect  whet 
the  following  peragr^bs  do. 

4 During  and  after  the  war  the  public  acquired  unusually  Ira  holdings  of 
money  and  other  liquid  assets  such  as  National  Savinss.  Thi^ not 
Isivoluniarlly  held  : they  were  accumulated  bettuse  contro6  jmd  shortages^ 

distiequished  the  effects  of  an  increase  in  su<£  boldine  which  the 
Buthonties  can  bring  about  by  monetary  policy ; and  a reduction  by  tbe  latter 
means  of  liquid  asset  holding  to  its  pre-war  noim  would  not'- — — 
consumer  demand  in  tbe  immediate  poet-war  yean. 
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also  be  affected  io  some  degree.  And  if  for  instance  the  price 
of  existing  house  property  is  raised,  this  will  increase  the 
demand  for  new  houses  i.e.  the  demand  for  the  current 
available  supply  of  goods  and  services.  This  is  the  same 
thing  as  saying  that  at  a lower  rate  of  interest  (i.e.  as  implied 
by  the  rise  in  security  prices)  the  demand  for  fixed  assets  will 
be  higher. 

58.  Interest  effects  are  considered  further  below  and  in  sue* 

^ ceeding  sections.  Butitis  worth  jumping  several  stages  of  the 
r argument — which  concern  the  initial  steps  in  the  adjustment 
' of  the  economy  to  a change  in  interest  rates — in  order  to 
consider  the  final  result.  It  could  be  argued  that  a reduction 
in  interest  rales  (brought  about  through  an  increase  in  the 
volume  of  money)  would  increase  investment  and  that  the 
consequent  increase  in  demand  would  cause  prices  to  rise. 
This  in  turn  would  increase  the  money  value  of  the  cash 
balance  people  want  to  hold  and  this,  by  increasing  the 
[I  advantage  of  holding  cash  relative  to  that  of  securities,  would 
gradually  force  down  security  prices  (i.e.  increase  the  rate  of 
interest)  to  its  old  level.  The  initial  stimulus  to  the  process 
having  by  then  been  removed,  the  process  would  stop.  If 
nnrhing  else  has  changed  in  the  meantime,  money  would  be 
restored  more  or  lesst  to  its  old  relation  to  the  value  of 
national  income,  i.e.  the  price  rise  would  be  proportional  to 
the  increase  in  ttie  volume  of  money.  Such  a reinstatement 
of  the  quantity  theory  seems  valid  but  not  to  be  of  great! 
practical  importance.  For,  first,  the  process  of  adjustment,* 
if  it  takes  place  at  all,  will  be  very  gradual.  Small  changes  in 
interest  rates  sesm  to  have  a small  effect  only  on  investment,  2 
so  that  the  increase  in  demand  will  be  slow  ; and  the  response 
of  prices  to  excess  demand,  thoi^  important,  seems  to  be 
relatively  restrained.  ^ Second,  in  a period  of  adjmtment 
wtoh  may  take  years,  other  factors  are  almost  bound  to 
undergo  marked  change.  Apart  from  the  continuing  growth 
in  the  economy,  the  pressure  of  demand,  both  at  home  and 
abroad,  shifts  constantly  ; and  among  the  changing  factors 
are  shifts  in  policy  dictated  by  new  conditions.  Progress 
towards  a sort  of  final  equilibrium  can  therefore  never  in  fact 
be  undisturbed.  Hence  neither  is  any  simple  relation  be- 
tween the  quantity  of  money  and  the  level  of  prices  observable; 
nor  is  faith  in  an  ultimate  correspondence  of  practical  use  as 
a guide  to  policy,  whi(i  has  to  be  less  concerned  with  the 
long-run  than  the  short. 

(A)  The  interaction  between  the  rate  of  interest  and  the  level 
of  investment 

59.  ' It  follows  from  the  above  arguntent  that  the  rate  of 
interest  varies  inversely  with  the  quantity  of  money,  and  can 
be  controlled  fay  the  authorities  by  what  amounts  to  open- 
market  operations,  by  means  of  which  the  authorities  affect 
the  proportions  in  which  the  public  hold  their  wealth  in  the 
form  of  money  or  in  the  form  of  paper  securities.  This  is 
one  important  part  of  the  truth,  but  not  the  whole  story;  and 
it  seems  necessary  to  add  to  it  in  order  to  g^d  against  the 
exaggerations  which  would  flow  from  this  statement  in 
isolation. 

60.  First  it  seems  desirable  to  elaborate  on  the  relation 
between  interest  rates  and  the  money  supply.  The  need  for 
holding  money  balances  depends  closely  on  the  value  of 
transactions  to  be  conducted,  It  is  customary,  following 
Keynes,  to  distinguish  three  reasons  for  holding  money  : a 
‘ transactions  ’ motive,  a ‘ precautionary  ’ motive,  and  a 
‘ speculative  ’ motive. Both  the  need  for  cash  to  conduct 
foreseen  transactions  where  the  timing  of  receipts  and  pay- ' 
ments  do  not  coincide  ; and  the  need  for  cash  to  conduct 
possible  but  not  perfectly  forecast  transactions,  depend  on  the 
volume  of  goods  and  services  likely  to  be  exchanged,  and  on 
their  price.  For  this,  the  current  value  of  the  national 
income  is  (at  least  over  periods  of  ten  years  or  so)  an  adequate 
empirical  measure.  The  ‘ need  for  .cash  ’ is,  however,  not 
.rigidly  defin^,  nor  independent  of  the  cost.  Economies  are 
possible  in  the  cash  transactions  held  for  precautionary 
^reasons  ; and  the  volume  desired  will  depend  on  the  rate  of 

1 Notexactly  ; for,  first,  thepublie'sholdings  ofsecurities  was  Initially  reduced; 
and  since  cash  balances  would  be  reduced  to  their  old  value  m real  terms,  they 
would  at  first  own  less  real  assets  in  lotel  ; and,  second,  the  subsequent  invest- 
ment and  saving  would  have  increased  total  real  assets  and  also  the  volume  of 
equities.  These  shifts  would  effect  security  prices  in  various  ways- 

2 See  §52  and  3 below. 

3 See  Part  lU,  particularly  para.  143. 

4 J.  M.  Keynes,  The  General  Theory  of  Employrnem,  Interest  and  Woney, 
(London,  Micmillan,  1936),  p.  170.  Speculative  money  balances,  are  not 
further  considered  at  this  stage  on  the  grounds  that  this  is  not  essemm!  to  the 
argument,  and  that  fluctuations  in  such  balances  are  probably  a short-term 


interest.  5 Hence  one  important  factor  determining  the 
long-term  rate  of  interest  is  the  volume  of  money  relative  to  v 
the  value  of  national  income. 

61.  It  is  however  not  the  only  factor  affecting  interest  * 
rates.  A low  rate  of  interest  reduces  the  cost  of  borrowing 
to  businesses  in  a position  to  put  loanable  funds  to  productive 
use,  and  thus  stimulates  investment.  It  therefore  leads  to  an 
increase  in  the  volume  of  industrial  securities  held  by  the 
public.  It  has  already  been  argued  that  (other  things  being 
equal)  the  rate  of  interest  depends  on  the  ratio  between  money 
and  paper  securities  of  all  sorts  which  the  public  are  invited 
to  hold.  We  see  then  that  an  increase  in  the  quantity  of 
money,  by  lowering  interest  rates,  provokes  some  answering 
ino-ease  in  the  quantity  of  paper  securities  ; this  makes  the 
fall  in  interest  rates  lower  than  it  worold  otherwise  have  been. 

62.  The  reason  foi  the  new  issues  of  industrial  securities 
is  that  the  cost  of  borrowing  is  now  lower  than  the  expected 
return  on  the  productive  use  of  loanable  funds.  If  the  market 
were  exceedin^y  ‘ perfect  the  market  rate  of  interest  could 
not  long  diverge  from  the  real  return  on  capital.  Moreover 
if  these  forces  from  the  ‘ real  ’ side  were  large  and  quick 
acting,  the  ratio  money  ; securities  might  be  determined  less 
by  fluctuations  in  the  money  supply  than  by  fluctuations  in  the 
supply  of  paper  securities.  It  is  for  such  reasons  that  some 
writers  have  argued  that  ‘ the  stren^h  or  weakness  of  the 
demand  for  loanable  funds  for  use  in  productive  enterprise 
is  the  dominant  factor  in  the  determination  of  the  rate  of 
interest  ’.  6 

63.  In  an  extreme  form,  this  view  would  deny  any  influence 
on  interest  rates  of  changes  in  the  money  supply  operating 
upon  the  public’s  liquidity  preferences.  It  would  then  seem 
difficult  to  reconcile  with  a belief  that  interest  rates  were 
controllable  by  the  authorities  : they  would  be  as  dictated 
by  the  profitability  of  business,  and  we  would  not  need  to 
worry  whether  they  were  ‘ right '.  In  a less  extreme  form, 
which  allowed  a small  role  to  liquidity  preference,  the  actions 
of  the  authorities  would  on  the  contrary  become  of  extreme 
importance.  A slight  divergence  between  the  market  rate 
of  interest  and  the  return  on  capital  would  provoke  a flood 
of  new  investment  demand.  Either  of  these  views  is  almost 
certainly  exaggerated. 

64.  It  is  to  be  admitted  that  the  only  reason  why  those  who 
own  wealth  are  able  to  obtain  a return  on  their  assets  is  that 
the  stock  of  real  capital  increases  the  flow  of  real  income  i.e. 
that  real  assets  yield  a real  return.  This  rate  of  return 
supports  the  whole  suucture  of  interest  rates.  But  assets  are 
not  to  be  identified  with  real  assets,  and  are  of  different  classes. 
Hence  the  rate  of  return  on  each  may  be  different ; and  it  is 
the  relation  between  the  rates  of  return  on  different  classes  of 
assets  that  is  important  for  monetary  policy. 

65.  If  there  were  no  difference  between  real  and  other 
kinds  of  assets,  people  would  hold  all  their  wealth  in  the  form 
which  yielded  the  highest  return,  and  none  as  money.  In 
fact  few  people  are  in  a position  themselves  to  employ  their 
wealth  in  the  most  productive  use.  But  there  are  risks  of 
various  sorts  in  lending  it  to  others' who  can  so  employ  it  ; 
while  borrowers,  too,  ars  reluctant  to  increase  their  borrowing 
to  an  unlimited  extent.  Hence  the  yield  on  equities  is  not 
identical  to  the  leturn  on  real  assets.  Again,  since  equities 
are  not  the  same  as  bonds,  nor  bonds  the  same  as  bills,  the 
return  oneachdiffers.  There  is  therefore  a spectrum  of  rates 

. of  return,  the  whole  structure  depending  on  the  return  on  real 
' ’assets,  but  the  relation  ofthe  parts  depending  on  the  quantity 
of  the  various  types  of  assets  in  existence.  Monetary  policy 
operates  cffiiefiy  on  the  relative  quantitiM  of  money  bills  and 
bonds  held  by  the  public,  and  may  thus  affect  the  yield  on  the 
latter.  This  in  turn— to  some  extent,  even  in  the  long-run — 
affects  the  yield  on  equities  (which  may  be  considered  as  a mea- 
sure of  the  terms  on  which  business  may  borrow  long-term), 
even  if  there  is  no  change  in  the  rate  of  return  on  real  assets. 

66.  In  the  short  run,  the  terms  of  borrowing  appear  more 
freely  -variable,  for  the  ‘ real  ’ influences  seem  to  be  slow 
working.  It  can  for  instance  be  observed  that  in  an  advanced 
country  the  flow  of  new  issues  is  relatively  small  in  relation 
to  the  stock  of  existing  securities,  even  when  interest  rates  are 
low  in  relation  to  the  return  on  capital.  This  probably 
reflects  the  fact  that  ffieie  are  various  forces  imposing  a limit 

3 Many  writers  though  not  Keynea,  assume  that  only  the  demand  for  spec- 
ulative «.«.  not  transactions  or  precautionary)  monw 

Reasons  for  the  Contrary  view  are  given  by  James  Tohin,  The  Interest-Elasticity 
of  Transactions  Demand  for  Cash  Review  ^Economies  and  Statistics,  August 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVTOENCE 


85 


9.  Mr.  J.  C.  R.  Dow 


[Continued 


on  the  rate  at  which  businessmen  wish  to  add  to  their  real 
capital.  The  capacity  to  produce  capital  goods  is  not 
unlimited  ; capital  extension  involves  re-organizations  which 
tax  administrative  capacity  ; and  in  any  period  there  is  only 
a profortion  of  their  financial  resources  which  businessmen 
will  wish  to  commit  to  necessarily  risky  outlays  on  capital 
investment!.  A low  rate  of  interest  will  therefore  not 
provoke  a flood,  but  merely  stimulate  an  increased  flow,  of 
demand  for  loanable  funds. 

67.  In  consequence,  annual  variations  in  the  money  supply 
are  as  a general  rule  of  greater  magnitude  than  annual 
variations  in  4e  volume  of  securities  outstanding.  It  is 
therefore  possible  to  give  a reasonably  good  explanation  of 
variations  in  toe  rate  of  interest  in  terms  of  changes  in  the 
money  supply — ^provided  that  appropriate  allowance  is  made 
also  for  the  effect  of  changes  in  national  income.  2 

68.  Two  conclusions  follow.  First,  toe  rate  of  interest 

(in  the  short  run  at  least)  can  be  controlled  with  relative  ease 
by  the  authorities.  S^nd  its  effect  on  investment  (by  the 
same  argument,  and  again,  in  the  short-run  at  least)  is 
relatively  restricted.  This  does  not  mean  that  the  level  of 
interest  rates  is  not  of  some  importance,  for  in  the  longer 
run  the  position  is  somewhat  different.  The  self-imposed 
limits  on  business  borrowing  are  shifting  ones  : they  apply 
to  the  annual  rate  rather  toan  the  total  amount.  In  the 
longer  run  toe  rate  of  interest  doubtless  becomes  more  of  a 
real  and  less  of  a monetary  phenomenon,  and  thus  of  more 
real  importance.  ^ 

(c)  Control  over  the  rate  of  interest 

69.  It  has  already  been  argued  that  toe  rates  on  different 
dasses  of  securities  are  interrelated.  This  applies  also  to  the 
rates  on  bills  and  bonds,  over  which  the  monetary  autooritiw 
can  have  most  direct  influence.  A change  in  short  rates  will 
have  some  influence  on  the  long  rate  ; for  bu5^g  a biU  is  an 
alternative  to  buying  a bond  to  hold  for  toe  life  of  the  biU  ; 
and  some  purchasers  will  shift  their  purchases  as  a consequence 
of  a shift  in  the  relation  between  short  and  long  rates. 

70.  This  connection  has  become  less  open,  because  in  this 
country  the  short-term  rate  of  interest  has  b^me  to  a large 
extent  an  ‘ administered  ’ price.  Part  of  toe  reason  is  that 
the  Government  has  become  toe  main  short-term  bo^ower. 
Because  of  its  authority  over  the  banks,  the  rate  which  the 
Government  pays  is  very  much  at  the  discretion  ef  the 
Govamment  itself.  The  rate  charged  to  non-governmental 
short-term  borrowers,  however,  is  also  an  administered  price. 
The  reason  here  is  that  the  main  lenders  are  few  and  are  in 
league  wito  each  other.  Provided  toe  rate  remains  relatively 
low,  other  lend^  are  unimportant,  partly  because  the 
market  is  very  imperfect  in  the  sense  that  ‘ lender’s  risks  ’ are 
important.  For  these  reasons  the  short-term  rate  is  probably 
not  dominated  by  economic  forces,  as  would  be  the  case  if 
hanking  and  money-lendii^  were  more  fr«ly  competitive. 
As  it  is,  provided  that  banks  and  other  main  lenders  attend 
to  their  wishes,  toe  authorities  have  in  effect  considerable 
direct  control  over  what  toe  short-term  late  shall  be.  Thus 
there  may  well  be  created  an  ‘ excess  demand  ’ for  short-term 
loans,  not  satisfied  at  current  rates.  Such  an  excess  demand 
should  have  much  toe  same  effect  on  long  rates  as  toe  rise  in 
short  rates  which  under  more  competitive  conditions  would 
then  be  produced.  The  underlying  issue  is  therefore  not 
affected. 

71.  More  important  than  the  relation  between  short  and 
long  rates  is  the  general  level  of  the  structure  of  rates.  To 
attempt  to  influence  this  by  means  of  control  over  the  supply 
of  money  must  be  considered  the  central  issue  for  monetary 
poUcy  of  toe  classical  type.  Since  it  involves  control  over  the 
money  supply  the  control  may  be  said  to  be  indirect.  _ There 
is  however  a second  sort  of  indirectness  in  controlling  the 

■ long-term  rate.  This  springs  from  the  importance  in  this 
market  of  expectations  regarding  toe  future,  and  toe  difficulty 
of  controltog  them.  A change  in  toe  rate  of  interest  involves 
a change  in  the  valuation  commonly  attached  to  the  total 
stock  of  existing  securities  ; and  such  a change  can  only  take 
place  if  it  is  expected  to  last.  For  a small  change  in  interest 
rates  implies  a large  change  in  the  value  of  securities.  If, 
therefore,  interest  rates  are  expected  to  fall,  anyone  buying 
at  the  present  price  would  wqject  a large  capital  gain  ; and 
the  buying  so  induced  will  in  fact  cause  the  rise  in  security 
prices  (fall  in  the  rate  of  interest)  to  occur  immediately.  At 
first  sight  this  seems  to  reduce  the  rate  of  interest  not  only  to 


1 See  further  below. 

2 See  Fig.  1 !»’*>■  diseuesion  at  (c)  below. 


a highly  psychological  but  to  a highly  conventional  phenom- 
enon ! : if  it  has  to  be  what  it  ^ expected  to  be,  it  might  (one 
would  think)  be  anything.  Moreover,  any  attempt  to  alter 
toe  rate  of  interest,  (i.e.  by  varying  the  volume  of  money)  will 
therefore  have  negligible  effect  unless  market  expectations 
are  changed  at  the  same  time.  If  the  volume  of  money  is 
increased  with  the  object  of  reducing  rates,  but  expectations 
are  not  changed,  a small  initial  fall  in  the  rate  (rise  in  security 
prices)  will  induce  some  people  to  hold  more  money  (specu- 
lative balances)  in  the  expertation  that  security  prices  will 
later  fall  ; and  this  will  as  good  as  prevent  any  chan^  in  the 
present  level  of  security  prices  (i.e.  the  rate  of  interest). 

72.  In  practice,  however,  these  expectational  factors  are 
not  generally  so  overwhelmingly  obdurate.  This  is  because 
to  hold  money  for  ‘ speculative  ’ reasons  is  to  adopt  a con- 
scious attitude  to  the  future  which  may  turn  out  ill-judged, 
and  therefore  appears  risky.  Here  again  therefore  there  are 
limits  both  to  the  amount  of  their  resources  which  the  public 
will  wish  to  stake  in  this  way,  and  to  the  period  over  which 
they  wiU  be  willing  to  hold  abnormal  balances.  If 
‘psychological’  influences  only  partly  counteract  liquidity 
preference  considerations,  so  that  changes  in  the  volume  of 
money  will  normally  have  some  effect  on  interest  rates.  This 
in  turn  is  liable  (though  not  immediately  nor  infallibly)  to 
affect  expectations  themselves.  The  functional  relation 
between  the  volume  of  money  and  the  rate  of  interest  there- 
fore remains  as  an  underlying  trend,  though  fluctuations  in 
expectations  will  cause  variations  above  or  below  it. 

73.  It  follows  that  if  very  short-term  variations  are  ignored 
one  would  expect  a fairly  stable  relation  between  the  volume 
of  money  and  the  rate  of  interest.  Figure  1 attempts  to 
demonstrate  this  for  the  post-war  period.  Afl«  1947  toe 
volume  of  money  tended  to  rise  until  about  1954.  But  in 
relation  to  the  value  of  the  national  product  it  has  consistently 
fallen  : the  ratio  is  indeed  now  lower  toan  for  the  last  40 
years.  Over  the  same  period,  though  less  consistently,  the 
long-term  rate  has  risen,  toe  yield  on  gilt-edged  having  risen 
from  24  to  over  5 per  cent.'! 

74.  Figure  1 may  be  considered  as  providing  a rule  for 
policy  as  to  the  change  in  the  money  supply  reqiured  to 
produce  a ^ven  change  in  interest  rates.  It  would  appear 
that  a one  point  fall  in  the  percentage  yield  on  gilt-edged  is 
associated  with  a chan^  in  bank  deposits  of  £1,000 — £2,000 
million.  Because  of  the  difficulty  of  changing  expectations, 
it  does  not  follow  that  lar^  changes  in  interest  rates  could  be 
produced  to  order  according  to  this  rule.  In  fact,  the  rate 
of  interest  has  not  in  recent  years  changed  by  more  than  half 
a percentage  point  in  one  year.  More  rapid  chan^  might 
have  been  brought  about  if  the  authorities  had  had  an  articu- 
late policy,  provided  this  had  not  been  too  contrary  to  the 
general  consensus  of  what  was  desirable.  Nevertheless  there 
probably  are  limits  to  the  speed  with  which  toe  level  of  interest 
rates  can  be  changed,  so  that  a major  adjustment  mmt 
probably  take  a considerable  time.  If  so,  this  is  a major 
constraint  on  monetary  policy  (further  discussed  in  Part  3). 

75.  The  long-term  rate  is  bound  to  be  affected  by  toe 
intentions  of  the  authorities  whether  announced  or  presumed. 
Changes  in  Bank  rate  are  likely  to  be  interpreted  as  in- 
dications of  the  intentions  of  toe  authorities,  and  hence  of 
the  future  course  of  monetary  policy.  The  same  applies  to 
other  actions,  such  as  the  tactics  of  refunding  policy,  which 
imply  intentions  about  the  long-term  rate.  In  general, 
therefore,  if  the  authorities  have  a policy,  it  seems  folly  not 
to  say  what  it  is.  Psychological  methods  however  cannot 
be  expected  to  be  effective  indefinitely  on  their  own.  For 
reasons  already  given,  a rise  in  interest  rates  brought  about  in 
the  expectation  of  monetary  contraction  will  remain  effective 
in  toe  longer  term  only  if  monetary  contraction  does  in  fact 
foUow. 


(<f)  Control  over  borrowing 

76.  It  has  been  argued  above  that  since  assets  are  not  of. 
one  homogeneous  sort,  the  authorities  are  able  to  influence 
the  cost  at  which  business  obtains  loans.  The  same  phe- 
nomenon makes  toe  market  for  loanable  funds  an  imperfect 
market,  and  permits  toe  imposition  of  a direct  control  over 
the  flow  of  funds  from  saving  to  investment. 


of  interest  ntee, 
and  the  Me 


leceeac^  a' first  approximation  onl)’.  Thus 
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77.  Such  credit  rationing  is  only  possible  because,  if 
denied  one  source  of  finance,  borrowers  will  find  it  difficult, 
or  at  least  much  more  expensive,  to  raise  money  in  other  ways. 
The  possibility  of  controlling  credit  thus  depends  on  operating 
on  relatively  easy  channels  of  finance  which  are  surrounded, 
as  it  were,  by  rather  difficult  alternative  routes.  Hire- 
purchase  credit  is  one  easy  channel  to  restrict,  since  consumers 
normally  have  little  credit  standing  and  (apart  from  hire- 
purchase  or  bank  credit)  they  can  raise  loans  only  at  exorbitant 
rates.  A strict  control  of  new  issues,  too,  would  be  likely  to 
be  highly  effective,  since  stock  exchanges  are  few  and 
controllable  and  alternative  ways  of  floating  issues  are 
difficult.  Bank  advances  is  another  such  channel : though 
evasion  is  theoretically  possible  by  complicated  shifts  in  trade 
credit  and  loans  between  persons,  this  is  not  easy. 

78.  The  banking  system  plays  a dual  role  in  the  economy, 
and  failure  to  distinguish  the  two  functions  may  lead  to  some 
confusion  of  policy.  On  the  one  hand,  the  banks  are  money- 
creating  agents  ; on  the  other,  they  are  one  segment  of  the 
capital  market,  i.e.  part  of  the  mechanism  by  which  would-be 

* lenders  are  matched  with  would-be  borrowers.  These  roles 
are  logically  distinct.  (If  the  Government  borrows  from  the 
banlcs,  and  they  increase  their  deposits,  both  roles  are 
combined.  The  volume  of  money  is  increased  ; and  at  the 
same  time  the  batiks  are  intermediary  to  what  is  in  effect 
Government  borrowing  from  the  public.  But  Government 
borrowing  need  not  entail  an  increase  in  the  volume  of  money. 
The  banks  may,  for  instance,  curtail  loans  to  industry  ; and 
in  this  case  the  banks  are  in  effect  intermediary  to  Govern- 
ment borrowing  from  industry).  Control  over  bank  advances 
is  thus  a form  of  credit  rationing,  not  a substitute  for  con- 
trolling the  level  of  deposits,  which  remains  independently 
important  as  the  means  of  controlling  interest  rates. 


(e)  The  instruments  of  monetary  policy 

79.  Much  discussion  of  monetary  policy  has  been  con- 
cerned with  what  may  be  regarded  as  relationships  internal 
to  the  complex  of  monetary  institutions.  There  has  for 
instance  been  extensive  discussion  of  the  means  by  which  the 
Bank  of  England  may  control  the  joint  stock  banks  ; and 
recently,  it  has  been  suggested  that  this  coutrol  has  been 
undermined  by  the  extent  of  Government  borrowing  from 
the  banks.  These  questions  are  not  discussed  here  ; and  it 
will  be  assumed  that  by  one  means  or  another  ways  can  be 
found  to  ensure  that  the  behaviour  of  monetary  institutions 
as  a whole  is  under  the  control  of  the  authorities.  These 
questions  are  not  discussed  because  it  seems  more  important 
as  a first  stage  to  determine  the  way  in  which  the  behaviour 
of  monetary  institutions  impinges  on  the  rest  of  the  economic 
system. 

80.  In  the  light  of  the  foregoing  discussion,  th^e  appear 
to  be  two  broad  types  of  influence  : (a)  control  via  the  rate  of 
interest ; (h)  restrictions  on  borrowing  and  lending.  The 
following  discussion  will  try  to  assess  their  quantitative 
impact  on  various  types  of  expenditure.  The  main  effects 
to  be  considered  appear  to  be  : 

Type  of  expenditure  Monetary  variable 

Fixed  investment  Long-term  rate  of  interest ; 

control  of  bank  advances  ; 
and  capital  issues  control 


Investment  in  stocks  Short-term  rate  of  interest ; 

control  of  bank  advances  ; 
and  capital  issues  control 

ConsurnCTs’  expenditure  Long-term  rate  of  interest ; 

changes  in  the  long-term  rate 
i.e.  capital  gains/losses  ; and 
control  of  bank  advances  and 
of  hire-purchase  credit 


81.  Having  decided  these  questions,  it  is  possible  further 
to  add  up  the  results  and  to  consider  how  far  the  level  of 
national  expenditure  as  a whole  (and  thus  the  pressure  of 
demand)  has  been  affected  by  monetary  policy  j and  how  far 
the  pressme  of  demand  has  in  turn  affected  (a)  the  course  of 
prices,  and  (b)  the  volume  of  exports  and  imports  (and  hence 
the  balance  of  payments).  Monetary  policy  has,  in  addition, 
two  important  direct  effects  on  the  balance  of  payments  : (a) 
the  level  of  interest  rates  affects  the  amount  paid  abroad  as 
interest  on  short-term  debt ; (6)  the  level  of  short-rates 
relative  to  those  abroad  affects  the  flow  of  short-term  capital. 
Neither  of  these  latter  effects,  nor  the  effect  on  foreign 
confidence  in  sterling,  will  be  discussed  here  in  detail  ; for, 
though  important,  conclusions  about  them  do  not  depend  on 
the  present  train  of  argument,  which  is  already  sufficiently 
extensive. 


2.  The  sensitivity  of  fixed  investment  to  interest  rates 

82,  In  spite  of  much  discussion  amongst  economists  there 
is  no  complete  or  agreed  theory  of  investment  behaviom  ; 
but  many  economists  would  probably  accept  the  following 
rough  picture.  The  incentive  to  invest  probably  depends 
primarily  on  non-monetary  factors,  e.g.  the  degree  of  excess 
demand  for  a firm’s  products,  or  the  contrary,  the  degree  to 
which  its  capacity  is  under-utilized  ; this  in  turn  depends  on 
the  growth  of  demand  for  different  products.  The  incentive 
may  in  some  cases  be  appreciably  modified  by  the  cost  of 
borrowing,  Le.  the  rate  of  interest.  But  at  prosperous  times 
ffie  pace  at  which  investment  opportunities  are  exploited  is 
likely  to  be  governed  by  finance.  Firms  neither  desire  nor 
can  obtain  unlimited  outside  finance  ; and  if  they  restrict 
outside  finance  to  a proportion  of  the  total,  the  pace  of 
investment  will  be  governed  by  the  rate  of  accrual  of  internal 
finance,  i.e.  retained  profits  and  depreciation  allowances.! 


83.  No  one  doubts  that  a rise  in  interest  rates  must  have 
some  discouraging  effect  on  investment,  nor  that  a fall  is 
some  encouragement  to  it.  The  evidence  suggests  that  for 
many  sorts  of  investment,  the  effect  must  be  small  or  negli- 
gible ; but  that  on  certain  types  of  investment,  interest  rates 
exert  an  appreciable  influence,  capable  however  of  being 
dwarfed  by  other  factors.  This  conclusion  is  based  on  three 
lines  of  enquiry  : direct  enquiry  of  the  motivation  of  business- 
men ; theoretical  enquiry  into  the  effects  of  risk  upon 
investment  decisions  ; and  statistical  analysis  of  the  extent  to 
which  variations  in  investment  are  correlated  with  variations 
in  interest  rate  and  other  influences. 


84.  There  have  been  various  direct  enquiries  into  invest- 
ment motivation.  The  results  of  the  first,  now  famous,  made 
by  the  Orford  Economists’  Research  Group  in  1938-39,  were 
briefly  as  follows.  Of  thirty-seven  firms  interviewed,  only 
about  one-quarter  considered  that  the  cost  of  capital  had  an 
effect  on  investment  (they  regarded  it  however  as  less  im- 
portant than  other  factors).  2 of  some  1,300  firms  to  whom 
mail  questionnaires  were  sent,  about  one>-quartef  replied  ; 
and  of  these  only  one-quarter  (or  6 per  cent  of  the  sample) 
indicated  that  the  cost  of  capital  was  a factor  in  the  decision 
to  invest  in  plant  and  equipment  or  in  stocks.!  These 
results  give  little  indication  of  the  quantitative  effect  of  changes 
in  interest  rates.  Since  this  first  survey,  there  have  been  a 
number  of  others,  mostly  in  the  United  States,  with  the  same 
sort  of  result.*  The  authors  of  the  Oxford  enquiry  them- 
selves regarded  their  results  as  showing  that  interest  rates  had 
little  effect  on  the  actions  of  businessmen  ; 5 and  most 
subsequent  writers  appear  to  have  taken  the  evidence  in 
this  sense.  6 

85.  This  type  of  evidence  has,  however,  serious  limitations  ; 
and  it  is  doubtful  whether  it  can  be  taken  as  demonstrating 
even  a negative  conclusion.  In  answer  to  questions  about 
the  complex  factors  underlying  a decision  to  invest  and  how 
much  to  invest,  a businessman  is  likely  to  cite  only  the  most 
powerM,  and  to  omit  mention  of  the  influence  of  changes  in 
interest  rates  if  these  are  minor  (as  historically  they  have 


1 Thii  summaiy  is  mudi  iuflueaced  by  Che  discussion  in  T.  R.  Meyer  ud  E . 
KiUi,  The  Investment  Decision  (Cambridge,  Harvard  UoIversiCy  Press,  1957), 
itself  1 synthesis  of  the  work  of  many  writers.  Their  empirical  analysis  seems  to 
me  to  provide  support  for  such  an  interpretation  of  investment  behaviour  in  Che 
post-war  years  in  the  United  States.  The  conclusions  cannot,  however,  be  taken 
to  be  definitely  established. 

2 J.  E.  Meade  and  P.  W.  S.  Andrews,  ‘ Summary  of  Replies  to  Questions  on 
Efl'eete  of  Interest  Rates  Oxford  Btonomie  Papers,  October  1938,  reprinted  in 
Oxford  Suidies  in  the  Price  Mechanism  (Oxford,  Clarendon  Press,  1931). 


Economic  Papers^  February  1940,  and  both  reprinted  in  Oxford  Studies. 

4 Convenient  reviews  of  the  results  of  this  research  at  _ 
in  ‘ Interest  Inelasticity  of  Investment  Demand— The  Case  fr 
Surveys  Re-examined ' {American  Economic  Review,  September  1956)  ; and  R. 
Eisner  ‘ Interview  and  Other  Survey  Tediniques  and  the  Study  of  Investment ' in 
Problems  of  Capital  Formation  (Princeton  University  Press  for  National  Bureau 
of  Economic  Research,  1957).  Of  the  individual  investigations  discussed,  the  two . 
chief  are  by  1.  F.  Ebersol,  using  the  case  studies  of  the  Harvard  Oraduate  School  of 
Business  Adminisuation  (see^The  Influence  of  Interest  Rates  upon  Entrepren- 
eurial Decision  in  Business— A Case  Study’,  Harvard  Business  Review,  Autumn 
1938)  ; and  the  Minnesota  Business  School  Survey  (see  W.  W.  HeUer,  ‘The 
Anatomy  of  Investment  Decisions Harvard  Business  Review,  March  1951). 


5 For  instance  : H.  D.  Henderson  (1938)  reprinted  In  Oxford  Studies  (p.  24}  : 
or  R.  S.  Sayers  (1939)  (ibid.  p.  70). 


April/May  1952,  p.  157).  D.  H.  Roberts 
men  ‘ really  meant ' that  the  interest  ri ' 
Review,  March  1949,  p.  20). 


sa  Revolution,  Macmiliion,  New 
of  Oxford  Institute  of  Statistics , 
vever  wonders  whether  business- 
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been).i  Moreovra:  the  effect  of  interest  rates  might  still  be 
appreciable,  even  though  a majority  of  firms  were  unaffected 
by  them.  Most  investment  projects  undertaken  in  any  year 
would  probably  remain  profitable  despite  a somewhat  higher 
interest  rate  ; while  of  ^e  firms  who  decide  not  to  invest  in 
any  year,  most  would  probably  take  the  same  decision  even 
at  a somewhat  lower  rate.  2 But  on  some  decisions  a small 
change  in  interest  rates  might  still  make  all  the  difierence. 
Hence  ‘ the  traditional  role  of  the  interest  rate  in  influencing 
the  level  of  investment  may  be  quite  consistent  with  a situation 
in  which  only  5 per  cent  of  firms  pay  any  attention  to  the 
interest  rate  3 Little  can  therefore  be  deduced  from  what 
businessmen  say  on  this  matter. 

86.  Theoretical  considerations  however  strongly  suggest 
that,  where  the  uncertainties  are  at  all  large,  interest  rates 
have  a negligible  effect  on  investment  decisions.  ‘ If  the 

madaine  could  be  eq>ected  to  last  for a long  period, 

such  as  20  or  30  years, a difference  of  one  or  two  per 

cent  in  the  long-term  rate  of  interest  might  turn  the  scales 

In  fact,  however,  most  modem  labour-saving  machinery  has 
a comparatively  brief  period  of  effective  life.  [Hence]  the 
machine  must  be  expected  to  pay  for  itself  over  a compara- 
tively few  years  ; not  20  or  30  years,  but  7 or  perhaps  5 or 

perhaps  3 [In  this  case]  the  allowance  for  obsolescence 

or  depreciation  will  inevitably  be  a much  larger  item 

than  the  charge  for  interest.  [Moreover]  the  allowance  for 
obsolescence  must  necessarily  be  of  an  arbitrary  rough-and- 

ready  character [Hence]  it  is  hard  to  suppose  that  a 

difference  in  interest  rates,  which  could  only  represent  a small 
item  in  the  calculation,  could  play  a material  part  in  the 
decision  reached 

87.  One  measure  of  the  sensitivity  of  investment  to  interest 
rates  is  the  percentage  increase  in  the  volume  of  investment 
which  would  follow  from  a unit  change  {i.e.  from  say  5 to  4 
or  6)  in  the  percentage  rate  of  interest.  As  Professor  Shackle 
has  shown,  s the  length  of  life  assumed  for  new  equipment  is 
likely  to  be  the  crucial  factor  governing  this  sensitivity.  If 
businessmen  require  their  investment  to  ‘ pay  off  ’ in  three 
years  one  might  ej^ect  investment  to  increase  by  less  than  2 
per  cent  in  response  to  a ‘ unit  ’ fall  in  interest  rate.  Even 
with  a required  pay-off  period  of  7 years,  the  effect  on  invest- 
ment is  still  likely  to  be  only  a few  per  cent.  Only  with  an 
effective  horizon  of  40  years  would  the  effect  of  a unit 
interest-rate  change  rise  to  10  per  cent. 

88.  There  appears  little  doubt  that  in  the  greater  part  of 
industry,  the  expected  rate  of  return  on  new  investment  in 
fact  exceeds  the  cost  of  borrowing  by  a wide  margin.  There 
is  some  evidence  that  in  the  United  States  a 20  per  cent  rate 
of  return  is  the  least  that  will  be  insisted  on,  and  that  a 
requirement  of  50  per  cent  is  common.^  One  survey  cites 
as  typical  a ‘ pay-off  ’ pCTiod  of  ‘ around  1 to  2 years  on  minor 
projects  and  5 to  7 years  on  major  projects  ’.  1 The  evidence 
for  this  country,  though  even  less  systematic  than  for  America, 
all  points  to  same  conclusion.  There  have  recently  been 
several  statements  about  the  practice  of  some  of  the  largest 
firms  with  regard  to  investment.  In  Unilever  it  is  said  that 
‘ the  required  return  on  new  investment  will  always  be 
substantially  in  excess  of  the  long-term  borrowing  rate  ’.  8 
Mr.  Chambers,  whose  views  may  perhaps  be  taken  to  reflect 
the  practice  of  Imperial  Chemical  Industries,  speaks  of  12 
per  cent  as  an  absolute  miniirnim  expected  return,  and  speaks 
of  20-30  per  cent  or  hi^er  as  common.  9 In  the  United 
Steel  Companies,  an  earnings  standard  of  at  least  20  per  cent 


1 Tbii  criticism  has  heen  made  by  various  writers. 

2 See  W.  H.  White  (1956)  op.  cit.  pp.  574-5. 

3 R.  Eisner,  op,  cit.  p.  517. 

4 H.  D.  Henderson  (1938), ' The  Significance  of  the  Rate  of  Interest  reprinted 
in  Oxford  Studies,  pp.  19-20. 


5 G.  L.  S.  Shackle.  ‘Interest  Rates  and  the  Pace  of  Investment’,  Economic 
Journal.  March  1946.  The  statement  in  the  text  is  not  of  quite  the  same  form  as 
Professor  Shackle's  conclusioo,  and  follows  from  it  only  on  certain  assumptions 
not  made  by  him.  which  are  however  fwly  plausible, 


lence,  some  relating  to  pre-war,  is  quoted  by  G.  Terborgh, 
cm  Policy  (McGraw  Hill,  New  York,  1949)  pp.  189-94). 


7 W.  W.  Heller  (1951).  op.  dt. 

8 L G Norton  and  J.  E.  Wall,  ‘ The  Control  and  Oversight  of  Capital  Expen- 
diture within  Unilever  Journal  of  Industrial  Economics,  July  1953. 


9 ■ If  for  example  a profit  of  20-30  per 
matter  whether  the  interest  is  4,  5 or  6 ner  i 
like  Brazil  where  the  minimum 
24  per  cent  must  be  paid 
manufacturing  industry 
bearing  upon  detfisions  to  spend  capita 
'Investment  and  Britain's  Industrial  Ft 


in  prospect,  it  does  n 


capiti.  It  would  be 

ntain  today  the  current 
id  capital  on  new  factone 
■.Thelisum 


cent  end  where 
:o  say  that  for  most 
>f  interest  has  little 


(aud  often  higher)  appears  to  be  required,  In  a recent 
survey  covering  many  industries.  Professors  Carter  and 
Williams  found  that  less  than  10  per  cent  of  the  firms  in- 
vestigated made  explicit  profit  calculations,  and  that  of  those 
who  did  the  minimum  yield  required  was  30  per  cent.  1 1 Li 
such  cases  the  effect  of  small  changes  in  interest  rates  must 
be  entirely  negligible. 

89.  Some  types  of  fixed  bvestment  are  probably  never- 
theless moderately  sensitive  to  interest-rate  changes.  Houses 
and  much  public  utility  investment  are  long-lived;  12  and 
probably  also,  for  certain  fairly  basic  reasons,  fairly  safe 
investments.  13  The  stock  of  houses  cannot  be  quickly 
multiplied ; and  the  growth  in  population  and  wealth  has 
been  fairly  steady  and  continuous.  The  same  consideration 
governs  the  demand  for  basic  public  services.  This  is  not 
unchangeable  : canals  have  been  abandoned,  railways  face 
financial  uncertainty,  and  a future  surplus  of  housing — 
particularly  a regional  surplus — is  possible.  But  for  such 
investment,  the  risk  of  obsolescence  has  in  the  past  seemed, 
and  in  many  cases  will  go  on  seeming,  relatively  smaD.  i'* 

90.  Much  investment  in  housing  and  public  utilities  is  now 
imdertaken  by  public  authorities,  central  or  local,  or  through 
public  corporations.  The  fact  that  investment  is  imdertaken 
under  the  aegb  of  the  state  may  well  seem  to  diminish  its 
risks.  Tlie  price  of  most  public  utility  services  is,  formally 
or  informally,  under  state  supervision,  and  a price  which 
more  or  less  covers  costs  can  generally  be  relied  upon.  But 
this  same  spirit  of  ignoring  commercial  considerations  and 
considering  the  ‘ public  need  may  affect  not  only  the 
central  government  but  also  the  subordinate  authorities 
responsible  for  the  investment  decisions.  Because  the 
central  government  subsidizes  housing,  local  authorities  may 
for  instance  be  wiUing  to  increase  rates  rather  than  cut  house- 
building in  response  to  a rise  in  interest.  The  fact  that  most 
public  utilities  in  this  country  are  now  run  by  public  cor- 
porations probably  makes  them  less  sensitive,  though 
probably  not  completely  insensitive,  to  interest  rates. 

91.  The  results  of  the  now  fairly  considerable  number  of 
econometric  studies  of  investment  behaviour  generally 
support  these  conclusions.  1 5 They  seem  to  show  that  most 
of  the  variation  can  be  explained  by  factors  other  than  the 
rate  of  interest — ^particularly  by  the  level  of  profits.  Prac- 
tically no  study  of  aggregate  investment  has  however  been 
able  to  show  that  the  rate  of  interest  has  caused  investment  to 
be  different  from  what  would  be  expected  as  a result  of  the 
other  forces  at  work.  This  result  is  negative,  and  not  a final 
one.  But  it  seems  clear  that  any  effect  of  interest  rates  on 
investment  in  the  aggregate — or  indeed  on  such  lesser  totals 
as  investment  by  manufacturing  industries — is  small. 

92.  The  rate  of  interest  does  however  appear  to  have  a 
significant  influence  upon  private  housebuilding  and  invest- 
ment in  public  utilities,  and  such  studies  give  some  idea  of  its 
quantitative  effect.  To  judge  from  pre-war  experience  of 
various  countries,  a change  in  the  rate  of  interest  from  4 to  5 
per  cent  might  reduce  ftjrivate)  housebuilding  by  something 


10  P.  W.  S.  Andrews  and  E.  Brunner,  Capi, 
Blackwell.  1951).  particularly  pp.  353-’4.  In 
is  ffiven  to  the  difficulty  of  mafcic 


>ilal  Deyelopmeat  in  Steel  (Oxford, 


m3  and  relatively  minor  investinent  projects  ; the  advantage  of  undertaking 
epiacement  ‘ investment  appears  generally  so  obvious  that  do  calculadoa  would 
. worth  the  trouble  if  possible. 

.1  C.  F.  Carter  and  B.  R.  Wmiarns,  Industry  and  Technical  Progress,  (London, 
Oxford  Univereity  Press,  1957)  particularly  pp.  79-83.  The  report  is  based  on 

ly  detailed  case  studies,  which  appear  to  have  included  smaU  firms,  among 

• '1  under-represented.  The 

■ n Implidt  though  m 


152  fairly  d> 


made,  three  are  report^  to  have  insisted  on  a yield  of  only  10  per  cent.  These 
appeer  to  have  been  cases  where  the  risks  were  small. 

12  The  actual  lift  of  houses  is  probably  of  the  order  of  100  years,  and  (hat  of 

much  public  utility  investment  must  be  between  20  and  50  years  ; see  Appendix 
B to  pT Redftrn,  “^Net  Investment  in  Fixed  Assets  in  the  United  - •~— 

1953  Journal  of  the  Royal  Stallsiiea!  Society,  Series  A.  Part  2, 

13  Long  life  alone  does  not  make  Investment  interest-sensitive.  The  following 
Idnda  of  investment  are  probably  not  highly  interest-sensmve  : mdustnal  building 

SI  50  years),  ships  (perhaps  20-25  years)  and  airway  ground  Insullaboni 
3 20  years  or  more)  and  commercial  building  (perhaps  75  years  : but  see 
below. 

14  Industries  whose  main  business  it  is  to  supply  pobUc  utilities  may  also  face 
relatively  low  risks  in  making  investment. 

IS  L.  A.  Dicks-Mireaux.  of  the  National  Institute,  kindly  undertoei  a review 
of  the  various  studies,  a useful  summary  of  which  will  be  found  in  J.  R.  Meyer 
and  E.  Kuh.  The  Investment  Decision  (already  quoted).  Perhaps  the  chief  of 
these  studies  have  been  : J.  Tinbergen,  Statistical  Tesilnr  of  ^slnes^ycle 
Theories,  Vol.  1,  A Method  and  its  Application  to  Investment  -lerinty,  (Geneva, 
' ’--•.---1-  .r,,nx  . j_  Tinbergen,  Business  Cydes  in  the  United  Kingdom 
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between  10  and  50  per  cent.i  A study  of  investment  in 
electrical  utilities  in  the  U.S.A.  (1919-41)  sug^sts  that  the 
interest  effect  might  well  be  as  large  as  the  higher  of  these 
two  figures-2  The  same  study  suggests  that  the  effect  on 
railway  investment  (LT.S.A.,  1919-41)  was  much  smaller 
(15-20  per  cent  change  in  investment  from  a unit  change  in 
the  rate  of  interest). 3 While  such  estimates  should  probably 
not  be  taken  too  literally,  they  seem  to  show  that  on  some 
sorts  of  investment  the  effect  of  interest  rates  is  rather 
considerable.  Though  time  lags  are  difficult  to  estimate, 
these  studies  also  suggest  that  where  a change  in  rate  of 
interest  has  an  effect  upon  investment  it  takes  at  least  a year 
to  do  so. 

93.  To  conclude  this  discussion,  it  may  be  worthwhile 
trying  to  show  how  large  is  the  part  of  investment  that  is 
probably  sensitive  to  interest  rates  (Table  1). 

O')  The  clearest  case  is  probably  private  housebuilding  ; 
but  it  seems  likely  that  public  utility  construction  is 


sensitive  to  interest  rates  also,  although  predominantly 
done  by  public  corporations.  Together  these  amount 
to  15  per  cent  of  the  total. 

00  It  seems  unlikely  that  the  following  more  durable  sorts 
of  investment  are  completely  immune  to  the  influence 
of  interest  rates  : housebuUding  and  other  investment 
by  the  local  authorities  ; investment  by  the  public 
corporations  ; and  industrial  and  commercial  con- 
struction. These  total  about  50  per  cent  of  the  total. 

(Hi)  The  chief  remaining  items  are  investment  in  plant, 
machinery  and  vehicles  both  fay  companies  and  un- 
incorporated business.  Together  with  some  Govern- 
ment investment,  these  amount  to  35  per  cent  of  the 
total — an  indication  of  the  non-sensitive  sector. 

Any  such  attempt  at  classification  must  be  tentative  and 
impressionistic,  but  if  may  indicate  the  orders  of  magnitude.  ^ 


TABLE  1 


Analysis  of  Fixed  Investment  According  to  Interest-Sensitivity  * 

Investment  is  classified  as  Not  highly  Sensitive  (NS),  fairly  Sensitive  (S)  or  Highly  Sensitive  (SS)  to 
interest  rates. 


£ million 


Vehicles, 
ships  and 
aircraft 


Plant  Other  Total 

and  Dwellings  construction, 
machinery  etc.  NS  S SS 


Persons  SJ  ■ 

Companies 2SJ 

Public  corporations 

Central  government 7 

Local  Authorities  S 


319b  350 

JS  78d  1 1 

i5  313 


87 

276 

66 

192 


2J0  87  283 
709  276 
29  412  134 
42  155 
23  505 


Total 


655 

397 


1013 

621  1435 

134  417 


a Fibres  for  1955,  from  National  Income  and  Expenditure,  1956,  Table  51 . 

b Chiefly  for  electricity,  coal  mining  and  gas,  some  of  which  however  may  be  ‘ risky  ’ investment.  On 
the  offier  hand,  some  of  the  investment  by  companies,  in  connection  with  the  supply  of  goods  to 
Government  or  the  public  corporations,  will  be  relatively  ‘ unrisky  which  is  not  allowed  for  in  the 
table. 

c Housing  by  public  corporations  is  either  in  New  Towns  or  as  part  of  welfare  policy. 
d Investment  by  the  Post  Office. 


3.  The  effect  of  interest  rates  on  investment  in  stocks 

94.  There  is  little  evidence  that  changes  in  interest  rates 
have  affected  the  volume  of  stocks  held  ; but  it  is  anyhow 
unlikely  that  such  effects  would  be  statistically  detectable. 
General  considerations  suggest  that,  though  not  dramatic, 
they  may  be  appreciable. 

95.  The  reasons  for  desiring  to  hold  stocks  of  a certain 
size  are  rooted  in  the  technical  conditions  of  production, 
and  are  thus  ‘ powerful  ’ reasons.  Among  the  reasons  for 
holding  stocks 5 are:  (i)  the  necessity  for  storing  crops 
through  the  season  ; (if)  the  economy  for  each  enterprise  of 
procuring  in  bulk  i.e.  not  in  infinitely  small  quantities  ; (Hi) 
the  economy  of  a stable  level  of  production  in  face  of  a 
fluctuating  or  erratic  flow  of  demand  ; (iv)  uncertainty  about 
the  future  demand  for  goods  (where  as  usual  they  are  not 
produced  to  order)  and  the  commercial  disadvantage  of  being 
unable  to  supply  on  demand.  The  expectation  of  price 
changes  will  provide  a further  reason  for  holding  more  (or 
less)  stocks  ; this  also  is  a ‘ powerful  ’ reason. 


96.  In  most  of  the  above  cases,  the  advantages  of  holding 
more  stocks  do  not  suddenly  disappear  when  stocks  have 
reached  a certain  size,  but  rather  taper  off.  Yet  the  advantage 
of  holding  further  stocks  seems  likely  to  decline  rather 
steeply.  For  instance  given  the  inevitable  uncertainties,  the 
advantage  of  carrying  part  of  an  annual  crop  iuto  a second 
year  will  be  much  less  than  carrying  it  through  a single 
season.  Or  again,  the  increase  in  stocks  required  to  reduce 
by  a given  amount  the  risk  of  being  caught  without  stock  is 
beyond  a point  very  lar^.  6 Furthermore,  the  cost  ofholding 
more  stocks  probably  increases  rather  steeply.  This  is  not 
simply  because  new  storage  facilities  would  have  to  be  built, 
which  would  be  expensive  ; or  that  stocks  would  deteriorate, 
which  must  also  be  important.  The  main  factor  must  be 
that  such  stocks  would  be  held  for  sale  in  a remote  future  ; 
and  the  universal  reaction  to  a highly  imcertain  world  is  to 
take  decisions  only  when  decisions  have  to  be  taken,  and  to 
preserve  an  uncommitted  position  towards  the  more  distant 
future 


holding  business  stocks  ought  to  tend  to  produce  a constat 
relation  between  the  desired  level  of  stocks  and  the  level  c 
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sales.  1 ^ fact  both  the  actual  level  of  stocks,  and  the  stock- 
sales  ratio,  vary  a lot.  Most  actual  stock  <ivanges  are  not 
planned,  but  are  the  unintended  result  of  unforeseen  changes. 
It  tak«  time  to  adapt  production  to  changes  in  demand  ; 
and  since  changes  in  demand  can  rarely  be  fully  foreseen, 
they  are  likely  to  cause  a depletion  of  stocks.  Such  a 
depleted  state  moreover  may  well  take  a long  time  to  correct ; 
for  an  attempt  to  do  so  may  be  defeated  by  a further  (un- 
foreseen) increase  in  demand,  so  that  production  merely  keeps 
pace  wi^  but  does  not  overtake  the  expansion  of  demand. 
Hence  if  sales  are  increasing  unusually  fast,  stodcs  are  likely 
to  be  below  ‘ normal  and  vice  versa  when  sales  are  in- 
creasing unusually  slowly.  2 

98.  It  follows,  then,  that  even  ‘ powerful  ’ reasons  for 
holding  stocks  are  liable  to  be  ineffective  in  the  short  run  in 
determining  the  actual  level  of  stocks.  Any  influence  that 
interest  rates  may  have  on  the  volume  of  stockholding  is 
therefore  likely  to  be  swamped  by  very  large  imintended 
changes  arising  from  the  lagged  response  of  output  to  sales. 
But  this  does  not  necessarily  mean  that  the  influence  is 
negligible.  No  statistical  correlation  has  been  found  between 
investment  in  stocks  and  the  level  of  interest  rates  ; 3 but  in 
the  circumstances  this  can  hardly  be  regarded  as  relevant. 

99.  But  there  are  three  pointers  to  the  size  of  such  effects: 
{/)  as  argued  above,  the  benefits  of  stockholding  probably 
(Inline  steeply  ; (n)  costs  (at  least  the  subjective  costs)  of 
stockholding  probably  rise  steeply  ; (izf)  the  interest  charge 
is  only  a portion  of  the  total  carrying  charge.^  We  may 
conclude  that  the  induced  change  in  stocks  is  probably 
considerably  less  than  in  proportion  to  the  change  in  interest 
rates.  Two  further  considerations  tell  in  the  same  direction. 
Most  stocks  are  not  held  by  merchants  who  make  their  living 
purely  by  holding  stocks,  and  who  are  thus  forced  to  pay  close 
attention  to  margins  between  costs  and  returns  ; but  by  those 
engaged  in  production  or  distribution,  for  whom  stock- 
holding is  an  entirely  subsidiary  function,  and  for  whom 
small  changes  in  interest  charges  may  well  be  not  worth 
taking  account  of.  Secondly,  only  a small  part  of  stocks 
are  financed  on  short-term  loans  ;S  and  if  no  decision  to 
borrow  is  required,  the  cost  of  finance  may  pass  unnoticed, 
provided  short-term  interest  rates  do  not  vary  outside  the 
usual  range. 

100.  But  the  total  value  of  stocks  is  large.  It  is  of  the 
order  of  £8,000  million,  or  about  half  the  value  of  a gross 
national  product  of  £17,000  million.  For  the  reasons  given 
above,  it  seems  unlikely  that  a change  in  short-term  intCTest 
rates  from  5 to  4 per  cent  (i.e.  20  per  change)  would  make 
businessmen  want  to  hold  more  than  (say)  5 or  10  per  cent 
more  stocks.  But  even  a 1 per  cent  change  in  stocks  amounts 
to  £80  million.  This  is  quite  large  in  relation  to  the  normal 
annual  change  in  national  expenditure  (say  £300  million),  or 
to  the  average  annual  change  in  stocks  (about  £200  million). 
Small  thou^  the  interest  effect  may  be,  it  can  therefore 
hardiy,  on  our  present  knowledge,  be  dismissed  as  negligible.  6 


4.  The  effect  of  controls  over  business  borrowing 

101 .  Control  of  business  borrowing  is  a further  and  separate 
method  of  influencing  investment,  both  in  fixed  assets  or  in 
stocks.  Being  a financial  control,  it  is  best  to  consider 
together  the  effects  on  these  two  sorts  of  investment.  Such 
controls  are  essentially  interruptions  or  restrictions  of 
the  flow  of  funds  between  savers  and  those  who  make  real 
investment.  They  are  only  possible  because  the  capital 
market  is  imperfect,  so  that  a would-be  borrower  denied  one 
source  of  funds  finds  it  difficult  to  borrow  elsewhere.  Con- 
trols over  bank  credit  are  thus  to  be  included  in  virtue  of  the 
fact  that  banks,  as  well  as  being  creators  of  money,  are  also 
part  of  the  capital  market.  Without  quantitative  indication 
of  the  demand  choked  off  by  controls,  it  is  difficult  to  gauge 
their  real  effects.  This  applies  particularly  to  capital  issues 
control,  potentially  perhaps  the  most  important  of  such 
controls.  Controls  over  hire-purchase  credit  have  been  of 
less  importance  because  the  hire  purchase  of  investment 
goods  has  not  yet  grown  to  be  very  important  in  this  country. 
Since  retained  profits  provide  the  main  source  of  most  firms' 
investment  finance,  credit  controls  are  necessarily  incomplete 
and  somewhat  haphazard  in  their  effects. 


102.  The  relatively  small  contribution  of  outside  finance 
undoubtedly  reflects  the  preference  of  firms,  rather  than  the 
effect  of  restrictions  on  outside  finance  resulting  from  mone- 
tary policy.  One  reason  is  the  “ imp^ection  ” of  the  capital 
market ; because  of  the  high  valuation  attached  by  lenders 
to  &e  risks  of  lending  to  someone  else,  there  is  a wide  margin 
between  the  rate  which  a firm  can  obtab  by  lending  and  the 
rate  which  it  has  to  pay  to  borrow.  This  necessarily  favours 
self-financing,  especially  for  small  firms.  But  the  mam 
motive  for  self-finance  is  probably  the  desire  of  controlling 
groups  not  to  weaken  their  hold  over  the  policy  of  their  firms  7. 
Even  when  finance  is  readily  available,  they  tend  to  use 
outside  sources  for  only  a limited  proportion  of  their  needs.  8 


103.  In  most  post-war  years  the  whole  of  company  invest- 
ment in  fixed  assets  and  stocks  appears  in  aggregate  to  have 
been  financed  out  of  retained  profits.  9 But  the  aggregate 
picture  conceals  many  differences.  Small  firms,  which  have 
less  easy  access  or  none  to  the  stock  exchange,  t o and  which 
seem  (perhaps  partly  because  of  this)  to  have  grown  more 
slowly,  1 1 probably  bvest  more  largely  out  of  self-generated 
savings.  Large  (i.e.  public-quoted)  companiesiz  have  b 
recent  years  financed  about  seven-eighths  of  their  investment 
out  of  profits  (Table  2).  There  is  however  great  variation 
between  companies.  1 3 Nearly  40  per  cent  of  public-quoted 
companies  raised  half  or  more  of  their  finance  from  external 
sources.  As  might  be  expected,  the  degree  of  external 
financmg  tends  to  vary  with  the  scale  of  a firm’s  mvestment, 
and  three-quarters  of  ‘ fast  growing  ’ companies  relied  to  some 
extent  on  capital  issues  : these  tend  to  be  found  b ‘ expand- 
ing ’ industries  such  as  chemicals,  vehicles,  shipbuilding  and 
other  metal-goods  industries. 


1 Compare  Modigliani  (1957)  0| 


e existing  comiolliag  interest,  and  most  con- 

! are  more  or  less  reluctant  to  weaken  their  position [More- 

.United  amount  of  fixed-interest  finance  can  be  accepted  without 
e highly  geared  capital  structure.’  (p.  113.) 


Cycles,  London.  RouUedge,  1950 
4 In  the  lengthy  debate  between  Keynes  and  Hawtrey  before  the  war.  it  seemed 
to  be  agreed  between  them  that,  for  staple  raw  materials,  interest  charges  consu- 

tuted  about  half  the  total  carrying  cost.  ‘For  some  goods,  s -'- 

metals,  which  occupy  little  space  in  proportion  to  value,  the 


interest  is  almost  negligobJe.  For  very  bulky  g> 
exceed  interest.  This  particularly  applies  to  cereals... 
pact  manufactured  goods  would  be  cheap  to  sCor^’  (I 
Central  Banking,  London,  Longmans  Oreen,  1932.  p 
' h Keynes'  sutemont  that  for  primary  Cf  — ■■ 


mBandlan!°193i.”.  122);  and  bay 
Clarendon  Press.  1957,  p.  84).  It  is 
been  the  subject  of  more  extensive  en 


r cent  of 

esses  t’-' 

resransible 


(since  they  are  without  any 
rcswi*»iM*e  for  another  20  per 
auttorities  and  corporatons). 


able  2)  wbo  are  responsible  for 
dso  be  true  for  unincorporated 

to  the  capital  market)  wbo  are 

of  the  total.  (The  remainder  is  by  public 


).  36*).  This  i’s  c 

_ _ _ s,  deterioration,  warehouse 

and  insurance  charges  and  interest ' seldom  cost  altogether  less  than  6 per  cent  per 
annum  and  10  per  cent  pec  annum  may  be  regarded  as  a normal  figure  '.  (A 
Treatise  on  Money,  London,  Macmillan,  1930,  Vol.  il,  p.  136.) 

5 See  for  instance  the  summaries  of  company  accounts  in  Company  Income  and 
Finance  1949-53  (London.  National  Institute  of  Economic  and  Social  Research, 
1950  I^orpublicquotedcompanies,  bank  loans  are  on  average  about  lOperoent 
of  the  value  of  stocks  ; see  further  *4  below. 

6 Of  the  many  economists  who  have  discussed  this  question,  Hawtrey  is  alone 
in  being  of  this  view  (see  The  Art  of  Central  Banking  quoted  above  et  aL). 
Examples  of  the  contrary  opinion  are  Keynes  (1930^  Hend' 


in  small  orivate  corapaoies,  hire-purchase  finance,  or  loans  from  the 
diwtora  of  the  company  or  from  the  bank,  are  the  predotm^t  source  of  external 
finance  • see  Bruce,  Burchardt  and  Gibb,  Small  Manufacturing  Businesses  , 
Bulletin  of  the  Oxford  Institute  of  Statistics,  August  1955.  TOese  authore  mport 
^t  those  small  companies  who  wished  to  get  outside  finance  found  little  difficulty 
indnine  BO  Small  public  companies  have  relied  less  than  large  ones  on  capital 
iw^M^^see  a forthomung  symposium  by  the  National  Institute  of  Economic  and 
in  Company  Finance,  particularly  Chapter  5.  (by  R.  F. 


....yd  (The  Trade  Cycle,  London. 
...  ,j  of  Monetary  Economics,  Oxford, 
>e  regretted  that  stockholding  has  not 
ml  investigation, 


1 1 Profits  of  unincorporated  businesses  have  inacased  less  rapidly  than  corpor- 
ate uroRts,  and  those  of  non-quoted  companies  le»»  rawdly  of  quoted 

oomoMies;  see  National  Income  and  ^Mndjinre,  1957,  Table  1,  and  Company 
“Sme  0^  Finance.  1949-33,  op.  eit„  Table  2. 

12  Responsible  for  23-30  per  cent  of  total  gross  investment. 

13  The  following  conclusions  (referring  to  puWic-qMted  companies  to  ^ 
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TABLE  2 

The  Extent  of  Self-Financing 

£ mOIioD 


All  companies  a Public-quoted  companies  b 


Gross 

investment  c 

Gross 
retained 
profits  e 

As  % of 
investment 

Gross 

investment  d 

Gross 
retained 
profits  e 

As  % of 
investment 

955 

955 

120 

490 

415 

85 

1,044 

1,235 

U8 

665 

591 

1,523 

1.205 

79 

1,098 

647 

550 

903 

164 

474 

521 

1953 

694 

1,080 

256 

433 

618 

1949-52 

4,606 

5,378 

117 

3,200 

a From  National  Income  and  Expenditure,  1956,  Table  45. 

b Companies  in  manufacturing,  building  and  contracting  ; from  Company  Income  and  Finance, 
1949-53  (National  Institute  of  Economic  and  Social  Research,  1956),  Table  5. 


c Excludes,  -while  d includes,  investment  by  British 
the  value  of  stocks. 

e Includes  expenditure  to  make  good  depreciation. 


104.  For  large  and  medium-sized  companies,  which  in  effect 
dominate  the  scene,  the  only  important  source  of  new  finance 
is  via  the  organized  capital  market.  It  is  therefore  clear  that 
capital  issues  control  could  be  extremely  effective.  The 
denial  of  £100  million  of  new  finance  would  probably  result 
in  an  almost  equivalent  contraction  of  fixed  investi^nt.1 
Since  a new  issue  is  not  necessarily  timed  to  coincide  with  its 
physical  investment,  the  impact  might  well  however  be 
delayed  ; and  since  investment  in  stocks  might  also  be 
curtailed,  or  otter  sources  such  as  bank  accommodation 
found,  the  effect  on  fixed  investment  might,  too,  be  somewhat 
diluted.  2 


105.  It  is  however  difficult  to  tell  how  effective  in  fact 
capital  issues  control  has  been.  During  the  war,  this  control 
was  probably  redundant  as  a check  on  real  investment,  and 
was  used  chiefly  as  a way  of  ‘ grooming  the  market’  for 
government  issues.  3 In  post-war  years  there  was  certainly  a 
general  intention  to  use  it  as  a control  of  real  investment. 
But  in  the  first  part  of  the  period,  the  financial  control 
probably  remained  an  epiphenomenon  only,  since  ‘ physical  ’ 
controls  were  both  effective  and  in  fact  more  severely  res- 


companies  abroad  : both  include  the  increase  in 


trictive.  More  recently  it  may  have  been  more  important. 
The  percentage  of  applications  to  the  Capital  Issues  Com- 
mittee which  were  approved  (Table  3)  fell  in  1950  and  1951 
(during  the  ‘ rearmament  ’ restrictions)  ; flien  rose  during 
the  boom  of  1954-55  ; and  was  again  cut  back  in  1956. 
Taken  at  face  value,  the  figures  suggest  that  in  1956,  £100 
million  of  new  issues  (and  perhaps,  therefore,  of  new  invest- 
ment) was  being  refused.  But,  apart  from  the  possibilities  of 
evading  the  control  of  which  small  opportunity  seems  to 
have  been  taken, ^ statistics  of  the  ‘queue’  of  investment 
demand  cannot  be  reliable.  The  recorded  variations  in  the 
proportion  of  applications  approved  seems  plausible  enou^ 
in  the  light  of  what  else  we  know  about  the  period.  The 
mere  existence  of  the  control  may,  however,  have  been  enough 
to  prevent  some  even  from  applying  to  the  C.I.C.  But  the 
risk  of  having  applications  primed  may,  on  the  oth«  hand, 
have  led  to  the  well-known  device  of  i^ating  applications. 
CapiUl  issues  control  probably  had  some  effect  in  preventing 
new  issues  for  certain  classes  of  purpose.  But,  from  the  lack 
of  protest  at  the  way  the  control  has  hurt,  and  from  the  fact 
that  it  has  operated  under  loose  and  general  control  only 
from  the  Treasury,  it  may  perhaps  be  inferred  that  it  has  not 
in  fact  been  an  important  influence  on  real  investment.* 


TABLE  3 

Permissions  by  Capital  Issues  Committee 


Year  Applications  granted  Year  Applications  granted 

as  % of  as  % of 

£ million  applications  £ million  applications 


466 

99% 

1951 

554 

84% 

95% 

1952 

622 

95% 

624 

94% 

1953 

637 

100% 

526 

95% 

1954 

527 

94% 

1955 

1,056 

1950 

508 

87% 

1956 

965 

91% 

1945-50 

3,041 

94% 

1951-56 

4,922 

94% 

From  H.  of  C.  Debates,  Vol.  568,  Col.  955. 


1 This  eeoatal  conclusion  is  perhaps  supported  by  econoinnttic  investimtions 

(such  as  those  by  Tinbergen,  Klein  and  Meyer  and  Kuh  already  crted)  tend 

tr>  «how  that  variations  m profits  are  associated  with  vanattons  in  mves^ent  of 
about  equal  magnitude,  fwfits  here  ate  probably  chiefly  to  be  » 

source  of  funds,  mough  they  also  give  some  indication  of  the  profitability  to  be 
expected  of  the  new  investment. 

2 Similar  results  are  perhaps  probable  during  a rmiuition 

Id  the  interval  before  market  expectations  are  adjusted  to  new  wndioom,  thm 
ma^i^be  ‘ Mbgesdon  ' in  the  new  issue  market.  At  such  a Bme  the  fall  m *e  capital 
“fSf  holdl.,.  or  „0.atl=  «..!«>  oxon  . "" 

inveatmenl  Since  large  companies  holdings  of  marketable  securihes  average 
two-thirds  of  their  fixed  investment,  this  effect  can  be  appreciable. 

3 See  R.  S.  Sayers,  Plnanciol  Policy,  1939,4$  (H.M.S.O.,  1956).  Chapter  VI. 


4 For  a war-time  ease  of  the  issue  of  securities  outside  the  Stock  Exchange, 
see  R.  S.  Sayers  (1956),  op.  clt.,  pp.  177-8.  The  evasion  was  dealt  with  by  a: 
infbrmal  imdarstanding  by  t'"  ° 


s financial  institutions  concerned  with 


_/pcriodi“sampre“inquiri^  how’c.i'c.'d^ions  atfeeted  firms’ behaviour,  ^t 
would  be  interesting  to  know  how  far,  by  one  means  or  ^ther^ndividual.projK^t 
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106.  Bank  advances  have  been  only  a minor  source  of 
finance  for  the  fixed  investment  of  large  companies.^  For 
small  companies,  bank  finance  may  have  played  a significant, 
though  not  necessarily  permanent,  role.^  Bank  advances 
must  have  played  a more  important  part  in  the  finance  of 
stocte,  though  still  not  a dominant  part.  For  large  com- 
panies, the  value  of  stocks  averaged  almost  ten  times  their 
bank  advances  ; and  the  increase  in  the  value  of  stocks 
averaged  more  than  ten  times  the  increase  in  their  bank 
advances.  3 Almost  half  of  the  number  of  large  fiiM  had  no 
bank  overdraft  at  any  time  in  the  five  years  1 949-53. ■» 

107.  These  figure  might  lead  one  to  expect  that  a con- 
traction of  stocks  induced  by  a contraction  of  bank  finance 
would  be  much  smaller  in  sire  than  the  latter.  It  has  already 
been  argued  that  the  reasons  for  holding  stocks  are  ‘ powerful  ’ 
ones,  and  there  are  many  other  ways  of  adjusting  to  sudi  a 
restriction  of  credit.  Nevertheless,  the  effect  of  credit 
restriction  may  be  significant.  Though  nominaUy  tem- 
porary, bank  credits  are  normally  renewed  more  or  less 
automatically  ; and  the  withdrawal  of  a facility  that 
OJme  to  be  relied  on  cannot  fail  to  be  upsetting,  particularly 
if  this  occurs  at  a time  of  falling  profits  or  general  uncertain^ 
and  financial  stringency.  5 

108.  These  presmnptions  seem  to  be  fairly  well  borne  out 
by  an  analysis  of  the  post-war  experience  in  this  country. 
There  appears  to  be  little  coireiation  between  changes  in 
stocks  and  changes  in  bank  advances,  But  thMe  are  two 
exceptions.  First,  in  two  industries  (only)  was  there  a high 
correlation  between  stock  changes  and  overdrafts.  Second, 
in  all  industries  the  value  of  stocks  increased  largely  in  the 
Korean  War  period,  1950-51,  and  bank  advances  in  all 
industries  then  increased  also,  by  a quarter  or  a third  as  much  ; 
while  in  the  reaction  to  this  period,  all  industries  reduced  both 
the  value  ai  their  stocks  and  their  bank  advances.  It  seems 
quite  possible,  however,  that  the  ‘ real  ’ factors  causing  the 
stock  change  were  in  the  main  the  operative  force  and  that 
bank  advances  were  adjusted  (as  hankers  often  say  they  are) 
to  the  ‘ needs  of  trade  If  restrictions  of  bank  credit  does 


affect  stock-holding,  the  effect  seems  therefore  in  most  cases 
small  and  uncertain."?  There  are  moreover  considerable 
resistances  on  the  part  of  the  banks  to  their  being  thrust  into 
too  active  a role  in  controlling  the  economy  ; 8 and  the 
change  of  bank  advances  has  in  fact  been  relatively  small, 
i.e.  of  the  order  of  £30  million  in  a year.  9 

109.  There  has  been  no  attempt  to  control  the  volume  of 
mortgages  on  house  property,  though  since  about  two-thirds 
of  private  purchases  of  new  houses  are  assisted  with  this  form 
of  credit,  it  could  be  an  effective  control.  The  rates  charged 
(which,  as  already  argued,  are  in  this  field  likely  to  affect 
expenditure  considerably)  have  varied  roughly  with  the  long- 
term rate.  There  has  during  times  of  credit  restriction 
been  an  excess  demand  for  loans,  to  which  most  Societies 
have  responded  by  an  informal  sort  of  rationing,  but  which 
has  permitted  some  small  Societies  to  charge  a per  cent  or  so 
above  the  recommended  minimum  rates. 

110.  Hire-purchase  finance  appears  to  be  used  as  a way  of 
financing  investment  only  by  small  business,  lo  But  in  spite 
of  the  stiff  rates  charged  it  has  been  rapidly  growing,  no  doubt 
because  it  is  a way  of  expanding  without  weakening  financial 
control.  In  1957  it  is  possible  that  investment  expenditure 
financed  in  this  way  amounted  to  around  £75  million.  i i In 
addition  to  commercial  vehicles  (perhaps  around  £50  million), 
in  some  industries  plant  and  equipment  (including  builders’ 
equipment)  can  be  bought  in  this  way.  To  judge  by  1956 
experience,  restrictions  on  hire  purchase  appear  not  to  have 
greatly  affected  this  type  of  expenditure  ; but  restrictions 
could  presumably  be  made  more  effective. 

111.  There  is  one  further  effect  to  be  considered,  not 
generally  regarded  as  part  of  monetary  policy.  The  ‘ initial  ’ 
depreciation  allowances  have  usually  been  regarded  as 
‘ interest-^ree  loans  ’ by  the  Government : and  as  such  their 
stimulating  effect  has  usually  been  dismissed  as  negligible. 
It  seems  likely,  however,  that  their  main  importance  was  to 
increase  firms’  liquidity  ; and  that  in  this  aspect  their  effect 
was  considerable. 


TABLE  4 

Building  Society  Rates  on  New  Advances  to  Houseowner-Occupiers 

Percentage  rates 

1946  March  July  November  May  July 

on  1952  on  1955  on  1955  on  1956  on  1956  on 

4 4i  5 5i  6 


Minimum  rates  recommended  by  the  Building  Societies  Assocation  to  its  members, 
and  in  practice  usually  adopted  by  them  as  their  lending  rate.  (Assets  of  Societies 
belonging  to  the  Association  are  about  foiu-fifths  of  all  Building  Society  assets). 
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TABLE  5 

* Initial  ’ Depreciation  Allowances,  and  Changes  from  Year  to  Year 


£ million 

1946  1947  1948  1949  1950  1951  1952  1953  1954  1955  1956 


a a c 

114  102  115  221  269  281  128  123  183  212  242 

—12  +13  +106  +48  +12  —153  —5  +50  +29  +30 


From  National  Income  and  Expenditure,  1956,  table  60,  and  1957,  71. 
a Includes  ' investment  allowances ' which,  in  addition  to  increasing  firms’  liquidity,  also  were  in 
effect  a subsidy  on  investment  expenditure. 


Econometric  analysis  suggests  that  the  flow  of  liquid  funds  is 
crucial  in  determining  the  pace  of  investment,  t Generally 
the  Government  has  no  way  of  changing  firms’  liquidity.^ 
But  the  initial  allowances  did  just  that,  and  on  a considerable 
scale.  It  seems  quite  possible  that  the  increase  in  the  allow- 
ances in  1949  may  have  increased  the  demand  for  investment 
goods  by,  say,  £100  million,  and  that  their  reduction  in  1952 
reduced  demand  even  more  largely. 

5.  Monetary  Influences  on  Consumers'  Expenditure 

112.  Consumers'  expenditure  is  probably  not  greatly 
affected  by  the  level  of  the  rate  of  interest.  It  also  seems  not 
in  fact  to  have  been  much  affected  by  changes  in  the  rate  (i.e. 
as  a once-and-for-all  effect  of  the  resulting  capital  gains  or 
losses).  Changes  in  hire-purchase  regulations  have  had 
coitsiderable  effect  on  the  demand  for  durable  goods  (and 
hence  on  total  demand). 

113.  The  main  determinant  of  consumers’  demand  is 
undoubtedly  the  level  of  personal  incomes.  In  this  country 
since  the  war  it  has  also  been  influenced  by  the  after-effects 
of  shortages  during  and  since  the  war,  and  for  short  periods 
(as  in  1950-51)  by  speculative  iiiSuences  also.  Since 
interest-rate  effects  are  minor  and  not  directly  observable, 
one  has  to  fall  back  on  general  or  indirect  lines  of  argument. 

1 14.  Economists  now  tend  to  be  cautious  in  supposing  that 
hi^  interest  rates  discourage  consume-  spending  and  en- 
courage saving.  It  is  usually  pointed  out  that  the  effect  might 
work  either  way.  ELigh  interest  rates  increase  the  return  from 
saving.  But  they  also  reduce  the  period  over  which  saving 
is  necessary  if  a fixed  total  sum  is  the  object,  as  it  may  for 

if  people  save  to  sectire  a pension  or  to  buy  a business 
or  a house.  The  general  impression  therefore  is  that  con- 
sumers’ expenditure  is  not  highly  interest-sensitive.  The 
only  pieces  of  direct  evidence  seem  to  be  that  consumers 
are,  on  the  one  hand,  willing  to  pay  stiff  rates  on  hire-purchase 


(see  below)  ; and,  on  the  other,  are  not  deterred  from 
investing  in  National  Savings  even  though  the  rate  of  interest 
has  often  been  little  if  anything  more  than  the  annual  increase 
in  prices. 

115.  This  conclusion  seems  the  more  credible  when  one 
considers  the  class  distribution  of  saving.  The  a^egate  of 
personal  saving  in  any  year  is  made  up  of  many  positive  sa,vCTS 
and  almost  as  many  dissavers.  One  large  element  in  positive 
saving  is  the  saving  of  the  self-employed  (Table  6).  Their 
saving  is  likely  to  be  influenced,  not  by  what  they  can  earn  by 
lending  it  to  others,  but  by  the  profits  to  be  earned  by  m- 
vesting  it  in  their  own  business — whidi  are  often  much  higher 
than,  and  little  affected  by,  the  market  rate  of  interest.  The 
second  important  type  of  saving  is  so-called  “ contractu^  ” 
saving  (^yment  of  life  assurance  premiums,  superannuation 
contributions  and  mortgage  repayments)  which  in  total 
amounts  to  about  £500  million  a year  (4-5  per  cent  of  dis- 
posable personal  income).  Since  these  people  can  be 
garded  as  saving  for  a fixed  total  sum,  they  are  (as  already 
argued)  probably  not  sensitive  to  interest  rates.3  The  same 
applies  to  their  opposite  numbers,  the  retired  who  live  by 
dissaving. 

116.  Those  whose  saving  is  liable  to  be  affected  by  the  level 
of  interest  rates  are  probably  those  above  minimum  standards 
and  in  a position  to  save  already.  The  bulk  of  saving  is  done 
by  people  in  the  middle  income-ranges  and  for  them  high 
rates  of  income  tax  must  be  a considerable  deterrent.  Since 
interest-rate  changes  have  historically  been  small,  their  effect 
on  consumption  therefore  seems  likely  to  be  minor  : and  (to 
my  knowledge)  no  economic  studies  have  shown  a siffiificant 
conelation. 

117  Some  of  the  above  arguments  do  not  apply  to  the 
transitional  effects  of  a change  to  a different  level  of  intoest 


TABLE  6 

The  DisnuBimoN  of  Personal  Saving. 


£ million 


% of  1951  1953 

population  -53  -55 


Self-employed  

Managers  and  technical  staff 
Clerical  and  sales  staff 
Skilled  manual  workers  . . . 
Unskilled  manual  workers 
Retired  and  imoccupied  . . . 


6 

8 

12 

37 

15 

22 


115 

1(» 

5 

90 

10 

—80 


TOTAL 


100  95  240 


Based  on  surveys  made  by  the  Oxford  University  Institute  of  Statistics  isee  the 
Bulletin  of  the  Institute,  particularly  the  article  by  L.  R.  Klein  m the  i^ue  *or  May 
1955):  each  column  shown  is  an  average  of  estunatM  for  two  years.  TheftgurMare 
adjusted  to  a ‘ national  income  ’ basis,  but  the  total  is  much  srnaller  than  that  shown 
in  the  national  income  estimates.  It  seems  possible  that  the  saving  of  the  selt- 
employed  is  much  understated. 


1 See  discussion  and  reftreneesitlba  beginning  of  this  Section. 


3 A rise  in  interest  rates  that  affected  borrowing  on  mortgage  would  also  affect 
mortgage  repoi'menls.  but  the  adjustment  would  take  20  years  or  so. 


2 This  would  a! 

into  the  ownership  or  me  

to  their  resources  in  the  relevant  sense  is  by  raervmg  profit  and/or 
expenditure  on  plant  maintenance,  etc.’  (R-  S.  Sayers.  Oxford  Sludles.  op.  at.. 


4 Income  tax  rates  m 


e more  important  than  surtax  rates  here,  Tor  those  in 
re  far  more  numerous  (and  save  more  in  aggregate) 
ge  : see  L.  R.  Klein,  Oxford  Institute  Rui/rr/n,  May 


Ol 
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[CoiUinued 


rates.  If  the  rate  of  interest  was  very  hi^  (say  20  or  30  pa- 
cent)  there  is  little  doubt  that  people  would  find  it  worth  doing 
without  many  things  this  year  for  the  sake  of  having  more  of 
the  same  things  in  a later  year.  But  there  is  a limit  to  the 
extent  to  which  present  consumption  can  be  foregone,  and 
to  most  people  the  grave  seems  to  limit  the  period  over  which 
it  can  sensibly  be  postponed.  There  might  therefore  be  a 
shift  in  the  life-cycle  of  consumption  and  saving.  When  a 
full  adjustment  to  the  new  pattern  had  taken  place,  the  total 
of  saving  might  or  might  not  (for  reasons  already  given)  be 
greatCT  than  before  ; people  would  save  more  in  early  life 
and  dissave  more  in  their  later  years.  But  while  an  adjust- 
ment to  higher  rates  was  taking  place,  there  would  be  a 
temporary  increase  in  saving  : for  saving  would  increase  now 
but  dissaving  only  later. 

118.  This  transitional  effect  works  in  the  same  direction  as 
the  effect  of  capital  gains  accompanying  a transition  to  a 
higher  level  of  interest  rates  ; and  this  is  probably  quicker 
acting  and  in  practice  more  important.  Since  saving  is  the 
same  thing  as  the  acquisition  of  assets,  one  might  expect 
(and  econometric  studies  seek  to  show)  that  those  who  own 
many  assets  tend  to  save  less  and  to  spend  more  than  others 
similarly  circumstanced.  i One  would  therefore  expect 
changes  in  wealth  arising  ftom  capital  gairm  to  have  some 
effect  on  consumption. 

119.  Capital  gains  and  losses  have  been  very  considerable 
(Table  7).  In  part  these  are  the  inverse  of  chan^  in  the  rate 
of  interest.  But  the  steady  rise  in  dividends  and  in  profit 


expectations  has  bear  an  almost  continuous  iqiward  force  on 
the  prke  of  industrial  securities  ; and  this  rise  accounted  for 
most  of  the  capital  gains,  for  instance,  in  the  boom  of  I954-'55. 
From  whatever  cause,  a change  in  capital  values  of  £1,000 
iTulljon  in  a year  has  b«n  quite  frequent.  This  is  of  the  order 
of  10  per  cent  of  personal  iiKome  after  tax — or  very  much 
more  in  relation  to  the  income  of  the  small  part  of  the 
population  who  own  stocks  and  shares.  One  might  suppose 
from  the  above  reasoning  that  a capital  gain  of  this  order 
would  increase  spending  and  reduce  saving  iwticeably, 
posable  by  £50  million  or  so.2  The  estimates  of  posonM 
saving,  however,  do  not  confirm  this.  The  ofiidal  estimates 
show  some  abrupt  dianges  in  the  level  of  personal  savings, 
which  are  difficult  to  explain  : but  if  they  are  adjusted  to 
exclude  a rough  estimate  of  the  capital-gains  effect,  they  are 
even  more  erratic. 

120.  It  therefore  seems  possible  that  capital  gains  in  fact 
have  had  little  ^ect.  Though  ownership  of  stocks  and 
shares  is  not  very  widespread,  three  quarters  are  owned  by 
persons  who  hold  £2,000  or  1^,5  on  \riiich  there  will  ihero- 
fore  have  been  relatively  little  inducement  to  realize  gains  ; 
and  the  practice  of  buying  and  selling  shares  is  in  fact  only 
common  with  those  with  larger  holdings.^  Moreover,  even 
in  the  surtax  class  (who  own  perhaps  one  quarter  of  stocks 
and  shares)  relatively  little  account  seems  to  be  taken  of 
capital  gains,  and  the  tendency  to  spend  them  seems  even 
smaller.  5 It  seems  probable  ffierefore  that  in  this  country 
capital  gains  and  losses  do  not  have  a large  effect  on  con- 
sumption. 


TABLE  7 

OtprrAL  Gains  or  Losses  on  Personal  Holdinos  of  Secuiuties 

£ million 


Due  to  changes  in  : 

TOTAL 

Interest  Profit 

rates  a expectations  b 


1946 

1,000 

_ 

1,000 

1 

1947 

—1,250 

1,250 

— 

1948 

—250 

—250 

—500 

1 

—1,500 

—1.750 

1950 

250 

500 

1951 

—1,750 

1,250 

—500 

1952 

—500 



—500 

) 

1953 

750 

750 

1,500 

^ 4-4,500 

1954 

500 

2,250 

3,000 

S 

—1,750 

1,250 

—500 

] 

1956 

—1,000 

—250 

—1,500 

\ —2,500 

1957 

—1,000 

250 

—750 

) 

Since  these  are  rough  estimates,  all  figures  have  been  rounded  to  the  nearest 
£250  million  : consequently  the  components  do  not  always  add  to  the_  total. 
a shows  what  would  have  happened  if  the  price  of  all  personal  holding  of 
securities  had  dinged  parallel  to  the  average  of  the  prices  of  Consols  and 
3#%  War  Loan  b shows  the  effect  of  the  differential  change  in  price  of  in- 
dustry securities  prices  (i.e.  over  and  above  any  change  in  the  price  of  gilt-edged) 
on  personal  holdings  other  than  the  gilt-edged,  prices  of  industrial  securities 
being  assumed  to  be  measured  by  the  Actuaries’  Investment  index  of  equity 
prices. 


1 Tbe  efieci  of  wealth  on  spending 
associated  with  something  of  the 
L.  R.  KWn,  ■ Assets, 

H'eelili.  Vol.  XIV,  Ne 
and  the  references  ttere 
• Major  Cor 


IS  appreciable,  an  a. 


£100  being 

— ...  ..  lass  saving  : see 

..  - Behavioor  ’ iSiudIa  In  /neome  and 

'oiiL,  Nedonal  Bnreau  of  Economic  Research,  19SO 
so  to  U.S,  studies  : and  for  this  country,  L.  R.  Klein 
- M>inr  .tur«»  *nd  the  Owneishfe  of  Dunble  Goods’,  Oxford 

Iwtamie  flu/fMin  November  I95S.  The  ttudte  are  of  the  effect  assets. 

Sdings  of  which  however  vary  with  vstal  a^  holdings  but  are  about  a ouarter 
sSlarge  (which  has  been  allowed  for  m the  figures  quoted  abows). 
disregarding  the  effects  of  liquidity  as  such  arc  give 
section. 

seems  very  high,  and  was  indirareri  by  Tinbergen  as  uncertain.  Later  work  has 


al  footnofe  to 


3 H.  F.  Lydali,  RrfiirA  fncomer  and  Sarine*  (Oxford.  Blackwell,  1955),  table  46. 

4 Lydall  (1955)  op.  dt.  table  4S. 

5 See  L.  R.  Klein,  K.  H.  Straw  and  P.  VMdocr^  • &vinB^  rauoe«  tf  ^ 

Upper  Classes',  Oxford  Insutute  BaOetln,  Novecnbor  1956,  p.  310-11  : 

" Although  we  have  a sample  concentrated  in  the  upper  end  of  Use 
income  distribution  and  providing  a feir  rtpreseniadon  of  surtax  peyera 
we  do  not  find  much  response  to  questions  about  capital  gains  or  capital 
retUzatioa.  Many  respondents  did  not  see  the  point  of.  or  even  tmete. 

stand  the  meaning  of  (such  questions) ...Somewhat  under  one4^  the 

units  expressed  a preference  for  capital  gains  as  opposed  to immme 

{torn  Investmenu 

Aa  far  as  capital  realization  is  concemad.  three-quarterx  of  the  sampte 
no  mch  eransactioiis.  Very  few  of  those  who  bad  reaheed  eamtd  <Ud 
so  (br  ordinary  living  expenses  ” /.e.  many  reinvested  or  repaid  debt. 

Some  but  not  all  of  these  findings  may  ba  dne  to  the  feet  that  the  period  ill  quesdon 

(mid-'55  to  mid-’5Q  was  not  a period  when  stock  prices  wen  rising  much. 
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121.  Consumer  credit  has  been  controlled  chiefly  by 
dianging  the  statutory  minimum  terms  for  hire-purchase 
credit,  1,2  Almost  half  of  sales  of  consumer  durables  (i.e. 
motor  vehicles,  fiuniture  and  furnishings,  radio  electrical 
goods  and  hardware)  are  bought  on  hire  purchase.  ^ Such 
goods  account  for  ojily  3i  per  cent  of  total  consumer  expen- 
diture (or  2 per  cart  of  tot^  final  sales).  About  one  house- 
hold in  four  seems  to  make  use  of  h^  purchase  : chiefly 
people  with  few  liquid  assets  (£100  or  less)  but  enough 
income  (£400-800)  to  meet  instalment  payments.* 
Restriction  of  access  to  hire-purchase  credit  is  therefore 
likely  to  be  effective  in  restricting  expenditure  on  durable 
goods,  and  probably  therefore  consumers’  expenditure  in 
total. 

122.  Hire-purchase  transactions  are  aptly  named.  If  a 
piece  of  equipment  is  hired  in  return  for  an  annual  rent, 
nothing  has  to  be  saved  in  advance  of  enjoying  the  benefits  ; 
payments  are  spread  over  the  whole  life  of  the  equipment. 
If  a durable  good  is  purchased  outright,  the  whole  cost  has 
to  be  saved  in  advance.  A hire-purchase  arrangement  is 
half-way  between.  One  might  therefore  expect  a restriction 
of  hire-purchase  facilities  simply  to  postpone  demand  ; and 
this  indeed  seems  to  be  the  predominant  reaction.  It  seems 
to  make  a difference,  however,  whether  the  restriction  takes 
the  form  of  an  increase  in  the  minimum  initial  payment,  or  of 
an  increase  in  the  minimum  repayment  instalmeut  (by 
shortening  the  repayment  period).  Since  people  are  adverse 
to  entering  a contract  unless  they  can  meet  the  instalments 
out  of  income,  they  react  to  an  increase  in  the  minimum 
instalment  in  much  the  same  way  as  to  an  increase  in  the 
price  of  durable  goods  ; they  readjust  expenditure  so  as  to 
buy  fewer  durables  and  more  of  ofeer  thmgs.5 


123.  In  practice  however  the  minimum  deposit  and  the 
maximum  repayment  iwriod  both  tend  to  be  dianged  at  the 
same  time,  leaving  the  monthly  instalments  little  changed. 
The  effect  to  be  expected  fterefore  is  probably  that  of  a 
postponement  of  demand  for  dmables.  Since  users  of  hire 
purchase  have  few  bquid  assets,  most  will  be  temporarily 
removed  from  the  market,  and  might  either  save  up  for  the 
hi^er  deposit,  or  spend  more  elsewhere.  For  instance,  if 
the  deposit  we^'e  raised  by  50  per  cent,  and  if  half  those  using 
hire  purchase  devoted  the  money  they  would  have  spent  on 
repayments  to  saving  up  for  the  higher  deposit,  hire-purchase 
sales  would  be  reduced  by  a half  (or  total  durable  sales  by  a 
quarter)  for  a period  of  6-12  months,  after  which  they  would 
mow  a considerable  revival.  Conversely,  if  the  minimmu 
deposit  were  reduced,  for  6-12  months  sales  of  durables 
would  on  these  assumptions  be  50  per  cent  above  normal, 
after  which  they  would  revert  to  trend,  s Such  abrupt 
fluctuations  are  highly  dislocating  to  trading  arrangements  ; 
and  a much  smoother  control  might  result  from  variation  of 
the  minimum  instalment  repayments. 

124.  It  follows  from  the  above  argument  that  variations  in 
the  present  type  of  control  result  in  relatively  little  “ spill 
over  ” on  to  the  demand  for  non-durable  goods.  A tighten- 
ing of  the  restrictions  probably  therefore  reduces  total 
consumer  expenditure  by  almost  as  much  (absolutely,  not 
proportionately)  as  it  reduces  expenditure  on  durables. 


been  mide,  chiefly  through  capital  issues 

the  supply  of  credit  to  hire  purchase  finance  houses.  The 

L....  L been  evaded  by  the  latter  accepting  deposits 

though  the  restrictions  may  have  delays  the 

purchase  and  made  it  more  expensive,  it  is  doubtfbl  whether  they 
s-fiil  siinnnrt  to  the  variation  of  minimum  terms  as  a short-term 


1 In  addition, 

control,  to  restrict  the  supply  i 
objects  of  the  control  have  howt 
from  the  public  in  otbe 

spread  of  *■*' 

control.  For  consumer  durables  other  than  cars,  “credit  saJes  ” agreements 
(I.e.  where  the  period  of  repayment  is  under  nine  months)  appear  to  be  almost  as 
important  as  hire  purchase  proper.  These  have  not  been  subject  to  direct  control, 

2 The  main  sources  used  for  the  foUowing  paragraphs  were  A.  Kisselgoff, 
Factors  AJfecling  Ihe  Demand  for  Consumer  Innalmeni  Credit  (Novi  York,  N.B.E.R. 
Technical  Paper  7,  1952)  ; K.  H.  Straw  ‘Consumers*  Net  Worth  : the  1953 
Savings  Survey  ’.  Oxibrd  Institute  Bulletin,  February  1956  ; T.  A.  Bales,  ‘ Hire 
Purchase  in  Small  Manufacturing  Business’.  Bankers’  Magazine  Sept.-October 
1957  ; and  J.  R.  Cuthbertson  ‘ Hire  Purchase  in  the  U.K. London  and  Cam- 
bridge Balle/in,  Match  1957.  The  Report  on  Consumer  Instalment  Credit  to  the 
Board  of  Governors  of  the  Federal  Reserve  System  (Washington,  C.P.O.,  1957) 
was  also  coiuulted. 

3 Cuthbertson  (1957).  op.  cil. 


4 Straw  (1956),  op.  cit. 

5 Kisselgoff  (1952)  op.  cit. : a 10  per  cant  Increase  in  the  siie  of  instalment 
might  perhaps  reduce  lure-puichase  sales  by  10-30  per  cent  (or  total  sales  of 
durables  by  5-15  percent).  People  do  not  seem  to  be  sensitive  to  small  variations 
in  the  (rather  stiff)  hiring  charges. 


6 The  ‘ jerkiness  ‘ of  the  effect  has  been  observed  In  pracdoe.  Cuthbertson 
(op.  cit.)  for  instance  estimates  that  the  1956  restrictions  reduced  sales  of  consumer 
durables  by  £100  million,  or  perhaps  25  per  cent.  In  practice  the  jerks  are  super- 
imposed on  a rising  trend,  since  ownership  of  durables  is  spreading. 


Note  on  “ Liquidity  ” or  “ Cash  Balance  ” Effects. 

It  has  already  been  argued  (§I  above)  that  the  size  of  a 
person’s  holdings  of  liquid  assets  is  not  in  itself  an  influence 
on  his  spending ; and  that  if  the  liquid  assets  held  by  the 
public  are  unusually  high,  this  neither  causes  high  demand 
nor  is  a necessary  sign  that  demand  is  high.  The  main 
reason  given  for  taking  this  view  was  that  the  public  cannot 
be  compelled  against  their  will  to  hold  their  assets  in  liquid 
form  ; so  that  if  their  liquidity  has  increased,  it  is  either 
because  their  demand  for  liquidity  has  risen,  or  because  the 
terms  on  which  they  can  procure  liquid  assets  have  become 
more  attractive  {i.e.  other  assets  have  fallen  in  price,  the  rate 
of  interest  having  risen). 

During  the  war,  personal  consumption  was  severely 
restricted  in  most  countries,  not  only  by  high  taxation,  but 
also  by  rationing  and  physical  shortages.  Personal  savings 
were  therefore  unusually  high.  In  this  coimtry  the  abnormal 
savings  were  held  chiefly  as  unusually  high  holdings  of 
currency  or  bank  deposits  (which  was  in  effect  encouraged  by 
the  low  return  on  other  assets  as  a result  of  the  war-time  cheap 
money  policy)  ; or  in  various  kinds  of  near-money,  such  as 
National  Savings.  After  the  war,  people  wished  to  make 
good  their  wsur-time  depletions,  particularly  those  to  their 
stock  of  dtirable  goods  and  clothing.  The  propensity  to 
spend  was  therefore  higher  than  usual.  Some  people  saved 
less  than  they  would  otherwise  have  done  ; others  dissaved 
more,  and  thus  ran  down  their  holdings  of  liquid  assets. 
This  abnormal  demand,  however,  may  have  been  a potential 
rather  than  a highly  active  force  ; for  people  were  in  fact 
prepared  to  wait  until  goods  were  available,  which  took  time  ; 
and  prices  were  not  raised  very  markedly  in  response  to  the 
excess  demand  (profits  did  not  increase  much). 

It  seems  more  illuminating  to  describe  the  abnormal 
demand  as  an  effect  of  the  real  depletions  imposed  on  con- 
sumers during  the  war,  than  as  an  effect  of  their  high  liquid 
asset  holdings.  2 For,  without  the  former,  demand  would 
not  have  been  abnormally  high.  Nevertheless,  if  people’s 
savings  had  been  destroyed  or  confiscated,  this  would  have 
reduced  post-war  demand.  Something  like  this  must  have 
happened  as  a r^ult  of  the  rise  in  prices  since  the  savings 
were  first  made,  which  by  1946-48  must  have  reduced  the 
r^  value  of  war-time  savings  by  something  like  a third.  It 
is  also  true  that  if  the  savings  had  not  been  held  in  such  a 
liquid  form,  but  rather  in  the  form  of  bonds,  attempts  to 
dissave  would  have  reduced  the  bonds’  prices  below  what 
they  o^erwise  would  have  been,  and  so  discouraged  dissaving. 
But  too  much  should  not  be  made  of  this  line  of  argument. 
For  the  reasons  given  above,  capital  losses  seem  not  to  be  a 
potent  influence  on  spending.  Moreover,  the  ‘ normal  ’ 
level  of  personal  saving  is  quite  high,  so  that  the  mere 
cessation  of  personal  saving  for  a year  or  two  (more  or  less 
what  happened  in  the  first  post-war  years)  is  itself  enough  to 
permit  a good  deal  of  abnormally  high  spending.  8 Even  if, 
as  in  some  countries,  war-time  savings  had  been  blocked 
this  would  not  itself  have  prevented,  though  it  would  have 
reduced,  the  excess  pressure  of  demand. 

It  may  be  useful  to  refer  also  to  various  empirical  studies 
which  purport  to  measure  ‘ liquidity  ’ 'effects.  Holdings  of 
liquid  assets  are  concentrated  among  the  old  and  those  with 
high  incomes  ; and  at  the  other  end  of  the  scale,  a third  of 
the  population  hold  practically  none.  9 The  lack  of  readily 
encashable  savings  must  certainly  restrict  a man’s  freedom  to 
dissave.  Those  with  savings,  on  the  other  hand,  are  free  in 
some  years  to  spend  more  than  their  income.  The  main 
effect  of  having  liquid  assets  must  be  to  make  spending 
erratic  in  this  sense.  One  might  therefore  expect  those  who 
have  high  savings  at  any  point  of  time  to  spend  rather  more 
on  average  than  those  without  them  ; and  those  who  had 
run  their  savings  down  to  he  trying  to  rebuild  them.  A 
snapshot  of  this  dynamic  process  might  therefore  be  expected 
to  show  a positive  relation  between  liquid  assets  holdings 
and  consumption.  This  may  partly  explain  the  correlation 
usually  found  in  empirical  studies.  i o 


7 The  conaary  is  argued  Tor 
Prices,  (New  York,  Row  Pelerse  , 
(A.  3.  Brown,  The  Great  Inflation  i 


stance  by  D.  Fatinkin,  Mom 
1956).  a.  22.  The  er  -‘^-' 
studies  by  C ~ ■ 


rt  of  the 


State)  ; and.  by  Onu  targe,  uue  mubi  newe 
saving  on  security  prices. 

9 LydaU  (!955)  op,  cit.  pp.  85  and  9^ 

10  The  correlanoD  is  particularly  marked  in  “ croas-section  " atudies  ; 

instance  Che  U.5.  studies  summarised  in  the  article  by  Klein  (1950)  and  the  U.K. 
results  in  Klein  (1953),  both  already  quoted.  It  is  perhaps  significant  for  the 
argument  of  the  text  that  (he  evidence  of  time-series  correlarions  is  far  less  con- 
clusive : see  Klein  and  Cotdberar  (1955)  op.  cit.,  and  R.  W.  Goldsmith.  A Study 
of  Saving  in  the  United  Slates  ^linMton  University  Press,  1955). 
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Liquid  asset  holdings,  moreover,  are  correlated  with 
holdings  of  total  (liquid  and  non-liquid)  assets  ; so  that  the 
observed  results  may  be  explained  as  a wealth  effect,  not  a 
liquidity  effect.  In  any  case,  the  result  is  of  little  importance 
for  monetary  policy  \ for,  as  already  argued,  monet^  policy 
has  no  direct  means  of  influencing  either  people’s  wealth  or 
their  holdings  of  liquid  assets. 

6.  SUMMARY  TO  PART  2 The  scale  of  monetary 
influences. 

125.  The  evidence  suggests  that  the  main  monetary  influences 
are  as  follows : 

(1)  The  rate  of  interest  probably  has  a considerable  effect 
on  Ae  rate  of  private  house-building  and  upon  some  public 
utili^  investment  (perhaps  1 5 per  cent  of  total  investment)  A 
‘ unit  ’ change  in  the  rate  of  interest  (i.e.  from  5 to  4,  or  5 to 
6 per  cent)  might  change  the  demand  by  at  least  10  per  cent 
and  perhaps  by  considerably  more.  Such  effects  might  take 
a year  or  more  to  make  themselves  felt.  It  is  probable  that 
a good  deal  of  other  long-lasting,  fairly  ‘ safe  ’ investment 
is  also  sensitive  to  interest  rates  ; but  the  fact  that  so  much 
of  it  is  imdertaken  by  local  authorities  or  public  corporations 
probably  makes  it  less  interest-sensitive  than  it  would 
otherwise  be.  (This  doubtful  sector  is  about  half  total 
investment).  It  is  fairly  certain  that  ‘ risky  ’ investment, 
which  is  usually  written  off  over  a few  years  even  if  physically 
long-lived,  is  insensitive  to  small  changes  in  interest-rates. 

(2)  Most  variations  in  stocks  are  caused  either  by  delay 
in  adjusting  output  to  sales  or  by  price  speculation.  Being 
swamped  by  sudi  changes,  the  effect  of  interest-rate  changes 
is  impossible  to  observe.  But  since  stocks  are  large  in 
relation  to  G.N.P.,  even  a very  small  change  would  be 
significant  for  year-to-year  changes  in  the  balance  of  the 
economy.  Present  evidence  does  not  permit  such  an  effect 
to  be  ruled  out. 

(3)  Controls  over  borrowing  could  have  a considerable 
effect  on  business  inv«tment.  Though  most  firms  are  fairly 
self-reliant  for  finance,  this  is  not  completely  the  case. 
Large  {i.e.  public-quot^)  companies  have  borrowed  about 
a tMrd  of  the  finance  required  for  expansion,  and  rapidly 
expanding  firms  have  borrowed  more.  An  important 
minority  of  small  firms  have  also  borrowed,  not  only  from 
directors,  but  from  the  banks  or  by  hire  purchase. 

Potentially  the  most  important  control  is  the  control  of 
new  issues,  but  it  seems  doubtful  whether  the  Capital  Issues 
Committee  has  in  fact  had  much  effect  on  the  total  level  of 
real  investment.  Bank  advances  have  been  a negligible 
source  of  finance  for  fixed  investment,  though  for  some  small 
companies’  fixed  investment  such  finance  may  have  been 
significant. 

Whether  one  considers  the  total  level  or  changes  in  the 
level  of  stocks,  bank  advances  account  for  only  one-tenth  of 
the  finance  that  has  been  required  for  large  companies’  stock 
holdings  ; and  thwe  seems  (on  incomplete  evidence)  to  be 
little  correlation  between  changes  in  a firm’s  bank  advance 
and  its  investment  in  stocks.  It  seems  doubtful  whether 
the  hanks  have  in  fact  pressed  firms  very  hard  to  reduce 
overdrafts.  But  since  such  action  amounts  to  the  withdrawal 
of  a facility  that  many  firms  must  have  come  to  take  for 
granted,  it  probably  could  have  considerable  effect,  partic- 
ularly at  a time  of  general  financial  stringency  or  uncertainty. 

Though  growing,  the  habit  of  buying  equipment  on  hire 
purchase  seems  confined  to  rather  small  fir^.  Restrictions 
on  hire  purchase  seem  not  to  have  affected  such  expenditure  ; 
but  it  is  possible  that  such  restrictions  could  be  effective. 

(4)  Consumers'  expenditure  is  probably  not  sensitive 
(within  the  range  of  historical  experience)  to  the  level  of 
interest  rates.  Nor,  in  spite  of  a presumption  to  the  con- 
trary, does  it,  in  this  country,  appear  to  be  much  influenced 
by  capital  gains  or  losses  (resulting,  i.e.,  from  changes  in  the 
rate  of  interest). 

Hire  purchase  is  used  for  about  half  consumers’  expenditure 
on  motor  cars  and  other  durables.  Sudi  expenditure  is  imder 
5 per  cent  of  total  consumers’  expenditure,  and  about  2 per 
cent  of  total  final  sales.  The  present  type  of  hire-purchase 
restriction  has  however  a very  abrupt  effect,  and  a change  in 
the  regulations  seems  capable  of  increasing  or  decreasing 
sales  of  durable  goods  by,  say,  25  per  cent.  Though  highly 
dislocating  to  the  industries  concerned,  the  effect  can  thCTe- 
fore  be  significant  in  relation  to  total  demand.  It  is  probable 
that  a smoother  type  of  control  could  be  devised. 


Part  3. 

The  Economic  Effects  of  Monetary  Poucy 

126.  In  this  p^  of  this  memorandum  the  conclusions  of 
Part  2 are  applied  to  the  histop'  of  the  post-war  period  ; 
section  (1)  is  an  attempt  to  indicate  the  economic  effect  of 
post-war  monetary  policy  ; section  (2)  attempts  to  define  the 
possible  role  of  moneta^  policy  in  future. 

1.  The  effects  of  monetary  policy  1945-57 

127.  In  depicting  developments  since.  1945  a very  broad 
brush  will  be  used.  For  an  assessment  of  the  various  forces 
at  work  must  necessarily  be  an  aet  of  judgement,  and  the 
object  is  to  establish  broad  conclusions  only.  The  main  aim 
is  to  determine  how  far  monetary  policy  contributed  to  the 
several  fluctuations  in  the  pressure  of  demand  that  have 
occurred  since  the  war.  A second  stage  of  the  argument  is 
then  to  show  how  far  the  pressure  of  demand  contributed 
la)  to  the  rise  in  prices  and  (6)  to  fluctuations  in  the  balance 
of  payments.  By  this  means  we  may  hope  to  show  what  the 
various  resorts  to  monetary  policy  accomplished,  or  how  far 
failure  to  use  it  led  to  unfortunate  effects. 

128.  Before  considering  fluctuations  in  demand,  something 
must  be  said  about  its  absolute  level.  At  the  end  of  die  war, 
business  wished  to  make  good  arrears  of  investment,  and 
consumers  to  spend  more,  particularly  on  durables.  In  spite 
of  the  contraction  of  government  spending,  demand  was 
therefore  high.  An  official  estimate  put  the  extent  of  excess 
demand  as  ‘ at  least  25  per  cent  ’,  t and  it  may  in  fact  have 
been  several  times  as  large.  2 This  high  level  of  demand  did 
not  lead  to  a runaway  inflation — any  more  than  had  the 
strains  of  war.  For,  first,  direct  controls  both  over  invest- 
ment and  consumer  expenditure  were  extensive  and  effective. 
Second,  prices  at  all  stages  were  ‘sticky ’,3  so  that  excess 
demand  simply  resulted  in  queues  and  ‘ shorta^  ’.  Because 
of  these  obstructions  to  spending,  excess  demand  may  have 
been  more  a potential  than  an  actual  pressure  : people  were 
prepared  simply  to  wait.  For  this  and  other  reasons,  the 
excess  demand  for  labour  (as  distinct  from  that  for  final 
goods  and  services)  may,  even  in  the  first  post-war  years, 
have  been  less  than  (say)  5 per  cent.< 

129.  This  high  demand  was  due  to  ‘real’  causes — ^the 
hardships  and  arrears  of  the  war  years — not  to  monetary 
mismanagement.  Reasons  have  afready  been  given  5 for 
supposing  that  even  a drastic  ‘ monetary  ’ reform  (such  as 
those  adopted  in  various  continental  countries)  would  not 
have  eliminated,  though  it  would  have  reduced  it.  The  cheap 
money  policy  of  the  years  1945-1947  must  undoubtedly  have 
increased  the  pressure  of  demand ; and  most  people  now 
would  probably  regard  it  as  a mistake.  But,  as  alr^dy 
indicated  6 there  was  apparent  justification  at  the  time. 
The  post-war  boom  was  expected  to  give  way  quickly  to 
d^tion  so  that  on  a long  view  stimulus  from  cheap  money 
might  be  appropriate  ; and  if  Dr.  Dalton  erred,  he  erred  in 
good  company.  It  is,  moreover,  doubtful  whether  the 
mistake  was  in  any  way  serious.  Cheap  money  may  have 
encouraged  investment.  But  investment  expenditure  was 
weU  controDed  ; and  even  if  the  Government  had  succeeded 
in  raising  the  rate  of  interest  to  3i  or  4,  instead  of  reducing 
to  2i  per  cent,  this  would  not  have  made  much  difference  to 
investment  demand,  t 

130.  We  have  no  direct  measure  of  the  excess  demmd  for 
goods  and  services  ; but  there  are  fairly  good  indirect 
indications.  What  is  needed  is  a measure  of  the  excess  (or 
deficiency)  of  what  people  would  like  to  spend  out  of  their 
current  incomes,  over  and  above  what  the  available  pro- 
ductive resources  permit.  The  latter  constantly  tends  to 
expand  through  time.  If  demand  is  either  adequate  or 
excessive,  actud  production  will  thaefore  constantly  in- 
crease. If  demand  is  deficient,  production  will  fall  j and  the 


1 Economic  Survey  for  1947,  (Cmd.  7046)  pira.  61. 

2 This  judgement  is  based  on  the  sort  of  arithmetic  used  in  the  article  by 
Kalecki,  Oxford  institute  Bulletin,  4 December  1944,  already  quoted,  whose 
predictions  about  the  length  of  the  post-war  boom  were  reasonably  accurate. 

3 This  was  nartly  because  of  price  control.  But  reactions  since  price  controls 
have  been  removed  have  been  very  similar.  Ptice  control  may  merely  have 
legalised  what  business  for  the  most  part  would  have  done  in  any  case. 

4 Sea  the  article  bv  myself  and  L.  A.  Didcs-Mireaux,  ‘ The  Excess  Demand  for 

Labour’,  Oxford  Economic  Papers,  Febn-- • «t.mates  do  nnt 

pretend  to  complete  accuracy  : figures  for  It 
stetistical  annex). 

5 See  Part  2,  Section  1 end  final  footnote  to  Section  5. 

6 See  Pan  1,  Section  1 above. 

7 The  evidence  of  Part  2 suggests  that  if  might  have  reduced  investment  -demand 
by  S-IO  per  cent,  which  would  have  probably  still  left  it  excessive  U 
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extent  of  the  fall  idves  some  measure  of  the  deficiency.^  If  textHe  industries  found  difficulty  in  getting  back  the  labo^ 
S'LSaSd  is  ixSveXe  ifSely  to  be  excess  demand  they  ted  let  go  ; and  the  de^nd  ct^dby  ^ck- 

for  labour  ; and  the  contrary  if  final  demand  is  deficient  buddm&  paradoxi^y  .enough 

■IhepressureofdemaiidforlabourcanbefairlyweUmeasured  racess  de^d  m mdustriw  m 

V.,  c*..+ic»;..c  r.p  im^mnlnvnipnt  and  unfilled  vacancies.2  (continued)  rise  m long-term  interest  rates  m 1952  proDaoiy 


however,  likely  (for  various  reasons  some  of  which  have  agnffi^t  that  the  equity  yield  feU  ml9M 
already  been  indicated)  to  be  much  less  (perhaps  one  tenth  as  annex)  because  of  uncei^in  profit 

^e  demand  for  labour  seemJ  not  to  mirror  all  little  doubt  that  the  underlying  r«l  factors  were  the 
j^ge>.  me  aemano  lor  cause  of  the  check  to  investment  in  manufacturmg  m 1951. 

The  new  monetary  policy  may  have  had  some  part  by  addmg 
to  the  psychology  of  uncertainty. 


changes  in  final  demand;  but  with  the  index  of  production, 
it  gives  a fair  indication,  (see  Figure  4 statistical  annex). 
131.  Figure  4 shows  for  the  post-war  years  at  (A)  industrial 
production  ; and  at  (B)  estimated  excess  demand  for  labour. 
At  (C)  an  attempt  is  made  to  indicate  the  volume  of  final 


136.  The  1954-56  boom. 
the  expansion  of  th^ 


There  were  three  forces  behind 
i (see  Table  AI  again).  There 


demand  relative  either  to  final  output  (in  years  of  excess  a new  burst  of  investment,  perhaps  chiefly  be<^use  the 

demand)  or  to  productive  capacity  (in  years  of  deficirat  idea  of  a continually  expanding  economy  had  at  last  begun  to 
demand)  : tto  is  an  impressionistic  estimate,  and  the  root.  (Note  the  narrow  spread  between  eqmty  ^d 

methods  and  assumptions  are  explained  in  the  notes  to  the  gdt-edged  yields  on  Fig.  1.)  Exports  benefited  from  the 
diagram.  For  convenience  the  diagram  also  shows  at  (D)  renewed  expansion  in  world  trade.  And  coiuumption  again 
the  balance  of  payments  surplus  or  deficit ; and  at  (E)  the  showed  an  appreciable  (though  hardly  disproportionate) 
gnnnal  rate  of  change  of  final  prices.  rising  trend.  The  interaction  between  such  events  is  not 

132.  The  post-wai  years  to  date  fall  into  five  main  phases  perfectly  understood.  In  part,  cons^ers 

^ j j II  f II-  the  rather  more  stable  trend  in  prices  (in  part  a reflection  oi 

(1)  1945-50  ; pressmc  of  demand  sradnally  falling  from  commodilj  price  trends)  ; but  their  incomes  were  also 

a very  high  level.  (B^ance  of  parents  “5  increased  (thongh  only  moderately)  by  the  high  employment 

49  ; price  change  rather  small  1948-50,  cnietiy  oecause  oi  th»Kru-.m  tKp. mvp.<!tmRnt boom. 


and  overtime  generated  by  the  boom.  The  investment  boom, 
in  turn,  must  have  been  confirmed  by  the  healthy  trend  m 
sales. 

137.  It  is  probable  that  a boom  of  this  sort  was  on  the  cards 
anyway.  But  govonment  policy  probably  fanned  the  fire  at 
a time  when  it  could  have  been  cooled,  and  did  little  to  stop 
it  until  it  was  over.  The  effects  of  the  1954  investment 
allowances  may  have  been  considerable — not  only  because 
they  gave  a subsidy  on  investment  of  about  10  per  cent  to  any 

\:tj  , . firm  earning  profits  but  because  they  symbolised  the  ethos  of 

associated  with  an  investment  boom.  (Balance  of  payments  expanding  economy.  ^ The  allowances  were  introduced 
crisis  in  1954  : price  inaease  accelerates  again.)  at  a time  when  recession  in  the  United  States  was  casting  a 

f5I  1956-58  • declining  and  probably  deficient  demand,  shadow  over  prospects  here.  But  they  can  have  taken  full 

earning  sS  (and  latterly,  falling)  output.  (Balance  of  — needed  no 

payments  fairly  favourable  : price  rise  continues.) 

Table  Al  shows  the  changes  in  final  demand  responsible 
for  these  fluctuations  (see  annex). 


the  stability  of  import  costs  after  earlier  rises.3 

(2)  1950-51  : pressure  of  demand  at  a new  peak,  because 
of  rearmament  and  speculative  stock-building.  (Balance  of 
payments  crisis  in  1951  : new  burst  of  price  increases). 

(3)  1951-53  : deficient  demand  for  the  first  time  since  the 
war,  in  the  first  instance  because  of  the  ‘ stock  recession  ’ in 
textiles  and  other  consumer  industries . (Balance  of  payments 
recovers  : price  rise  slows  down). 

(4)  1954-56  : renewed  excess  demand,  particularly 


effect  only  in  1955,  by  which  time  investment  r 
encouragement. 

138.  Monetary  policy  probably  played  little  part  in  causing 
the  expansion.  Long  rates  of  interest  feU  (see  Figure  1), 
probably  because  economic  prospects  seemed  good  and 
133.  The  post-war  boom  1945-50.  Output  expanded  monetary  restrictions  were  visibly  easing.6  This  probably 
defence  expenditure  contracted  rapidly.  This  allowed  a stimulated  some  sorts  of  investment  demand  to  some  degree, 
rapid  expansion  in  exports  arid  invest^nt.  {^nsumers  xhe  new  outbreak  of  private  housebuilding  however,  was  not 
expenditure  expanded  roughly  in  line  with  the  mcrease  in  lower  rates  on  mortgages  (see  Table  5 in  Part  2.4). 

final  output  i.e.  taking  about  half  the  increase.  Nolwth-  Bank  advances,  for  what  this  is  worth,  continued  to  be  under 
standing  heavy  stock-building  in  1947,  mvestment  in  stocks  mstraint  (Figure  2 shows  no  mcrease  in  bank  advances  for 

was  only  moderate  (possibly  as  a result  of  heavy  demand)  and  years).  By  the  time  monetary  policy  came  to  be 

after  1947  on  a declining  scale.  Over  this  pCTiod,  monet^  tightened  again  in  1955  and  1956,  investment  expenditure 
policy  had  little  overt  effect,  though  if  rates  of  mterest  had  already  falling  off  ^able  Al). 

been  higher,  and  restrictions  on  borrowing  titter,  this  might  v--  ^ . j 

more  rapidly  have  brought  the  investment  boom  to  an  end.  139.  Stable  output,  1955-57.  Fixed  mvestment  continued 
iQ<i  ST  Th#«  nf  to  increase,  though  at  a slackening  pace  (and  uow  shows  signS 

recession  wae  sovm  m ^ started  to  fall.  Industrial  output  has  however  been  remark- 

consumers  IS  ably  constant  (up  to  this  year,  when  it  has  started  to  fall), 

been  worked  The  main  explanation  must  be,  first,  the  much  slower  growth 

enou^  to  the  at  home  and  later  ^ expenditure,  particularly  on  durables  ; and, 

andsoS 

“thS^ttades.  This  had  a fiiitlier  and  remarkably  rapid  dfeyl  (>.e.  not  mcreasm^  source  of  demand. 

(consult  table  A2  : statistical  annex)  on  fixed  investment  in  140,  AfoKctao’ policy  must  have  played  some  part  in  slowing 
these  industries  (no  doubt  in  part  because  the  first  recon-  down  the  economy.  The  main  impact  has  probably  been 
struction  phase  was  anyhow  completed  : profits  fell  in  these  via  the  1956  hire-purchase  restrictions.  It  seems  quite 
industries,  but  not  steeply).  The  cycle  was  probably  also  possible  that  for  some  reason  car  sales  follow  a two  or  three 
exaggerated  somewhat  by  price  speculation,  which  in  the  year  cycle.  If  so,  the  restrictions  must  have  confirmed  and 
early  phases  (after  the  outbreak  of  the  Korean  War)  led  both  exaggerated  it.  ^ The  rise  in  building  society  rates  (together 
consumers  and  business  to  anticipatory  buying  : when  vdth  informal  rationing  of  mortgage  credit)  must  have  helped 
commodity  prices  subsequently  started  to  fall  in  1951,  these  to  stop  the  rise  in  private  housebuilding.  The  rise  in  the 
effects  must  have  gone  into  reverse.  long-term  interest  rate  (from  4 to  5 pa  cent : Figure  1)  may 

135.  The  downswing  of  the  cycle  coincided  with  the  ‘new’  have  affected  investment  in  some  otba  tyi»s  of  construction. 
monetary  policy,  * which  may  somewhat  have  hastened  and  But  most  of  the  fall  in  building  activity  has  been  due  to  direct 
exaggerated  the  fall  in  stocks  and  output  in  1952.  But  limitation  of  local  authority  housebuilding  ; and  the  with- 
something  of  ffie  sort  would  probably  have  occurred  in  any  drawal  of  investment  allowances  has  probably  been  more 
event.  It  seems,  moreover,  doubtfiil  wisdom  to  exaggerate  important  than  interest-rate  changes.  In  the  last  year  some  of 
a stock  recession,  a short-term  phenomenon,  and  in  any  case 
something  of  a dislocation.  When  the  upturn  came,  the 


S Govsnunent  sUteiaeRts  at  that  ti 
paasioD.  The  effectiveness  of  the  iovc 
and  Williams  (19S7,  op.  eit.  - ' ’- 


I Not  a full  measure  if  the 
duedvc  capacity  wOl  hate  beei 
1 See  Dow  and  Dicks-Mire 

3 See  iiirther  below. 

4 See  Fart  1.2  above. 


were  dominated  by  the  theme  of  ex- 
tent allowances  Is  confirmed  by  Carter 
• >f  their  fairly  extensive  survey  ; 


_ _ withdrawal  of  the  allowances 

in  I95S. 

6 l.e.  it  was  a psychological  effect,  of  die  sort  discussed  at  the  end  of  Fart  2.1. 
rbe  money  suppb*  continued  to  contract  reladve  to  ONP  : s 

7 This  effect  may  perhaps  be  judged  as  useful : but  it  w 

eotdd  b?  fbwd  to  ' — 


:e  Figure  2. 


imoother  type  of  control  : see  section  2 belov 
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easing  o f consumer  demand  has  been  due  to  the  effect  on 
incomes  of  lower  overtime  and  the  slight  fall  in  employment 
A smaU  part  of  this  could  be  attributed  indirectly  to  monetary 
policy. 

141.  The  general  conclusion  isthat  monetaiypolicy  hasnot 
been  responsible  for  most  of  the  fluctuations  in  the  pressure 
of  demand  that  have  taken  place  over  the  last  twelve  years. 
For  reasons  set  out  below,  it  also  seems  that  such  fluctuations 
have  not  been  the  predominant  cause  either  of  balance  of 
payments  crises,  or  of  the  changing  pace  of  price  inflation. 

142.  Table  A3  gives  an  analysis  of  faaiance-of-payments 
fluctuations  over  the  last  twelve  years.  The  average  year-to- 
year  swing  has  been  £250  million.  Changes  in  the  terms  of 
trade,  whidi  are  largely  beyond  our  control,  accoimt  for  over 
£100  million  ; and  fluctuations  in  income  from  abroad,  with 
fluctuations  in  Government  standing,  account  for  another 
£100  million.  Roughly  speaking,  it  is  only  fluctuations  in 
the  volume  of  imports  which  have  any  close  connection  with 
the  pressure  of  demand  in  this  coimtry.  There  has  been  a 
tendency  for  them  to  increase  in  boom  years  1951  and  (1955) 
and  to  fall  off  after.  ^ This  has  been  partly  due  to  fluctua- 
tions in  stocks  of  imported  commodities  : crises  would  have 
been  somewhat  less  severe  if  stock  levels  could  have  been 
more  nearly  stabilised  (see  further  section  2 below). 

143.  There  has  been  some  tendency  for  the  price  rise  to  be 
greatest  when  demand  has  been  high.  The  chief  example  is 
the  boom  of  1951  : but  the  connection  was  more  accidental 
than  casual.  It  is  now  fairly  generally  agreed  that  the  accele- 
ration of  price  inflation  was  chiefly  due  to  the  world  com- 
modity boom — largely  outside  this  country’s  control.^  But 
the  major  element  in  costs  is  domestic  labour  costs  ; and  it 
also  seems  true  that  wage  earnings,  and,  more  important, 
negotiate  wage  rates,  tend  to  rise  more  rapidly  when  demand 
is  high.  Though  this  is  not  likely  to  lead  to  runaway  inflation, 
the  effect  seems  in  fact  to  be  large  enough  to  be  important.  3 


144.  It  is  undeniable  that  price  inflation  would  have  been 
much  smaller,  and  that  balance  of  payments  fluctuations 
would  not  have  amounted  to  crises,  if  the  whole  level  of  de- 
mand through  the  last  twelve  years  had  been  appreciably 
lower.  There  would  have  been  some  disadvantages  to  set 
against  this  : unemployment  would  have  been  higher,  output 
less,  and  possibly  the  rate  of  expansion  (i.e.  at  a lower  level 
throughout)  would  have  been  slower  ^o.  Most  people, 
though  by  no  means  all,  would  probably  agree  that  it  would 
have  been  better  if  the  balance  had  been  struck  at  a somewhat 
lower  point. 

145.  From  this  it  does  not  follow  that  monetary  policy 
should  have  been  given  a larger  role,  ff,  for  instance,  the 
rate  of  interest  had  been  double  its  level,  and  capital  issues 
control  had  halved  the  rate  of  new  issues,  this  would  un- 
doubtedly have  reduced  demand.  But  it  would  have  done 
so  only  by  throwing  Ihe  whole  cut  on  to  investment,  which  it 
has  been  a very  widely  accepted  object  of  policy  to  encoura^. 
Monetary  policy  mi^t  however  have  played  a larger  part  as 
an  instrument  of  short-term  control,  i.e.  to  even  out  the 
short-period  fluctuations  in  demand  (primarily  investment 
demand)  that  seem  bound  to  occur  even  in  the  best  managed 
economy.  (Suggestions  to  this  end  are  given  in  the  next  section). 

146.  My  ^neral  conclusion  is  that  monetary  policy  can 

now  play  only  a specific  and  particular  lole  in  managing 
the  economy  ; and  that  it  is  no  longer  capable  of  having  the 
general  and  pervasive  effect  on  the  economy  that  it  had  (or 
was  thought  to  have)  before  the  war.  The  idea  that  it  had 
such  an  influence  is,  I believe,  due  to  the  fact  that  economic 
fluctuations  were  not  then  controlled,  and  that  in  a down- 
swing the  alarm  and  despondency  spread  by  falling  output 
and  falling  prices  was  capable  of  being  much  magnified  by 
the  monetary  authorities.  Panic  can  have  large  effects  (wit- 
ness the  Gadarene  swine).  In  a managed  economy,  these 
indirect  magnifications  do  not  occur.  Firms  have  some  con- 
fidence that  a f^  in  demand  will  not  be  allowed  to  get  out 
of  hand  ; and  there  is  little  tendency  to  resort  to  price-cutting. 
\^at  we  want  monetary  policy  to  do  in  this  new  setting  is  to 
have  the  right  sort  of  carefully  graduated  direct  effect  on  the 
ri^t  sort  of  clemand  at  the  right  time. 

1 Table  A3:  ooticetbeconventioa  about  the  sign  oftbls  item  in  tlie  table. 

1 See  for  instance  the  First  Stpm  of  the  Couneil  on  Prices,  Productiril/  and 
tneomes  H.M.S.O..  1938,  para.  85  (a  report  whidi  to  Mneral  is  not  ow-kmd  to 
‘ cost  • explanations  of  pnee  mflattonl  ! and  ^ my  ' A^yas  of  toe  Generation 

of  Price  Inflatioa  ■ (Oxtotd  BrotiomiePoperf.  October  193©.  which  t DOW  however 

or  rpco  of  demand  on  wage-rere  changes  was  not 

assumed  to  get  100  per  cent  compensation  for  changes 

is  based  on  a detailed  statistical  analysis  of  wage  changes  whith 
..  — , T—.!,..—  . -ee  L,  A.  Dicks-Mireaux  snd  J. 

(o  be  published  In  toe  Journal 


tolrik  to  be  tocompleu 
emphasized  and  uoioni 
in  toe  cost  of  living. 


147.  It  is  not  rational,  therefore,  to  expect  monetary  policy 
to  cure  all  ills,  nor  to  blame  all  misfortunes  on  its  neglect. 

It  may,  indeed,  be  the  case  that  there  are  no  easy  means  to 
eliminate  some.  In  my  view,  price  inflation  has  no  simple 
remedy  ; and  though  it  cannot  be  beyond  the  powers  of 
collective  goodwill  and  intelligence  to  control  what  is  no  more 
than  human  behaviour,  the  problem  may  well  be  as  much 
political  as  economic.  Fluctuations  in  the  balance  of  pay- 
ments again  are  inevitable  ; and,  being  short-term,  have  to 
be  not  adjusted  to  but  lived  through.  The  economy  cannot 
be  quickly  controlled  : for  both  its  reaction-time  and  its 
response  to  corrective  measures  are  slow.  But  the  Govern- 
ment has  to  do  its  best  to  guide  it ; and  monetary  poli^  is 
one  instrument  to  use. 

2.  CONCLUSIONS  The  role  of  monetary  policy 

148.  The  importance  of  monetary  policy  is,  in  my  view, 
greatly  exaggerated  by  some  of  its  protagonists.  The  volume 
of  money  is  sometimes  regarded  with  an  almost  superstitious 
awe  ; and  the  right  conduct  of  bankers  as  a bulwark  against 
unknown  evils.  In  fact,  however,  the  volume  of  money  can 
change,  and  has  changed,  over  a wide  ran^  without  any 
effect  properly  to  be  c^ed  catastrophic. 

149.  In  part  this  attitude  may  stem  from  memory  of  the 
probably  greater  importance  of  monetary  policy  in  pre-war 
conditions.  In  part,  it  may  stem  from  older  memories  of  the 
bank  crashes  that  accompanied  the  early  development  of 
banking.  There  is,  in  truth,  something  mysterious  about  the 
creation  of  money  ; and  the  distrust  is  perhaps  much  the 
same  as  the  almost  universal  reaction  to  a snake,  whose  motion 
is  also  mysterious — whidi  is  to  wish  to  stamp  on  it.  But  the 
real  dangers  do  not  arise  from  the  normal  conduct  of  banking 
business,  but  only  when  money  is  created  and  lent  with  no 
real  intention  that  it  should  be  repaid.  Then  indeed  the 
volume  of  demand  may  be  inflated  almost  without  limit. 

150.  Undo:  modem  conditions,  this  danger  is  likdy  to  arise 
only  throu^  banks  lending  to  the  Government.  In  some 
countries  the  Central  Bank  has  conceived  its  main  role  to  be 
that  of  protecting  the  soundness  of  the  currency  against  the 
natural  depravity  of  Governments.  Logically  this  implies  a 
division  of  responsibility  for  economic  poliq'  between  two 
UBSubordinate  powers,  which  is  not  a workable  proposition. 
Nor,  in  fact,  has  a Central  Bank  power  to  coo^iel  a Govern- 
ment to  alter  more  than  marginal  aspects  of  its  economic 
policy.  It  is  probable,  for  instance,  that  recent  discussion 
of  the  importance  of  the  Government  funding  its  debt  {i.e. 
not  relying  on  short-term  borrowing  which  is  often  in  effect 
borrowing  from  the  banks)  belongs  to  this  line  of  thou^t. 
But  whether  the  Government  should  borrow  long-term  or 
short-  is  an  issue  entirely  subsidiary  to  whether  it  should,  in 
any  actual  situation,  borrow  at  all ; and  this  cannot  be  de- 
cided by  rule  of  thumb.  There  are  years  (when  saving  is  hig^i 
or  investment  low)  when  it  would  be  inflationary  to  do  so  ; 
and  other  years  when  it  would  be  deflationary  not  to.  For 
these  reasons,  it  seems  impossible  to  place  reliance  on  the 
constitutional  safeguard  of  an  independent  Central  Bank. 
Government  and  Bank  have  to  work  together  ; and  though 
any  major  department  of  State  is  bound  to  develop  an  attitude 
of  its  own,  the  Government  is  bound  to  be  the  senior  partner. 

151.  It  cannot  be  denied  that  this  places  great  powor  in  the 
hands  of  the  State  ; and  that  there  is  no  reason  to  suppose  it 
will  tend  of  its  own  accord  to  use  it  with  perfect  wisdom.  The 
only  safeguard  possible  seems  to  be  that  of  a well-informed 
body  of  educated  opinion.  It  ought,  therefore,  to  be  a major 
object  of  economic  and  monetary  policy  to  conduct  it,  as  far 
as  possible,  in  the  open  ; to  publish  as  much  as  physically 
possible  of  the  intelligence  available  to  the  Government  and 
the  Bank,  except  where  reasons  against  are  clearly  overriding  ; 
and  to  make  full  and  reasoned  public  explanations  of  policy 
(see  further  below). 

152.  The  preceding  discussion  su^ests  that  there  are  two 
main  roles  which  monetary  policy  might  play  in  future.  The 
first  is  to  influence  the  general  level  of  investment  ov«  a 
paiod  of  years.  Since  fixed  investment  is  essentially  of  a 
long-term  nature,  this  is  essentiaUy  a long-term  aspect  of 
policy.  The  second  is  to  even  out,  as  far  as  possible,  short- 
term fluctuations  whether  in  fixed  investment;  investment  in 
stocks,  or  in  consumer  spending  on  durables  (which  is  also  in- 
vestment of  asort).  Here  the  aim  should  be,  as  far  as  possible, 
to  prevent  fluctuations  occuring,  rq(her  than  to  corr^qt  them 
after  they  have  happened. 
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133.  The  question  of  the  long-term  level  of  investment 
essentially  concerns  the  long-term  rate  of  interest.  The  pro- 
portion of  the  community’s  resources  that  is  devoted  to  in- 
vestment is,  in  my  view,  something  which  should  be  decided 
by  the  Government  on  behalf  of  the  community.  Other 
means  than  interest-rates  are  available  ; and  for  much  in- 
dustrial investment,  not  sensitive  to  interest  rates,  means  such 
as  the  investment  allowances  might  have  to  be  used.  It 
seems  perverse,  however,  not  to  have  interest  rates  at  about  the 
level  required  to  influence  interest-sensitive  investment  in 
the  way  desired.  For  this  affects  not  only  the  total  of  invest- 
ment : imperfect  though  interest  rates  may  be  as  a means  of 
deciding  the  best  allocation  of  resources,  they  still  have  some 
usefulness  in  this  respect. 

154.  It  was  argued  above  (in  Part  2.1)  that  a 
large  change  in  the  long-term  rate  of  interest  cannot 
be  quickly  brought  about.  If  this  is  correct,  it 
implies  that  a long  view  has  to  be  taken  about 
investment  prospects.  Looking  10  years  or  so 
ahead,  and  assuming  a general  expansionary  trend, 
it  seems  to  me  that  the  industrial  investment  de- 
mand is  likely  to  be  high.  An  expansionary  trend 
is  bound  to  stimulate  investment.  This  prospect, 
however,  is  only  beginning  to  take  root  in  toe  minds 
of  boards  of  directors,  and  1955  may  be  only  a 
foretaste  of  what  it  can  do.  High  industrial  in- 
vestment, in  turn,  will  probably  lead  to  a hi^ 
demand  for  investment  in  basic  industries,  roads, 
and  public  utilities,  i.e.  investment  more  likely  to 
be  affected  by  interest  rates.  All  this  need  not 
necessarily  overload  toe  economy.  The  exact  pace 
of  expansion  cannot  be  forecast,  but  compound 
interest  even  over  10  years  is  bound  to  make  a 
difference  to  what  we  can  afford  ; and  there  ought 
to  be  room  for  an  increasing  level  of  investment, 
certainly  absolutely  and  perhaps  in  relative  share. 
If  this  prospect  is  acceptable,  there  is  then  little 
present  reason  for  altering  toe  long-term  rate. 

Proposal  This  may  turn  out  not  to  be  toe  case  : in  my  view 

(1)  the  need  to  raise  rates  seems  a more  likely  possibi- 
lity than  the  need  to  reduce  them. 

155.  This  approach  to  the  problem  implies  that 
the  total  of  toe  nation’s  saving  (personal,  corporate 
and  Budget-wise)  should  be  adjusted  to  fit  the  level 
of  investment  decided  on.  (Saving  will  not  auto- 
matically adjust  itself,  for  the  volume  of  saving  is 
probably  not  very  interest-sensitive  : see  Part  2.5 
above).  It  seems  doubtful  whether  there  are 
grounds  for  foreseeing  a long-term  ‘ savings  ’ 
problem,  for  expansion  is  likely  to  result  in  dis- 
proportionate expansion  both  of  tax  revenue  and 
of  corporate  saving.  i Since  fluctuations  in  in- 
vestment are  bound  to  occur  short-term  adjust- 
ments will  have  to  go  on  being  made,  and  can . 
only  be  made  at  each  Budget  as  needed.  But 
monetary  policy  could  probably  also  be  im- 
portant in  evening  out  fluctuations  in  investment ; 
and  for  the  future  this  seems  its  chief  active  role. 

156.  As  far  as  fixed  investment  is  concOTied,  the 
basic  instrument  clearly  seems  capital  issues  control. 
It  seems  to  me  that  effective  control  of  new  issues 
could  quite  simply  ‘ cut  the  head  off  ’ an  investment 

Proposal  boom,  without  getting  involved  in  the  detailed  and 

(2)  unsatisfactory  business  of  deciding  on  the  merits 
of  every  project  submitted.  2 The  idea  would  be 
simply  to  impose  a ‘ ceiling  intended  to  be  an 
effective  limit  only  for  short  periods  (i.e.  of  a year 
ortwo),  when  demand  was  abnormally  high:  and  at 
such  times  to  let  applications  simply  take  their 
turn.  The  fixing  of  the  ‘ ceiling’  would  require 
good  judgment  ; and  it  would  be  desirable  to 
follow  closely  its  effects-on  the  pattern  of  invest- 
ment. 

Proposal  157.  Bank  advances  might  be  subject  to  a ‘ ceil- 

(3)  ing  ’ on  somewhat  similar  lines  : otherwise  there 
might  be  evasion  of  the  object  of  toe  control.  The 


. I It  may  be  a auesUoo  nh< 
altogether  desirable.  This  la 
compabies  as  a form  of  ecODomic  organb. 

2  If  detailed  vetting  of  projects  vtre  ne 
do  this  W control  of  finance  than  by  d 
probably  be  more  acceptable.  Ihere  see 
case  ’ when  money  has  to  be  borrowed. 


Inuatioa  of  high  undistributed  profits  is 


uld  probably  be  better  tc 
al  ’ control,  for  it  would 
se  la  having  to  ‘ make  e 


rates  on  building  society  dit/vtwcej  might  be  brought 

Proposal  under  more  direct  control.  It  seems  probable  that 

(4)  these  rates  have  a considerable  influence  on  the 
rate  of  private  house  building  ; and  since  (unlike 
ordinary  long-term  rates)  large  and  rapid  varia- 
tions can  be  brought  about,  they  could  be  a very 
effective  control.  Since  house  building  is  a fairly 
slow  process,  toe  aim  should,  of  course,  be  to  vary 
them  as  little  as  possible.  3 

158.  The  control  of  stock  fluctuations  is  an  even 
more  difficult  problem.  But  there  seem  two  possi- 
bilities worth  considering.  First,  there  is  little 
leason  to  believe  that  stockholding  is  completely 
insensitive  to  the  short-term  rate  of  interest,  and 
there  seems  every  reason  to  experiment  with  the 

Proposal  effect  of  much  larger  yariations  in  the  rate  charged 

(5)  on  ‘ short  ’ business  borrowing  than  have  been 
usual  in  recent  years.  Short-term  business  bor- 
rowing consists  mainly  of  borrowing  from  toe 
banks  or  from  other  firms.  Firms  also  lend  short- 
term on  a considerable  scale  to  the  Government 
(tax  reserve  certificates).  The  capital  market 
seems  sufficiently  imperfect  for  it  to  be  possible  to 
charge  different  rates  on  such  transactions  from 
those  on  other  short  borrowing.  In  particular, 
there  seems  no  merit  in  paying  high  short  rates 
on  money  owed  abroad,  or  on  Government  bor- 
rowing from  the  banks.  (If,  on  examination,  this 
discrimination  seemed  not  feasible,  the  advantages 
of  the  proposal  would  be  much  reduced). 

159.  Second,  it  seems  possible  that  much  more 
could  be  done  by  toe  control  of  bank  credit  to  even 

Proposal  out  fluctuations  in  stocks  of  imported  materials. 

(6)  The  suggestion  is  that  wherever  bank  credit  is 
given  to  a firm  which  holds  stocks  of  (specified) 
commodities,  the  firm  should  be  required  to  submit 
fairly  frequent  returns  to  the  bank  of  such  stocks. 
Fluctuations  in  stocks  could  then  be  quickly 
detected.  It  might  then  be  possible  to  devise  a 
mode  of  controlling  the  credit  given  to  such  firms 

. which  would  discourage  at  least  rapid  accumula- 
tion of  such  stocks.  Needless  to  say,  such  a con- 
trol would  have  to  be  flexibly  (and  in  the  first 
instance  experimentally)  worked  ; and  its  operation 
would  have  to  be  based  on  detailed  intelligence. 

160.  It  has  already  been  suggested  that  an  attempt 
should  be  made  to  make  hire-purchase  control  less 

Proposal  abrupt  in  its  effects  (see  Part  2.5  above).  It  seems 

(7)  possible  that  regulation  of  the  minimum  monthly 
instalment**  would  accomplish  this  object.  It 
might  also  be  considered  how  far  toe  present  con- 
trol is  suitable  and  effective  for  the  control  of  hire 
purchase  by  firms  ; and  whether  it  is  desirable  and 
possible  to  extend  toe  control  to  cover  credit  ar- 
rangements where  credit  is  given  for  less  than 
9 months. 


161.  Three  more  general  points  arise.  First,  if 
the  banks  are  to  continue  to  be  used  as  an  instm- 
ment  of  Government  policy,  it  seems  inevitable 
that  toe  Government  should  take  responsibility 
for  the  direction  of  policy  and  that  the  banks 
Proposal  should  be  under  a sufficiently  clear  formal  obligation 

(8)  to  conform  to  Government  policy.  The  present 
position  seems  unsatisfactory  and  unfair  to  toe 
banks  themselves.  3 


162.  Second,  if,  as  here  proposed,  monet^y 
policy  were  designed  to  accomplish  certain  definite 
Proposal  aims,  toe  machinery  for  the  control  of  monetary 

(9)  policy,  would  have  to  be  less  loose  and  indirect  than 

it  is  at  present,  Qose  contact  would  be  desirable 


3 At  praeot  building  societies'  lending  and  borrowing  rates  both  tend  tofr^w 
long.tenn  market  rates  ; but  their  borrowing  is  essentially  short-term, 
necessarily  creates  a problem  for  them  if  market  long  and  short  rales  move 
differently.  The  above  proposal  might  reduce  this  problem.  An  alternative 
would  be  quantitative  restriction  of  building  society  advances,  on  the  lilies  used 
foe  hire  pmehase. 

4 Expressed  as  a proportion  of  purchase  price.  A similar  control  could  apply 
to  the  new  form  of  bank  advances  to  persons. 

5 It  is  inevitable  that  banking  should  he  subject  to  general  control.  If  the 
control  Is  to  be  at  all  strict,  this  necessarily  cuts  across  the  ostensible  object  of  a 
privately-owned  bank,  which  is  to  make  profits.  In  fact,  with  the  banks,  as  with 
many  other  large  companies,  profit-making  is  not  nowadays  a compulsive  pursuit. 
But  there  is  a question  whether  this  should  not  in  some  way  be  recognised  in  the 
legal  constitution  of  the  company.  It  is,  for  instance,  perhaps  a possibility  to  be 
considered  whether  some  liirut  should  be  out  to  the  i&idends  payable  on  bank 
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[Continued 


between  those  formulating  polity  and  those  im- 
plementing it.  This  particularly  applies  to  the 
relations  between  the  Treasury,  the  Bank  of  Eng- 
land and  the  joint  stock  banks.  What  might  be 
required  is  a Committee  on  Monetary  and  Financial 
Polio',  representing  these  three  institutions  (and 
perhaps  some  others,  sudi  as  the  Capital  Issues 
Committee  and  the  building  societies)  ; able  to 
collate  intelligence  and  formulate  policy  ; and 
functioning  like  a senior  official  committee  in 
making  recommendations  to  the  ChanceDor  of  the 
Exchequer.  Actual  decisions  might  continue  to 
be  made  ^ the  Chancellor  through  the  present 
channels,  in  consultation  as  appropriate  with  the 
Governor  of  the  Bank  of  England.  Itwould  be  desir- 
able that  such  a committee  should  have  a strong 
secretariat ; and  that,  by  one  means  or  another,  the 
various  statistical  branciies  concerned  should  work 
as  a joint  service.  For  reasons  already  given,  it 
would  be  desirable  that  reports  (as  distinct  from 
recommendations)  of  the  committee  should  as  far 
as  possible  be  published. 

Proposal  163.  Third,  there  is  need  for  much  further 

(10)  research  on  the  effects  of  monetary  policy.  This 
memorandum  has  endeavoured  to  assemble  what 
is  at  present  known  of  its  effects.  But  the  gaps 
are  many  and  important : it  may,  for  instance, 'be 
noted  how  frequently  United  States  sources  had  to 
be  quoted  for  lack  of  evidence  drawn  from  this 
cotmiry.  The  question  is  discussed  further  in 
an  Appendix. 

164.  The  foregoing  suggestions  for  future  monetary 
policy  are  presented  not  as  foiished  proposals,  but  as  possibi- 
lities that  may  merit  further  consideration. 

National  Irtstitute  of  Economic  and  Social  Research 
August,  1958 

APPENDIX  ON  ECONOMIC  RESEARCH 

1 . This  memorandum  has  endeavoured  to  summarise  what 
is  at. present  known  about  the  economic  effects  of  monetary 
policy.  In  working  on  it  I have  been  constantly  struck  both 
by  the  gaps  in  our  present  knowledge  ; and  by  ffie  magnitude 
of  the  research  effort  that  would  be  required  to  fill  them, 
relative  to  the  facilities  at  present  available  for  research. 
Since  most  of  the  evidence  presented  to  the  Committee  wDl 
not  come  from  persons  or  bodies  with  a strong  research  in- 
terest, and  since  I am  at  present  employed  by  one  of  our  few 
research  Institutes,  I feel  something  of  a duty  to  bring  the 
matter  to  the  attention  of  the  Committee. 

2.  The  need  to  expand  economic  and  social  research  was 
authoritatively  considered  by  the  Clapham  Committee  in 
1946  (Cmd.  6868).  We  have  progressed  considerably  since 
then,  The  present  resources  for  economic  research  (with 
whidi  alone  I am  here  concerned)  may  be  considered  to  be 
of  three  sorts. 

(i)  Fairly  basic  analysis  of  original  data  by  tlie  Govern- 
ment, e.g.  the  detailed  analysis  of  census  of  production 
material  or  family  budget  enquiries. 

(ii)  The  Research  Institutes  employing  full-time  research 
workers,  of  which  the  three  chief  are  Oxford,  Cambridge 
and  London. 

(iiO  The  research  work  of  other  University  economists,  in 
general  a part-time  activity,  necessarily  more  or  less 
conned  to  topics  which  can  be  tackled  on  an  indivi- 
dual basis. 

3.  In  my  view,  many  of  the  problems  to  which  it  is  most 
urgent  to  find  an  answer  can  only  be  tackled  by  groups  of 
research  workers  working  together  as  a team  over  a period 
of  years.  At  present  the  number. of  such  workers  must  be 


about  50  in  the  whole  country,  requiring  an  annual  expendi- 
ture of  £100-£150,000.  This  work  is  very  largely  concen- 
trated in  the  three  Institutes  mentioned  above,  each  employing 
something  between  10  and  20  research  workers.  In  most 
other  advanced  countries.  Research  Institutes  are  either  much 
larger,  or  much  more  numerous,  or  both. 

4.  The  comparison  with  the  United  States  is  particularly 
glaring.  On  almost  any  important  economic  subject,  workers 
there  have  the  results  of  20  or  30  years  of  detail^  and  exten- 
sive research  to  draw  on.  The  weight  of  the  collected  empiri- 
cal economic  research  of  that  country  would  be  enough  to 
sink  the  rowing  boat  that  would  very  comfortably  transport 
our  collected  results. 

5.  The  type  of  problems  that  require  to  be  investigated  in 
connection  with  monetary  policy  are  both  those  specific  to 
monetary  policy  ; and  problems  of  even  wider  interest  and 
importance,  which  concern  monetary  policy  as  well  as  other 
influences.  Some  of  the  former  could  be  investigated  as  part 
of  the  process  of  operating  monetary  policy — e.g.  periodic 
surveys  of  firms’  reactions  to  capiti  issues  control.  But 
many  such  questions  would  be  more  suitable  for  less  ‘ policy- 
directed  ’ research.  To  answer  these  more  general  types 
of  question  would  entail  investigation  into  the  determinants, 
e.g.  of  investment  behaviour,  or  into  the  factors  governing 
stock  changes.  So  far  these  questions  have  been  very  largely 
neglected  in  this  coimtry,  for  the  simple  reason  that  they  are 
difficult  and  expensive  to  investigate.  Various  approaches 
are  possible  and  it  would  be  preferable  that  various  approaches 
should  in  fact  be  followed  by  various  units  working  in  parallel 
on  different  aspects. 

6.  At  present,  the  process  of  expanding  research  seems  a 
vicious  circle.  Money  is  relatively  short ; even  if  the  money 
were  there,  trained  staff  are  difficult  to  come  by  ; and  because 
no  one  tries  to  spend  much  more,  staff  remain  scarce.  What 
seems  to  be  required  is  a i^od  of  planned  and  directed  ex- 
pansion. Unless  the  pace  is  forced,  progress  on  present  lines 
is  bound  to  be  slow. 

7.  In  view  of  the  importance  of  these  questions  for  econo- 
mic policy,  there  seems  to  me  a case  for  the  Government  itself 
taking  the  lead.  Two  things  seem  to  be  required  : 

(i)  The  establishment  of  a committee  with  the  responsi- 
bility of  encouraging  an  increase  in  the  number  of 
full-time  research  units. 

(ii)  The  assurance,  by  one  means  or  another,  of  an  ex- 
panding volume  of  finance.  (It  would  be  sensible  to 
predicate  a proportion  of  the  finance  for  research  on 
topics  of  direct  application  to  Government  policy,  much 
as  the  recent  ‘ Conditional  Aid  ’ research  was  in  a 
broad  sense  related  to  certain  policy  issues.) 

8.  To  take  us  within  distance  of  the  American  standard 
would  probably  require  at  least  a tenfold  expansion  of  full- 
time research  facilities.  This  could  in  any  case  not  be  accom- 
plished immediately  ; but  it  might  be  taken  as  the  aim  for 
the  next  10  years,  "nie  finance  required  for  an  expansion  of 
this  sort  would  be  of  the  order  of  £1  million,  which  is  small 
compared  with  the  money  spent  on  other  sorts  of  research. 
£1  million  is  under  O'Ol  per  cent  of  the  national  product ; 
even  a moderately  inefficient  economic  policy  can  easily 
waste  a hrmdred  times  that  amount. 

9.  The  Clapham  Committee  rejected  the  idea  of  an  official 
Economic  Research  Council.  The  grounds  for  this  were  chiefly 
the  extreme  paucity  of  resources  that  such  a council  would 
be  called  on  to  organize.  Since  then  the  position  has  some- 
what changed  for  the  better.  It  is  not  material  whether  such  a 
body  followed  exactly  the  precedent  of  the  Agricultural 
Research  and  Medical  Research  Councils  ; but  the  question 
does  arise  whether  something  like  them  is  not  required  for  the 
adequate  development  of  economic  research. 
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STATISTICAL  ANNEX 


Figure  1 Rates  of  interest  and  the  volume  of  money. 

Figiue  2 Production  and  the  pressure  of  demand  : balance  of  payments  : 
price  changes. 

Table  A1  Fluctuations  in  spending  and  output. 

Table  A2  Manufacturing  investment  and  output,  1951-53. 

Table  A3  Swings  in  the  balance  of  payments. 


[Conibmed 
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Figure  1.  RATES  OF  INTEREST  AND  THE  VOLUME  OF  MONEY 
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Figure  2.  OUTPUT  AND  THE  PRESSURE  OF  DEMAND  : BALANCE  OF 
PAYMENTS  AND  PRICE  CHANGES 


For  notes  and  definitions  see  Table  A2 
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TABLE  A1 


Fluctuations  in  Spendino  and  Output  1946-1957 

£10  million,  1948  market  prices 


Annual  changes 

1946 

1947 

1948 

1949 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

-4V 

-48 

-49 

-50 

-51 

-52 

-53 

-54 

-55 

-56 

-57 

Exports  

10 

41 

24 

32 

13 

—5 

—2 

22 

18 

19 

—2 

Investment  

24 

14 

13 

8 

1 

2 

18 

15 

12 

11 

6 

Government  - 

-82 

— \a 

16a 

—2 

15 

22 

4 

—2 

—3 

3 

2 

Consumers  

27 

— 5a 

15a 

20 

—5 

—5 

37 

40 

30 

5 

13 

of  which  durables  b 

18 

11 

14 

10 

—12 

—3 

16 

19 

16 

6 

8 

Total  sales  other  than  to 

stock  - 

-21 

49 

68 

58 

24 

14 

57 

75 

57 

38 

18 

Stocks  c 

42 

—18 

—12 

—25 

59 

—39 

9 

—6 

19 

—6 

6 

Total  final  sales 

21 

31 

56 

33 

83 

25 

66 

69 

76 

32 

24 

From  National  Income  and  Expenditure,  1957,  tables  11  and  20:  N.I.E.S.R.  estimates  for  last  year  shown. 
a National  Health  Service  introduced'in  mid-1948. 
b Clothing,  vehicles  and  household  durables. 
c Tlus  figure  is  the  change  in  investment  in  stocks. 


TABLE  A2 


Manufacturing  Investment  and  Output  1951-53 

Production  Fixed  investment 

(1948=100)  (£mn.  1948  prices) 

1951  1952  1953  1951  1952  1953 


Industries  whose  ouqiut  fell  ...  118  110  119  217  178  137 

Iron  and  steel,  motors,  and  oil  ) I 101  95  77 

refining  ■ 124  124  130^ 

Other  industries  ) ( 165  187  187 


Total  manufacturing  121  116  123  482  459  437 

From  Digest  of  Statistics  and  National  Income  and  Expenditure,  1956,  tables  49 
and  SO. 

NOTES  AND  DEFINTTIONS  to  FIGURES  1 and  2. 

FIGURE  1 : Equity  yield : Actuaries’  Investment  Index.  Gilt-edged  yield : 
average  for  2i%  Consols  and  War  Loan.  Money  supply : net  bank 
deposits  (London  Oearing  banks  only)  plus  currency  with  public  : shown  as 
ratio  to  gross  national  product  at  factor  cost. 

FIGURE  2 : Demand  for  labour  : Index  based  on  difference  between  percentage 
unemployment  and  percentage  unfilled  vacancies  (see  Oxford  Economic  Papers, 
February,  1958).  Excess  {or  deficient)  final  demand : 1946:  Impressionistic 
(see  text.  Part  3.1)  ; 1947-51  : excess  demand  estimated  by  applying  10  x 
excess  demand  for  labour  (see  text)  to  index  of  gross  domestic  output  at  1948 
factor  cost  ; 1952  : deficient  demand  estimate  similarly  ; 1953-55,  excess 
demand  estimated  as  for  1947-51  ; 1955-57  : deficient  demand  estimated  by 
assuming  that  capacity  was  increasing  by  2 per  cent  per  year  (though  demand  for 
labour  stfil  shown  as  excessive).  Rate  of  price  change  : percentage  dififereoce 
between  annual  averages  of  price  of  final  output  (see  National  Income  and  Ex- 
penditure, 1957,  table  18.). 
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TABLE  A3 

Swings  in  Balance  of  Payments 
1946-1957 

£10  millions 

1946  1947  1948  1949 

1950  1951  1952  1953  1954  1955 

1956  Average  Trend*  Swing 

-47  -48  -A9  -50 

-51  -52  -53  -54  -55  -56 

-57  swing  * less 

trend 

Volume  of  imports 


—9 

—1 

16 

—20 

5 

~5 

17 

—6 

2 

—5 

8 

—1 

7 

—2 

2 

—12 

—18 

—21 

33 

—19 

—32 

—30 

—9 

1 

16 

—10 

8 

38 

24 

33 

14 

—7 

28 

22 

24 

—1 

17 

Terms  of  trade 

-15 

1 

2 

—23 

—31 

36 

15 

—7 

—8 

25 

4 

abroad  

7 

7 

—2 

17 

—12 

—12 

7 

6 

—8 

2 

Government  receipts 

and  current  transfers  — 4 

—2 

—5 

1 

1 

10 

—1 

—8 

Swing  in  balance  of  

payments  ...  ... — 14  +44  + 3 + 27  —70  + 65  — 6 +4  -31  +31  -3  +27  + 5 +22 


From  National  Income  and  Expenditure,  1957,  tables  7 and  II  : NIESR  estimates  for  last  year  shown 
and  for  volume  of  stocks  of  imported  materials. 

a An  increase  in  imports  is  shown  as  negative  since  it  worsens  the  balance  of  payments. 

b Average  neglecting  sign.  Some  of  the  fluctuations  in  the  items  offset  each  other,  hence  the  total  is  less  than 
the  sum  of  the  items. 

c Average  taking  account  of  sign. 
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10.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  H,  C.  EDEY^  AND  PROFESSOR  A.  T.  PEACOCK" 


Economic  and  Financial  Statistics 


1.  We  do  not  wish  to  make  a detailed  submission  to  the 
Committee  in  the  form  of  a draft  plan  of  the  statistics  that 
might  usefully  be  gathered.  This  we  consider  more  appro- 
priate to  witnesses,  with  greater  resources  than  are  available 
to  us.  We  should  like  however  to  invite  the  attention  of  the 
Committee  to  certain  points  of  principle  which  we  think  are 
of  importance  in  connection  with  the  improvement  of  the 
financial  statistics  of  this  country. 

2.  It  is  of  the  essence  of  financial  problems  that  they 
relate  to  money  flows.  The  fundamental  need  of  economists 
who  are  concerned  with  interpreting  financial ' statistics  is 
information  about  the  cash  and  liquidity  positions  of  the 
important  groups  of  transactors,  and  the  money  flows 
between  these  transactors.  What  is  needed  therefore  in  our 
opinion  is : 

(a)  Balance  sheet  statements  at  quarterly  intervals  show- 
ing—- 

(i)  The  current  market  values  of  the  marketable 
investments  and  other  assets  held  by  different 
groups  of  transactors  in  the  financial  sector, 
classified  by  types  of  asset  and,  in  the  case  of 
securities,  by  maturity  dates.  Because  book- 
values  of  assets  held  by  transactors  may  affect 
their  behaviour  it  is  probably  desirable  that  the 
balance  sheet  values  should  also  be  given. 

(ii)  The  liabilities  of  transactors,  distinguished  accord- 
ing to  whether  these  are  short-term,  medium- 
term,  or  long-term. 

(Z»)  Summaries  of  the  cash  accounts  of  each  group  of 
transactors  for  each  period,  showing  the  main  flows  of 
cash  to  and  from  the  other  groups  and  sectors. 

3.  We  consider  that  the  main  criterion  to  be  used  when 
deciding  which  individual  transactors  are  to  be  included  in  a 
given  group  is  whether  the  behaviour  of  members  of  a group 
is  likely  to  be  similar.  This  implies  that  companies  like 
investment  trusts  should  not  be  classified  with  life  insurance 
offices  or  merchant  banks,  and  so  on. 


1.  I am  very  sensible  of  the  honour  shown  me  by  the 
invitation  to  present  my  views  on  monetary  problems  to  the 
Committee  on  the  Working  of  the  Monetary  System.  Lord 
Brand  and  I are,  I believe,  the  sole  survivors  of  the  members 
of  the  Committee  on  Finance  and  Industry  which  sat  under 
the  Chairmanship  of  the  late  Lord  Macmillan.  At  that 
time  I was  a professional  economist,  holding  Chairs  in  the 
Universities  of  Manchester  and  London.  It  is  many  years 
since  I have  occupied  a professional  chair  and  I do  not 
therefore  claim  that  any  contribution  which  I can  make  is 
based  upon  professional  eminence.  On  the  other  hand,  1 
have  been  during  the  last  twenty  years  concerned  with  the 
practical  working  of  the  monetary  machine:  first  as  Economic 
Adviser  to  the  Government  of  India  and  later  as  a Member 
of  the  Currency  Committee  at  the  Bank  of  Greece.  This 
was  an  Executive  Body,  concerned  with  day-to-day  problems 
of  a Central  Bank  as  well  as  with  the  wider  and  more  pro- 
found issues  of  Policy.  I may  claim,  then,  some  personal 
experience  of  the  kind  of  moral,  as  well  as  of  the  technical 
issues  which  confront  those  engaged  in  central  banking. 
Since  the  autumn  of  1955,  my  practical  contacts  with  centra! 
banking  have  ceased,  but  I have  had  the  opportunity  of 
clearing  my  mind  on  certain  fundamental  issues  by  writing 
on  these  matters.  I have,  of  course,  never  ceased  to  follow 
events  in  a general  way,  although  absence  abroad  has 
necessarily  deprived  me  of  that  day-to-day  contact  with 
events  here  which  contributes  so  mu^  to  the  formation  of 
practical  judgment  on  specific  issues.  Nevertheless,  I have 
been  frequently  in  London  and  have  not  been  entirely 
deprived  of  those  personal  contacts  which  count  for  much 
when  it  is  a question  of  making  up  one’s  mind.  I apologise 
for  these  introductory,  personal  remarks,  but  this  seemed  a 
necessary  background  to  explain  my  way  of  thinking,  whether 
right  or  wrong. 
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4.  We  should  like  to  invite  the  attention  of  the  Com- 
mittee to  the  final  chapter  of  our  book  National  Income  and 
Social  Accounting  (Hutchinson’s  University  Library).  We 
believe  that  the  analysis  presented  in  this  chapter  in  schematic 
form  indicates  the  kind  of  information  that  is  required  for 
the  purpose  of  analysis  of  the  economy,  although  it  will  be 
required  in  substantially  greater  detail,  with  more  extensive 
sub-classifications,  than  we  were  able  to  indicate  in  the  book. 

5.  We  should  like  to  lay  emphasis  on  the  importance  of 
securing  comparability  of  data  provided  by  different  sectors 
and  groups.  By  this  we  mean  that  if,  for  example,  a cash 
outgoing  of  £x  is  shown  inihe  Government  accounts  under 
a certain  heading  it  is  of  importance  that  the  receipt  of  this 
amount  should  be  identifiable  in  the  accounts  of  the  receiving 
group  or  groups  of  transactors.  Unless  consistency  of  this 
type  is  obtainable  in  the  statistics  their  usefulness  will  be  to 
a.  considerable  extent  vitiated,  Payments  to  group  A shown 
in  the  statistics  of  group  B should  appear  as  receipts  from 
group  B in  the  statistics  of  group  A.  We  appreciate  of 
course  that  as  a matter  of  statistical  practice  it  is  not  always 
possible  to  secure  precise  comparability.  We  think  it  is  of 
the  utmost  importance  however  that  the  principle  should  be 
accepted  and'that  every  attempt  should  be  made  to  achieve 
this  aim.  As  an  example  of  the  inadequacy  in  this  respect 
of  financial  statistics  now  provided  by  the  Government  we 
can  cite  the  case  of  deposits  in  the  Post  Office  Savings  Bank. 
The  figures  of  these  deposits  are  issued  by  the  National 
Saving  Movement  but  it  is  not  possible  to  trace  in  any 
clear  way  into  the  government  accounts  the  receipt  of  the 
cash. 

6.  The  same  principle  appli«  to  the  balance  sheet  figures 
of  the  different  groups  or  sectors.  If  an  asset  of  one  group 
represents  the  liability  of  another  group  it  is  important  that 
the  consolidated,  balance  sheets  of  both  groups  should 
indicate  the  fact. 

7.  This  principle  is  an  elementary  rule  of  commercial 
accounting.  It  will  be  clearly  understood  by  any  accountant 
who  has  been  concerned  with  the  problem  of  obtaining 
consistency  in  the  accounting  procedures  of  different  com- 
panies in  a group,  or  of  different  branches  in  a single  company. 


2.  The  Committee  is  as  much  concerned,  I take  it,  with 
monetary  objectives  as  it  is  with  monetary  techniques  and 
indeed,  I do  not  think  it  is  possible  to  discuss  the  latter 
fruitfully  without  a frank  appraisal  of  the  former. 

3.  My  own  thinking  on  techniques  and  instrumentalities, 
at  any  rate,  is  so  governed  by  my  convictions  on  the  subject 
of  objectives  that  I beg  to  be  permitted  to  state  what  I 
conceive  them  to  be  as  unequivocaUy  as  possible.  I regard 
the  “ Monetary  System  ” as  such  as  one  of  the  fundamental 
piUars  of  any  civilized  order  which  desires  to  combine 
personal  liberty,  rational  calculation,  orderly  progress,  the 
minimisation  of  arbitrariness  in  economic  affairs  and  the 
linking  of  past,  present  and  future  in  a chain  of  sequences 
in  which  the  “windfall”  element  plays  as  small  a role  as 
possible.  These  functions  of  the  “ Monetary  System  ” 
transcend,  as  I see  things,  any  subordinate  question  of  the 
organisation  of  production  on  a collectivist  or  non-collectivist 
basis:  I believe  that  a civUized  collectivist  society  (other  than 
a mere  slave  state)  can  no  more  dispense  with  a Monetary 
System  that  it  can  dispense  with  a system  of  Law.  I hold 
profoundly  to  the  view  that  thinking  on  ±e  Monetary 
System  has  in  the  last  two  generations  at  least  taken  far  too 
much  for  granted  and  that  the  significance  of  a properly 
functioning  Monetary  System  as  an  element  of  civilization 
has  been  underestimated,  except  indeed  by  those  who  wish  to 
destroy  the  hitherto  accepted  concept  of  the  Good  Life. 

4.  I think,  then,  that  the  fundamental  objective  of 
monetary  policy  should  be  the  maintenance  of  confidence  in 
the  Unit  of  Account,  whatever  that  unit  may  be,  and  that 
such  confidence  cannot  be  maintained  unless  money  retains 
a measurable  stability  of  value.  From  this  point  of  view,  a 
constantly  appreciating  unit  of  account  is  as  undesirable  as  a 
constantly  depreciating  unit  of  account;  both  tend  to  disrupt 
orderly  economic  progress — though  the  present  danger  is 
rather  a continuous  spiral  of  rising  prices  rather  than  a 
continuous  spiral  of  falling  prices. 


2rdJuly,  1958. 
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5.  At  first  sight,  the  “maintenance  of  confidence” 
appears  a somewhat  remote  objective  to  pursue,  and  it  may 
be  said  to  lack  precision.  And  I would  be  the  first  to  admit 
that  the  day-to-day  management  of  the  Monetary  System  is 
concerned  with  more  concrete  detail,  and  that  such  a crisis 
as  that  of  the  autumn  of  1957,  though  it  can  be  described  as 
a “ crise  de  confiance  ” and  in  fact  was  one,  was  not  directly 
a matter  of  the  purchasing  power  of  the  pound  sterling,  but 
of  the  ability  of  the  monetary  authorities  to  sustain,  and  to 
counter,  a “ run  ” on  the  central  gold  and  dollar  reserves. 
Nevertheless,  the  overall  problem  which  has  dominated  the 
British  Monetary  System  (and  not  the  British  system  only) 
since  the  end  of  the  war  has  been  the  lack  of  confidence  in 
the  value  of  sterling  and  the  restoration  of  that  confidence, 
and  its  maintenance  in  the  future,  are  or  should  be,  the 
fundamental  monetary  objective  of  our  day. 

6.  This,  I admit,  poses  a practical  problem.  Given  a 
fixed  external  rate  of  exchange,  it  is,  of  course,  inevitable 
that  if  prices  in  the  outside  world  are  rising,  such  price  rises 
should  be  communicated  to  the  economy  here.  It  follows 
that  it  may  be  necessary,  at  a certain  moment  of  time,  to 
choose  between  internal  and  external  stability,  and,  as  the 
maintenance  of  external  stability  is  regarded  as  a matter  of 
great  importance  and  is,  in  fact,  a matto  of  common  ground 
between  the  two  major  pohtical  parties,  the  issue  involved  is 
a real  one.  For  my  part,  I believe  ^at  if  in  the  outside 
world,  there  were  at  the  present  time  a real  risk  of  a currency 
inflation,  I would  be  prepared  to  “ de-link  ” sterling  from  its 
present  parity  with  the  dollar.  But,  fortunately,  the  actual 
situation  is  very  diff'erent.  I believe  that  in  Germany  and  in 
the  United  States  they  are  at  least  as  aware  as  our  authorities 
are  of  the  danger  of  a constantly  diminishing  value  of  the 
unit  of  account.  For  the  moment,  at  least,  this  particular 
practii^  issue  does  not  arise.  On  the  issue  of  a “ floating  ” 
rate  as  such,  I would  say  that  so  long  as  confidence  in  the 
future  of  sterling  is  not  fully  restored  its  adoption  would,  in 
my  judgment,  be  hazardous  in  the  extreme. 

7.  If  I am  asked,  how  confidence  in  the  value  of  the 
pound  is  to  be  maintained,  I would  certainly  not  place 
major  emphasis  either  on  the  possession  of  a large  cash 
reserve,  or  upon  the  introduction  of  exchange  controls  on  a 
massive  scale.  The  latter  I would  regard  as  an  advertisement 
to  the  whole  world  of  our  sense  of  insecurity  likdy  to  bring 
about  the  very  evils  it  is  intended  to  avoid  and  doing  nothing 
toward  the  cure  of  the  difficulties  which  made  the  reimposition 
of  control  necessary.  The  possession  of  larger  reserves  is  no 
doubt  desirable  in  itself,  but,  in  judging  the  British  situation, 
I am  convinced  that  the  outside  world  pays  far  less  attention 
to  the  absolute  size  of  the  reserve  than  it  does  to  the  actual 
rate  of  loss  or  gain  of  reserves  at  a given  moment  of  time. 
A larger  reserve  might  even  prove  to  be  a source  of  weakness 
if  it  encouraged  an  attitude  of  complacency  and  led  to  more 
fundamental  action  being  unduly  deferred. 

8.  I would  say  that  the  situation  lies  in  a careful  watch 
over  those  dynamic  factors  which  are  most  likely  to  cause 
an  untoward  expansion  in  the  money  supply.  At  the  very 
beginning  of  modem  monetary  controversy,  a century  and  a 
half  ago,  Henry  TTiornton  wrote  that  “ to  suffer  the  solicita- 
tions of  merchtmts,  or  the  wishes  of  Government,  to  determine 
the  measure  of  the  bank  issues,  is  unquestionably  to  adopt  a 
very  false  principle  of  conduct  ”.  Language  may  change, 
but  the  fundamentals  of  the  situation  have  remained  un- 
changed from  that  day  to  this:  the  two  dynamic  factors  still 
to  be  watched  are  the  exigencies  of  public  finance,  especially 
the  existence  of  a large  Floating  Debt,  and  the  pressure 
capable  of  being  exerted  by  powerfully  organised  groups — 
in  other  words,  the  dangCT  of  wage  increases,  financed  in  the 
first  instance  out  of  bank-credit  and  outrunning  the  level 
justified  by  the  current  state  of  productivity.  I am  quite 
aware  of  the  argument,  put  forward  especially  by  Sir  R. 
Hawtrey,  that  the  rise  of  wage-rates  in  recent  years  is 
primarily  to  be  associated  with  the  adjustment  of  money 
incomes  to  the  under-valuation  of  the  poimd  resulting  from 
the  devaluation  of  the  pound  in  1949,  and  I think  there  is 
force  in  the  contention.  Nevertheless,  it  cannot  be  derued 
that  here  is  an  ever  present  potential  danger  which  requires 
to  be  very  carefully  watched.  If  there  has  been  under- 
valuation in  the  past,  ffie  gains  from  this  undervaluation 
gradually  dissipate  and  the  danger  of  a wage-spiral  ipso  facto 
becomes  more  acute;  a “climate  of  expectation”  has  been 
set  up  which  is  potentially,  if  not  actually,  dangerous. 

9.  I am  convinced  that  one  of  the  prime  necessities  of  the 
present  situation  is  to  preserve  the  status  of  the  Bank  of 
England  and  to  prevent  any  attempt  to  turn  it  into  a mere 
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instrument  of  Government  I do  not  think  that  turning  the 
Central  Bank  into  a subordinate  department  of  the  Treasury 
would  enable  it  adequately  to  serve  the  needs  of  the  Monetary 
System.  The  all-embracing  significance  of  money  in  the 
modem  world  is  such,  and  the  consequences  of  mistakes 
made  in  Monetary  Policy  can  be  so  serious,  that,  in  my 
judgment,  there  must  be  a centre  of  independent  reflection, 
quite  apart  from  the  practical  fact  that  the  administration  of 
the  monetary  machine  is  now-a-days  so  complex  that  it 
should  be  the  main,  and  not  a subsidiary,  preoccupation  of 
those  ultimately  responsible.  To  put  the  matter  in  a some- 
what different  way,  I do  not  think  that  the  relations  between 
a Chancellor  and  his  Treasury  subordinates  are,  or  should 
be,  the  same  as  those  which  should  exist  between  a Chancellor 
and  the  Governor  of  the  Bank  of  England:  nor  do  I think 
that  the  position  of  a Chancellor  is  completely  free  from 
ambiguity  in  the  sphere  of  Monetary  Poli<?y.  Government 
is  now  ffie  largest  single  borrower  in  the  money  market. 
Its  necessities  must  therefore  receive  special  attention, 
because,  everything  else  apart,  the  financial  needs  of  Govern- 
ment play  such  a great  role  in  the  day-to-day  working  of  the 
money  markets.  Nevertheless,  cases  are  easily  conceivable 
where  the  Chancellor  as  a borrower,  might  easily  be  in 
conflict  with  the  Chancellor,  as  guardian  of  the  Monetary 
System  (a  moral  problem  at  least  as  difficult  as  those  which 
confront  a merchant  banker  who  is  also  a member  of  the 
Court  of  Directors  of  the  Bank  of  England).  If  there  is  no 
one  who  is  able  to  speak  as  equal  to  equal,  to  the  Chancellor 
— even  though  the  latter  is  entitled  as  he  is  under  present 
conditions,  to  have  the  “ last  word  ” — think  that  there  is 
a real  danger  that  the  wrong  decisions  may  be  taken,  because 
of  the  absence  of  adequate  authority  to  force  reflection  and 
reconsideration.  I do  not  think  that  the  pressure  of 
Parliamentary  and  public  opinion  is  always  right  and,  in  my 
opinion,  Chancellors  of  the  Exchequer,  exposed  as  they 
necessarily  are,  to  such  pressure,  cannot  dispense,  even  in 
their  ovm  defence,  with  the  aid  which  can  come  from 
authorities  not  directly  amenable  to  such  pressure. 

I would  add  two  points.  Firstly,  what  concrete  evidence 
is  there  that,  in  the  last  resort,  the  authority  of  the  Treasury 
has  faUed  to  prevail?  or  that  the  Bank  of  England  had 
obstructed  any  Government  in  carrying  out  its  will,  unless, 
indeed,  any  expression  of  opinion  and  any  plea  for  recon- 
sideration of  proposed  action  or  inaction,  is  interpreted  as 
“ obstruction  ” 7 

Secondly,  I would  urge  that  this  is  not  a problem,  if  it  is  a 
problem  at  all,  which  can  be  settled  on  a priori  lines. 
Sterling  is  still  the  commercial  currency  of  a large  part  of 
the  world;  London  is  still  a great  international  money 
market:  the  Bank  of  England  has  an  intematioual  prestige 
and  standing  without  equal,  derived,  I believe,  not  only  from 
its  historical  past  but  also  from  the  feeling  that  its  policy  and 
its  actions  are  not  the  subject  of  arbitrary  political  judg- 
ments. I am  convinced  that  to  whittle  away  the  quasi- 
autonomous  status  of  the  Bank  and  to  assimilate  it  to  that 
of  any  other,  ordinary  department  of  Government  would 
imperil  the  international  status  of  sterling.  I am  aware,  of 
course,  that  there  exists  a school  of  thought  which  thinks 
that  the  maintenance  of  the  international  standing  of  the 
pound  sterling  and  the  preservation  of  London  as  a great 
international  centre,  are  not  worth  while.  But  even  if  I 
thought  that  this  school  were  right,  I would  still  argue  that 
no  (>ntr^  Bank  can  carry  out  monetary  policy  successfully 
if  it  does  not  possess  come  degree  of  autonomy  and  some- 
thing more  than,  a dependent  status. 

10.  It  appears  to  me  that  the  issues  of  public  policy  raised 
in  the  course  of  the  inquiries  conducted  by  the  Parker  Tribunal 
must  be  treated  on  their  own  merits  and  not  as  merely  sub- 
sidiary to  the  question  of  the  degree  of  autonomy  to  be 
possessed  by  the  Bank  of  England.  Of  course,  if  the  deter- 
mination of  Bank  policy  is  to  he  transferred  in  its  entire^ 
to  the  Treasury,  there  is  nothing  more  to  be  said.  But  it 
may  still  be  considered  desirable  to  leave  a considerable 
degree  of  autonomy  to  the  Bank  of  England,  considered  as 
a corporate  body,  but  to  vary  the  present  position  as  regards 
the  composition  of  the  Court,  or  the  distribution  of  powers 
within  the  Court,  or  both. 

I do  not  deny  that  a problem  exists,  although  in  the 
specific  instance  examined  by  the  Parker  Tribunal,  the 
problem  was  accentuated  by  the  peculiar  circumstances 
arising  from  the  length  of  time  during  which  discussion  was 
conducted,  and  of  the  abnormal  situation  wWch  had  arisen 
in  the  monetary  sphere.  Normally,  I lake  it,  discussion  is 
restricted  to  the  day  before  the  full  meeting  of  the  Court 
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(at  the  Committee  of  Treasury)  and  to  the  full  Court  meeting 
the  next  day.  I do  not  think  the  circumstances  were  normal, 
in  other  words.  Nevertheless,  to  repeat,  a problem  remains 
of  a possible  conflict  of  duty  on  the  part  of  honourable  men, 
and  though  there  is  no  evidence  whatsoever,  so  far  as  I am 
aware,  that  the  Directors  of  the  Bank  of  England  have  in  any 
way  abused  the  trust  reposed  in  them  or  that  the  burden 
resting  on  them  is  too  great  to  be  borne,  still  it  is  desirable 
to  review  the  problem  in  the  light  of  reason  and  expedient'. 

11.  One  thing  seems  to  be  quite  clear,  namely,  that  the 
problem  of  responsibility  arises  from  the  fact  that  advice  is 
requested  and  not  from  the  fact  that  assent  to  a course  of 
action,  or  possible  course  of  action,  is  also  involved.  The 
Bank  of  England,  as  I once  ventured  to  say,  is  not  a debating 
society,  but  an  instrument  for  the  execution  of  policy. 
When,  therefore,  the  Governor  of  the  Bank  of  England  seelb 
for  guidance  and  advice,  that  must  in  itself  be  an  indication 
to  those  from  whom  advice  is  solicited  that  action  is  con* 
templated;  and  as  soon  as  that  position  is  reached,  a possible 
conflict  of  duty  is  present.  Discussion  at  top  level  cannot 
be  conducted  in  general  terms:  a specific  situation  is  envisaged 
and  specific  remedies  or  courses  of  action  flow  from  that 
situation.  Consequently,  everyone  concerned  muse  know 
that  a diange  in  Bank  rate  and/or  other  modes  of  credit- 
control  may  take  place,  and  as  soon  as  an  individual  is  aware 
of  this,  a moral  responsibility  is  involved.  If  such  respon- 
sibility is  to  be  avoided,  either  no  consultation  should  take 
place,  or  consultation  should  be  confined  to  those  who  may 
be  considered  as  having  no  possible  “ divided  allegiance  ”. 
But  this  may  mean  that  it  is  just  the  very  individuals  who  are 
closest  in  touch  with  the  facts  who  are  not  consulted,  so  that 
the  value  of  the  advice  given  is  to  that  extent  diminished. 
It  might  be  held  that  the  difficulty  coidd  be  overcome  by 
confining  the  Directorate  of  the  Bank  exclusively  to  full-time 
officials,  but  1 do  not  think  this  would  meet  the  full  needs  of 
the  situation.  The  representative  character  of  the  Directorate 
is  one  of  the  elements  of  strength  of  things  as  they  are,  and 
I do  not  think  that  the  quality  of  the  advice  tendered  by 
full-time  officials  would  be  a substitute  for  the  kind  of  advice 
which  can  be  tendered  by  those  whose  main  preoccupations 
are  outside  and  not  inside  the  Bank,  and  I do  not  think 
that  the  Governor  of  the  Bank  should  be  deprived  of  the 
opportunity  of  getting  such  “ outside  ” advice.  I fully 
understand  the  Governor’s  desire  to  share  responsibility  in 
the  determination  of  policy,  but  to  share  responsibility  with 
one’s  officials  is  not  quite  the  same  thing  as  sharing  respon- 
sibility with  men  whose  life  is  not  entirely  passed  within  the 
walls  of  the  Bank.  I am  averse,  on  general  grounds,  to  the 
“ Bureaucratisation  ” of  the  Court  of  the  Bank  and  I do  not 
believe  that  the  specific  problem  discussed  in  this  section 
warrants  a change  which  is  not  desirable  on  other  grounds. 

12.  I have  naturally  in  the  course  of  my  professional  life, 
frequently  reflected  on  the  subject  of  the  appropriate  instru- 
ment, or  instruments  of  credit-control.  The  object  of 
credit-control  of  any  kind  is  the  adjustment  of  the  flow  of 
purchasing  power  to  the  amount  considered  desirable  under 
the  circumstances  of  time  and  place.  The  point  at  issue  is 
whether  the  flow  can  be  more  appropriately  regulated  by 
operating  on  the  price  of  credit  or  the  volume  of  credit  in 
the  first  instance,  it  being  taken  for  granted  that  in  fact  a 
contraction  or  expansion  of  supply  has  influence  on  the 
price  of  credit,  and  a rise  or  fall  of  the  cost  of  credit 
influences  demand  and,  therefore,  supply.  The  practical 
question  is  whether  a desired  result  can  be  more  quickly 
achieved  by  operating  on  the  price,  or  by  operating  on  the 
supply  (given  the  institutional  arrangements  and  the  state  of 
opinion  at  the  time)  in  the  first  instance.  I do  not  think 
control  of  the  price  or  (direct)  control  of  the  supply  are 
really  alternative,  but  supplementary  devices,  a view  which  I 
believe  to  be  justified  by  the  facts  of  credit-policy  and  by 
the  inherent  logic  of  the  institutional  situation.  In  other 


words,  I reject  the  suggestion  that  it  would  be  possible  to 
solve  the  question  of  credit-control  by  sole  reliance  on 
quantitative  devices  such  as  rationing.  Apart  altogether 
from  the  problem  of  allocation,  upon  which  I suppose  this 
Committee  will  have  received  evidence  from  a good  many 
quarters,  I do  not  see  how  the  monetary  authorities  could 
prevent  the  growth  of  a kind  of  black-market  in  funds,  so 
that,  in  effect,  there  would  be  a rise  in  interest-rates,  though 
of  a concealed  kind.  It  is  clear  enough,  I think,  I 

pretend  to  no  detailed  knowledge,  that  even  such  a degree  of 
quantitative  control  as  has  been  exercised  in  this  country  has 
led  to  some  developments  analogous  to  this : a new  market 
in  municipal  loans  and  the  growth  of  deposits,  at  very  high 
rates,  at  the  Finance  Houses.  Of  course,  a rise  in  the  price 
of  credit  also  involves  discrimination — “ the  fringe  of  un- 
satisfied borrowers  ” increases  at  such  times.  And  I would 
also  agree  that  credit  rationing  might  be  effective  for  some 
time  even  if  interest  rates  did  not  rise:  though  the  question  is 
really  one  of  magnitudes  and  of  time.  But  I take  it  that, 
given  British  conditions,  both  “ Bank  Rate  Policy  ” and 
“ Open  Market  Policy  " will  continue  as  the  main  instruments 
of  credit-control. 

13.  I would  agree  that  I have  been  impressed  by  the 
extent  to  which  in  the  last  twenty  years  or  so,  Central  Banks 
have  resorted  to  the  device  of  “ variable  reserve  ratios  ”,  but 
I tlfiok,  on  analysis,  that  the  popidarity  of  this  device  is 
largely  due  to  the  absence  of  properly  organised  money 
markets  of  the  British  type  in  many  parts  of  the  world. 
And  I would  also  agree  that  circumstances  might  arise,  even 
in  this  country,  in  which  traditional  open  market  policy 
might  fail:  if  I interpret  some  of  the  evidence  given  before 
the  Parker  Tribunal  correctly,  such  a situation  almost  arose 
in  the  autumn  of  last  year.  Then  some  alternatives  such  as 
permanent  rationing  of  the  Joint  Stock  Banks,  the  use  of 
the  new-fangled  Treasury  Deposit  Receipt  and  continued 
control  of  the  Long  Term  Capital  Market  might  become 
inevitable.  These  are  questions  of  fact,  upon  which  I do  not 
wish  to  pronounce  ex  cathedra.  My  own  preference  is 
altogether  for  measures  which  minimise  the  degree  of  dis- 
crimination, discretion,  moralizing  and  arbitrary  delimitation 
between  what  is  considered  desirable  and  what  is  undesirable, 
involved  in  the  processes  of  control.  As  far  as  possible,  I 
would  operate  upon  price,  recognising  that  it  may  be  necessary 
to  operate  first  upon  supply  and  recognising  also  that  if  the 
scarce  element  involved  is  time  price  may  not  be  enough. 

14.  If  I may  venture  to  say  so,  there  are  two  things  about  the 
present  situation  which  impress  me  very  much.  The  first  is 
that  changes  in  the  rate  of  interest  do  have  a much  greater 
influence  on  the  willingness  to  save  and  the  willingness  to 
borrow  than  we  had  been  led  to  suppose  by  the  fashionable 
thinking  of  the  last  two  decades.  The  second  is  that  the 
institutional  change  by  which  the  Joint  Stodc  Banks  have 
become  much  more  closely  associated  with  the  Finance 
Houses  is  a matter  of  the  greatest  moment  when  credit-policy 
is  being  subjected  to  a measured  scrutiny. 

15.  I am  not  unmindful,  in  what  I have  written,  of  the 
enormous  importance  in  the  modem  world,  of  the  operations 
of  the  Treasury.  I am  fundamentally  opposed  to  the  doctrine 
that  there  must  be  “ cheap  money  ” in  order  that  the  Treasury 
may  borrow  cheaply:  I think  persistence  in  such  a line  of 
policy  might  quite  easily  wreck  the  monetary  machine 
altogether,  and  bring  the  State,  as  well  as  its  citizens,  to 
confusion  and  to  destruction— but  this  I have  already  referred 
to  in  a previous  section.  All  I am  anxious  to  do  is  to  avoid 
the  reproach  that  I have  overlooked  the  importance  of  the 
Treasury.  On  the  contrary,  without  the  closest  co-operation 
between  the  Central  Bank  and  the  Treasury  sane  monetary 
policy  is  impossible  in  the  modem  world. 

15th  October,  1958. 


12.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  R.  F.  HARROD,  F.B.A.* 


Within  the  vast  field  offered  for  consideration  by  the 
“ Working  of  the  Monetary  System  ”,  I suggested  cetain 
special  subjects  for  discussion;  within  those  it  was  indicated 
by  the  Chairman  which  would  be  the  more  useful. 

1.  Statistics 

I.  Promptness  of  action  is  the  most  important  attribute 
of  a successful  monetary  poliQ'.  If  corrective  action  is 
applied  to  any  tendency  towards  inflation  or  recession  at  an 

• See  Minutes  or  Evidence  Qns.  10255  to  iOSSo" 


early  stage,  many  subsequent  troubles  may  be  avoided. 
For  guidance  to  prompt  action  statistics  relating  to  the 
current  flow  of  or^rs  in  the  various  parts  of  the  economy 
are  the  most  important. 

2.  The  rates  of  ordering  have  to  be  assessed  against  the 
background  of  what  is  known  about  normal  trends  of 
^ow^.  A keen  look-out  should  be  kept  for  strong  devia- 
tions, whether  upwards  or  downwards,  from  what  may  be 
regarded  as  normal  rates  of  increase.  In  order  to  establish 
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such  normal  rates,  past  experience  will  be  the  primary  guide. 
The  “ authorities  ” wiU  also  have  to  be  alive  to  the  possibility 
and  desirabiiity  of  changes  in  trend.  At  the  present  stage  in 
the  evolution  of  economic  policy,  however,  deviations  from 
trend  are  likely  to  be  so  large  by  comparison  with  possible  or 
desirable  changes  of  trend,  that  the  “ authorities  ” should 
have  little  difficulty  in  recognizing  them.  (See  below).  The 
current  and  recent  experience  of  other  mature  countries 
should  be  available  to  the  “ authorities  ” for  reference, 
especially  of  those  countries,  the  process  of  which,  like  that 
of  Britain,  depends  largely  on  inventiveness  and  the  pioneer- 
ing of  new  methods.  Higher  rates  of  increase  may  be 
expected  in  countries  which  are  seeking  to  catch  up  on  levels 
already  achieved  elsewhere  and  can  bring  into  operation 
procKses  that  have  already  been  tried  out;  they  are  also  to 
be  expected  in  countries  recovering  from  some  serious  shock, 
such  as  war  devastation. 

3.  Statistics  are  already  available  in  Britain  for  such 
trends  of  increase,  althou^  an  enrichment  of  these  would 
always  be  useful.  I give  an  example  of  existing  information 
below.  I have  taken  the  figures  up  to  1955  only,  as  there 
has  been  a serious  break  in  the  British  development  since 
then,  owing  to  a new  departure  of  policy  which  cannot  be 
regarded  as  normal.  All  the  rates  of  increase  shown  in  the 
Table  have  been  found  by  dividing  official  figures  by  the 
numbers  of  persons  in  civil  employment  in  each  year.  The 
use  of  the  same  divisor  for  aU  the  figmes  has  been  deliberate. 
Consequently  the  figures  do  not  purport  to  show  productivity 
per  person  in  each  of  the  sectors  considered  separately. 

TABLE  I 

Average  rate  of  growth  p.a.  in  seven  years 

1948-1955  PER  PERSON  IN  CIVIL  EMPLOYMENT. 

Measured  at  constant  prices  or  in  volume. 

(Percentage  increase  p.a.). 

Gross  Indus-  Manu-  Fixed  Exports  Imports 

Domestic  trial  facturing  Capital  (Exclud- 

Product  Produc-  Produc-  Forma-  ing 
tion  tion  tion  military 

aid) 

U.K.  2-2  3'7  4-2  4-9  4-2  3-8 

U.S.  3-1  3'2  3-5  2-4  0-6  3-0 

4.  There  is  a broad  similarity  between  the  United  King- 
dom and  the  United  States.  Except  for  the  one  item  of  U.S. 
exports,  ffie  slow  rise  in  which  since  1948  was  due  to  the 
abnormal  reliance  of  the  outer  world  on  United  States  exports 
in  that  year,  the  United  States  growth  is  more_  balanced  in 
its  different  parts  than  the  British  growth.  This  is  because 
the  United  States  was  already  better  balanced  in  1948.  In 
the  subsequent  years,  the  United  Kingdom,  owing  to  wartime 
dislocations,  had  to  lay  more  stress  on  manufacture,  fixed 
capital  formation  and  exports.  In  considering  the  future  it 
is  reasonable  to  expect  the  United  Kingdom  to  have  rates  of 
growth  that  more  closely  resemble  those  of  the  United 
States,  except  that  it  is  arguable  that  the  British  increase  of 
investment  should  remain  somewhat  higher,  and  possibly 
also  that  of  her  exports,  although  the  latter  should  do  so  for 
a relatively  brief  period  only. 

5.  At  present  we  have  only  two  important  figures  for 
orders  that  are  generally  known  to  the  public.  These  by 
themselves  are  insufficient.  We  have  figures  for  the  factory 
building  “ starts  ” and  for  machine  tool  orders.  Further- 
more, the  former  are  published  only  after  an  interval  of 
about  nine  months,  and  thus  do  not  give  guidance  for  prompt 
action.  We  also  have  (a  little  more  promptly)  factory 
building  “ approvals  ” and  the  Board  of  Trade  survej^  of 
projected  investment  expenditure.  These  last  mentioned 
figures  are  interesting,  but  less  reliable  than  the  others,  since 
plans,  intentions  or  estimates  are  less  reliable  than  facts. 
The  “ authorities  ” may  have  more  extensive  figures;  if  that 
is  so,  it  is  ex<^ent.  It  is,  however,  desirable  that  all  available 
information  should  be  published,  since  only  so  can  one  have 
informed  current  criticism;  that  is  desirable,  since  the 
“ authorities  ”,  however  expert  and  intelligent,  are  liable  to 
errors  of  judgment. 

6.  In  November,  1954,  I recommended  that  a credit 
squeeze  should  be  applied.  It  was  not  in  fact  applied  (except 
for  some  very  faint-hearted  beginnings  early  in  1955)  until 
nine  months  later.  I believe  it  to  be  now  gener^y  agreed 
that  subsequent  knowledge  has  confirmed  my  view  of  the 
right  riming,  and  that  the  delay  did  great  harm,  entailing  the 
development  of  a needlessly  strong  inflationary  pressure, 


which  had  various  symptoms  and  complicated  and  perplexed 
British  policy  along  a number  of  different  lines.  For  the 
recommendation  in  November,  1954,  however,  I had  to  rely 
far  too  much  upon  my  general  impression.  The  facts  were 
already  such  that,  if  published  and  known,  they  would  have 
made  the  diagnosis  quite  sure,  and  there  would  certainly 
have  been  agreement  by  informed  critics,  as  well  as  by  the 
“ authorities  ” themselves. 

7.  We  now  know  that  factory  building  starts  were,  in 
1954,  running  at  48%  above  the  average  of  the  five  preceding 
years  and  that  they  were  accelerating  towards  the  close  of 
1954.  Orders  for  machine  tools  were  up  by  44%  over  the 
average  of  the  two  preceding  years,  and  also  accelerating. 
Such  rates  of  increase  were  by  no  means  in  line  with  the 
trends  of  growth  illustrated  in  the  table  above.  Nor  could 
it  be  thought  that  such  large  rates  of  growth  could  establish 
themselves  in  future  as  long-run  trends.  There  were  still 
larger  increases  in  both  items  in  the  succeeding  phase  of  the 
boom,  which  became  much  more  accentuated  in  the  first 
half  of  1955,  owing  to  no  check  having  been  imposed.  These 
two  figures,  which  agree  with  one  another,  probably  serve 
fairly  weU  as  indicators  of  the  general  trend  of  investment 
orders  by  manufacturing  industry  in  that  year.  Factory 
building  starts  were  not,  however,  known  at  the  time,  and  it 
would  have  been  desirable  to  have  had  a wider  range  of  well 
categorized  figures,  to  make  the  diagnosis  certain  beyond 
peradventure. 

8.  In  October,  1956,  I asked  for  the  credit  squeeze  to  be 
teirninated.  While  I am  confident  that  the  verdict  of  history 
will  support  this  particular  timing,  we  cannot  yet  be  quite 
sure  for  lack  of  available  relevant  information. 

9.  Contrary  to  general  belief,  the  restrictive  measures 
begun  in  the  second  half  of  1955  appear  to  have  had  a quidc 
effect,  and  thus,  althou^  the  normal  working  of  the  credit 
squeeze  was  impeded  by  obstacles  which  are  described  below, 
the  factory  building  starts  turned  down  in  the  last  quarter 
of  1955,  and  have  continued  well  below  the  level  of  the 
preceding  year  from  then  onwards.  Domestic  orders  for 
machine  tools  turned  down  in  March,  1956,  and  have  con- 
tinued well  below  the  level  of  a year  earlier  from  then  onwards. 
It  may  be  natural  that  the  down-turn  in  the  machine  tool 
orders  should  lag  somewhat  behind  that  in  factory  building 
starts,  since  such  orders  may  be  more  governed  by  prior 
commitments.  Factory  building  starts  give  a clear  indication 
of  the  contemporary  v^l  to  expand  investment  in  the  light 
of  current  circumstances. 

10.  In  the  last  quarter  of  1956  factory  building  starts 
fell  short  of  factory  completions,  and  have  done  so  from 
then  onwards.  Machine  tool  orders  began  to  fall  short  of 
machine  tool  deliveries  in  the  late  summer  of  1956  and 
have  done  so  from  theu  onwards.  These  two  shortfalls 
may  give  a very  fair  indication  of  the  right  time  for  the 
cessation  of  the  credit  squeeze,  but  we  ou^t  to  have  a 
greater  range  of  data  on  which  to  rely. 

11.  The  Germans  publish  very  promptly  figures  for 
orders,  divided  by  the  main  classifications  of  industry,  and 
for  orders  for  exports.  The  Japanese  publish,  also  very 
promptly,  orders  for  “ machinery  and  equipment  ”,  a key 
item,  classified  by  the  main  classes  of  orderers. 

12.  Very  important  for  the  diagnosis  of  the  current 
economic  trend,  whether  towards  inflation  or  depression,  is 
the  productivity  per  person  of  those  employed  in  factories. 
It  seems  likely  that  a considerable  change  has  occurred  in 
the  habits  of  employers  since  before  the  war.  Prolonged 
experience  of  labour  shortage,  perhaps  working  also  in 
conjunction  with  a higher  sense  of  responsibility  by  employers 
for  social  welfare,  appears  to  have  made  them  less  ready  to 
stand  off  redundant  hands.  Consequently,  the  onsets  of 
recessions  have  been  marked  rather  by  a fail  in  the  output 
per  person  still  employed,  than  by  a reduction  of  employ- 
ment. It  seems  that  we  ought  now  to  give  up  the  use  of 
employment  or  unemployment  figures  as  the  main  guides  to 
monetary  policy,  since  tiiese  have  become  unresponsive  to 
the  dianging  economic  climate,  and  guidance  by  them 
would  certakily  not  lead  to  the  prompt  action  that  is  so 
much  to  be  desired.  AU  the  various  figures  now  show  1952 
to  have  been  a year  of  mild  recession  in  Britain  (as  well  as 
in  Europe).  In  1952  employment  in  manufacturing  industry 
fell  only  by  0-3%  but  the  production  per  person  employed  in 
manufacturing  industry  fell  by  2-5%.  In  1956  employment 
in  manufacturing  industry  also  fell  by  0-3%  only,  but  pro- 
duction per  person  employed  in  manufacturing  industry  fell 

by  1-8%, 
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13.  It  is  to  be  noted  that  production  per  person  employed 
fell  rather  markedly  quite  early  in  1956.  There  are  two  pos- 
sible interpretations  of  this,  between  which  it  is  impossible  to 
choose  without  further  irtformation.  (i)  Measures  taken 
in  1955  were  designed  to  release  labour  (and  materials)  from 
consumer  durables,  in  order  to  facilitate  more  investment 
activity.  Owing  to  the  antecedent  great  excess  of  investment 
orders  over  the  supply  potential,  it  was  quite  sensible  both  to 
adopt  measures  to  damp  such  orders  and  to  increase  the 
supply  potential  of  such  goods  by  diverting  resources  from 
other  quarters.  (Actually  this  policy  did  not  prove  successful 
on  the  side  of  labour,  although  it  appears  to  have  been  so  on 
the  side  of  steel,  since  the  investment  goods  industries  were 
not  able  to  absorb  much  extra  labour  in  1956).  The  decline 
in  output  per  person  early  in  1 956  may  have  been  concentrated 
in  the  consumer  durable  industries,  and  may  have  been  the 
inevitable  price  that  had  to  be  paid  for  die  “ rolling  re- 
adjustment ” that  was  designed.  (It  was  desirable,  however, 
that  such  a loss  of  productivity  should  be  for  a short  period 
only),  (ii)  It  may  be,  on  the  other  hand,  that  the  general 
decline  in  orders,  in  consequence  of  the  restrictive  measures 
taken  in  1955,  came  earlier  than  is  suggested  by  the  figures 
for  factory  building  starts  and  machiae  tool  orders.  This, 
if  widely  diffused,  may  have  caused  a correspondingly 
widely  dWifused  slackness  inside  factories,  which  was  more 
than  needed  in  order  merely  to  get  the  aforementioned 
release  of  steel.  These  two  views  are  not  rigidly  opposed 
to  one  another,  but  entail  a difference  of  emphasis,  wfaidi 
might  have  been  relevant  for  monetary  policy. 

14.  It  would  be  impossible  to  decide  between  the  two 
views  afore-mentioned  without  greater  information  about 
orders,  viz.  such  as  would  enable  us  to  determine  how 
general  the  abatement  of  orders  in  early  1956  was,  and 
without  greater  information  about  productivity  inside  the 
factories,  viz.  to  determine  how  far  the  decline  in  the  general 
index  was  due  only  to  a sectional  decline  in  the  consumer 
durables,  as  required  for  an  abatement  in  the  use  of  steel 
there.  Accordingly  I would  claim  that  fuUer  statistics  on 
both  these  topics  mi^t  be  of  great  importance  for  the 
correct  guidance  in  the  timing  of  monetary  policy  in  future. 

15.  The  figures  quoted  for  the  decline  of  output  per 
person  inside  factories  (both  in  1952  and  1956)  should  be 
compared  with  the  average  increase  of  3-3%  re^stered  for 
the  seven  years  from  1948  to  1955.  This  figure  is  in  broad 
agreement  with  the  rates  of  increase  shown  in  the  table 
above. ^ There  is  no  reason  why  we  should  not  desire  and 
expect  the  increase  of  output  per  person  in  manufacturing 
employment  registered  in  those  seven  years  to  continue  to 
be  maintained  now  and  in  the  future.  It  is  to  be  noted  that 
this  is  entirely  separate  from  the  question  whether  we  should 
desire  and  expect  a continuance  of  the  rate  of  increase  in 
total  manufacturing  output.  It  is  arguable  that  manu- 
facturing industry  in  that  period  was  absorbing  too  great  a 
proportion  of  available  labour,  and  that  it  would  be  un- 
desirable for  so  great  an  absorption  to  continue.  Indeed  it 
may  be  said  that  the  boom  of  1955  “ burst  through  the  full 
employment  ceiling  ”,  bringing  people  into  paid  occupations, 
who  are  not  normally  so  engaged,  and  some  of  whom  have 
since  gone  home  and  taken  toemselves  off  the  unemployment 
register. 

16.  But  whatever  we  may  wish  and  desire  in  regard  to 
the  total  of  manufactured  output,  there  is  no  reason  why  the 
productivity  per  person  of  those  who  are  employed  in  manu- 
facture, whether  a rising  or  falling  number,  should  not 
continue  to  increase  at  the  rate  established  for  seven  years 
before  1955.  Indeed  it  is  arguable  that  their  productivity 
should  increase  at  a greater  rate,  since  new  industrial  equip- 
ment has  been  delivered  to  manufacturing  industry  at  a 
considerably  greater  rate  during  the  last  two  years  than  it 
was  during  the  preceding  seven.  There  is  also  the  smaller 
point  that  some  of  those  attracted  into  industry  in  1955  and 
since  displaced,  including  women  and  men  beyond  the 
normal  retiring  age,  were  probably  of  less  than  average 
efficiency.  Thus  to  measure  the  shortfall  of  output  per 
person  in  1956,  we  should  add  to  the  actual  recorded  decline 
of  T8,  at  least  3'3  for  normal  increase,  and  probably  some- 
thing more.  Similarly  for  subsequent  years. 

17.  The  fact  that  ou^ut  per  person  in  factories  is  still, 
in  mid-1958,  only  running  at  the  average  level  for  1955 
should  be  regarded  as  a great  national  misfortune.  If  we 
say  that  output  per  person  might  now  be  running  at  10% 


1.  It  is  slightly  below  the  rate  of  increase  iheie  shown  for  tnamifacturing 
production  per  person  in  civil  employment,  since  in  that  period  the  number  of 

persons  in  dvil  employment. 


above  its  existing  level,  this  allows  nothing  for  the  possibility 
of  a greater  rate  of  increase  than  that  annually  achieved 
before  1955,  owing  to  delivery  of  so  much  modernized 
equipment.  This  imder-employment  inside  factories 
probably  entails  the  loss  of  at  least  £1,000  million  a year, 
ta^g  into  account  the  ex-factory  value  of  the  extra  potential 
output,  and  making  a small  aUowance  also  for  the  value  that 
would  be  added  to  the  national  income  by  the  increased  flow 
of  goods  through  transport  and  distribution. 

18.  It  may  be  argued  that  the  investment  goods  industries 
are  still  fiiUy  occupied  by  the  backlog  of  orders,  so  that  not 
much  of  the  extra  £1,000  million’s  worth  of  goods  could 
consist  of  investment  goods  for  adding  to  the  capital  equip- 
ment of  the  country.  Even  this  is  doubtful,  since,  although 
there  are  still  bottle-necks,  it  is  not  clear  that  the  investment 
goods  industries  are  over-booked  in  all  their  parts.  But  an 
increased  output  of  consume  goods  would  also  have  been 
most  valuable,  not  only  for  the  satisfaction  ^ven  by  them, 
which  is  the  ultimate  object  of  the  economic  system,  but 
also  as  a prime  antidote  against  rising  prices.  Firms  may  be 
forced  to  increase  prices,  or  imable  to  reduce  them,  through 
having  a diminished  turnover  and  being  unable  to  spread 
their  overheads.  Furthermore,  what  wage-earners  are  really 
seeking  now  is  not  a mere  increase  of  money  wages,  but  an 
increa^  standard  of  living.  It  surely  cannot  be  doubted 
that  a much  larger  flow  of  consumer  goods  in  recent  years 
would  have  eased  labour  relations  and  made  it  easier  to  deal 
with  the  wages  problem. 

U.  Effective  Working  of  Credit  Policy 

19.  Credit  policy  works  primarily  by  altering  the  quantity 
of  money  (bank  deposits),  upwards  or  downwards.  If  the 
quantity  is  reduced,  or  is  increased  by  less  than  the  current 
national  income  is  increasing,  this  causes  a widely  diffused 
difficulty  of  borrowing.  Those  short  of  cash  at  the  bank 
may  refuse  trade  CTedits  normally  granted,  or  have  to  sell 
securities,  and  thus  depress  the  securities  market,  including 
that  for  new  issues.  Private  finance  will  be  more  difficult  to 
arrange.  This  diffused  difficulty  of  borrowing  imposes 
obstacles  to  placing  orders  that  are  to  be  implemented  by 
borrowed  money,  whetiier  for  fixed  equipment,  stocks,  or 
consumer  durables.  A credit  squeeze  acts  not  only  by 
creating  a current  lack  of  liquidity  and  shortage  of  borrow- 
able  funds,  but  also  by  inhibiting  orders  on  account  of  fore- 
seeable future  difficulties.  A firm  may  be  reluctant  to  pledge 
its  liquid  reserves  now,  if  it  anticipates  that  it  will  have 
difficiffty  in  replenishing  them  later  on. 

20.  The  traditional  British  method  of  securing  a reduction 
in  the  quantity  of  money  was  by  the  reduction  in  the  " cash 
basis  ” of  the  deposit  banks,  as  determined  by  the  Bank  of 
England,  and  by  the  reduction  by  those  deposit  banks  of 
their  loans  to  the  discount  market  or  of  their  discount  of 
bills.  The  deposit  banks  traditionally  acted,  in  the  first 
instance,  on  their  more  liquid  assets  (caU  money  and  Bills). 
That  was  primarily  what  they  were  held  for,  viz.  to  be 
capable  of  being  reduced  quickly  in  the  event  of  a squeeze 
on  the  “ cash  basis  The  virtue  of  this  traditional  method 
was  that  it  got  quick  action.  This  is  in  line  with  what  has 
already  been  said  about  the  need  for  promptness  in  monetary 
management.  One  needs  diagnosis  of  the  current  situation 
to  be  prompt,  and  the  effect  of  the  measures  taken  to  be 
prompt  also.  From  a general  point  of  view,  it  does  not 
very  much  matter  through  which  channel  of  lending  the 
deposit  banks  reduce  the  quantity  of  hank  money  circulating 
in  the  system,  provided  that  they  reduce  that  quantity 
promptly.  It  is  not  the  reduction  in  actual  loans  made  by 
the  deposit  banks  through  one  channel  or  another,  so  much 
as  the  reduced  ability  of  persons  throughout  the  economy  to 
lend  to  one  another  (owing  to  the  reduction  in  the  total 
quantity  of  bank  deposits),  that  has  the  disinflationary  effect, 

21.  It  has  ri^tly  been  observed  that  this  traditional 
method  has  not  been  working  smoothly  lately,  and  our 
central  task  is  to  consider  the  reasons  for  this. 

22.  In  1955,  and  subsequently,  much  stress  has  been  laid 
on  the  curtailment  of  bank  “ advances  Now  in  certain 
circumstances,  if  there  are  difficulties  about  reducing  the 
supply  of  money  to  the  discount  market  or  making  large 
reductions  in  “ investments  ”,  a reduction  of  “ advances  ” 
may  be  the  only  way  in  which  the  deposit  banks  can  reduce 
the  quantity  of  money  circulating.  It  is  to  be  stressed  that 
this  is  an  undesirable  state  of  affairs.  The  deposit  banks 
are  skilled  lenders.  Their  advances  are  well  considered.  It 
may  be  that  if  there  is  to  be  a general  reduction  of  borrowing 
in  the  communis  as  a whole,  some  fall  of  the  “ advances  ” 
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by  the  deposit  banks  may  be  the  natural  concomitant  of  such 
a general  movement.  But  it  is  undesirable  that  the  reduction 
should  be  especially  concentrated  on  bank  advances.  On 
the  contraj7,  as  the  bank  advances  are  especially  well  con- 
sidered, it  is  quite  likely  that  in  a given  credit  squeeze,  it  is 
desirable  that  there  should  be  less  reduction  in  bank  advances 
than  in  other  forms  of  lending  in  the  commercial  and  &iancial 
community  as  a whole. 

23.  There  is  no  doubt  that  there  has  been  some  discontent 
in  banking  circles  about  the  prolonged  pressure  upon  the 
deposit  banks  to  curb  their  advances.  This  discontent  is 
quite  reasonable.  In  a well-managed  monetary  system 
credit  squeezes  should  be  short.  It  has  already  been  sug- 
gested that  the  squeeze  of  1955  should  have  been  terminated 
in  1956.  The  idea  of  a long  drawn-out  squeez®  is  quite  a 
novelty  and  has  no  relation  either  to  British  experience  or 
that  of  other  countries.  But,  although  squeezes  should  be 
short,  they  ought  to  be  fairly  frequent.  If  an  economy  is 
fairly  fully  employed  and  advancing  along  the  line  of  its 
gro\^  potential,  it  is  almost  inevitable  that  some  sli^t 
tendency  towards  excess  should  arise  at  fairly  frequent 
intervals.  It  is  not  in  line  with  traditional  Briti^  banking 
practice  that  the  banks  should  be  asked  to  curtail  well- 
considered  accommodation  given  to  customers  at  frequent 
intervals.  The  traditional  method  worked  through  curtail- 
ment of  accommodation  in  the  discount  market.  If  action 
through  baidc  advances  became  the  normal  and  primary 
instrument  for  credit  policy,  that  would  do  much  damage  to 
the  structure  of  British  banWng,  and  might  well  discredit  the 
whole  idea  of  monetary  policy  as  an  important  instrument 
for  securing  the  objectives  of  general  economic  policy. 


authorities  find  it  impossible  to  reduce  the  weekly  flow  of 
Treasury  Bills  which  &e  discount  market  is  expected  to  lake 
up.  If  the  Bank  of  England  squeezes  the  deposit  banks  by 
open  market  operations,  and  they  react  too  strongly  via  the 
discount  market,  this  may  place  the  discount  market  in  so 
difficult  a position  that  ffie  Bank  of  England  is  obliged  to 
give  it  accommodation  through  the  back  door.  But  to  do 
ffiat  entirely  obviates  its  initial  attempt  to  reduce  the  quanti^ 
of  money.  The  discount  market  may  put  up  its  running  rate 
of  interest,  and  has  done  so  from  time  to  time;  but  S’  the 
supply  of  funds  offered  by  outside  bidders  for  Treasury  BUls 
is  inelastic,  the  Discount  houses  will  And  it  impossible  to 
disencumber  themselves  of  their  burden.  The  Bank  of 
England  is  bound  to  have  some  tenderness  for  the  Discount 
Market — and  this  would  be  equally  true  if  all  the  discounting 
were  done  by  the  deposit  baidcs  themselves — since  the 
government  cannot  be  put  in  a position  in  which  its  tender 
bills  are  not  taken  up.  Bi  such  case  the  Bank  of  England  will 
have  to  desist  from  its  open  market  operations  or  frustrate 
them  by  giving  an  equivalent  amount  of  accommodation 
through  the  back  door.  And  so  the  attempt  to  impose  a 
credit  squeeze  in  the  orthodox  manner  will  be  frustrated. 

29.  The  real  fact  of  the  matter  is  that,  if  the  old  system  is 
to  be  brought  into  operation  again,  H.M.G.  must  not  be  a 
net  borrower,  or  anyhow  not  on  a big  scale.  The  trouble 
in  1955  was  that  the  government  was  a net  borrower,  both  on 
behalf  of  the  local  authorities  and  on  behalf  of  the  national- 
ized industries.  The  problem  of  the  local  authorities  was 
dealt  with  fairly  well  during  the  course  of  the  year;  but  the 
problem  of  the  nationalized  industries  was  not,  and  it 
remains  with  us. 


24.  The  reason  for  the  stress  placed  upon  curbing 
“ advances  ” in  1955  was  the  difficulty  of  opiating  a credit 
squeeze  of  the  traditional  type,  namely,  throu^  the  discount 
market,  and  that  difficulty  arose  throu^  the  inability  of  the 
government  to  reduce  its  offs’  of  tender  bills.  Consequently, 
this  difficulty  is  at  the  centre  of  our  problem. 

25.  It  has  been  said  that  the  “ authorities  ” did  not  make 
sufficient  effort  to  fund  the  floating  debt  in  1955.  I cannot 
judge  whether  this  criticism  is  true,  but  I have  no  reason  to 
suppose  that  it  is. 

26.  It  is  wrong  to  suppose  that  tihe  authorities  are  able 
to  fund  as  much  as  they  like  at  any  time.  I refer,  of  course, 
to  “ true  ” funding,  viz.  getting  long-dated  stock  taken  up 
by  “ genuine  ” investors.  It  is  sometimes  said  ffiat  funding 
can  always  be  done,  if  one  is  prepared  to  do  it  at  a high 
enough  rate  of  interest.  It  is,  however,  contrary  to  public 
policy,  to  burden  the  tax-payer  by  funding  at  a hi^  rate, 
and,  if  it  is  said  that  some  of  the  money  goes  back  by  way  of 
income  tax,  that  is  no  answer,  since  there  is  still  a residual 
burden  on  the  tax-payer.  Even  mote  important  is  the  fact 
that  funding  at  a rate  is  discreditable  to  the  coimtry 
and  likely,  in  existing  circumstances,  to  lead  to  the  sale_  of 
sterling  in  the  foreign  exchange  markets.  The  old  expression 
for  the  rate  of  interest  which  the  government  has  to  pay  on 
long-dated  stock,  is  “ the  credit  of  the  British  Govemm«it  ”, 
and  that  phrase  is  still  relevant.  The  matter  may  be  even 
worse.  Ilie  gilt-edged  market  may  get  completely  jammed 
and  the  government  broker  become  quite  unable  to  put  out 
stock  in  the  required  quantities.  This  would  be  likely  to 
happen  in  a time  when  the  authorities  were  imposing  a 
credit  squeeze,  -viz,  exactly  at  a time  when  the  funding  of 
Treasury  Bills  mi^t  be  desired  with  a view  to  getting  a 
reduction  in  the  flow  of  funds  to  the  discount  market. 

27.  There  was  a curious  episode  in  the  later  part  of  1957. 
By  then  the  credit  squeeze  had  already  been  of  long  duration 
and  the  “ cash  basis  ” had  successfully  been  held  well  below 
its  level  in  1955— and  but  little  above  its  level  in  1951.  In 
the  middle  of  1957  prominent  statements  began  to  be  made 
about  the  importance  of  holding  the  quantity  of  money 
constant,  in  order  to  avoid  inflation.  In  this  same  period 
the  authorities  began  to  increase  the  cash  basis  for  the  first 
time  in  two  years.  Since  mid-1957  the  cash  basis  has  been 
increased  by  more  than  5%,  which  is  quite  a substantial 
amount,  The  reason  for  this  was  no  doubt  the  ^at 
difficulty  that  was  encountered  in  funding  in  the  middle 
part  of  1957.  The  increase  in  the  quantity  of  money  in  the 
second  half  of  1957  was  effected  under  force  majeure;  it  was 
nature’s  remedy  for  a situation  that  was  getting  mtolerable. 
It  has  doubtless  been  beneficial  and  done  somethmg  to 
offset  the  ill  effects  of  restrictions  imposed  m other  quarters. 

28  We  may  finally  ask  the  question  how  the  traditional 
method  of  implementing  a aredit  squeeze  is  to  work,  if  the 


30.  If  the  government  is  not  a net  borrower,  or  not  to 
a great  extent,  then  the  Departments,  by  holding  a suitable 
admixture  of  Treasury  Bills  and  longerAlated  stock,  should 
be  able  to  release  or  absorb  Treasury  Bills  in  suitable  amounts 
to  fit  the  current  polity  of  credit  relaxation  or  squeeze. 
But  if  the  Departments  are  continually  having  to  take  up 
large  blocks  of  new  issues  as  they  were  during  1955,  the 
government  broker  will  have  his  hands  full,  in  relieving  them 
of  these  new  issues,  and  will  not  be  able  to  get  enough  across 
to  the  genuine  investors,  to  make  possible  a substantial 
“ true  ” funding  of  Treasury  Bills  in  addition.  The  genuine 
investors  just  have  not  the  capacity  to  absorb  new  blocks 
of  new  government  issues  in  order  to  find  finance  for  the 
nationalSed  industries,  and  also  to  absorb  great  further 
blocks,  with  a view  to  a funding  of  Treasury  Bills.  Cori- 
sequently,  it  may  be  impossible  in  such  circumstances,  and  it 
did  become  impossible  in  1955,  to  make  substantial  reduc- 
tions in  the  issue  of  tender  Treasury  Bilb.  That,  in  turn, 
ob'viated  the  implementation  of  a credit  squeeze  by  the 
normal  methods. 


31.  The  moral  of  all  this  is  that  H.M.G.  should  not  be 
a big  net  borrower  of  large  amounts.  An  attempt  has 
been  made  in  the  last  two  years,  to  get  round  this  difficulty 
by  having  a large  above-the-line  s'urplus  in  the  budget,  with 
which  to  provide  some  of  the  finance  required  by  the  national- 
ized industries.  But  this  also  is  profoundly  unsatisfactory. 
In  certain  phases  a large  budget  surplus  may  be  required 
in  order  to  combat  true  inflation,  viz.  an  excess  of  a^egate 
demand  over  the  supply  potential  of  the  economy.  That 
gave  a good  reason  for  having  a budget  surplus  in  the  post- 
war quinquennium,  and  no  doubt  justified  a budget  su^lus 
during  the  recent  investment  boom  (1954-6).  But  it  is  by 
no  means  certain,  if  the  balance  of  supply  and  demand  is  to 
be  correct  in  the  economy  as  a whole,  that  we  shall_  normally 
require  to  have  a big  budget  surplus  in  the  coming  ye^. 
On  the  contrary,  such  a budget  surplus  may  engender 
depression. 

32  Budget  surpluses  cannot  be  turned  on  and  off  quickly. 
But  it  ought  to  be  possible  to  turn  a credit  squeem  on  and  off 
very  quickly.  If  in  a period  when,  from  the  point  of  view  of 
the  longer  trend,  it  is  not  desirable  to  have  a big  budget 
surplus,  there  happens  to  be  a need  for  a temporaty  CTedit 
squeeze,  it  may  be  impossible  to  apply  one  efSciMitiy  u.tiie 
government  is  having  to  find  large  finance  for  the  nationalized 
industries. 


33.  It  is  to  be  noted  that  the  position  of  the  British 
government  has  deteriorated  in  two  ways  in  reemt  y^ts. 
Not  only  has  it  to  find  &ance  on  a gilt-edged  basis  for  about 
half  of  the  industrial  invwtment  of  the  couritry  that  by 
ffie  nationalized  industries),  but  also  there  has  been  a very 
widespread  trend  by  “ genuine  ” investors  from  gilt-edgecl 
stock  into  equities.  It  is  sometimes  held  that  this  ttend  has 
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been  due  to  fears  of  inflation;  but  it  was  very  marked  in  the 
pre-war  decade,  when  there  were  no  such  fears,  and  probably 
has  deeper  causes.  Thus  the  government  is  weakened  in 
two  ways:  it  has  changed  over  from  being  year  by  year  a 
small  net  re-payer  of  National  Debt  into  being  a large  net 
borrower,  and  on  the  other  side  the  demand  for  government 
stock  has  greatly  declined.  This  puts  the  British  govern- 
ment into  a position  of  great  weakness  which  has  unfortunate 
world-wide  repercussions,  including  a weakness  of  sterling 
in  foreign  exchange  markets.  There  may  be  no  remedy  for 
the  drift  by  investors  away  from  gilt-edged  stock  into 
equities;  that  makes  it  all  the  more  urgent  to  apply  a remedy 
on  the  other  side,  namely  to  return  to  the  old  regime,  under 
which  the  government  was  not  a net  borrower. 

34.  I conclude  that  if  monetary  policy  is  to  work 
smoothly  in  future,  a new  method  will  have  to  be  found  for 
financing  the  nationalized  industries.  It  was  observed  above 
that  the  restrictive  measures  taken  in  1955  appeared  to  work 
reasonably  quickly;  and  they  would  have  been  more  effective 
if  imposed  earlier.  None  the  less  the  impossibility  of 
operating  a credit  squeeze  in  the  traditional  way  was  a 
handicap;  it  necessitated  the  simultaneous  use  of  a rather 
wide  range  of  supporting  measures;  it  interfered  with 
traditional  banking  methods  in  the  field  of  advances;  and  it 
generated  a sort  of  crisis  atmosphere,  which  had  ill-effects 
on  sterling  in  the  foreign  exchange  markets. 

35.  I submit  that  the  problem  of  finding  finance  for  the 
nationalized  industiite  is  the  most  important  unsolved 
contemporary  problem  within  the  field  to  be  surveyed  by  the 
Committee  on  the  Working  of  the  Monetary  System.  It  is 
outside  the  proper  range  of  this  submission  to  explore  this 
difficult  problem.  But  I venture  to  add  a few  notes  on  the 
ideas  that  have  been  in  my  own  mind. 

(i)  The  objective  is  to  avoid  burdening  the  gilt-edged 
market  with  the  financial  requirements  of  the  national- 
ized industries;  this  would  not  be  effected  merely  by 
going  over  to  the  pre-1956  system,  by  which  some 
Boards  issued  their  own  stock;  it  would  involve  with- 
drawing the  Treasury  guarantee  and  abandoning  the 
system  by  which  the  government  Departmoits  were  the 
eff'ective  underwriters  of  new  nationalized  industry 
issues. 

(ii)  It  appears  in  vain  to  hope  that  genuine  investors  will 
be  willing  to  absorb  large  blocks  of  a nationalized 
industry  stock  without  any  Treasury  guarantee  or 
equity  element. 

(iii)  An  ideal  solution  might  be  to  re-introduce  an  equity 
element,  but  this  would  appear  to  be  politically 
unacceptable. 

(iv)  Accordingly  it  appears  that  the  only  available  solution 
is  to  get  the  nationalized  industries  to  rely  mainiy  on 
auto-finance. 

(v)  This  would,  presumably,  entail  a once-over  rise  in  the 
prices  of  nationalized  industry  products  or  services, 
and  greater  freedom  from  existing  restraints  on 
pricing  policy  in  future.  I judge  toat  a once-over 
rise  in  prices  would  be  a sacrifice  worth  making,  if 
thereby  the  problem  of  finding  finance  for  these 
industries  were  solved. 

(vi)  As  a quid  pro  quo  for  the  withdrawal  of  the  Treasury 
guarantee,  consideration  might  be  given  to  relieving 
the  industries  from  their  existing  standing  interest 
charges.  This  would  impose  a burden  on  the  tax- 
payer; but  it  would  be  a once-for-all  burden,  and 
would  be  far  smaller  than  that  involved  in  the  recurrent 
need  to  find  new  capital  for  the  industries  out  of 
taxation,  i.e.  by  an  above-the-line  surplus  in  the 
Budget. 

(vii)  It  is  important  that  the  “ authorities  ” should  be  in  a 
position  to  call  upon  the  nationalized  industries  to 
execute  a contra-cyclical  policy,  i.e.  by  expediting 
programmes  when  private  enterprise  is  passing  through 
a phase  of  recession,  and  retarding  programmes  in 
periods  of  inflationary  pressure.  The  nationalized 
industries  might  reasonably  he  less  accommodating 
in  this  regard,  if  dependent  on  auto-finance  and 
deprived  of  the  Treasi^  guarantee.  To  meet  this,  I 
suggest  that  on  occasions  when  the  authorities  were 
asking  the  nationalized  industries  to  expedite  pro- 
grammes, they  should  be  willing  to  provide  temporary 
special  finance  for  the  purpose.  Since,  ex  hypothesi, 
this  would  be  a period  of  recession,  ^e  new  supply  of 
government  money,  even  if  this  basically  entailed  an 


increased  flow  of  tender  Treasury  Bills,  would  not  be 
embarrassing,  since  it  would  be  in  line  with  the  re- 
fiationary  policy  desired. 

(viii)  If  a nationalized  industry  found  itself  short  of  fjnance, 
not  by  reason  of  an  official  request  to  expedite  pro- 
grammes as  proposed  in  (vii)  above,  but  owing  to 
previous  mis-calculatioo,  or  to  the  ordinary  chop  and 
change  in  the  balance  of  receipts  and  expenditures, 
then  it  would  be  less  inflationary  for  such  an  industry 
to  meet  this  deficit  out  of  an  overdraft  at  its  bank, 
than  out  of  temporary  governmental  aid. 

36.  Incidentally,  reference  has  been  made  earlier  to  the 
government  Departments  in  relation  to  their  work  in  the 
support  of  funding  and  in  the  holding  of  Treasury  Bills. 
The  existence  of  these  departmental  funds  is  an  enormous 
asset,  which  should  make  ffie  co-operation  of  the  govermnent 
with  the  banking  authorities,  in  any  given  monetary  policy, 
whether  for  dis-inflation  or  re-flation,  fax  easier.  The 
existence  of  these  capital  funds  is,  so  to  speak,  a windfall 
piece  of  good  luck  of  large  importance.  I submit  that  the 
Committee  ought  to  take  note  of  a possible  danger.  Already 
there  have  been  purists  who  have  critiscized  existing  arrange 
ments  on  the  ground  that  these  Funds  should  be  administered 
solely  in  the  interest  of  their  beneficiaries  as  regards  the 
liquidity  and  remunerativeness  of  their  holdings  of  govern- 
ment stock  at  any  time.  This  is  a logical  point  of  view, 
and,  for  that  very  reason,  dangerous.  The  present  freedom 
of  these  funds  to  vary  the  composition  of  their  capital  hold- 
ings, in  accordance  with  the  needs  of  current  monetary 
policy,  is  of  such  an  immense  advantage  to  the  country,  for 
the  avoidance  of  inflation  and  deflation  and  the  maintenance 
of  sterling  in  good  condition,  that  this  should  be  deemed  far 
to  outweigh  the  purists’  criticism  referred  to  above. 

III.  Internal  and  external  effects  of  Policy 

37.  There  may  be  times  when  a high  short  term  rate  of 
interest  is  required  to  influence  the  international  movement  of 
capital,  while  easy  money  is  required  from  the  point  of  view 
of  the  domestic  trade  cycle,  i.e.  because  industry  is  depressed. 
Conversely,  there  may  be  times  when  a credit  squeeze  is 
desirable  to  check  domestic  inflationary  pressure,  whUe  from 
the  external  point  of  view  there  is  no  need  to  have  a high 
rate  of  interest.  (A  striking  example  of  such  a situation 
was  to  be  seen  in  Germany  in  1955/6).  Furthermore,  a Iflgh 
short  term  rate  should  always  he  avoided  by  Britain  if  it  is 
not  required  to  provoke  an  international  movement  of 
capital,  since  it  is  burdensome  in  relation  to  the  current 
balance  of  external  payments.  It  is  also  burdensome  to  the 
tax-payer. 

38.  It  should  be  possible  by  good  management  to  combine 
internal  monetary  ease  with  a high  rate  of  interest  on  Treasury 
Bills,  and  to  combine  a domestic  credit  squeeze  with  a low 
rate  of  interest  on  Treasury  Bills.  It  seems  worth  stating 
the  theoretical  foundations  of  this  statement. 

39.  The  total  capital  market  may  be  regarded  as  covering 
the  whole  range  of  borrowing  and  lending,  right  down  to 
trade  credits.  Within  this  ^eat  totality,  some  parte  of  the 
market  are  what  is  called  in  economics  “ perfect  ”,  while 
other  parte  are  imperfect.  The  characteristic  of  a perfect 
market  is  that  it  is  possible  to  chalk  up  a price  quotation,  at 
which  all  transactions  at  that  particular  moment  of  time  can 
be  effected.  The  gilt-edged  section  of  the  stock  exchange  and 
the  discount  market  can  be  regarded  as  perfect  in  this  sense. 
At  any  moment  the  single  price  rules,  which  is  the  resultant 
of  the  current  forces  of  supply  and  demand.  Within  the 
ambit  of  these  perfect  markets,  the  quoted  price  is  the  prime 
consideration. 

40.  When  the  market  is  imperfect,  the  price  is  only  one 
factor,  and  not  always  the  most  important.  A producer  or 
trader,  seeking  to  raise  funds,  is  not  solely  concerned  with  the 
current  prices  of  gilt-edged  stock  in  the  Stock  Exchange,  or 
with  the  current  rate  of  interest  of  Treasury  Bills,  but  rather 
with  what  may  be  called  the  “difficulty”  or  “ease  of 
borrowing.  Such  questions  arise  as  whether  he  can  obtain 
credit  from  his  usual  sources  or,  if  not,  where  he  will  have  to 
go ; whether  he  has  contacts  that  can  readily  be  used ; whether 
possible  lenders  are  suitable  from  his  point  of  view,  and^e 
prepared  to  lend  imder  conditions  convenient  to  him.  Tne 
difficulty  or  ease  of  borrowing  covers  such  matters  as  the 
difficult  of  getting  a new  issue,  of  stock  exchange  placing, 
of  obtaining  feance  from  an  insurance  company,  or  from  a 
syndicate,  or  by  bank  advances,  or  by  trade  credit. 
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41.  There  is  no  doubt  a broad  general  teodency  for  a rise 
in  the  rates  of  interest  in  the  two  perfect  markets  referred  to 
above,  and  an  increase  in  the  widely  diffused  difficulty  of 
borrowing,  to  move  together.  But  they  do  not  necessarily 
move  together.  The  long  term  rate  on  gilt-edged  is  likely 
to  move  in  the  same  direction  as  the  diffused  difficulty  of 
borrowing;  but  there  might  well  be  a marked  divergence 
between  the  tendency  of  the  short  term  rate  and  the  general 
difficulty  of  borrowing.  This  may  be  formulated  fairly 
precisely  as  follows. 

42.  The  short  term  rate  of  interest  depends  on  the  ratio 
between  the  quantity  of  money  and  the  supply  of  Treasury 
Bills.  The  generally  diffused  difficulty  of  borrowing  depends 
on  the  quantity  of  money  only.  Precisely  because  the 
market  for  Treasury  Bills  is  a highly-specialized  market,  and 
a perfect  market  where,  at  any  moment,  there  is  a single  price, 
and  is  only  a small  fragment  of  the  capital  market  of  the 
country,  its  tendency  may  not  be  the  same  as  that  of  the 
whole  market.  If  the  quantity  of  money  made  available  by 
the  Bank  of  England  is  reduced  and  the  quantity  of  tender 
Treasury  BUls  reduced  by  precisely  the  same  amount,  there  is 
no  cause  for  the  rate  of  interest  on  Treasury  Bills  to  rise. 
But  if  the  quantity  of  money  made  available  by  the  Bank  of 
England  is  reduced,  that  will  infallibly  cause  an  increased 
difficulty  of  borrowing  throughout  the  country,  whether  the 
quantity  of  Treasury  Bills  is  reduced  or  not  and  whether  the 
Treasury  Bill  rate  rises  or  not.  To  be  perfectly  accurate, 
since  the  increased  difficulty  of  borrowing  throughout  the 
country  might  reduce  the  outside  bidding  for  Treasury  Bills, 
and  the  discount  market  would  then,  have  to  take  up  a larger 
share  of  the  existing  issue,  one  ought  to  say  that,  to  prevent 
the  reduction  in  the  quantity  of  money  by  the  Bank  of 
England  having  any  upward  effect  on  the  Treasury  BUI 
rate,  the  quantity  of  tender  Treasury  Bills  might  have  to  be 
reduced  by  somewhat  more  than  the  quantity  of  money  made 
available  to  the  discount  market.  Thus,  the  Treasury  BUI 
rate  depends  on  the  ratio  between  the  quantity  of  money  and 
the  supply  of  one  kind  of  asset.  The  diffused  difficulty  of 
borrowing  throughout  the  community  depends  on  the 
quantity  of  money  circulating  through  the  whole  economy, 
and  on  that  only. 

43.  This  double  relation  is  the  key  to  the  problem  of 
good  monetary  management.  If  one  wishes  to  impose  a 
domestic  credit  squeeze,  without  there  being  any  need  to 
attract  international  short  term  capital  or  incur  the  expense 
of  a high  Treasury  BUI  rate,  then  one  should  reduce  the 
quantity  of  money  and  reduce  the  flow  of  tender  Treasury 
Bills  by  the  same  amount  (or  the  latter  by  somewhat  more). 
If  it  is  required  both  to  put  on  internal  pressure  and  to 
attract  international  short  term  capital,  then  the  quantity  of 
money  should  be  reduced,  but  not  the  flow  of  tender  Treasury 
Bills,  or  not  in  so  great  a degree.  If  it  is  required  to  have 
internal  monetary  ease  with  a high  Treasury  BUI  rate  to 
attract  international  capital  (or  to  sustain  sterling  in  the 
foreign  exchange  markets),  then  the  quantity  of  money 
should  not  be  reduced,  but  the  flow  of  tender  Treasury  BUis 
should  be  increased  somewhat;  the  latter  wiU  force  the 
Discount  Houses  to  bid  a higher  rate  of  interest. 

44.  Recent  experience  has  suggested  that  the  Treasup' 
Bill  rate  has  been  sensitive  to  smaU  changes  in  the  ratio 
between  the  quantity  of  cash  * and  the  amount  of  tender 
Treasury  Bills.  In  these  conditions  it  should  not  be  difficult 
to  get  substantial  changes  in  the  rate  of  interest,  without 
large  changes  in  the  ratio  between  the  quantity  of  cash  and 
that  of  Treasury  BiUs.  This  is  so  when  the  supply  of  money 
by  outside  bidders  for  Treasury  BUls  is  inelastic.  But  in 
different  circumstances  there  mi^t  be  more  elasticity. 

45.  It  is  obvious  that  this  delicate  system  can  only  be 
made  to  work  effectively  if  the  flow  of  tender  Treasury  BUls 
can  be  readUy  altered.  The  existence  of  the  great  depart- 
mental funds  should  normally  make  this  sufficiently  easy. 
But  the  system  cannot  be  worked  if,  from  time  to  time,  the 
Departments  have  to  take  up  large  blocks  of  long-dated 
stock,  in  consequence  of  new  issues,  including  Treasury 
guaranteed  issues  by  the  nationalized  industries.  There  wiU 
then  be  a recurrent  problem  in  getting  these  new  blocks 
absorbed  by  genuine  investors,  and  this  will  stand  in  the 
way  of  easy  “ true  ” funding  of  Treasury  BUls  by  the  Depart- 
ments, when  that  is  required  by  monetary  policy.  This 
brings  us  back  to  the  previous  point.  If  the  monetary  system 
is  to  function  smoothly,  the  British  Govemmeht  must  not  be 
a large  net  borrower.  The  fundamental  reason  for  that  is 
that  it  is  government  paper  pre-eminently  which  dominates 
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the  particular  perfect  market  that  evolves  the  standard 
quoted  rate  of  interest  on  short  term  capital. 

46.  It  is  important  to  recognise  that  the  need  to  have  one 
internal  policy  and  another  external  policy,  is  not  something 
rare  and  occasional,  but  one  that  may  often  occur.  Indeed 
divergence  between  the  two  ^uirements  may  be  deemed  as 
lUcely  to  occur  as  a consilience.  The  circumstances  of 
Britain  and  some  other  European  countries  for  periods  since 
the  war  have  led  to  the  idea  that  internal  inflation  and 
external  deficit  normally  go  together.  On  a broader  view, 
this  agreement  cannot  be  deemed  normal.  The  case  of 
Germany  in  1955/6  has  already  been  cited.  She  had  internal 
inflationary  pressure,  requiring  the  recipe  of  internal  credit 
restriction,  whUe  enjoying  a very  favourable  external  balance. 
The  latter  condition  made  a high  rate  of  short  term  interest 
undesirable;  indeed  by  being  one  contributory  cause  (though, 
there  were  also  other  causes)  of  the  attraction  of  foreign 
ftinds,  the  high  interest  rate  made  the  problem  of  coping  with 
internal  inflation  more  difficult.  The  vast  inflow  of  foreign, 
fun^  made  it  literaUy  impossible  for  the  Bundesbank  to 
reduce  the  quantity  of  money  in  the  system,  as  required  by 
the  internal  problem.  For  certain  periods  since  the  war 
the  United  States  has  been  in  the  same  position,  viz.  with  an 
internal  tendency  towards  inflation,  calling  for  a restrictive 
monetary  policy,  combined  with  an  external  favourable 
balance,  which  made  the  attraction  of  foreign  funds  most 
undesirable,  both  for  herself  and  for  other  countries.  The 
converse  case  is  also  quite  common.  Numerous  examples 
can  be  cited  from  the’30s  in  which  the  countries  of  Europe 
had  deep  internal  depression,  which  clearly  called  for  internal 
reflation,  combined  with  external  deficits  and  the  need  to 
attract  international  capital. 

47.  Finally,  according  to  one  school  of  thought,  it  might 
be  argued  that  the  foregoing  discussion,  of  how  to  combine 
internal  ease  with  hi^  short  term  rates  and  conversely,  is  no 
longer  relevant,  on  the  ground  that  ttie  policy  of  evening 
out  foreign  payments  by  short  run  international  capital 
movements  is  out  of  date.  It  is  true  that  in  the  post-war 
period  there  have  only  been  short  intervals  when  it  was 
possible  to  operate  such  a policy.  It  requires  fairly  broad, 
foreign  exchange  markets,  convertible  currency  and  the 
absence  of  any  fear  of  devaluation. 

48.  The  iqiiHahlft  attempts,  however,  of  the  Bank  of 
England  to  reconstruct  foreign  exchange  markets  and  to 
make  transferable  sterling  de  facto  convertible  have  en- 
couraged the  hope  that  it  was  striving  to  work  back  to  the 
system  in  which  the  British  short  term  rate  could  have  an 
appreciable  influence  on  international  short  term  capital 
movements. 

49.  This  would  be  a most  desirable  development  in 
existing  circumstances,  since,  if  the  Bank  of  England  can 
thus  influence  capital  movements,  it  provides  the  country 
with  what  has  been  called  a second  fine  reserve  for  inter- 
national settlement.  This  enables  it  to  get  along  with  a 
smaller  gold  reserve  than  it  would  otherwise  need.  In  view 
of  the  existing  acute  shortage  of  monetary  gold  in  the 
world — and  there  would  be  some  shortage  even  if  the  U.S. 
made  a large  upward  revision  of  the  dollar  price  of  gold — 
anything  that  can  be  done  to  supplement  gold  by  a second 
line  reserve  would  be  most  helpful  both  to  Britain  and  to 
the  rest  of  the  world.  Any  attempt  by  Britain  to  add 
largely  to  its  own  gold  holding  must  inflict  grave  injury  on 
other  countries  (see  also  paras.  69-84  below).  Every  attmpt 
to  revive  the  mechanism  by  which  short  term  international 
capital  responds  sensitively  to  the  Bank  Rate  is  to  be 
welcomed. 


IV.  Second-Line  Liquidity 

50.  The  question  of  the  observance  by  the  deposit  banks 
of  the  ratio  of  30%,  as  a minimum  level  for  dl  their  hquid 
assets  has  been  much  discussed  lately.  This  question  is 
undoubtedly  important  and  there  has  been  some  well- 
directed  thought  about  it;  but  I would  judge  that  there  has 
also  been  some  confusion. 


51.  It  has  already  been  stated  that  if  a strong  decrease  in 
the  quantity  of  money  is  required  but  no  need  is  seen  for  a 
spectacular  rise  in  the  short  term  interest  rate,  the  Mrrcct 
recipe  is  to  reduce  both  the  quantity  of  cash  and  ffie  flow  of 
tender  Treasury  Bills.  This  was  done  successfufiy  m 1951, 
and  the  success  of  that  manoeuvre  has  attracted  attention. 
It  has  been  correctly  argued  that  the  more  haltmg  coui«  of 
the  credit  squeeze  in  1955  was  due  precisely  to  the  mabihty 
of  HMG.,  under  the  circumstances  mentioned  above, 
notably  its  being  a large  net  borrower,  to  reduce  the  flow  of 
tender  Treasury  BiUs,  The  remedy  for  this  is  to  rMtore  to 
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the  authorities  their  power  to  reduce  the  flow  of  tender 
Treasury  Bills  on  suitable  occasions. 

52.  The  suggestion  has,  however,  been  made  that  such  a 
situation  might  be  met  by  having  a compulsory  second-line 
liquidity  ratio,  and  then  raising  that  ratio  when  it  was  desired 
to  impose  a credit  squeeze.  We  take  the  case  when,  owing 
to  the  exigencies  of  government  finance,  it  proves  impossible 
to  reduce  the  flow  of  tender  Treasury  Bills,  and  when  it 
would  also  he  impossible  to  shift  the  burden  of  taking  them 
up  on  to  outside  bidders  without  an  intolerably  large  increase 
in  the  rate  of  interest.  If,  in  such  circumstances,  the  Bank 
of  England  attempts  to  impose  a credit  squeeze  through  the 
traditional  open  market  operations,  and  the  deposit  banks 
react  to  that  credit  squeeze  by  reducing  accommodation  to 
the  discount  market  (by  call  money  and  their  own  discount 
of  bills),  that  will  put  the  discount  market  into  an  impossible 
position,  since  it  is  expected  to  take  up  the  weekly  offering; 
the  Bank  of  England  will  then  have  to  supply  the  discount 
market  with  additional  funds  through  the  back  door,  and 
that  will  reverse  the  effect  of  its  initial  open  market  operation. 
Thus,  it  will  fail  in  the  end  to  reduce  the  quantity  of  money. 
If,  in  these  circumstances,  the  second-line  liquidity  ratio  were 
compulsorily  raised,  that,  it  is  argued,  would  compel  the 
deposit  banks  to  reduce  their  other  lines  of  lending,  notably 
through  “ advances  As  and  when  advances  declined,  the 
Bank  of  England  would  be  able  to  curtail  the  cash  basis 
through  its  open  market  operations,  without  having  to 
impose  an  intolerable  squeeze  on  Che  discount  market. 
That  was,  in  fact,  the  effect  of  the  ChanceDor’s  well-known 
letter  to  the  Governor  of  the  Bank  of  En^and  in  July,  1955. 
It  was  desired  to  reduce  the  quantity  of  money ; since,  owing 
to  the  Treasury  Bill  position,  the  dkcount  market  could  not 
be  much  squeezed,  one  could  get  a reduction  in  the  total 
quantity  of  money  only  by  a curtailment  of  “ advances 
But  the  procedure  by  letter  seemed  an  awkward  one,  and  it 
gave  rise  to  argument  and  even  to  a lack  of  confidence  in  the 
smooth  working  of  our  monetary  machinery  and,  con- 
sequently, in  sterling  itself.  If  I understand  it  aright,  the 
suggestion  is  that  in  these  circumstances,  the  simpler  remedy 
would  be  for  the  Bank  of  England  to  have  the  power  to 
raise  the  compulsory  second-line  liquidity  ratio  and  thus  put 
the  deposit  banks  under  an  automatic  pressure  compelling 
them  to  do  what  they  did  in  1955,  viz.  to  curtail  “ advances  ” 
— but  did  then  only  in  consequence  of  the  Chancellor’s  letter. 

53.  My  objection  to  this  proposal  is  that  it  implies 
acquiescence  in  the  idea  that  changes  in  the  quantity  of 
money  are  normally  to  be  effected  by  changes  in  bank 
“ advances  This  strikes  me  as  most  undesirable.  So  far 
from  curtailment  of  bank  “ advances  ” being  singled  out  as 
a prime  method  for  the  restriction  of  lending,  I judge  that 
they  are  the  last  kind  of  lending  that  should  be  put  under 
pressure  on  the  occasion  of  a credit  squeeze.  Furthermore, 
as  stated  above  in  paragraph  23,  it  is  to  be  expected  that  a 
moderate  credit  squeeze  will  be  of  frequent  occurrence  if  the 
monetary  system  is  to  be  managed  smoothly.  But,  if  bank 
advances  are  to  be  the  prime  channel  through  which  these 
frequent  credit  squeezes  are  to  be  effected,  I cannot  see  how 
our  banking  system  is  to  continue  to  function  efiBciently.  It 
would  seem  to  put  the  deposit  banks  into  an  intolerable 
position,  at  which  they  would  be  quite  justified  in  protesting. 

54.  A word  may  be  added  about  the  proposal  that  the 
“ cash  basis  ” ratio  (8  %)  should  itself  be  made  compulsory, 
and  varied  from  time  to  time,  as  in  certain  other  countries. 
This  seems  inappropriate  for  British  conditions.  Variation 
in  the  compulsory  cash  basis  is  a very  useful  weapon  in 
countries  where  there  is  no  organized  capital  market,  which 
makes  open  market  operations  difficult,  or  where  the  central 
hank  is  lacking  in  ammunition  to  conduct  open  market 
operations  on  a big  scale.  There  also  appear  to  be  special 
reasons  why  it  has  been  convenient  in  the  United  States. 
The  power  was  granted  when  the  U.S.  government  was 
borrowing  heavily  for  public  works  and  was,  therefore,  very 
anxious  that  the  Federal  Reserve  system  should  continue  to 
sustain  the  Bond  market,  yet  did  not  wish  to  make  the 
System  wholly  unable  to  conduct  a credit  squeeze,  should 
occasion  require  it,  as  it  was  thought  to  in  1936.  Further- 
more, at  that  time,  owing  to  the  conditions  of  acute  depres- 
sion, the  member  banks  had  built  up  large  excess  reserves; 
consequently,  vast  open  market  operations  would  have  been 
required,  if  any  pressure  was  to  be  exerted  upon  them,  and  it 
seemed  simpler  to  resort  to  the  expedient  of  raising  com- 
pulsory reserve  requirements.  Even  after  the  “ accord  ” 
between  the  Treasury  and  Federal  Reserve  System  in  March, 
1951,  the  government  remained  for  a time  veay  anxious  that 


the  Federal  Reserve  System  should  not  unduly  depress  the 
Bond  price  by  open  market  operations. 

55.  It  is  doubtful  if  the  ri^t  to  raise  reserve  requirements 
by  regulation  would  ^ valuable  in  British  conditions.  If  we 
look  at  1955,  that  very  same  factor  that  inhibited  the  Bank  of 
England  from  large  open  market  sales,  namely  its  proper 
tenderness  for  the  discount  market,  would  have  inhibited  it 
from  raising  the  compulsory  cash  basis,  since  that,  too, 
would  have  compelled  the  deposit  banks  to  put  a squeeze 
upon  the  discount  market,  and  thus  have  compeUed  the 
Bank  of  England  to  undo  its  own  “ regulation  ” by  advancing 
more  to  the  discount  market  through  the  back  door. 

56.  The  central  British  difficulty  appears  to  me  to  be  the 
inability  of  the  authorities  to  reduce  the  offer  of  Treasury 
Bills  as  required  when  a credit  sque^  is  on.  The  proposals 
both  for  a compulsory  and  variable  cash  basis  ratio  and  for 
a compulsory  and  variable  second-line  liquidity  ratio,  strike 
me,  ifimay  say  so,  as  attempts  to  escape  this  central  problem. 

V.  Normal  Long  Term  Interest  Rate  in  Britain  should  6s  3 % 

57.  I venture  to  add  a paragraph  on  this  topic,  because 
the  idea  has  been  gaining  irffiuential  support  that  the  modem 
situation  requires  Britain  to  abandon  her  3 %,  on  which  she 
prospered  and  expanded  for  a cent^.  Having  a steeply 
rising  population,  her  domestic  requirement  for  investment, 
to  say  nothing  of  her  great  overseas  investment,  was  greater 
in  the  century  before  1914  than  it  is  likely  to  be  in  the  period 
ahead,  and  yet  she  managed  very  well  with  3 %. 

58.  A hi^  interest  rate  is  burdensome  to  the  tax-payer; 
it  is  widely  agreed  that  our  taxes  are  anyhow  too  high  for 
good  health.  In  so  far  as  the  high  long  term  rate  entails  a 
high  short  term  rate,  this  is  burdensome  to  the  current  external 
balance  of  payments,  owing  to  the  large  externally  held 
sterling  balances.  Furthermore,  a high  long  terra  rate  is 
inconsistent  with  the  role  of  overseas  investor  on  a big  scale, 
a role  which  is  appropriate  to  Britain  as  a mature  country 
with  a high  national  income  per  head  and  a stationary 
population,  as  one  requiring  to  maintain  a large  volume  of 
foreign  trade — since  trade  and  foreign  investment  go  largely 
together — and  as  seeking  to  sustain  the  British  Common- 
wealth as  a useful  economic  entity.  Furthermore,  overseas 
investment  by  Britain  can  play  an  important  part,  both  in 
sustaining  full  employment  in  Britain,  and  in  saving  the 
world  from  a recurrent  tendency  to  depression,  such  as  is 
likely  to  beset  it  in  future. 

59.  A high  rate  of  interest  is  not  likely  to  enlarge  saving. 
Much  of  this  is  done  by  companies,  and,  to  the  extent  to 
which  it  is  personal,  it  is  largely  done  by  individuals  through 
life  insurance  policies  and  pension  funds.  The  last-mentioned 
kind  of  saving  is  not  likely  to  be  increased  by  a high  rate  of 
interest;  on  die  contrary  it  might  work  the  other  way,  since 
a low  rate  of  interest  would  involve  the  payment  of  a hi^er 
premium  for  a given  pension. 

60.  A high  rate  of  interest  tends  to  discourage  investment. 
Although  exaggerated  ideas  have  been  put  forward  about 
the  need  to  raise  the  proportion  of  resources  devoted  to 
investment  in  this  country,  by  analogy  with  countries 
differently  placed,  e.g.  with  expanding  populations  or 
struggling  up  from  initially  mudi  lower  capital  endowments, 
yet  I would  not  differ  from  those  who  hold  that  much 
modernization  is  stiU  needed  in  Britain,  and  that  public 
policy  should  be  tilted  towards  encouraging  investment. 
Indeed,  we  already  have  such  a policy  in  the  form  of  acceler- 
ated depreciation  ^owances.  It  seems  a flat  contradiction 
to  maintain  such  a policy,  while  at  the  same  time  discouraging 
investment  by  a high  rate  of  interest.  One  encoinages 
investment  by  a method,  which,  for  the  time  being  burdens 
the  taxpayer,  while  at  the  same  time  one  discourages  invest- 
ment by  a method  (high  interest)  which  also  burdens  the 
tax-payer. 

61.  I suggest  that  the  need  for  a high  interest  rate  is 
tending  to  become  a dogma,  unsupported  by  rational 
arguments. 

62.  The  long  term  rate  of  interest  is  governed  by  the 
relation  between  the  quantity  of  money  and  the  money 
value  of  the  national  income.  The  British  long  term  rate 
has  risen  as  a consequence  of  the  severe  restrictions  in  the 
quantity  of  money  since  1951.  If  the  quantity  of  money 
available  were  restored  to  a more  normal  relation  to  the 
money  value  of  the  national  income,  the  long  term  rate  of 
interest  would  come  down  to  3 % quite  naturally,  witliqut 
any  fuss  or  botiier. 
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VI.  Demand  and  Cost  Inflation 

63.  I win  submit  only  very  briefly  on  this  topic.  Refer- 
ence to  it  seems  caUed  for,  as  a clear  understanding  of  the 
vast  difference  between  a demand  inflation  and  a cost 
inflation  is  essential  for  the  formulation  of  monetary  policy. 

64.  These  two  phenomena  have  little  in  common,  save 
the  fact  that  they  both  involve  a rise  of  prices.  It  is  fair  to 
add  that  a demand  inflation  may  cause  a cost  inflation  j a 
demand  inflation  tends  to  cause  a rise  in  the  cost  of  living, 
labour  shortages  and  h^  profits  and  these  may  cause 
employees  to  be  more  insistent  in  demanding,  and  employers 
more  willing  to  grant,  wage  increases  than  they  would 
othCTwise  be.  It  does  not  appear  on  the  other  hand  that  a 
cost  inflation  will  normally  give  rise  to  a demand  inflation, 
and  it  may  often  have  the  opposite  efiect. 

65.  We  say  that  there  is  a demand  inflation  when  the 
aggregate  demand  for  goods  and  services  exceeds  the  supply 
potential  of  the  economy.  The  excess  of  demand  over 
supply,  sometimes  called  the  “inflationary  gap”,  does  not 
always  lead  to  a rise  in  prices  of  aggregate  amount  equal  to 
this  excess,  since  part  of  the  excess  demand  may  cause  and  be 
pro  tanta  offset  by  a growing  accumulation  of  unfilled  orders. 
Abstracting  from  the  latter  point,  and  considering  only  the 
effect  of  excess  demand  on  prices,  it  is  of  the  very  essence  of 
this  phenomenon  to  entaU  a lift  of  prices  over  costs.  The 
amount  by  which  prices  must  stand  above  costs,  as  deter- 
mined by  the  amount  of  demand  inflation,  is  the  same, 
whether  costs  rise  or  fall.  By  contrast  cost  inflation  entails 
a simultaneous  upward  movement  of  prices  and  costs.  Thus, 
the  two  sets  of  phenomena  are  different  in  essence. 

66.  Further  to  illustrate  their  difference,  I would  point 
out  that  there  are  often  circumstances  in  which  one  requires 
a combination  of  demand  deflation  and  cost  inflation,  or  of 
demand  inflation  and  cost  deflation.  This  would  be  non- 
sensical if  the  two  phenomena  were  closely  allied.  To 
revert  to  the  case  of  Germany  in  1955/6.  A demand 
deflation  was  required  because  the  aggregate  demand  for 
goods  and  services  was  in  excess  of  the  supply  potential  of 
the  economy  and  this  was  having  undesirable  consequences. 
Accordin^y  the  “ authorities  ” pursued  a somewhat  restric- 
tive monetary  policy.  At  the  self-same  time  a cost  inflation 
was  required,  because  at  the  existing  level  of  costs  Germany 
had  an  embarrassingly  favourable  balance  of  trade  and 
thus  out  of  equilibrium  with  other  countries.  The  “ authori- 
ties ” did  not  actually  apply  a remedy  to  the  latter  evil, 
because  they  anticipated  what  in  fact  happened,  namely  that 
German  wages  would  rise  much  more  than  those  in  the 
United  States  or  Britain,  so  that  the  required  remedy  has 
actually  occurred — although  not  necessarily  in  sufiicient 
degree.  It  often  happens  that  a country  has  acute  un- 
employment and  a serious  external  deficit;  in  that  case  there 
is  a joint  requirement  for  demand  inflation  and  cost  deflation. 

67.  A good  example  of  a case  where  a large  cost  inflation 
occurred  in  the  absence  of  any  demand  inflation  is  that  of 
France,  when  the  Socialists  first  gained  power  under 
Monsieur  Blum,  when  there  was  a large  increase  in  wages 
and  prices  together.  At  that  time  the  French  economy  was 
much  depressed,  and  there  could  not,  by  any  stretch  of 
language,  be  deemed  to  be  a demand  inflation. 

68.  I would  venture  to  point  out  that  the  contrast  between 
demand  Nation  and  cost  infladon  is  quite  fundamental  to 
what  is  known  as  Keynesian  economics.  Those  who  regard 
cost  inflation  and  demand  inflation  as  similar  phenomena 
should  be  regarded  as  pre-Keynesian.  He  brought  thri  out 
very  strongly  in  his  Treatise  on  Money  (1930)  by  assigning 
in  his  tdghly  spotlit  “ fundamental  equation  ” (Vol.  1,  p.  136) 
two  separate  terms  for  the  factors  involving  cost  inflation 
and  demand  inflation  respectively.  He  carried  on  the  same 
line  of  thou^t  in  his  later  volume  {General  Theory  of 
Employment,  Interest  and  Money),  by  working  in  terms  of 
“ wage  units  ” and  thus  abstracting  from  the  influence  of 
cost  in  his  analysis  of  what  might  cause  an  excess  of  aggregate 
demand  over  the  supply  potential  (demand  inflation). 

VII.  The  Price  of  Gold 

69.  Recent  discussion  about  whether  the  Americans 
should  raise  the  dollar  price  of  gold  or  adopt  alternative 
methods  of  increasing  international  liquidity,  have  tended  to 
overlook  the  quantitative  aspect.  Since  the  U.S.  dollar  has 
fallen  to  less  than  half  i^  pre-war  value,  whether  measured 
by  the  internal  U.S.  wholesale  price  level  or  by  the  prices 
paid  for  U.S.  exports,  it  would  be  reasonable  to  suggest 


doubling  the  dollar  price  of  gold.  At  the  end  of  1956  ^e 
amount  of  gold  held  by  governments  and  central  banking 
institutions  outside  the  U.S.  and  the  U.S.S.R.  was  $16,442 
million.  (Bank  for  International  Settlements,  27th  report). 

If  the  dollar  price  of  gold  were  doubled,  the  rest  of  the  world 
would  gain  $16,442  million  in  the  dollar  value  (and  in  the 
commodity  value)  of  its  reserve  holdings.  The  U.S.  quota 
in  the  International  Monetary  Fund  is  $2,750  million.  It 
would  accordingly  require  the  formation  of  six  new  Inter- 
national Monetary  Funds  of  the  same  size  as  the  existing 
one,  to  give  the  rest  of  the  world  that  increase  in  gold  or 
dollar  liquidity  that  would  be  provided  by  the  doublmg  of 
the  dollar  price  of  gold.  The  equivalent  of  the  fonnation  of 
six  new  latemational  Monetary  Funds  each  of  the  size  equal 
to  the  existing  one  is  far  beyond  the  range  of  feasible 
projects  for  enlarging  the  International  Monetary  Fund  or 
providing  liquidity  by  the  formation  of  any  new  type  of 
banking  arrangement  or  overdraft  facUity.  Such  projects 
can  only  have  been  put  on  a level  with  that  for  raising  of  the 
dollar  price  of  gold,  because  their  advocates  have  not  fully 
appreciated  the  quantitative  aspect.  Indeed  a raising  of  the 
dollar  price  of  gold  in  some  more  moderate  proportion, 
such  as  50%,  or  even  30^  would  increase  the  liquidity  of 
non-doUar  countries  by  far  more  than  any  increase  in  banking 
accommodation  that  is  within  the  realm  of  practical  pos- 
sibility. (It  is  to  be  noted  that  owing  to  the  wide  diffusion 
of  sterling  balances  and  consequent  extreme  sensitivity  of 
sterling  to  a lack  of  liquidity,  Britain  would  gain  almost  as 
much  by  the  increased  value  of  the  gold  holdings  of  other 
non-doUar  countries  as  she  would  by  that  of  her  own). 

70.  Furthermore,  such  new  banking  projects  would  not 
be  so  advantageous  to  the  United  States  herself,  as  die 
raising  of  the  dollar  price  of  gold.  In  recent  years  the 
United  States  has  not  had  a favourable  balance  on  overall 
external  account.  If  she  continues  not  to  do  so  in  the 
coining  years,  the  United  States  would  not  be  affect^  as 
regards  her  reserve,  either  by  a raising  of  the  dollar  price  of 
gold  or  by  the  provision  by  her  of  liquid  assets  in  another 
form,  save  to  the  extent  that,  in  the  former  case,  but  not  the 
latter,  she  would  have  stren^hened  the  commodity  value  of 
her  own  gold  reserves  available  for  use  on  future  occasions. 
Suppose,  on  the  other  hand,  that  the  overall  balance  of  the 
United  States  is  favourable  in  the  coming  years.  Then,  if 
she  had  raised  the  dollar  price  of  gold,  she  would  have 
facilitated  an  increase  in  her  own  gold  holding  by  an  amount 
equivalent  to  her  favourable  balance.  On  the  other  plan, 
the  increase  in  her  assets,  consequent  upon  her  favourable 
balance,  would  take  the  form  merely  of  claims  on  whatever 
banking  institution  she  might  have  helped  to  set  up,  which 
would  certainly  not  be  liquid,  and  would  be  of  problematic 
value.  Her  net  reserve  position,  viz.  her  gold  reserve  less 
short  term  claims  constituted  by  the  dollar  holdings  of  other 
countries,  is  no  longer  strong,  and  any  further  weakening  in 
it  might  well  cause  her  public  opinion  to  raise  a stiffer 
objection  to  a continuance  of  the  various  forms  of  assistance 
that  she  has  so  generously  furnished  to  the  outside  world. 

71.  It  is  to  be  noted  that  the  requirement  for  more 
liquidity  by  non-dollar  countries  is  not  related  only  to  their 
potential  need  to  make  payments  to  United  States,  but  ako 
to  the  potential  mutual  imbalances  between  the  other 
countries  themselves.  The  main  evil  flowing  from  the  lack 
of  liquidity  is  that  countries  feel  bound  to  rush  into  imposing 
importing  restrictions,  whether  outright  or  by  way  of  mtraal 
d^ation  or  restraint,  on  the  occasion  of  small  perturbations 
in  their  ractemal  balances— to  which  they  would  have  pmd 
scant  attention  in  earlier  years  when  reserves  bore  a higher 
ratio  to  the  current  annual  value  of  trade.  Such  injures 
to  curb  importation  have  a chain  effect,  and  are  likely  to 
accentuate  any  tendency  to  world  recession  that  may  occur. 
There  is  little  doubt  that  the  insufficiency  of  reserves  has 
already  had  a malign  effect  on  the  course  of  the  present 
recession. 

72  It  should  be  represented  to  the  United  States  that 
she  is  bound  in  honour,  as  a custodian  of  somewhat  more 
than  half  of  the  monetary  gold  reserves  in  the  free  world, _ to 
raise  the  dollar  price  of  gold.  Had  there  been  no  inflation 
in  the  United  States,  the  matter  would  be  different.  She  h^ 
aUowed  the  commodity  value  of  the  dollar  to  slip  down  to  half 
its  pre-war  level,  and  the  raising  of  the  dollar  pn«  of  gold 
should  be  regarded  simply  as  an  ex  post  recognition  of  an  estab- 
lished fact.  Gold  still  serves  as  the  pnncipal  medium  lor 
international  settlement,  and  every  holder  of  gold  has  a respon- 
sibility in  relation  to  this  asset,  which  serves  so  important  an 
international  function.  It  is  true  that,  if  the  Umted  States 
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failed  to  recognise  her  moral  obligation  under  this  heading, 
the  other  nations  might  get  together  and  agree  to  raise  the 
price  of  gold  in  terms  of  all  their  several  currencies.  Un- 
fortunately this  would  entail,  in  the  absence  of  parallel 
action  by  the  United  States,  a devaluation  of  all  those 
currencies  in  terms  of  the  U.S.  dollar,  which  would  be  likely 
to  be  very  adverse  to  the  interests  of  all,  or  most  of  all,  the 
countries  concerned,  would  have  a gravely  disturbing  effect 
on  the  pattern  of  international  trade,  and  would  probably  be 
most  unwelcome  to  the  United  States  herself, 

VIII.  The  JBritisk  Reserve 

73.  While  it  is  important  that  the  British  reserve  should 
be  increased,  it  should  be  a cardinal  principle  of  policy  not 
to  try  to  raise  it  at  more  than  a slow  rate. 

74.  In  this  respect  a distinction  must  be  drawn  between 
the  net  reserve  and  the  gross  reserve.  In  the  period  from 
1932  to  1939,  which  was  one  of  fairly  successful  monetary 
management,  both  internal  and  external,  in  Britain,  no 
attention  whatever  was  paid  to  the  gross  reserve.  Liquid 
funds  coming  in  on  capital  account  and  serving  to  increase 
her  gross  reserve  were  regarded  as  “ hot  money  ”.  Their 
subsequent  withdrawal  did  not  have  a scintilla  of  influence 
on  internal  British  monetary  policy.  That  was  probably  a 
wise  attitude,  which  we  should  now  imitate.  This  would 
mean  striving,  within  moderate  limits,  to  raise  our  net  reserve 
and  paying  no  attention  to  the  vagaries  in  our  gross  reserve. 

75.  Seeking  to  build  up  and  rely  upon  a gross  reserve 
substantially  in  excess  of  the  net  reserve  involves  courting 
foreign  opinion  in  a way  that  is  totally  alien  to  British 
temperament,  may  be  awkward  from  a domestic  point  of 
view,  and  is  certainly  far  removed  from  our  practice  in 
recent  years.  For  instance,  it  may  be  considered  domestically 
desirable  for  Ministers  to  lay  stress  upon  the  need  for  wage 
restraint  in  this  country.  In  the  two  years  1956  and  1957 
taken  together,  German  hourly  wage  earnings  rose  by  18%, 
the  British  by  12%,  and  the  American  by  9%.‘  These  relative 
movements  of  wages  cannot  be  said  in  themselves  to  have 
done  any  harm  to  Britain  from  a competitive  point  of  view; 
and  therefore  to  have  given  wide  publicity  to  the  relative 
moderation  in  British  wage  increases  would  have  been  a 
most  admirable  method  of  gaining  or  sustaining  the  con- 
fidence of  foreigners.  If  these  facts  about  wages  had  been 
generally  known  abroad,  there  is  little  doubt  that  less  sterling 
would  have  been  sold  in  those  two  years  in  fear  of  a possible 
devaluation.  The  British  authorities  may,  however,  have 
thought  that  such  publicity  would  not  be  conducive  to 
getting  trade  union  leaders,  or  their  clients,  to  exercise 
restraint  in  their  wages  demands.  Again,  in  1955  Britain 
had  a strong  investment  boom,  as  noted  above,  which  was 
by  no  means  reinforced  by  any  tendency  for  consumption  to 
rise,  save  in  a restrained  and  normal  manner.  It  would 
certainly  have  helped  with  foreign  opinion  to  have  stated 
rather  emphatically  during  1955,  that  certain  inflationary 
pressures  that  began  to  manifest  themselves  and  a tendency 
to  a less  favourable  balance  of  trade  were  solely  due  to  a 
domestic  investment  boom,  and  were  not  caused  by  any 
abnormal  increase  in  consumption.  No  such  statement  was 
ever  made;  on  the  contrary,  statements  were  made  which  at 
least  implied  the  opposite.  Again  this  mode  of  presentation 
may  have  been  due  to  a desire  to  keep  wage  demands  and 
consumption  restrained,  and  may,  therefore,  have  been 
expedient  from  a purely  domestic  point  of  view,  but  it  had  a 
disastrous  effect  in  1955  on  the  status  of  sterling  in  the 
foreign  exchange  markets  of  the  world. 

76.  Monthly  figures  are  quoted,  showing  the  gain  or  loss 
of  gold  to  our  reserves.  No  simultaneous  figure  is  published 
for  the  simultaneous  loss  or  gain  of  our  gold  liabilities 
(sterling  balance  outside  the  sterling  area),  since  it  takes  a 
longer  time  to  obtain  accurate  information  about  the  latter; 
nor  do  we  make  an  attempt,  as  the  Germans  do,  to  assess 
what  proportion  of  the  gain  or  loss  of  gold  is  due  to  the 
“ leads  and  lags  ” in  foreign  trade  payments.  The  publica- 
tion of  the  gold  figure  in  isolation  has  a bad  effect  on  foreign 
confidence  just  in  those  times  when,  by  hypothesis,  viz.  in 
times  of  gold  loss,  that  effect  is  especially  hurtful. 

77.  It  may  well  be  that  it  would  be  inexpedient  to  dress 
ministerial  utterances,  however  truthfully,  with  a view  to 
having  the  optimum  effect  on  foreign  confidence.  But  the 
corollary  of  this  is  that  we  should  guide  our  own  policy  by 


1.  It  is  not  clear  v.hetber  for  this  comparisoD  one  should  take  British  weekly 
earnings  or  the  index  of  Trade  Union  rales.  But  as  these  rose  together  in  almost 
the  same  proportion  in  the  two  years  in  question,  it  is  likely  that  sourly  earnings 
cose  in  the  same  proportion  also.  .... 


the  size  of  our  net  reserve,  and  not  by  that  of  our  gross 
reserve,  as  we  did  successfully  in  the  pre-war  period.  It  is 
foolish  to  abstain  from  making  utterances  that  might  help 
foreign  confidence,  and  yet  be  willing  to  t^e  action  that  is 
perhaps,  on  a true  view,  detrimental  to  our  internal  economy, 
merely  with  a view  to  bolstering  that  foreign  confidence. 

78.  It  does  not  follow  that  we  have  to  behave  quite  as 
though  our  gross  reserve  were  no  greater  than  our  net 
reserve.  Whatever  shocks  to  foreign  confidence  there 
might  be,  it  is  unlikely  that  sterling  balances  held  outside  the 
sterling  area  would  be  drawn  down  to  zero ; some  of  those 
balances  are  still  needed  by  their  holders  as  reserves  or  to 
meet  foreseeable  commitments.  Thus  we  should  be  free  to 
act  as  if  our  true  reserve  was  a little  higher  than  our  net 
reserve;  but  we  should  pay  no  attention  to  temporary  pilings 
up  or  drawings  down  in  Ae  excess  of  the  gross  over  the  net 
reserve. 


79.  In  the  seven  years  from  the  end  of  1947  to  the  end 
of  1954  our  ne/  reserve  was  increased  by  more  than  £1,000 
million.  This  was  an  eminently  satisfactory  rate  of  increase. 
In  the  three  following  years  our  net  reserve  was  drawn  down 
somewhat,  probably  mainly  owing  to  our  large  investment 
boom  during  those  years,  and  perhaps  also  owing  to  an 
unfavourable  change  in  the  “ leads  and  lags  ” of  foreign 
trade  payments.  The  latter  was  itself  due  to  misguided  ideas 
about  the  possible  need  for  another  devaluation  of  sterling, 
which  were  not  sufficiently  corrected,  and  indeed  sometimes 
seemed  even  to  be  corroborated,  by  official  statements. 

TABLE  n 


British  Net  Reserve.  £ million 
End  of  End  of 
1947  1954 

Gold  and  dollars  . . + 512  -|-  926 

Sterling  balances  outside 
sterling  area  . , ..  — 1309  — 775 

I.M.F.  Drawings  . . — 58  0 


End  of 
1957 
+ 812 

— 568 

— 204 


— 855  -1-  211  -1-  40 


80.  It  would  be  wrong  to  endeavour  in  future  to  build 
up  our  net  reserve  at  a greater  rate  than  occurred  in  the 
seven-year  period  to  the  end  of  1954.  £100  million  a year 
might  be  taken  as  a desirable  limit,  although  it  is  arguaWe 
that,  in  the  changed  condition  of  the  world,  viz.  with  a 
tendency  to  recession  replacing  that  of  universal  inflation,  a 
somewhat  smaller  build-up  by  Britain  would  be  desirable. 
The  British  should  not  forget  that  the  whole  world,  except 
the  United  States  and  Germany,  is  short  of  reserves.  This 
slate  of  affairs  can  be  remedied  only  by  a rise  in  the  dollar 
price  of  gold,  as  explained  in  the  foregoing  section.  In  these 
circumstances,  any  attempt  by  Britain  to  build  up  a net 
reserve  quickly  would  be  un-neighbourly.  This  remains 
true,  even  though  we  have  to  recognise  that  on  an  ideal 
re-distribution  of  gold,  Britain,  as  central  banker  for  the 
sterling  system,  should  have  a greater  reserve  than  she  now 
has.  An  attempt  to  have  a quick  build-up  would  not  only 
be  un-neighbourly:  it  would  also  be  self-frustrating.  For 
any  marked  loss  of  reserves  by  other  countries  is  likely  to 
lead  to  their  restricting  imports  from  Britain. 

81.  The  very  recent  course  of  the  world  recession  is  of 
interest  in  this  general  connection.  It  is  important  to 
remember  that,  although  the  aggregate  production  of 
O.E.E.C.  countries  is  less  than  that  of  the  United  States, 
their  importation  is  greater.  In  1956  the  imports  of  the 
United  States  amounted  to  $14  billion,  those  of  the  con- 
tinental O.E.E.C.  countries  to  $31  billion,  those  of  the 
United  Kingdom  to  $11  billion,  and  those  of  all  O.E.E.C. 
countries  from  the  outside  world,  i.e.  after  deducting  their 
imports  from  each  other,  to  $24  billion.  Thus,  European 
imports  bulked  larger  than  American  imports.  Furthermore, 
they  had  a much  steeper  rate  of  increase  in  the  post-war 
decade  than  did  the  American  imports,  owing  to  the  circum- 
stances of  post-war  reconstruction.  In  1956  imports  of  the 
United  Kingdom  declined  slightly  and  in  the  last  half  of  1957 
showed  a depressed  rate  of  increase  over  1955  of  only  about 
2%.  In  1956  continental  European  imports  continued  to 
rise,  but  in  1957  flattened  out,  and  by  the  third  quarter  began 
to  recede.  During  1957  American  imports  continued  to  rise 
until  the  end  of  the  year;  they  also  continued  to  rise  until  the 
end  of  the  year  from  all  ffie  many  regions  of  the  world 
considered  separately,  except  Canada.  During  1957  primary 
product  prices  declined,  falling  well  below  their  pre-Suez 
level,  and  countries  relying  mainly  on  primary  production 
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began  to  have  balance  of  payments  dfficulties.  This  decline 
in  primary  product  prices  is  the  central  feature  of  the  current 
world  recession.  It  cannot  be  denied,  having  regard  to  the 
pattern  of  trade  in  1957,  that  the  current  world  recession  has 
been  due  to  the  British  and  EurojMan  recessions,  and  not  at 
all  to  the  American  recession,  which  came  later.  Indeed,  it 
may  well  be  that  the  current  American  recession  was,  if  not 
partly  caused,  at  least  “ triggered  oif  ”,  by  the  world  recession. 
In  the  second  half  of  1957  U.S.  exports  were  running  at  the 
annual  rate  of  S2’3  billion  below  the  level  of  the  first  half; 
in  the  third  quarter  of  1957  the  U.S.  gross  national  product 
was  still  rising,  but  in  the  final  quarter  it  fell  to  the  level  of 
the  first  half  of  ^e  year.  The  flattening  out  and  recession 
in  Europe  in  1957  must  be  taken  in  connection  with  the  fact 
that  her  imports  had  been  rising  in  the  previous  decade  at  a 
steeper  rate  than  the  American  and  that  primary  producers 
had  geared  themselves  to  that  fact. 

82.  It  looks  at  present  as  if  energetic  measures  taken  in 
the  United  States  would  prevent  their  recession  deepening 
greatly;  on  the  other  hand  it  is  difficult  to  see  how  they  can 
have  a strong  enough  revival  to  have  a marked  influence  on 
the  rest  of  the  world.  Thus,  in  relation  to  the  world  recession 
the  United  States  may  well  remain  in  a position  of  neutral 
equilibrium.  Consequently,  the  course  of  the  world  recession 
may  well  depend  upon  whether  or  not  there  is  a revival  in 
Europe  in  the  next  twelve  months. 

83.  European  countries  have  been  much  infiue^d 
recently  by  anxieties  about  their  ecchange  positions.  Britain 


is  but  one  example  of  this.  It  is  important  that  Britain  should 
encompass  a revival  in  her  imports  both  for  their  direct 
effect  in  countering  the  tendency  to  world  recession,  and  for 
their  example  to  similarly-placed  European  countries,  which 
should  also  be  activate,  through  O.E.E.C.  machinery, 
jointly  to  embark  on  a policy  of  expansion  in  the  present 
phase. 

84.  This  reference  to  merely  current  matters  has  been 
given  as  illustration  of  how  mistaken  it  can  be  to  adopt  a 
miserly  policy  in  relation  to  the  gold  reserve.  It  is  incumbent 
upon  each  country,  as  a constituent  part  of  the  world 
economy,  to  maintain  balanced  growth,  if  there  is  to  be  a 
balanced  growth  in  the  world  as  a whole;  any  sagging  down 
of  one  important  country  may  set  up  a vicious  cycle  of  world 
depression.  The  abstract  need  to  build  up  a larger  gold 
reserve  can  be  no  excuse  for  departure  from  an  expansionist 
policy,  or  for  an  attempt  fay  one  important  country  to  build 
up  an  exceptionaDy  favourable  balance  of  payments  on 
trade  and  investment  account  with  a view  to  increasing  its 
net  reserve  quickly.  Such  an  egocentric  policy  may  have  a 
malign  effect  on  the  balanced  growth  of  the  outside  world, 
which  will  in  due  course  hit  back  at  the  egocentric  country. 
If  there  is  to  be  balanced  growth  in  each  country,  the  various 
parts  of  the  world  economy  must  grow  in  balanced  pro- 
portion. 

Christ  Church, 

Oxford. 

nth  May,  1958. 
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WORIONO  OF  THE  MONETARV  AND  CREDIT  SYSTEM 

Excess  and  Deficiency  of  Spending 

1.  The  world  has  had  unfortunate  experiences  in  the 
present  century  both  of  inflation,  involving  a general  rise  of 
prices  and  wages  in  terms  of  the  money  unit,  and  of  deflation, 
involving  a general  ffiU.  When  wages  resist  the  fall  which 
deflation  demands,  unemployment  results. 

2.  It  will  perhaps  be  generally  agreed  that  a good 
monetary  system  would  avoid  both  inflation  and  deflation. 
It  is  with  that  aim  in  view  that  the  working  of  the  system 
should  be  examined. 

3.  There  may  be  a rise  or  fall  of  the  price  level  due  to  a 
rise  or  fall  of  real  costs  of  some  manufactured  products,  or 
to  a scarcity  or  abundance  of  some  natural  products.  The 
movements  of  the  prices  of  the  particular  products  affected 
are  reflected  in  the  average  for  all,  but  the  resulting  rise  or 
fall  of  a price  index,  being  due  to  non-monetary  causes,  is 
not  a symptom  of  inflation  or  deflation. 

4.  What  we  are  concerned  with  is  a rise  or  fall  of  prices 
engender^  by  monetary  conditions.  If  aggregate  spen^g 
were  exactly  equal  to  aggregate  income,  supply  would  just 
equal  demand,  and  there  would  be  no  significant  change  in 
the  price  level;  if  there  were  a deficiency  of  demand  for  some 
products,  there  would  be  an  excess  demand  for  others,  and 
it  would  be  for  forces  of  competition  to  correct  both  deficiency 
and  excess. 

5.  What  monetary  policy  has  to  guard  against  is  an  exc«s 
or  deficiency  of  aggregate  spending  in  comparison  with 
aggregate  income.  Spending  for  this  purpose  includes 
spending  on  capital  formation  as  well  as  spending  on  con- 
sumption, and  capital  formation  includes  both  outlay  on 
fixed  or  instrumental  capital  and  also  designed  outlay  on 
working  capital  (including  traders’  stocks). 

6.  The  distinction  between  designed  and  undesigned 
outlay  requires  further  explanation.  Every  trader  in  movable 
material  products  holds  a stock,  from  which  he  meets  his 
sales,  a-nd  which  he  replenishes  from  time  to  time  by  giving 
orders  to  producers  (or  other  traders).  When  he  gives  an 
order,  it  is  with  a view  to  holding  a stock  convenient  in 
relation  to  his  anticipated  sales.  If  his  sales  do  not  cor- 
respond to  bis  anticipation,  there  results  an  undesigned  excess 
or  deficiency  in  his  stock. 

7.  He  will  proceed  so  to  adjust  his  next  order_  as_  to 
rec^y  the  excess  or  deficiaicy.  He  may  also  alter  his  view 
of  the  stodc  appropriate  to  his  sales,  for  the  increase  or 

in  actual  sales  may  portend  a higher  or  lower  levej 
of  sales  in  future  periods. 


Stock-held  and  Other  Products 

8.  AH  incomes  are  derived  directly  or  indirectly  from 
production.  Where  an  income  is  not  specifically  paid  for 
production  it  is  in  effect  char^  upon  the  incomes  of  the 
producers  who  ultimately  provide  it. 

9.  Products  fall  into  two  broad  classes;  movable  material 
products,  which  fan  be  held  in  stock;  and  services,  which 
cannot.  Services  include  not  only  those  rendered  direct  to 
consumers,  such  as  domestic  service,  professional  advice, 
travelling,  entertainment,  and  cleaning  and  repairing  of 
material  possessions,  but  also  those  rendered  to  producers, 
in  so  far  as  the  value  they  create  is  not  wnbodied  in  stock-held 
products,  rendered,  for  example,  by  contractors  and  workmen 
in  works  of  construction  or  instaUation  of  plant 

10.  It  is  characteristic  of  services  that  they  are  ordered 
from  the  producers  who  render  them  by  the  consumers  or 
users  themselves,  so  that  tire  spending  that  creates  demand 
and  the  production  that  generates  income  are  equal  and 
simultaneous.  The  cost  of  a hair-cut  is  income  to  the 
barber  and  spending  for  the  customer. 

1 1 . Only  in  the  case  of  stock-held  products  can  there  be  a 
difference  between  the  demand  met  in  an  interval  of  time  and 
the  production  in  the  same  interval.  The  demand  is  met  in 
the  first  instance  from  stocks,  and,  only  when  orders  are 
given  for  the  replenishment  of  the  stocks,  production  is  set 
going  and  incomes  are  generated.  Thus  spending  on  stock- 
held  products  does  not  automatically  or  immediately  generate 
incomes. 

12.  Nor  do  incomes,  however  derived,  automatically  or 
immediately  generate  spending.  Any  exc«s  of  income 
over  spending  takes  shape  in  an  equal  increase  in  the 
aggregate  of  stocks,  and  any  excess  of  spending  over  incomes 
in  an  equal  decrease. 

Spending  and  Cask 

13.  Anyone  who  spends  money  in  excess  of  his  income 
or  current  receipts  draws  on  his  cash,  and,  if  his  cash  is 
insufficient,  he  supplements  it  by  borrowing.  It  is  here  that 
excess  spending  is  linked  up  with  monetary  policy.  For  a 
supply  of  ready  cash  outside  income  is  the  essential  condition 
of  spending  in  excess  of  income,  and  so  long  as  some  of  the 
spenders  have  to  depend  on  bank  advances  for  the  cash,  the 
basiks  have  power  to  influence  their  action. 

14.  There  is  a flow  of  money  through  incomes  to  spending, 
arid  from  spending  again  to  incomes.  The  flow  of  money  is 
initiated  by  orders  given  to  producers:  orders  for  stock-held 
goods  given  by  traders;  orders  for  services  or  for  capital 


• See  Minutes  of  Evidence  Qns.  9210  to  9272. 
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outlay  given  by  consumers  or  users.  Substantially  the  total 
of  incomes  is  determiaed  by  the  orders  given  to  producers. 

15.  Total  spending  tends  to  be  equal  to  total  income,  but 
diverges  from  it.  The  cash  balance  of  an  individual  or  of  a 
business  is  the  unspent  margin  between  receipts  and  dis- 
bursements. It  reflects  the  divergences  of  current  disburse- 
ments and  current  receipts,  including  the  aaumulation  of 
savings,  and  the  occasional  investment  of  sums  saved,  or,  in 
the  case  of  a business,  the  accumulation  of  profits,  and  the 
disbursement  of  profits  either  in  dividends  or  in  capitk  outlay. 
In  the  aggregate  cash  holdings  of  the  country,  the  fluctuations 
of  particular  cash  balances  tend  to  average  out.  But  the 
averaging  may  be  imperfect.  There  may  be  a predominant 
tendency  to  release  cash  or  a predominant  tendentg'  to 
absorb  cash. 

16.  The  excess  spending  of  those  who  have  to  supplement 
their  cash  by  borrowing  from  the  banks  can  be  prevented  if 
the  banks  refuse  to  lend,  or  can  be  reduced  if  they  will  only 
lend  on  more  onerous  terms.  When  there  is  a d^ciency  of 
spending,  the  influence  of  the  banks  is  less  certain.  The 
amount  of  encouragement  they  can  give  to  borrowers  by 
reducing  the  rate  of  interest  charged  is  limited  by  the  room 
for  reduction  in  the  rate  they  start  with.  In  quiet  conditions 
the  short-term  rate  may  be  supposed  to  approximate  to  the 
long-term  rate,  since  short-term  lending  is  an  alternative  to 
long-term  investment,  and  short-term  borrowing  is  an  alter- 
native to  sales  of  securities.  There  is  therefore  some  room 
for  reduction.  If  it  is  not  enough,  the  banks  can  take  the 
initiative  in  creating  money  by  buying  investments  in  the 
open  market,  or  the  Government  can  resort  to  over-spending. 
Sensitiveness  of  Borrowers 

17.  When  the  credit  system  is  called  upon  to  put  a check 
to  an  inflationary  tendency  by  raising  the  short-term  rate  of 
interest,  the  crucial  question  evidently  is  the  sensitiveness  of 
the  several  classes  of  borrowers  to  the  hi^er  rate. 

18.  The  borrower  may  be  a trader  borrowing  for  the 
purchase  of  merchandise  for  subsequent  sale;  or  a producer 
borrowing  for  the  purchase  of  materials  or  other  expenses 
of  production;  or  he  may  be  borrowing  temporarily  for  the 
cost  of  installation  of  plant  and  fixed  capital,  in  anticipation 
of  funds  to  be  raised  from  the  investment  market  or  out  of 
reinvested  profits ; an  investor  may  borrow  in  anticipation  of 
income  to  take  an  opportuni^  of  buying  property  or 
securities;  underwriters  may  borrow  to  tike  up  new  issues 
which  have  failed  to  be  allotted;  speculators  may  borrow  to 
take  delivery  of  securities  or  commodities;  consumers  borrow 
for  exceptional  outlays. 

19.  For  some  of  these  the  charge  for  interest  is  so  small 
in  comparison  with  other  sums  at  issue,  or  with  non-financial 
considerations,  that  it  can  have  no  material  deterrent  effect. 
A speculator  in  commodities  or  in  securities  who  is  hoping 
to  make  10  per  cent  on  a transaction  covering  a few  weeks 
or  days  will  not  trouble  over  a rise  in  interest  from,  say, 
4 per  cent  to  8,  or  by  ls./6d.  per  cent,  per  week.  The  same 
applies  to  an  investor  who  wants  to  seize  a favourable 
opportunity  of  buying  shares  or  property.  That  consumers 
are  not  readily  deterred  by  interest  charges  from  anticipating 
income  is  shown  by  the  popularity  of  hire  purchase,  where 
charges  are  swollen  by  expenses  much  above  normal  interest 
rates.  No  doubt  there  are  cases  where  a deterrent  rate 
makes  itself  felt,  but  private  overdrafts  for  consumption 
purposes  are  certainly  not  an  important  factor  in  the  credit 
system. 

20.  There  remain  for  consideration  business  borrowings 
either  for  purchases  of  goods  or  for  capital  outlay. 

21.  Capital  outlay  has  to  be  financed  on  a long-term 
footing;  short-term  borrowing  is  resorted  to  as  a temporary 
measure,  pending  an  issue  of  shares  or  debentures  in  the 
investment  market,  or  an  accumulation  out  of  current 
profits.  The  cost  of  temporary  borrowing  is  a part  of  the 
preliminary  expenses  of  the  enterprise.  But  a rise  in  the 
short-term  rate  of  interest  has  to  be  taken  into  account  not 
only  in  its  direct  cost,  but  ako  in  its  reaction  on  the  long- 
term rate. 

22.  Temporary  borrowing  and  sales  of  securities  are 
often  available  as  alternatives  for  raising  money,  an^  when 
the  short-term  rate  is  raised,  the  market  makes  an  appropriate 
all-round  reduction  in  the  prices  of  securities,  so  that  sales 
will  not  be  more  attractive  than  before  in  comparison  with 
borrowing.  The  effect  on  the  long-term  rate  is  slight.  If, 
on  Bank  rate  being  raised  by  one  per  cent.,  the  short-term 
rate  were  expected  to  remain  for  ever  one  per  cent,  higher 


than  before,  then  the  yield  of  long-term  securities  would 
quite  properly  1»  raised  by  one  per  cent.,  so  that  the  yield 
of  a 5 per  cent,  security  would  be  raised  to  6 per  cent.  But 
no  one  can  forecast  the  short-term  rate  far  ahead,  and,  if  the 
rise  of  one  per  cent,  is  expected  to  last  for  a year,  the  requisite 
adjustment  in  the  prices  of  long-term  securities  will  be  only 
one  per  cent. : the  yield  of  a 5 per  cent,  security  will  be  raised 
to  5 '05  per  cent.  Even  a 3 or  4 per  cent,  rise  in  the  short- 
term rate,  leading  to  a 3 or  4 per  cent,  fall  in  the  prices  of 
securities,  would  not  often  lead  to  any  project  of  capital 
outlay  being  abandoned.  In  face  of  a temporarily  un- 
fevourable  investment  market,  it  might  be  postponed.  But 
if  the  project  is  one  for  an  extension  of  capacity,  the  gain 
anticipated  is  not  merely  interest  on  the  outlay,  but  includes 
profit  on  the  sale  of  the  additional  output.  Postponement 
of  the  start  will  mean  an  equal  postponement  of  the  time 
when  the  profit-yielding  sales  will  begin.  A very  high  rate 
of  interest  for  the  period  of  posQ)onement  would  be  needed 
to  outweigh  the  prospect  of  interest,  plus  profit. 

23.  Capital  outlay,  it  is  true,  may  be  limited  to  the 
provision  of  labour-saving  plant  which  is  designed  to  reduce 
the  cost  of  a given  output,  and  where  there  is  no  increase  in 
output,  there  is  no  additional  profit.  But  even  then  the 
saving  in  costs  would  only  very  exceptionally  be  so  nicely 
calculated  that  a rise  in  the  short-term  rate  of  interest  would 
extinguish  the  gain  and  cause  a postponement. 

24.  Even  when  a rise  in  the  short-term  rate  of  interest, 
and  its  reactions  on  the  investment  market  require  a re- 
consideration of  the  calculations  previously  made,  a capital 
enterprise  cannot  be  postponed  without  heavy  loss  after  a 
certain  stage  in  the  procsedings  has  been  reached.  Only 
projects  still  in  an  early  stage  will  respond  to  the  rise,  and  the 
postponement  of  such  as  do  respond  will  only  affect  capital 
outlay  from  the  time  when  these  would  otherwise  have 
actually  started. 

25.  The  cost  of  temporary  borrowing  has  therefore  very 
little  effect  upon  the  action  of  those  embarking  upon  capital 
enterprises.  Temporary  borrowing  provides  resources  for 
the  investment  market  through  ottier  channek:  borrowing 
by  investors  in  anticipation  of  savings;  borrowing  by  specu- 
lators; borrowing  by  jobbers  and  dealers  in  stocks  and 
shares;  borrowing  by  underwriters  to  take  up  their  portion 
of  a flotation.  But  in  none  of  these  instances  is  the  borrow- 
ing likely  to  be  sensitive  to  the  rate  charged. 

Borrowing  for  the  Purchase  of  Goods 

26.  On  the  other  hand,  borrowing  for  the  purchase  of 
goods  for  sale  or  for  the  purchase  of  materials  for  use  in 
production  is  bound  to  be  sensitive  to  the  terms  of  leading. 
The  borrowing  is  needed  for  the  period  the  goods  are  to  be 
held  in  stock,  and  thk  period  can  readily  be  reduced  at  slight 
expense  or  inconvenience.  The  period  is  shortened  and  the 
indebtedness  diminished  by  replenishing  stocks  with  smaller 
quantities  at  more  frequent  intervak,  and  therefore  forgoing 
some  of  the  economy  of  large-scale  purchasing,  transporting 
and  handling.  A stock  will  not  be  allowed  to  fall  below  a 
minimum,  which  just  ensures  that  the  business,  whether 
dealing  or  production,  will  never  be  hdd  up  by  a shortage. 
Hie  average  stock  held  is  approximately  the  mean  between 
the  maximum  and  the  minimum. 

27.  Since  advances  for  the  holding  of  goods  destined  for 
sale  are  the  most  suitable  form  of  investment  for  banks,  they 
may  be  presumed  to  form  a large  proportion  of  the  total  of 
bank  advances.  And  even  where  a trading  or  producing 
business  borrows  for  some  capital  purpose,  it  can  most 
easily  keep  down  the  amount  borrowed  by  restricting  its 
purchases  of  goods  for  stock. 

28.  The  interest  on  temporary  borrowing  is  a very 
minute  proportion  of  the  profits  of  trade  and  industry.  But 
the  holding  of  stocks  is  a self-contained  part  of  a business ; 
so  long  as  they  do  not  faU  below  the  minimum,  the  main 
current  of  the  business  is  not  affected  by  the  varying  state  of 
the  stocks.  So  the  financing  of  the  stocks  can  be  dealt  wto 
on  its  merits.  Some  businesses  prefer  not  to  resort  to 
temporary  borrowing,  particularly  productive  concerns  which 
dklike  being  dependent  on  their  bankers.  The  fluctuations 
in  their  stocks  are  then  reflected  in  their  cash  balances. 
Businesses  of  this  type  are  not  indifferent  to  the  loss  on  idle 
money;  they  think  it  worth  while  to  place  it  on  time  deposit, 
and,  when  the  circumstances  warrant,  to  invest  it  in  Govern- 
ment securities  of  suitable  maturity.  The  interest  earned  is 
a very  humble  contribution  to  their  profits,  but  not  beneath 
notice. 
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29.  Keynes  in  his  Treatise  on  Money  rqected  the  view 
that  the  holding  of  stocks  with  borrowed  money  is  sensitive 
to  the  rate  of  interest.  Of  the  various  items  in  the  carrying 
cost  of  a stock,  warehouse  and  insurance  charges,  risk  of 
deterioration,  interest  and  price  risks,  he  held  that 
“ fluctuations  in  the  interest  charges  are  perhaps  the  least 
important.”  (Vol.  II,  p.  135). 

30.  But  in  fact  the  cost  of  storage  does  not  exceed  or 
even  approadi  the  cost  of  interest  (at,  say,  5 per  cent.)  except 
for  commodities,  like  wheat,  which  are  very  bulky  in  propor- 
tion to  value.  For  most  manufactured  products  interest  is 
the  major  part  of  carrying  costs.  And  very  often  the  trader 
has  his  own  storage  space  for  his  maximum  requirements, 
and  reckons  the  cost  as  an  overhead  expend.  Perishable 
goods  and  ephemeral  goods  subject  to  rapid  changes  of 
fashion  approximate  to  the  pure  services  which  cannot  be 
stocked  at  all,  and  their  existence  does  not  affect  the  position 
of  the  main  body  of  manufactures. 

Expectation  of  Price  Changes 

31.  As  to  the  expectation  of  price  changes,  Keynes  was 
thinking  only  of  primary  products,  and  his  arguments  related 
to  speculators.  Admittedly,  a speculator  who  has  to  borrow 
to  take  delivery  of  a commodity  wUl  not  concern  himself 
much  with  the  rate  of  interest.  Stocks  of  primary  products, 
however,  are  for  the  most  part  held  not  by  speculators  (who 
usually  seU  before  the  date  of  delivery),  but  by  traders  who 
are  concerned  to  find  suitable  purchasers,  and  who  guard 
themselves  against  price  fluctuations  by  making  forward 
sales. 

32.  For  the  purposes  of  credit  regulation  in  an  industrial 
country,  it  is  manufactured  products  that  are  important. 
The  price  quoted  by  a manufacturer  in  response  to  an  inquiry 
from  a trader  is  usually  arrived  at  by  adding  a customary 
margin  of  profit  to  his  costs.  If  the  trader  foresees  a change 
of  price,  the  ground  for  it  is  probably  the  state  of  demand. 
When  demand  is  straining  the  productive  capacity  of  industry, 
costs  are  likely  to  increase;  in  particular,  demand  for  the 
product  will  reflected  in  the  demand  for  labour,  and 
wages  are  likely  to  rise. 

The  Vicious  Circle  of  Expansion  or  Contraction 

33.  And  in  practice  traders’  orders  are  more  directly 
influenced  by  the  state  of  demand  than  by  price  expectations. 
The  &st  impact  of  increased  demand  is  on  stocks,  and 
traders’  orders  for  replenishment  of  their  stocks  are  increased 
by  the  amount  of  tfaeir  additional  sales.  But,  unless  they 
believe  the  increase  of  demand  to  be  merely  transitory,  they 
need  bigger  stocks  in  proportion  to  the  demand.  Their 
orders  are,  therefore,  not  only  for  the  equivalent  of  their 
sales,  but  for  an  addition  to  their  previous  standards  of 
normal  and  minimum  stocks.  But  the  increased  orders 
generate  increased  incomes,  first  from  increased  ou^ut,  and 
when  output  presses  upon  capad^,  from  rising  prices ; and 
increa^  incomes  generate  increased  demand,  so  that  after 
ail  there  is  little  if  any  increase  in  stocks.  The  trai^rs’ 
intentions  to  increase  their  stocks  are  caught  in  a vicious 
circle. 

34.  Similarly,  when  demand  falls  off,  traders’  orders  are 
reduced  more  than  in  proportion,  industry  becomes  under- 
employed, and  there  is  a further  fall  in  demand. 

35.  It  is  not  only  through  stocks  that  demand  generates 
production  and  production  generates  demand.  When 
demand  presses  upon  capacity,  manufacturers  want  to  enlarge 
output  by  extending  their  plant.  What  has  come  to  be 
called  the  “ acceleration  principle  ” is  at  work,  to  increase 
the  pressure  on  the  industries  producing  capital  equipment 
more  than  in  proportion  to  the  demand  for  consumer  goods. 
If,  as  is  probable,  the  resulting  capital  outlay  exceeds  current 
savings,  there  is  a further  excess  spending  which  appears  in 
the  form  of  a depletion  of  stocks. 

36.  Thus  stocks  are  the  index  of  an  excess  or  deficiency 
of  spending,  since  all  spending  other  than  on  stock-held 
products  generates  equal  and  simultaneous  incomes.  Md 
an  undesigned  excess  or  deficiency  of  stocks  is  not  oi^  a 
symptom  of  an  excess  or  deficiency  of  spending,  but  is  itself 
an  active  force  tending  to  induce  a further  excess  or  deficiency. 

Bank  Rate  Policy 

37.  When  the  excess  (or  deficiency)  of  dem^d  leads 
traders  to  anticipate  a rise  (or  M)  of  prices,  that  is  ^ 
additional  inducement  to  give  increased  (or  decreased) 
orders:  the  working  of  the  vicious  circle  is  accelerated. 


38.  In  this  vicious  circle  of  expansion  or  contraction  lies 
the  inherent  instability  of  credit,  a serious  complication  in 
any  application  of  monetary  policy.  For  a fortuitous  excess 
or  deficiency  of  spending  may  be  enlar^d  by  the  vicious 
circle,  and  may  go  on  gathering  momentum  till  a dangerous 
state  of  inflation  or  deflation  is  reached.  Monetary 
authorities  who  aim  at  avoiding  both  inflation  and  deflation 
must  be  always  on  the  alert,  and  ready  to  take  prompt 
measures  to  counteract  either  tendency  in  its  early  stages. 
Not  only  is  timely  action  required,  but  the  action  must  be 
such  as  will  produce  quick  results.  The  organisation  of  the 
British  banking  system  is  capable  of  meeting  these  require- 
ments, because  it  is  the  practice  for  the  rate  of  interest  on 
bank  advances  to  follow  Bank  rate,  and  the  Bank  of  England 
reconsiders  its  rate  at  regular  weekly  intervals  (and  is  free 
to  change  it  at  any  time).  When  the  circumstances  are  such 
that  there  is  a general  expectation  that  prices  will  rise,  so  that 
the  holding  of  goods  in  stock  is  likely  to  yield  an  extra 
profit,  the  rate  of  interest  must  allow  for  this  prospect  if  it  is 
to  have  a deterrent  effect.  And  an  anticipate  fall  of  prices 
has  itself  a deterrent  effect  on  the  holding  of  stocks,  which 
even  a fall  of  the  rate  of  interest  to  a minimum  may  fail  to 
counteract.  In  the  former  case  a Bank  rate  of  6 per  cent, 
or  higher  may  count  as  low;  in  the  latter  2 per  cent,  may  not 
be  low  eoou^. 

39.  While  it  is  the  borrowing  for  the  holding  of  stocks  of 
goods  that  is  most  sensitive  to  the  rate  of  interest,  the  purpose 
of  a high  Bank  rate,  and  of  the  resulting  high  rates  on  bank 
advances  is  to  discourage  short-term  borrowing  of  all  kinds. 

The  Supply  of  Money 

40.  The  banks,  when  they  grant  advances,  create  money, 
so  that  the  discouragement  of  borrowing  means  discourage- 
ment of  the  creation  of  money.  The  discouragement  of 
borrowing  for  the  holding  of  stocks  reaches  a limit  when 
stocks  actually  held  have  been  so  diminished  that  traders 
do  not  aim  at  reducing  them  any  further.  But  the  effect  of 
tight  credit  is  not  exhausted,  because  incidentally  the  decrease 
in  bank  advances  means  a decrease  in  the  supply  of  money. 
Indeed,  the  decrease  in  the  supply  of  money  mi^t  be  repre- 
sented as  the  real  purpose. 

41.  It  is,  I think,  more  correct  to  say  that  the  purpose  is  a 
decrease  in  the  flow  of  money.  There  is  no  simple  relation 
between  the  outstanding  quanti^  of  money  and  the  flow  of 
money.  It  is  often  a matter  of  chance  whether  a trader  needs 
a bank  advance  when  he  has  to  pay  for  the  goods  he  has 
ordered,  or  can  pay  out  of  his  existing  cash  balance.  For 
statistical  purposes  one  who  is  overdrawn  counts  as  having 
zero  cash.  It  is  equally  a matter  of  chance  whether  the 
trader  who  receives  paymoit  adds  the  money  to  his  cash,  or 
pays  off  a bank  advance. 

42.  The  only  test  of  whether  the  supply  of  money  b 
above  or  below  requirements  or  just  right,  is  the  occuitot<» 
of  an  excess  or  deficient  of  spending.  If  tight  credit  is 
applied  to  check  an  excess  of  spending,  and  accomplishes 
its  purpose,  the  quantity  of  money  will  have  bren  auto- 
matically adjusted.  But  the  state  of  credit  itself  is  one  of 
the  factors  to  which  the  quantity  of  money  has  to  be  adjusted. 

43.  At  a time  when  production  is  incrasing  and  prices 
are  rising,  cash  is  being  released  from  business  balances  to 
pay  wages,  salaries,  profits  and  other  incomes  derived  from 
all  branches  of  economic  activity.  Business  balances  are 
reduced,  and  where  borrowing  is  resorted  to,  are  reduced  to 

zero.  A great  part  of  the  cash  received  by  consumers  IS  spent, 

either  directly  or  through  the  investment  market,  and  returned 
to  business  balances.  A residue  of  cash  is  likely  to  be  re- 
tained by  people  with  increased  incomes.  How  much  of  ti« 
money  returned  to  business  balances  is  retained  in  cash,  and 
how  much  is  applied  to  paying  off  bank  advances  must  be 
a matter  of  chance.  Similar  considerations  apply  wbOT 
business  is  contracting,  and  expansion  or  contraction  may  be 
started  at  any  time  by  a fortuitous  excess  or  deficiency  of 
spending. 

Restriction  of  Bank  Advances 
44  Bank  rate,  however,  is  not  the  sole  instrument  of 
credit  regulation.  The  banks  can  be  directed  (formally  since 
the  Bank  of  England  Act,  1946)  to  restrict  their  advances. 
Ibeoretically  restriction  mi^t  be  more  effective  than  a n« 
in  the  rate  of  interest.  But  it  has  not  been  found  so  in 
practice.  It  failed  in  1920,  and  seemed  to  be  quite  ineffective 
from  1945  till  1955.  In  that  year  a more  systematic  restne- 
tion  was  imposed  along  with  the  rise  of  Bank  rate  to  5+  per 
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cent.,  and  some  impression  was  made,  but  the  progress  of 
inflation  was  only  slightly  retarded. 

45.  A direct  restriction  of  bank  advances  is  not  easily 
worked.  To  stop  an  inflationary  tendency,  the  restriction 
should  influence  the  trader  at  the  moment  when  he  orders 
goods  from  the  producer.  The  trader  must  at  that  moment 
take  account  of  the  contingency  that  he  may  have  to  borrow 
when  the  time  comes  to  take  delivery.  He  probably  has 
power  to  overdraw  up  to  an  agreed  limit,  which  will  have 
been  so  fixed  as  normally  to  allow  him  an  ample  margin.  If 
the  restriction  reduces  the  limit,  it  will  affect  the  amount  of 
the  order  only  if  the  margin  appears  to  him  to  have  become 
insufficient.  But  the  banker  can  hardly  have  the  means  of 
judging  what  precise  reduction  of  the  limit  will  have  the 
desired  effect  on  each  customer.  Any  customer  on  whom  it 
does  take  effect  is  caused  some  embarrassment,  so  that  the 
banker  feels  boimd  to  go  cautiously. 

46.  In  general,  bankers  seem  to  have  understood  restric- 
tion only  to  require  the  refusal  or  reduction  of  advances  for 
speculation  and  other  undesirable  ” transactions.  So  long 
as  taking  delivery  of  goods  ordered  in  the  normal  course  of 
business  is  regarded  as  a legitimate  and  indeed  laudable 
purpose  to  which  it  does  not  apply,  restriction  can  only 
touch  the  fringe  of  the  problem.  While  a rise  in  the  rate  of 
interest  on  baidc  advances  affects  the  plans  of  all  traders  who 
expect  to  have  to  borrow,  a reduction  of  overdraft  limits 
only  touches  some  of  them.  Moreover,  those  who  are 
affected  have  their  motives  for  ordering  goods  in  other  respects 
unchanged,  and  many  of  them  can  quite  easily  conform  to 
the  limit  by  arrangement  witli  those  of  their  suppliers  whose 
limits  happen  to  be  less  restrictive. 

47.  Undoubtedly  restriction  could  be  made  effective,  and 
it  has  the  advantage  that  it  can  be  applied  to  those  borrowers 
who  are  not  susceptible  to  the  influence  of  a high  rate  of 
interest.  But  restriction  is  open  to  the  serious  objection  that 
it  cannot  easily  be  graded  according  to  circumstances  or 
modified  from  time  to  time.  Bank  rate  can  be  put  up  or 
down  on  any  Thursday  (or  indeed  at  any  hour  of  any  day) 
and  can  be  adjusted  promptly  to  changing  conditions. 

Monetary  Policy  and  Government  Spending 

48.  The  rate  of  interest  on  bank  advances  works  its  effect 
through  those  who  purchase  goods  for  stock.  It  has  no 
direct  effect  on  the  volume  of  spending  on  services  which 
cannot  be  stocked.  But,  when  orders  to  producers  fall  off, 
and  the  spending  from  their  incomes  is  curtailed,  a part  of 
the  decrease  of  spending  is  felt  in  decreased  demand  for 
services,  and  for  work  on  capital  installations. 

49.  The  greatest  of  all  spenders  on  services  is  the  Govern- 
ment, and  evidently  the  Government  must  play  an  indepen- 
dent part  in  the  credit  system.  It  is  not  for  the  banks  to  try 
to  discourage  the  Government  from  spending. 

50.  Inflation  is  caused  by  excess  spending,  and  often 
Government  spending  is  the  source  of  it,  as,  for  instance, 
under  the  pressure  of  war  finance.  Excess  spending  by  the 
Government,  like  excess  spending  by  individuals  or  businesses, 
is  spending  in  excess  of  current  receipts.  A deficit  is  not 
necessarUy  excess  spending,  for  it  may  be  financed  by  borrow- 
ing from  investors,  and  paid  for  out  of  their  current  savings. 
The  Government’s  spending  is  then  compensated  by  what  they 
refrain  from  spending  out  of  their  incomes.  It  is  when  a part 
of  Government  expenditure  is  financed  by  the  banks  through 
increased  holdings  of  Treasury  bills  or  other  Government 
securities  that  excess  spending  occius. 

51.  The  question  of  raising  money  from  the  banks  is  not 
confined  to  the  case  of  a deficit  ; it  arises  every  time  the 
Government  has  to  meet  the  maturity  of  a debt.  Some  of 
the  holders  of  a maturing  debt  wUl  usually  want  to  take  the 
cash  they  are  entitled  to  in  preference  to  a new  security,  and 
the  Government  has  to  raise  the  cash  to  pay  them.  It  may 
resort  to  issuing  a new  loan  to  be  taken  by  other  investors, 
but  if  it  fails  to  raise  enou^  money,  it  will  have  to  have 
recourse  to  the  banks,  which  can  create  money  against 
Treasury  bills  or  other  securities.  Thus  in  considering  the 
monetary  effects  of  fiscal  policy,  deficits  and  surpluses  and 
funding  and  conversion  operations  must  be  treated  together 
as  a single  question. 

52.  An  increase  or  decrease  in  the  banks’  holdings  of 
Treasury  bills  and  investments  does  not  of  itself  afford 
evidence  of  an  inflationary  or  deflationary  tendency.  The 
quantity  of  money  is  composed  of  the  cash  holdings  of 
individuals  and  businesses,  both  of  which  are  perpetually 


fluctuating  ; that  is  to  say,  they  are  perpetually  releasing 
and  absorbing  cash,  over-spending  or  under-spending.  It 
is  very  much  a matter  of  chance  whether  at  any  moment 
there  is  a net  over-spending  or  under-sppding,  Only 
occasionally  does  something  happen  which  induces  a pre- 
dominant tendency  in  one  direction  or  the  other.  An  attrac- 
tive opportunity  for  investment  on  a considerable  scale  may 
induce  a number  of  people  to  draw  down  thek  cash  balances, 
and  some  to  overdraw.  If  the  opportunity  is  a Government 
loan  which  is  used  to  extinguish  Treasury  bills,  there  is  a big 
reduction  in  balances,  and  no  immeffiate  change  in  the 
flow  of  money.  Later  on  the  reduction  in  the  quantity  of 
money  may  make  itself  felt  in  the  flow,  or  the  reduction  may 
be  made  good  by  increased  advances.  But  the  proportion 
of  the  quantity  of  money  to  the  flow  cannot  be  relied  on  as  a 
guide  to  monetary  policy. 

Fiscal  Policy  and  Depression 

53.  Since  the  appearance  of  Keynes’  Treatise  on  Money 
in  1930  a prevalent  disbelief  in  the  effect  of  Bank  rate  on 
purchases  of  goods  for  stock,  along  with  the  plainly  inade- 
quate reaction  of  the  short-term  rate  of  interest  on  long-term 
capital  outlay,  has  led  to  a general  scepticism  in  regard  to 
Bank  rate  policy.  The  alternative  advocated  has  been  in- 
creases or  decreases  of  Government  expenditure  to  counter- 
act deflationary  or  inflationary  tendencies. 

54.  The  power  of  Bank  rate  to  correct  a deflationary 
tendency  is  limited.  If  there  is  a settled  expectation  that 
prices  are  going  to  fall,  a reduction  of  the  short-term  rate  of 
interest  mi^t  not  tempt  traders  to  buy,  And,  without  any 
definite  ecpectation  of  falling  prices,  the  vicious  circle  of 
d^ation  may  have  burdened  traders  with  stocks  heavily 
redundant  in  relation  to  their  dwindling  sales.  If  business  is 
allowed  to  drift  into  that  state,  something  more  drastic  than 
a reduction  of  interest  is  required  to  revive  it.  The  banks 
can  take  the  initiative  in  creating  new  money  by  buying 
securities,  and  so  placing  additional  funds  in  the  investment 
market.  In  the  conditions  assumed,  with  manufacturing 
industry  stagnant,  it  may  not  be  possible  to  induce  additional 
capital  outlay  in  this  way.  A solution  of  the  deadlock  may 
then  be  found  in  Government  expenditvire,  unsupported  by 
revenue.  Expenditure  on  services  or  on  public  works 
generates  incomes  directly,  and  expenditure  out  of  the 
incomes  will  partly  be  on  services,  generating  yet  more 
incomes,  and  partly  on  stock-held  goods,  relieving  the 
redundancy  of  stoclu. 

55.  Oearly  business  ought  never  to  be  allowed  to  lapse 
into  a state  of  stagnation  for  which  Government  expenditure 
is  the  remedy.  If  traders’  stocks  at  times  of  normal  activity 
are  always  kept  down  to  the  level  corresponding  to  a moderate 
rate  of  interest,  say,  5 per  cent.,  any  casual  d^ciency  of 
spending  can  be  counteracted  by  a moderate  relaxation  of 
credit.  When  a hi^  rate  of  interest  has  to  be  resorted  to 
to  correct  a tendency  to  excessive  activity  and  over- 
employment, the  rate  should  be  promptly  lowered  as  soon  as 
it  has  done  its  work  and  the  tendency  has  been  reversed. 
Prompt  action  at  the  moment  of  down-turn  is  the  means 
of  avoiding  a major  depression.  Only  when  a depression 
is  in  being  is  budgetary  action  called  for. 

Fiscal  Policy  and  the  Liquidity  Ratio 

56.  For  the  opposite  pittpose  of  stopping  inflation, 
budgetary  action  is  not  easily  made  effective.  A budget 
surplus  does  not  necessarily  have  any  deflationary  effect. 
If  it  is  used  to  redeem  debt  in  the  hands  of  investors,  it  merely 
adds  to  the  resources  of  the  investment  market  and  facilitates 
the  expansion  of  capital  outlay,  which  the  inflationary 
enlargement  of  demand  is  probably  anyhow  inducing.  If 
the  surplus  is  used  to  redeem  debt  in  the  hands  of  banks, 
there  is  a deflationary  effect : the  curtailment  of  expenditure 
by  the  taxpayers  is  not  compensated  by  any  increase  in 
capital  outlay.  But  the  effect  may  be  nullified  if  the  banks 
remain  free  to  expand  credit. 

57.  The  principal  reason  why  a budget  surplus  cannot  be 
relied  on  to  stop  inflation  is  that  it  cannot  work  its  eff'ect  in 
a short  period.  Nor  can  it  be  promptly  stopped  when  infla- 
tion is  yielding  place  to  deflation. 

58.  It  is  possible  for  the  Government  to  influence  the 
action  of  the  banks  through  its  funding  operations  as  well  as 
by  the  use  of  a surplus.  Since  the  War  the  banks  have  held  a 
large  sum  in  Treasury  bills,  which  form  a second-line  reserve 
after  their  cash  and  money  at  call.  When  a large  funding 
operation  reduces  the  supply  of  Treasury  bills,  the  reduction 
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is  reflected  in  the  banks’  holdings,  and  this  second-line 
reserve  is  diminished.  The  scale  of  a bank’s  operations  is 
no  longer  determined  by  its  cash  proportion,  for  the  amount 
of  its  cash  can  be  regulated  to  a nicety  by  adjusting  the 
extent  to  which  maturing  bills  shall  be  replaced.  What  is 
relevant  to  the  Bank’s  potential  liquidity  is  the  proportion 
not  of  cash  alone,  but  of  its  readily  and  certainly  realisable 
assets. 

59.  In  recent  years  the  Clearing  Banks  have  come  to  treat 
a 30  per  cent,  liquidity  ratio  as  a conventional  minimum 
(apart  from  seasonal  fluctuations).  If  they  adhere  to  that 
minimum,  and  their  holdings  of  Treasury  bills  are  greatly 
reduced  in  consequence  of  a funding  operation,  they  may  be 
led  to  take  measures  for  reducing  their  deposits  in  proportion. 
They  would  reduce  their  other  assets  by  cutting  down  their 
advances  to  customers  and  selling  investments.  If  a funding 
operation  were  entered  on  on  fiscal  grounds,  its  monetary 
repercussions  ought  to  be  taken  into  consideration.  Arrange- 
ments could  be  arrived  at  with  the  banks  to  avoid  any 
undesirable  deflationary  action.  The  30  per  cent,  liquidity 
ratio  is  not  sacrosanct ; a much  lower  minimum  ratio  would 
be  adequate. 

60.  If  a funding  operation  were  engaged  in  for  the  express 
purpose  of  causing  deflation,  it  would  similarly  be  desirable 
to  agree  upon  the  course  of  action  of  the  banks.  They  might, 
for  example,  agree  to  adhere  to  the  30  per  cent,  ratio. 

61.  The  high  proportion  of  Government  securities 
(Treasury  bills  and  other)  included  in  the  Clearing  Banks’ 
assets  rrulitates  against  effective  credit  control.  The  part 
influenced  by  Bank  rate,  the  advances  to  customers  and 
commercial  bills,  amounts  only  to  about  one-third  of  the 
total,  in  comparison  with  55  to  60  per  cent,  in  the  inter-war 
years.  It  is  an  advantage  in  the  German  banking  system  that 
Government  securities,  short  and  long,  form  an  incon- 
siderable proportion  of  the  assets  of  the  banks. 

Foreign  Exchange  Value  of  the  Money  Unit 

62.  Monetary  policy  cannot  be  dissociated  from  the 
balance  of  payments  and  the  foreign  exchanges.  The  same 
excess  spending  that  causes  an  inflationary  rise  of  prices  and 
wages  attracts  an  excess  of  imports,  and  causes  an  adverse 
balance  of  payments.  The  excess  spending  is  met  from 
stoc^,  and  orders  are  given  for  the  replenishment  of  stocks. 
The  orders  given  abroad  are  for  imports,  while  those  given 
at  home  may  be  diverting  goods  from  export.  The  trans- 
portability which  makes  a product  suitable  for  export  and 
import  involves  much  the  same  characteristics  as  will  make 
it  suitable  to  be  held  in  stock.  The  measures  of  tight  credit 
and  dear  money  which  stop  the  excess  spending  restore  the 
balance  of  payments. 

63.  Excess  spending  causes  an  adverse  balance  even 
though  rates  of  exchange  are  in  equOibrium,  but  if  the  infla- 
tionary effect  has  been  allowed  to  go  so  far  ^ to  increase 
costs  by  raising  the  wage-level,  the  equilibrium  rales  _ of 
exchange  will  have  been  altered.  The  equilibrium  position 
of  the  foreign  exchanges  is  that  which  combines  a neutral 
balance  of  paymerrts,  neither  net  debit  nor  net  credit,  with 
full  employment.  A departure  from  the  equilibrium  position 
is  itself  an  active  determinant  of  monetary  conditions. 


An  Under-valued  Money  Unit 

65.  In  the  opposite  case  of  an  under-valuation  of  the 
money  unit,  low  costs  attract  increased  orders.  If  at  the 
start  industry  is  under-employed,  production  and  employment 
are  increased.  If  when  normal  productive  capacity  is  reached, 
the  money  unit  is  still  under-valued,  production  expands 
beyond  normal  capacity,  and  the  strain  on  productive 
resources  is  felt  in  an  overload  of  orders  and  long  delivery 
times.  A scarcity  of  labour  manifests  itself  in  an  abnormally 
low  unemployment  percentage,  excessive  overtime  and 
rising  wages.  Demands  for  extension  of  capital  equipment 
make  the  strain  all  the  greater. 

66.  It  might  be  supposed  that  under-vaiuatlon  of  the 
money  unit  would,  by  stimulating  exports  and  raising  the 
prices  of  imported  products  to  the  consumer,  ensure  a 
favourable  balance  of  payments.  But  that  is  not  invariably 
so.  For,  so  long  as  manufacturers  quote  prices  based  on 
cost  plus  a moderate  margin  of  profit,  exports  are  under- 
priced  in  proportion  to  the  low  costs.  And,  with  produaive 
capacity  overburdened,  the  volume  of  exports  cannot  be 
much  increased.  The  demand  from  abroad  has  to  compete 
with  a hi^  demand  at  home.  For  the  expansion  of  the 
incomes  of  the  producers  of  foreign  trade  products  spreads 
through  the  demand  for  other  products  to  the  producers 
of  these  latter  ; there  is  an  all  round  increase  of  incomes, 
and  a corresponding  increase  of  spending. 

67.  There  is  an  inflationary  tendency,  which  must  con- 
tinue till  the  under-valuation  is  corrected  either  by  the  rise 
of  wages  or  by  a rise  in  the  foreign  exchange  value  of  the 
money  unit. 

68.  Deflationary  credit  measures,  it  is  true,  can  be  applied. 
Tight  credit  and  dear  money  can  discourage  the  holding  of 
stocks,  and  reduce  the  volume  of  new  orders  to  producers. 
The  excessive  accumulation  of  orders  will  then  be  gradually 
worked  through.  But  as  fast  as  industry  is  relived  of  its 
overload  of  outstanding  orders,  export  orders  which  manu- 
facturers were  previously  too  deeply  engaged  to  take  will  be 
coining  forward.  When  traders’  stocks  have  been  adjusted 
to  credit  conditions,  orders  for  replenishment  will  be  equal 
to  disposals  for  consumption  and  use  at  home  and  for  export. 
So  long  as  the  under-valuation  of  the  money  unit  induces 
excessive  demands  for  export,  industry  will  be  over-employed. 
The  power  of  tight  credit  to  go  on  diminishing  the  level  of 
stocks  acceptable  to  traders  is  limited.  In  determining  the 
wealth-value  of  the  money  unit,  rates  of  exchange  are  a 
more  decisive  factor  than  credit  conditions,  for,  if  they 
conflict,  it  is  the  rates  of  exchange  that  prevail. 

69.  This  case  of  an  under-valued  money  unit  is  especially 
relevant  to  the  present  British  position.  British  industry 
exhibits  all  the  symptoms  of  over-employment ; an  overload 
of  orders,  delayed  deliveries,  an  abnomally  low  unemploy- 
ment percentage,  excessive  overtime,  competition  among 
employers  to  obtain  labour,  persistent  wage  demands. 

70.  Even  before  1949  there  were  signs  of  over-employ- 
ment. The  unemployment  percentage  in  1948  was_  no  more 
than  1-4,  and  the  big  reduction  in  nominal  working  hours 
in  1946  and  1947  produced  no  reduction  m actual  houis 
worked.  The  export  trade  was  embarrassed  not  by  high 
costs  but  by  delayed  deliveries. 


64.  If  the  foreign  exchanges  over-value  the  money  unit, 
that  means  that  high  costs  put  producers  of  foreign  trade 
products  (those  which  are  suitable  for  export  and  import) 
at  a disadvantage  in  competition  with  foreign  producers. 
They  quote  higher  prices  and  get  fewer  orders,  so  that 
imports  are  attracted  and  exports  fall  off.  The  decline  m the 
incomes  of  producers  of  foreign  trade  produ^  leads  to  a 
decline  in  their  spending.  A part  of  the  resulting  shrinkage 
of  demand  is  in  the  demand  for  foreign  trade  products  and 
goes  towards  remedying  the  adverse  balance  of  payments; 
the  rest  is  in  the  demand  for  other  products  (home  trade 
products)  and  reduces  the  incomes  of  the  producers  of  these. 
There  is  thus  an  all  round  contraction  of  incomes,  which  con- 
tinues so  long  as  the  output  of  foreign  trade  products  fall 
short  of  the  demand  for  them.  Eventually  the  excess  demand 
is  eliminated,  and  equilibrium  in  the  balance  of  payments 
is  attained,  but  with  diminished  output,  diminished  incomes 
and  diminished  employment.  The  over-valuation  of  the 
money  unit  is  the  direct  cause  of  deflation.  The  remedy  is  a 
reduction  of  costs,  a reduction  either  of  wages  or  of  the 
foreign  exchange  value  of  the  money  unit,  When  there  is 
resistance  to  the  former,  recourse  is  had  to  the  latter,  as  in 
1931. 


71.  The  devaluation  of  1949  reduced  the  dollar  value 
(and,  therefore,  the  gold  value)  of  the  pound  by  30-5  per  cent. 
Since  then  the  British  wage  level  has  i^n  by  70  per  cent., 
but,  as  the  American  wage  level  has  risen  by  50  ^r  wnt., 
only  a fraction  of  the  disparity  created  in  1949  has  been 
extinguished.  The  consequence  is  that  British  ex[»rts  are 
substantially  underpriced.  The  price  index  of  British  ^®nu- 
faclures  in  December  1957  shows  a rise  since  1949  ol  41-6 
per  cent.,  so  that  their  value  in  American  dollars  had  actuary 
fallen  2 per  cent,  since  before  the  devaluation.  As  the  pn<K 
index  of  American  manufactures  shows  a rise  of  19  per  cent, 
in  the  same  period,  there  would  be  room  for  a rise  or  more 
than  20  per  cent,  in  British  costs. 

Stable  Money  and  Variable  Rates  of  Exchaiige 

72.  Since  the  price-level  and  wage-level  are  adjusted  by 
economic  forces  to  rates  of  exchange  whatever 

policy  pursued,  monetary  policy  is  really  decade  tV  me 
foreign  exchange  value  of  the  money  unit.  That  is  me 
significance  of  the  gold  standard,  which  fixes  rates  ot  ex^^ge 
with  other  gold  standard  countries.  Given  the 
of  the  pound  at  52-80  or  38-4  grains  of  fine  gold,  all 
various  devices  of  monetary  regulation  have  to  he  diiected 
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to  the  single  end  of  keeping  internal  conditions  consistent 
with  that  parity.  The  parity  can,  it  is  true,  be  changed,  with 
the  concurrence  of  the  Intemationai  Monetary  Fund,  in  Ae 
event  of  a “ fundamental  disequilibrium."  But  ordinarily 
monetary  policy  must  aim  at  avoiding  that  contingency. 

73.  In  view  of  the  economic  preponderance  of  the  United 
States  in  the  world,  and  the  concentration  of  gold  in  American 
reserves,  a fised  doUar  parity  means  a complete  subordinahon 
of  British  monetary  conditions  to  American.  If  British 
monetary  policy  is  to  have  some  other  aim  than  a fixed  rate 
of  exchange,  whether  merely  the  avoidance  of  both  infiation 
and  deflation,  or  more  specifically  a stabilisation  of  the  wage- 
level  or  the  price-level,  then  the  rate  of  exchange  cannot  be 
held  fixed— unless,  that  is,  American  and  British  monetary 
policy  adopt  a common  stabilising  aim.  Failing  such  common 
aim,  a stabilising  policy  should  only  be  entered  upon  with 
full  recognition  that  it  means  variable  rates  of  exchange  on 
the  United  States  and  on  other  countries  which  link  their 
money  units  with  the  American  dollar. 

74.  The  avoidance  of  infiation  and  deflation  would  not  of 
itself  secure  stability.  Incipient  movements  towards  ex- 
spansion  or  contraction  are  bound  to  occur  now  and  then ; 
they  would  of  course  have  to  be  checked  by  appropnate 
credit  measures,  but  on  eadi  occasion  there  is  likely  to  be  a 
residual  effect.  There  is  need  for  the  formulation  of  a 
definite  policy  to  keep  the  net  resultant  of  these  residual 
effects  within  limits. 


labour  from  the  latter,  and  they  tend  to  offer  higher  wages. 
The  declining  industries  are  not  likely  to  try  to  keep  going  by 
reducing  wages.  Consequently,  there  is  sure  to  be  a trend 
towards  higher  wages  on  the  whole.  A policy  of  full  employ- 
ment would  not  allow  this  trend  to  be  reversed  by  monetary 
pressure. 

79.  The  raising  of  wages  in  proportion  to  productivity, 
it  may  be  said,  would  allow  just  such  an  upward  trend  as  is 
anyhow  unavoidable.  But  what  is  desirable  is  to  keep  the 
upward  trend  of  wages  down  to  the  minimum  consistent 
with  full  employment.  If  the  introduction  of  a productivity 
scale  accelerated  the  upward  trend,  that  would  serve  no 
useful  purpose. 

80.  Whatever  the  monetary  policy  adopted,  rates  of 
exchange  cannot  be  left  to  the  free  play  of  the  market  from 
hour  to  hour,  for  any  fortuitous  movement  is  liable  to  be 
quickly  exaggerated  by  speculation.  When  an  expectation 
arises  of  a fall  in  the  value  of  a money  unit,  speculation  against 
it  makes  indebtedness  in  terms  of  the  unit  attractive  ; the 
resulting  increase  in  bank  advances  creates  a new  supply  of 
the  money,  and  accentuates  the  fall  in  value  that  the  specu- 
lators anticipated.  That  is  Just  another  aspect  of  the  inherent 
instability  of  credit. 

81.  When  the  gold  standard  was  suspended  in  1931,  and 
rates  of  exchange  became  free  to  vary,  the  need  for  inter- 
vention in  the  foreign  exchange  market  was  recognised  in 
the  institution  of  the  Exchange  Equalisation  Account. 


Wage  Policy 

75.  The  Government  has  from  time  to  time  stated  a wage 
policy  : it  would  link  increases  of  wages  with  increases  of 
productivity.  The  Labour  Government  in  1948  adopted 
substantially  the  same  principle  : “ it  is  essential  that  there 
should  be  no  further  general  increase  in  the  level  of  personal 
incomes  without  at  least  a corresponding  increase  in  the 
volume  of  production”  {Statement  on  Personal  Incomes, 
Costs  and  Prices— Cmd.  7321).  In  the  White  Paper  of  1956 
on  the  Economic  Implications  of  Full  Employment  (Cmd.  9725) 
this  principle  was  assumed  to  secure  price  stability.  It  would 
do  so  approximately.  But  it  would  not  ^cure  flxi^  of  rates 
of  exchange,  unless  it  were  also  adopted  in  the  United  States 
and  other  foreign  countries.  If  technological  progress  brmgs 
about  improved  productivity  in  Great  Britam  and  abroad, 
and  policy  prescribes  a proportional  rise  in  British  wages, 
then  unless  there  is  a similar  rise  in  foreign  wages,  compara- 
tive costs  will  have  been  modified.  If  foreign  wages  remain 
unchanged,  the  pound  must  be  allowed  to  depreciate.  K, 
on  the  other  hand,  foreign  wages  are  rising  more  than  in 
proportion,  the  pound  must  be  up-valued. 

76.  I venture  to  suggest  that  a policy  of  proportioning 
wages  to  productivity  is  not  the  best  solution  of  the  problem 
of  monetary  stabilisation.  It  obviously  does  not  mean  pro- 
portioning wages  to  productivity  in  ^ch  industry  separately. 
At  any  time  an  increase  in  productivity  is  likely  to  be  due  to 
substantial  improvements  in  productivity  in  a few  indus^es 
adopting  new  cost-saving  plant  or  managenal  le-orgamsation, 
and  no  one  would  suggest  that  the  workpeople  employed 
in  these  mdustries  should  have  wages  raised  proportionaUy 
above  those  of  simUar  grade  and  skill  employed  m other 
industries.  Obviously,  what  is  intended  is  that  the  mprove- 
ment  in  productivity  should  be  averaged  over  aU  mdustry, 
and  that  wages  throu^out  should  be  raised  m the  proporUon 
so  arrived  at.  The  idea  that  the  rise  of  wages  is  a kind  of 
reward  for  the  improved  productivity  is  evidendy  miscon- 
ceived Few,  perhaps  none,  of  those  who  receive  it  have  had 
anything  to  do  with  the  improvement.  _ And  a gener^ 
increase  in  money  wages  along  with  the  mevitable  general 
increase  in  prices,  is  not  a “ reward  ” to  anyone. 

77.  The  proportioning  of  wages  to  productivity  differs 
from  a simple  stabilisation  of  the  price  level  in  that  it  excludes 
from  consideration  the  prices  of  imports.  It  mea^  that  a 
reduction  in  real  costs  takes  effect  in  a rise  of  wagK  instead  oi 
in  a fall  of  prices.  Therefore,  so  long  as  technologiral  progress 
continues  to  improve  productivity,  there  must  be  constant 
changes  in  the  wage-level. 

78  These  changes  could  be  avoided  if  the  wage-level 
itself’  were  stabflised,  that  is  to  say,  if  the  aim  were  so  to 
regulate  money  and  credit  that  monetary  conditions  would 
never  of  themselves  be  a ground  for  a general  nse  or  fall  ot 
wages.  In  practice  the  wage-level  would  not  be  kept  abso- 
lutely rigid  At  any  moment  some  industries  are  expanding 
and  demanding  more  labour,  and  others  aie  decl^g  aad 
. demanding  less.  The  former  industnes  need  to  attract 


International  Considerations 

82.  If  Great  Britain  adopts  any  monetary  policy  other 
than  adherence  to  fixed  rates  of  exchange,  it  willbenecessary, 
possibly  at  short  intervals,  to  determine  the  rates  of  exchange 
consistent  with  the  policy.  Indeed,  the  rate  of  exchange  is 
the  true  determinant  of  the  value  of  the  money  unit,  and  all 
credit  measures  and  fiscal  measures  should  be  regarded  as 
directed  to  maintaining  the  appropriate  rate.  The  occurrence 
of  inflationary  or  d^ationary  symptoms  in  the  world  should 
be  the  signal  for  a counteracting  change  in  rates  of  exchan^. 
Apart  from  sudden  discontinuities  in  conditions  abroad,  the 
changes  would  be  small  and  ^adual.  If  the  American  dollar 
retains  its  predominant  position,  the  prescribed  dollar-value 
of  the  pound  would  be  supported  by  purchases  and  sales  of 
dollars  and  gold  at  appropriate  buying  and  selling  prices. 

83  Would  variable  rates  of  exchange  be  a serious  im- 
pediment to  trade?  I think,  not.  From  the  standpomt  of 
the  trader  rates  of  exchange  are  important  as  an  element  in 
prices.  Rates  of  exchange  which  stabilise  sterling  costs 
would  facilitate  the  calculations  not  only  of  British  mmu- 
factuiers,  but  of  all  traders  dealing  in  markets  priced  m 
sterling  and  financed  in  sterling. 

84  Such  difficulties  as  variable  rates  of  exchange  would 
cause,  could  be  reduced  to  a minimum  if  facilities  for  forward 
dealing  in  foreign  exchange  were  developed. 

85.  But  it  would  be  reasonable  to  hope  that  if  a stable 
pound  were  consistently  maintamed,  other  countries  would 
soon  see  the  advantages  of  linking  their  money  umts  at  fixed 
rates  to  the  pound,  and  enjoying  the  resulting  stable  monetary 
conditions.  If  the  United  States  adopted  a simil^  stahilisa- 
tion  policy,  a general  system  of  fixed  rates  of  exchange 
would  naturally  develop.  If  not,  dealings  between  rauntnes 
with  money  units  linked  to  sterling  and  those  with  money 
units  linked  to  dollars  could  be  facilitated  by  an  officiaUy 
organised  forward  market  in  the  sterling-dollar  exchange. 

Reserves 

86.  Closely  related  to  the  questiori  of  the  balance  of 
payments  and  the  foreign  exchanges  is  that  of  monetary 
reserves.  The  limitation  of  the  fiduciary  issue  has  ceased  to 
have  any  significance,  and  what  matters  is  the  amount  of 
gold  and  dollar  assets  held  in  the  Exchange  Equalisation 
Account.  The  purpose  of  the  reserve  is  to  provide  the  means 
of  supporting  whatever  rate  of  exchange  policy  prescribes, 
in  the  interval  between  the  first  appearance  of  an  adverse 
balance  and  the  time  at  which  monetary  and  credit  measures 
adopted  to  correct  it  become  effective. 

87.  The  experience  gained  since  1945  up  to  the  rise  of 
Bank  rate  to  7 per  cent,  in  1957,  caimot  be  said  to  throw 
any  light  on  the  question,  since  in  no  instance  was  ad^uate 
use  made  of  monetary  and  credit  measures  to  deal  wiffi  m 
adverse  balance.  The  instantaneous  effectiven«s  of  the 
7 per  cent.  Bank  rate  was  possible  because  the  adverse 
balance  which  had  been  drawing  so  heavily  on  the  reserves 
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was  due  to  speculation  against  the  pound.  Speculation  only 
becomes  dangerous  when  an  adverse  balance  has  been 
allowed  to  develop  without  any  adequate  corrective  measures. 

88.  At  the  time  of  the  return  to  the  gold  standard  in  1925 
a gold  reserve  of  £150  million  was  held  to  be  just  sufficient. 
That  was  then  about  one-eighth  of  a year’s  imports.  In 
1931,  it  may  be  said,  it  turned  out  to  be  inadequate.  But  if 
world  deflation  on  that  scale  were  repeated  at  some  future 
time,  there  would  be  no  hesitation  in  devaluing  the  pound 
at  an  early  stage. 

89.  Sometimes  the  reserve  of  £830  million  (more  than 
seven-eighths  of  a year’s  imports)  held  in  March  1938  is 
pointed  to  as  the  standard  of  the  past.  But  it  was  swollen 
by  an  enormous  mass  of  furtive  money,  most  of  which 
vanished  after  the  Munich  crisis. 

90.  The  oversea  sterling  balances  are  a new  factor  in  the 
reserve  position.  The  Sterling  held  outside  the  Sterling  Area 


is  no  longer  of  embarrassing  amount,  and  a very  large  part 
of  that  held  in  the  Sterling  Area  is  accoimted  for  as  monetary 
reserves  or  as  necessary  working  balances.  When  the  time 
comes  to  end  exchange  control,  the  oversea  Sterling  Area 
countries  will  regain  a free  hand  in  the  disposal  of  their 
sterling,  and  arrangements  to  deal  with  excessive  or  too 
sudden  demands  will  be  a matter  for  agreement. 

91.  The  acquisition  of  gold  or  dollars  by  the  Exchange 
Equalisation  Account  is  an  item  qf  Government  expenditure. 
If  the  addition  to  the  reserve  is  to  be  retained,  the  expenditure 
must  not  be  financed  by  inflationary  means.  That  is  to  say, 
the  money  must  be  raised  by  a budget  surplus  or  fay  sales  of 
securities  to  investors,  not  to  the  banks.  If  the  equivalent 
of  the  gold  (or  dollars)  is  added  to  the  assets  of  the  banks  in 
the  form  of  Treasury  bills,  the  creation  of  this  additional 
money  will  generate  excess  spending,  with  the  resulting 
adverse  balance. 

2nd  April,  1958 
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I.  Facilities  for  the  Provision  of  Capital  for  Industry 

1 . The  position  has  greatly  improved  since  it  was  surveyed 
by  the  MacmUlan  Committee. 

2.  There  are  now  many  established  issuing  houses  dealing 
with  new  industrial  issues,  large  and  small,  on  the  London 
Stock  Exchange.  Such  issues  now  are  made  in  the  great 
majority  of  cases  under  the  aegis  of  an  issuing  house  which 
has  a reputation  to  maintain  and  is,  therefore,  concerned 
with  the  real  future  prospects  of  the  company  whose  shares 
are  being  issued,  as  contrasted  with  the  fly-by-night  pro- 
moter, who,  in  the  1920’s  was  only  concerned  to  get  the 
shares  sold.  The  law,  the  regulations  of  the  stock  exdiange 
and  the  activity  of  the  best  of  the  financial  press  combine 
to  secure  an  adequate  description  of  the  financial  position 
and  recent  history  of  a company  making  a new  issue.  The 
increased  importance  of  skilled  institutional  investors  in  the 
market — the  insurance  companies,  the  pension  funds  and 
the  investment  trusts — improves  the  chances  that  funds  wUl 
flow  into  the  sound,  and  avoid  the  unsound,  venture  among 
new  issues. 

3.  The  main  blemish  on  the  new  issue  market  has  been 
the  control  exercised  through  the  Capital  Issues  Committee. 
This  has  been  vexatious  and,  on  balance,  harmful  because  it 
has  been  based  on  the  fallacy  that  it  is  possible  to  differentiate 
between  “desirable”  and  “undesirable”  commercial  and 
industrial  activities  and  regulate  flows  of  funds  accordingly. 
This  basic  fallacy,  not  any  ineptitude  on  the  part  of  the 
members  of  the  Committee,  has  led  to  widespread  criticism 
of  inconsistency  and  considerable  uncertainty  and  evasion 
by  the  purchase  of  “ sheUs  ” of  companies,  and  in  other 
ways.  The  abolition  of  this  control  would  improve  the 
market  considerably.  It  has  not  been  necessary,  or  even 
useful,  in  the  control  of  inflation  ; for  it  has  only  diverted, 
not  stopped,  flows  of  funds,  and  prevented  general  monetary 
pohcy  from  exercising  its  full  effects  in  driving  down  security 
prices  and  thus  restraining  all  new  issues.  For,  by  prevent- 
ing certain  proposed  new  issues  from  being  made,  the 
Capital  Issues  Committee  has  prevented  the  full  demand  for 
investible  funds  from  reaching  the  market.  A large  volume 
of  new  issues  can  do  much  to  depress  security  prices  at  a 
time  when  a stringent  monetary  policy  is  cu^iling  cr^t 
and  thus  reinforce  the  effects  of  that  policy  in  persuading 
companies  to  postpone  expansion  plans.  This  was  illus- 
trated by  the  effects  of  the  big  British  Petroleum  and  Shell 
issues  in  the  winter  of  1957  to  '58. 

4.  Although  I have  been  unable  to  make  ^y  det^ed 
study,  I have  the  impression  that  the  new  issuing  business 
of  most  provincial  stock  exdianges  is  less  flourishing  than 
that  of  London,  and,  further,  that  this  is  partly  due  to  lack  of 
support  by  ttie  big  financial  institutions  and  partly  to  the 
heavy  tax  burden  borne  by  partnerships  of  provincial  stock- 
brokers, whose  resources  therefore  are  not  sufficient  to  make 
a market  in  many  new  provincial  issues.  Now,  while  recognis- 
ing the  inevitability  of  much  centralisation  in  London  as 
the  financial  centre,  it  is  possible  to  argue  that  there  is  a 
class  of  firms  well  known  locally,  but  without  a national 
market  or  reputation,  for  whom  a new  issue  on  their  local 
stock  exchange,  appealing  to  local  investors,  many  of  whom 
know  of  them  personally,  or  by  repute,  seems  much  more 
suitable  than  a London  issue.  One  way  of  explaimng  the 


substantially  higher  costs  of  small  issues  in  London  is  to  say 
that  there  is  a bigger  and  riskier  job  to  be  done  in  selling 
the  shares  of  a virtually  unknown  company.  Local  knowledge 
should  assist  the  process  of  the  flow  of  funds  into  companies 
that  can  make  good  use  of  them. 

5.  For  smaller  sums  than  the  new  issue  market  provides 
and  for  smaller  firms  the  outstanding  development  is,  of 
course,  the  success  of  the  Industrial  and  Commerical  Finance 
Corporation.  It  has  certainly  filled  a large  part  of  the 
“ Macmillan  Gap.”  It  is  unfortunate  in  my  opinion  that 
the  reluctance  of  the  owners  of  many  small  firms  to  part  with 
even  a small  proportion  of  the  ordinary  capital  of  the  firm 
to  the  Industrial  and  Commercial  Finance  Corporation  has 
kept  so  low  the  proportion  of  its  funds  invested  in  ordinary 
shares.  For  if  the  Industrial  and  Commercial  Finance 
Corporation  could  acquire  more  ordinary  shares,  it  could 
afford  to  take  more  risks  because  it  would  gain  more  on  the 
swings,  from  its  successes,  to  offset  its  losses  on  the  rounda- 
bouts. That  it  should  become  more  venturesome,  now  that 
it  is  well  established,  would  be  my  hope.  Other  smaller 
finan<-.ial  such  as  the  Chartethouse  group  of 

companies  and  the  Glasgow  Industrial  Finance  (Development) 
Company,  have  also  helped  to  close  the  “ gap.”  What 
remains  a problem  is  the  finance  of  risky  untri^  ventures 
and  the  provision  of  very  small  sums,  such  as  £5,000.  No 
large  financial  institution  can  be  exp^ed  to  deal  adequately 
wiffi  all  su^  applications.  An  individual  risking  his  own 
money,  on  his  own  judgment  of  the  applicant  and  his  pros- 
pects, is  much  rnote  likely  to  be  helpful.  Such  rich  individuals 
are  becoming  scarce.  What  can  be  done,  however,  by 
institutions  aud  is  often  of  great  value  to  the  small  firm, 
struggling  with  the  financial  problems  of  growth,  b to  build 
and  let  standardised  small  factories,  as  the  Industrial  Esta^ 
Companies  have  done,  for  example,  in  the  Special  Areas,  with 
great  success.  On  these  estates  there  have  been  many  cases 
of  firms  growing  fast  to  substantial  size  from  very  small 
beginnings.  The  owner-managers  of  several  have  assured 
me  that,  in  their  opinion,  they  could  never  have  got  going 
at  all  without  the  help  provided  by  being  able  to  rent  a factory 
building  at  first,  instead  of  having  to  find  the  money  to  buy 
or  to  build  one,  and  also  that  further  growth  has  brcn 
greatly  facilitated  by  the  possibilities  of  extending  an  existing 
factory  or  moving  to  a new  and  larger  one,  which  are  inherent 
in  a substantial  new  trading  estate,  but  often  lacking  m an 
old  industrial  area. 

6.  I would  suggest,  therefore,  that  wherever  industrial 
expansion  is  being  encouraged,  whether  in  “ new  towns,  the 
enlargement  of  small  old  towns  by  the  movement  of  overspill 
from  congested  areas,  such  as  London,  Glasgow  or  Birming- 
ham, or  in  trading  estates  in  the  special  areas  to  offset  the 

of  other  industries,  particular  attention  be  paid  to 
the  continuation  of  the  policy  of  provision  of  small  factories 
to  let. 

7.  The  provision  of  medium-term  credit  is  another  asp^ 
of  financing  on  which  doubts  as  to  the  adequacy  of  Bntish 
arrangements  were  expressed  by  the  Macmillan  Comimtt». 
In  spite  of  several  recent  developments  some  doubts  remam. 

8.  Since  the  1954  budget,  the  Export  Creffits  Guarantee 
Department  provides  direct  guarantees  to  British  banks  for 
a large  proportion  (normally  85  per  cent.)  of  medium-term 
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credits  extended  to  overseas  buyers  to  enable  them  to  purchase 
capital  equipment  purdiased  in  this  country.  It  is  under- 
stood that  a considerable  volume  of  medium-term  credits 
have  been  extended  with  this  assistance.  As  Sir  Oliver 
Franks  said  at  the  annual  meeting  of  Lloyds  Bank  on 
January  23rd  1957  in  this  connection  “ In  one  respect  too 
these  credits  are  actually  mote  liquid  than  an  investment 
in  bonds  of  a similar  maturity,  for  under  the  terms  of  the 
contract  a substantial  proportion  of  the  outstanding  amount 
is  coming  back  each  year.”  This  brings  out  the  obvious 
similarity  of  such  arrangements  to  the  “ term  loans  ” which 
constitute  approximately  one  third  of  all  loans  to  industry 
by  banks  in  the  United  States.  They  too  are  largely  for  the 
purchase  of  capital  goods  and  repaid  by  instalments.  Why 
then,  if  such  medium-term  credit  is  provided  for  the  customers 
overseas  of  the  British  capital  goods  industries,  should  it 
not  also  be  provided  for  some  of  their  home  customers — 
as  is  done  in  the  United  States— by  medium-term  credits  by 
British  bankers  ? I find  it  difficult  to  believe  that  a volume 
of  such  credits  gradually  built  up  to  say  10  per  cent,  of  their 
deposits  would  dangerously  weaken  the  liquidity  of  British 
banks.  I find  it  also  difficult  to  believe  that  there  is  no  latent 
demand  for  such  credit.  It  will  have  to  be  fostered  as  the 
American  banks  had  to  do.  But  the  reports  of  “ Working 
Parties,”  Productivity  Committees  and  very  many  individuals 
have  stress^  ad  nauseum  how  much  re-equipment  with 
modem  machinery  is  necessary  in  many  industries  to  bring 
the  less  ^dent  up  towards  the  standard  of  the  leading 
ones.^  Technical  developments  sometimes  described  as 
“ automation  ” are  increasing  the  opportunities  for  profitable 
investment  in  machinery  of  many  sorts.  To  make  the  best  of 
these  opportuniti®,  investment  programmes  should  be 
planned  for  several  years  in  advance.  Such  planning  is  an 
impressive  feature  of  the  best  American  practice  and  term 
loans  often  have  an  important  part  to  play  in  it. 

9.  Many  smaller  and  medium  sized  firms,  I submit,  are 
extremely  reluctant  to  raise  additional  share  capital — ^to  dilute 
the  control  exercised  by  the  present  owners — in  order  to 
finance  the  installation  of  modem  equipment.  They  just  do 
what  they  can  out  of  their  own  resources.®  A few  of  them 
go  so  far  as  to  abstain  from  bank  credit  ; but  many  others  do 


funds  that  otherwise  would  have  gone  into  &ed  inter^t 
securities  and  partly  into  government  not  British  industrial 
securities.  The  nationalisation  of  several  industries  con- 
verted very  large  amounts  of  ordinary  shares  into  gilt-edged 
securities  and  the  sales  of  these  and  the  reinvestment  of  the 
proceeds  in  other  ordinary  shares  provided  a big  somce  of 
funds  for  expanding  companies.  Several  companies  whose 
assets  were  nationalised  became  industrial  holding  companies, 
or  finance  companies,  e.g.  Tilling,  and  financed  the  growth  of 
selected  small  firms,  others  such  as  Cable  and  Wireless  became 
investment  trusts.  This  facilitated  the  growth  of  firms  large 
and  small. 

14.  If  inflation  is  checked  and  the  process  of  nationalisa- 
tion of  industry  is  less  rapid  in  the  next  decade,  one  would 
expect  the  finance  of  industry  to  become  more  difficult  and 
there  to  be  more  need  for  a wide  range  of  facilities.  Another 
consideration  points  in  the  same  direction.  High  progressive 
taxation  and  especially  death  duties  are  steadily  reducing 
inequalities  of  wealth.  This  process  is  likely  to  continue 
as  the  full  effects  of  the  high  rates  of  death  duty  now  in  force 
have  not  yet  been  felt.  So  funds  for  the  finance  of  industry 
will  have  to  come  from  a society  more  equal  in  its  distribution 
of  wealth.  This  will  make  it  more  difficult  to  raise  such 
funds  and  more  important  that  a wide  range  of  financial 
intermediaries  be  present.  For  the  rich  man  holds  much 
more  of  his  wealth  in  the  form  of  industrial  stocks  and  shares 
and  can  much  more  easily  buy  shares  directly  and  spread  his 
own  risks. 

15.  Insurance  companies  and  pension  funds  have  emer^d 
as  the  outstanding  financial  intermediaries  through  which 
personal  savings  flow  into  the  finance  of  industty  by  the 
acquisition  of  shares  of  quoted  public  companies.  The 
investment  trust  movement  has  achieved  little  growth.  This 
is  in  striking  contrast  to  the  position  in  the  United  States 
where  the  growth  of  the  open-end  investment  trust — similar 
to  the  British  unit  trust— has  been  one  of  the  striking  features 
of  the  past  decade  and  has  served  as  a most  important 
channel  for  the  flow  of  savings — many  of  them  small  savings — 
into  the  finance  of  industry. 

16.  One  particularly  unfortunate  and  irrational  vagary 


use  short-term  bank  credit  and  mi^t,  therefore,  make  use  of  ©f  the  Capital  Issues  controls  was  the  ban  on  issues  by 
medium-term  cr^it,  were  it  provided.  Already  there  is  a investment  trusts  maintained  until  1953.  It  does  not  seem 
certain  volume  of  hire-purchase  finance  credit  outstanding, 
although  the  cost  of  such  finance  is  very  high.  In  a recent 


enquiry  Mr.  Bates  found  that  of  a sample  of  860  firms, 
27  per  cent,  had  made  use  of  such  credit  during  the  period 
1950-55.* 

10.  In  certain  specialised  fields  provision  has  already 
been  made.  Tanker  Finance  Ltd.,  formed  by  M.  Samuel  and 
Company  to  finance  the  building  of  £30  million  worth  of  oil 
tankers  for  the  Shell  group,  is  reported  to  have  arranged  to 
borrow  from  Lloyds  Bank  and  to  repay  over  eight  years  by 
equal  anTmal  instalments,  further  sums  for  a longer  period 
being  borrowed  from  insurance  companies.  The  Ship  Fin- 
ance Mortgage  Company  has  been  engaged  in  a similar  field. 

11.  These  special  fields  and  much  of  the  export  business 
are  concerned  with  large  items  ; so  were  the  early  term  loans 
in  the  United  States.  But  since  1945  in  the  United  States, 
term  loans  have  been  granted  in  large  volume  to  small 
business  in  small  amounts  for  the  installation  of  plant  and 
equipment  of  all  sorts . That  is  the  development  which  should 
now  be  tried  in  Britain. 

12.  There  is  scope  also  for  expansion  of  hire-purchase 
finance  of  machinery  and  productive  equipment.  It  is 
desirable  that  the  clearing  banks  enter  this  field  to  compete 
and  bring  down  costs  and  charges.^ 

13.  The  past  twelve  years  in  Britain  have  been  broadly  a 
period  of  easy  money.  Business  on  the  whole  has  been 
liquid  and  profitable.  So  it  is  not  a time  when  underlying 
weaknesses  in  the  facilities  for  the  finance  of  industry  can 
be  expected  to  show  up  clearly.  Two  factors  in  partiCTlar 
have  swollen  the  stream  of  funds  flowing  into  the  provision 
of  new  ordinary  share  capital  : inflation  and  nationalisation 
of  industries.  Inflation  has  directed  into  ordinary  shares 


:ted  the  advimtaBes  of 
Such 


1 In  some  cases  such  observers  way  have  underesti 
continuing  to  operate  old  appareotly  obsolete  machinerj 
be  admitted.  They  do  not  invalidate  the  argument  for 
for  the  finance  of  re-equipment  to  those  firms  who  wish  to  use  them. 

a I am  indebted  to  Mr.  A.  S.  Mackmtosh  of  the  University  of  Birtntogh 
for  nennission  lo  study  his  unpublished  intensive  survey  of  a sample  of  fli 
which  brings  out  this  point  particularly  clearly. 

S J.  A,  Bates,  Bankers'  Magazine,  Sept.-Oct.  1957. 

H This  matter  is  further  discussed  in  the  section  on  hire  purchase. 


investment  trusts  i 

necessary  to  labour  the  point  that  investment  triKt  Bsues 
are  not  competitiors  for  scarce  funds  with  industrial  issues 
but  provide  a means  by  which  skilled  management  and  risk 
spreading  can  be  achieved  by  investors  small  or  large.  Unit 
trusts  in  particular  are  convenient  for  the  small  investor  and 
welcome  efforts  are  being  made  by  some  groups  to  resume 
expansion  such  as  the  “ M & G.  Thrift  plan  ” for  the  regular 
investment  of  small  sums  and  arrangements  for  the  sale  of 
“ Scotbits  ” over  the  counters  of  Scottish  banks.  Such 
schemes  for  mobilising  small  savings  deserve  encouragement. 

17.  It  seems,  however,  that  at  present  the  exercise  of  its 
powers  under  the  Prevention  of  Fraud  Act  by  the  Board  of 
Trade  is  not  encouraging  but  restricting  the  growth  of  this 
movement.  The  crux  of  the  matter  is  the  question  of  selling 
costs.  The  large  expansion  of  the  open-ended  investment 
trusts  in  the  United  States  has  been  achieved  by  substantial 
expenditure  on  selling.  This  of  course  has  to  be  recouped 
by  a hi^er  “ loading  charge  ”.  The  British  trusts  have 
Iowa:  costs  and  “ loading  charges,”  and  grow  very  slowly. 
It  is  doubtful  at  present  whether  a unit  trust  in  Britain  is 
free  to  follow  the  American  pattern,  spend  substantially  on 
selling  sub-units  and  impose  charges  accordingly.  It  is 
important,  I suggest,  that  this  freedom  be  gra.nted  with  the 
proviso  that  full  disclosure  be  made  of  “ loading  ” or  other 
charges.  It  is  more  important  that  facilities  be  made  avail- 
able as  widely  as  possible  for  small  sums  to  flow  in  this  way 
into  the  finance  of  industry  than  that  costs  be  kept  down  to 
a minimum.  It  is  an  ironical  feature  of  the  present  position 
that  the  many  advertisements  of  hire-purchase  finance 
companies  for  deposits  from  the  public  do  not  meet  any  real 
competition  from  intermediaries  which  would  direct  the 
funds  into  the  finance  of  industry. 

18.  Indeed,  if  it  be  accepted  that  the  small  saver  is  going 
to  be  a more  important  source  of  funds  for  industrial  finance 
than  in  the  past,  the  existing  restrictions,  imposed  by  law 
and  by  custom,  on  advertising  and  other  means  of  obtaining 
additional  business  used  by  stockbrokers  and  others  concerned 
with  shares,  need  review.  There  should  certainly  be  no 
relaxation  in  provisions  requiring  full  disclosure  of  the  affairs 
of  companies  in  prospectuses  of  new  issues.  But  there  seems 
much  to  be  said  for  the  American  practice  by  which  a stock- 
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holder  is  free  to  build  up  his  business  by  approaching  pros- 
pective clients  instead  of  waiting  for  someone  to  introduce 
them  to  him. 

Corpus  Christi  College, 

Cambridge 
29th  April,  1958 

II.  Monetary  Policy  and  Hire-Purchase 

1.  It  is  well  known  that  hire-purchase  now  is  substantial 
and  expanding  in  Britain.  A much  more  rapid  expansion  to 
a higher  level  of  hire-purdiase  credit  per  head  of  population 
has  occurred  in  countries  with  higher  real  incomes,  such  as 
Australia,*  Canada  and  the  United  States.  So  it  seems 
probable  that  a further  large  expansion  will  take  place  in 
this  country. 

2.  The  growth  of  hire-purchase  is  inflationary.  Inactive 
deposits  are  attracted  to  hire-purchase  finance  companies  by 
the  offer  of  rates  of  interest  considerably  higher  than  those 
paid  by  the  commerical  banks.  These  are  used  to  finance 
the  acquisition  mainly  of  durable  consumption  goods  at  a 
rate  greater  than  would  have  been  achieved  by  the  purchasers 
out  of  income.  In  real  terms  demand  for  these  durable 
consumption  goods  is  stimulated  and  leads  to  increased 
production  of  them.® 

3.  The  problem  we  wish  to  consider  is  what  methods 
should  be  employed  to  influence  the  volume  of  hire-purchase 
and  how  these  actions  should  be  co-ordinated  with  other 
measures  of  monetary  and  fiscal  policy. 

4.  It  is  generally  agreed  that  variations  in  Bank  Rate  and 
the  general  structure  of  interest  rates  have  little  direct  effect 
on  the  demand  for  goods  on  hire-purchase  terms.  Even 
when  interest  rates  are  high,  interest  costs  only  constitute 
about  half  total  costs  of  hire-purchase  financing.  Thus  to 
quote  an  example  prepared  by  a finance  house  for  Harris 
and  Seldon®  with  interest  costs  at  8 per  cent,  on  an  amount 
financed  of  £100  for  one  year,  interest  costs  amount  to  £4 
out  of  total  costs  of  £10  3s.  2d.  Now  even  if  a reduction  in 
Rank  Rate  of  2 per  cent  had  been  refiected  in  a full  2 per  «nt . 
fall  in  interest  costs  to  the  finance  house,  this  would,  in  this 
case,  only  have  reduced  total  costs  from  £10  3s.  2d.  to 
£9  3s.  2d.  Now  in  addition  to  the  amount  financed  by  the 
finance  house  a minimum  deposit  has  to  be  paid  by  the 
purchaser.  Let  us  suppose  this  were  one  third  of  the  total 
consideration.  The  total  consideration  would  then  amount 
to  £150  and  the  fall  in  costs  of  £1  would  represent  less  than 
1 per  cent,  of  it  ; or,  to  put  it  another  way,  if  the  amount 
of  minimum  deposit  were  left  unchanged  and  repayment 
were  made  monthly,  such  monthly  payments  would  be 
reduced  from  approximately  £8  6s.  8d.  to  £8  5s.  Od.  Such 
a reduction  cannot  be  expected  to  have  a significant  effect 


5.  A general  credit  squeeze  will  reduce  the  supply  of 
funds  available  for  the  finance  of  hire-purchase  transactions. 
It  is  not  easy  to  generalise  as  to  the  significance  of  this  effect. 
But  there  are  several  reasons  for  supposing  that  it  has  been 
of  minor  importance  in  Britain  in  recent  years.  The  stro^ 
upward  trend  in  demand  for  hire-purchase  credit  has  made 
this  a field  both  immediately  profitable— as  the  accounts 
of  the  hire-purchase  finance  companies  show— and  with 
good  prospects  for  further  growth  in  profits.  (This  is  shown 
by  the  market  price  of  the  ordinary  shares  of  United 
Dominions  Trust  ; on  April  8th  1958  these  were  quoted  to 
give  a dividend  yield  of  only  4.3  per  cent,  and  Olds  Discount 
Company  one  of  only  5-3  per  cent,  as  company  wift  a 
yield  of  6-8  per  cent,  in  the  industrial  ordinary  share  mdex 
of  the  Financial  Times).  In  these  circumstances  hiie-purcbaw 
fiTi^Tifing  continues  to  attract  funds  even  when  credit  is 
tight  Hire-purchase  finance  companies  can  afford  to  offer 
rates  of  interest  to  depositors  substantially  above  those 
offered  by  building  sodelies,  local  authority  borrowers  or 
the  r^TT.mf.rcial  or  savings  banks.  Retailers  financmg  part 
or  all  of  their  own  hire-purchase  business  are  less  likely  to 
allow  it  to  be  constrained  by  a general  tightness  of  credit 
than  to  curtail  other  expenditure. 

6.  The  ineffectiveness  of  a general  credit  squeeze  in 

’ — .c--— leads  to  consideration  of 


special  measures.  These  are  of  two  kinds  : restrictions 
on  certain  flows  of  funds  for  the  finance  of  hire-purchase  ; 
and  regulations  as  to  the  terms  on  which  hire-purdiase 
agreements  can  be  made,  minimum  deposits  and  maximum 
repayment  periods. 

7.  Although  they  have  been  repeatedly  criticised  by 
economists  as  well  as  by  interested  parties,  1 have  been 
unable  to  discover  any  reasoned  defence  of  the  restrictions 
on  flows  of  funds.  I submit  that  this  ban  on  capital  issues 
by  hire  purchase  finance  companies  in  force  ever  since  1945 
with  a lull  only  from  August  1954  to  February  1955  and  the 
parallel  request  to  the  commercial  banks  and  acceptance 
houses  not  to  increase  credit  lines  for  hire-purchase  ^ance 
companies,  has  done  much  more  harm  than  good.  The 
best  that  can  be  claimed  for  this  policy  is  that  it  has  done  a 
little  to  restrain  the  expansion  of  hire-purchase  financing — 
only  a little  because  the  blockages  in  these  two  particular 
channels  have  been  largely  circumvented  by  funds  flowing 
round  in  other  ways.  On  the  other  hand,  a great  deal  of 
harm  has  b«n  done  ; the  capital  market  has  been  distorted, 
unsound  finance  has  been  encouraged  ; evasion  of  the  regu- 
lations has  been  stimulated  and  the  regulations  brought  into 
disrepute  ; competition  in  hire-purchase  financing  has  been 
restrained  and  costs  have  been  kept  up  by  the  restrictions  on 
the  largest  and  probably  the  most  efficient  houses  ; in  retailing 
these  controls  have  discriminated  against  the  small  firm  and 
in  favour  of  the  large  quoted  public  companies. 

8.  While  the  minimum  limit  for  which  the  consent  of  ffie 
Capital  Issues  Committee  was  required  was  £50,000,  distortion 
in  the  capital  market  took  the  form  of  share  issues  by 
established  large  hire-purchase  finance  companies,  such  as 
Olds  Discount  Company,  of  amounts  of  just  under  that 
limit  which  were  for  them  expensive  to  make  and  much  less 
than  they  really  wanted,  to  finance  their  business.  This  was 
shown  in  the  lull  late  in  1954  when  much  bigger  sums  were 
raised.  More  serious  wo-e  the  spate  of  registrations^  of  little 
hire-purchase  finance  companies  with  capital  of  just  less 
than  the  Capital  Issues  Committee’s  minimum.  This  continued 
when  file  minimum  was  lowered  to  £10,000.  It  has  been 
suggested  that  as  many  as  a thousand  of  such  companies 
have  been  formed.  It  is  very  difficult  to  believe  that  this 
can  be  an  efficient  way  of  conducting  hire-purchase  business 
or  even  that  all  of  these  are  sound.  At  least  one  was  advo-- 
tising  for  deposits  from  the  public  before  it  had  published  a 
balance  sheet.*  The  experience  both  of  the  United  States  and 
of  Australia  reinforces  the  rather  obvious  theoretical  con- 
siderations that  there  are  considerable  economies  of  scale  in 
hire-purchase  finance. 

9.  Since  the  lower  limit  requiring  approval  of  the  Capital 
Issues  Committee  has  been  i^uced  to  £10,000,  at  least  one 
leading  hire-purchase  finance  company  has  resorted  to  the 
purchase  of  a “ shell  ” of  a company  in  order  to  raise  fresh 
capiUL  Such  evasion  of  regulations  is  of  wvuse  Mpcnsive  ; 
it  does  not  enhance  the  reputation  of  the  City,  and  it  indicates 
that  the  process  of  regulation  of  new  issues  can  be  futile  as  well 
as  harmful. 

10.  The  distortions  in  retailing  caused  by  the  impedi- 
ments to  the  flow  of  funds  to  finance  houses  are  due  to  the 
fact  that  a large  multiple  store  can  obtain  funds  itself  in 
several  ways  not  open  to  a small  retailer.  It  can  probably 
raise  fresh  capital  on  the  new  issue  market  as  the  Capital 
Issues  Committee  does  not  appear  to  have  banned  suiffi  issiw. 
It  can  also  often  secure  substantial  sums  by  selling  the 
freeholds  of  some  of  its  properties  and  taking  long  leases. 
Thus  such  big  retailers  can  finance  their  own  hire-purchase 
trading.  SmaUer  shops  find  it  much  more  difficult  to  get 
credit ; a single  small  shopkeeper  is  not  nearly  such  an 
attractive  tenant  for  an  investor  buying  the  freehold  of  a 
shop  property  and  granting  a long  lease  ; most  of  thein  are 
not  public  companies  and  have  no  access  to  the  new  issue 
market  They  are,  therefore,  much  more  dependent  on  hire- 
purchase  finance  companies  for  funds  to  carry  out  an  ex- 
pansion of  their  hire-purchase  business. 

1 1 One  further  effect  of  this  ill-advised  policy  should  be 
noted.  It  is  probable  that  it  has  been  one  important  fs^w 
preventing  any  other  bank  following  the  Commeraal  Bank 
of  Scotland  into  the  field  of  hire-purchase  fin^c«.  In  my 
view  this  is  most  uiffortunate.  The  British  ban^  have 


lOnsideratiOD  or  view  mu  la  m their 

advantages  for  oi^  hir^urehase 

and  Arthur  seidon,  ^ personal  borrowers  and  depositors.  In  the  United 
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States  the  entry  of  commercial  banks  into  the  hire-purchase 
business  on  a large  scale  was  soon  followed  by  a big  fail  m 
charges  for  suhh  financing  from  the  high  levels  which  still 
rule  in  this  country  to  the  much  lower  levels  which  apparenly 
obtain  there  today.  In  Australia  too  now,  eadi  large 
trading  bank  has  an  interest  in  a hire-purchase  finance 
company.  That  official  policy  should  have  fostered  ffie 
growth  of  hundreds  of  tiny  finance  companies  with  capital 
of  under  £50,000  or  under  £10,000  and  discouraged  the  banks 
from  entering  this  important  field,  is  really  too  absurd. 

12.  Turning  to  the  use  of  regulations  of  the  terms  of 
hire-purchase  contracts,  we  find  many  jnore  considerations 
to  take  into  account.  Such  regulations  are  certainly  prefer- 
able to  obstructions  to  the  flow  of  funds.  They  have  some 
advantages  and  some  defects.  The  balance  of  advantage  will 
differ  according  to  circumstances. 

13.  By  increasing  the  legal  minimum  down-payment  or 
deposit  and  shortening  the  maximum  period  over  which 
repayment  may  be  made,  sales  of  certain  durable  con- 
sumption goods  on  hire-purchase  terms  can  be  reduced. 
This  is  generally  reckoned  to  be  an  advantage.  It  is  not 
easy  even  after  the  event  to  calculate  the  net  deflationary 
influence  of  ffie  faE  in  hire-purchase  defat,  such  as  occurred 
in  1956  after  such  a tightening  of  the  regulations  in  this 
country.  It  has  been  estimated  by  Mr.  J.  R.  Cuthbertson 
at  about  £100  miHion.'  It  is  even  more  difficult  to  anticipate 
what  it  will  be.  But  this  is  true  of  many  acts  of  monetary 
policy.  As  Mr.  Cuthbertson  ejcplains  on  another  occasion, 

“ We  know  something  about  the  immediate  impact  of 
changed  Hire  Purchase  regffiations,  but  nothing  of  their 
subsequent  effects  in  producing  delayed  recoveries,  delayed 
reactions  or  built-in  fluctuations.”*  We  do  not  know  much 
about  the  actions  of  those  people  in  Britain  who  were  pre- 
vented from  entering  into  a hire-purchase  agreement  by  the 
stiffening  of  the  terms  ; to  what  extent  they  bou^t  other 
goods  for  cash  or  on  credit  sales’  agreements  ; to  what 
extent  they  bought  cheaper  goods  on  hire-purchase  terms  ; 
to  what  extent  they  saved.  Such  ignorance,  however,  should 
gradually  be  reduced  as  evidence  accumulates. 

14.  Certain  other  difficulties  seem  to  be  more  fundamental. 
Even  for  private  consumers,  hire-purchase  is  only  one  among 
several  forms  of  credit.  Credit  sales’  agreements,  “rental- 
sales  ” and  open  book  credit  are  some  of  the  others.  The 
authorities  in  various  countries  have,  therefore,  found  it 
difficult  to  prevent  the  evasion  of  min.imnTn  terms  laid  down, 
by  a switch  from  hire-purchase  to  some  other  form  of  credit 
not  subject  to  regulation.  This  difficulQr  of  enforcement  is 
believed  to  be  one  of  the  main  reasons  why  this  type  of 
control  was  abandoned  in  the  United  States.  It  is  not 
certain  that  it  will  diminish  in  the  future.  For  as  the 
authoriti«  gain  experience  in  widening  the  scope  of  the 
regulations,  so  traders  gain  confidence  in  granting  credit  on 
terms  outside  their  scope  and  as  incomes  rise,  this  confidence 
receives  support.  It  does  not  seem  desirable  to  try  to  regulate 
all  forms  of  credit  given  by  retailers  to  their  customers  and 
it  seems  probable  that  any  step  short  of  this  will  suffer  from 
substantial  legal  evasion. 

15.  Similar  difficulties  arise  in  the  field  of  productive 
equipment.  Some  otiier  form  of  trade  credit  is  an  alterna- 
tive form  of  finance  to  which  resort  may  be  made  if  hire- 
purcb^e  terms  are  stiffened.  One  consideration,  however, 
indicates  that  the  scope  for  such  switching  may  be  limited. 
Hire-purchase  financing  seems  to  be  more  expensive  than 
most*  other  methods  by  firms,  even  small  firms.  So 
some  firms  may  have  used  it  as  a last  resort  and  may  not  be 
able  to  get  credit  in  other  ways. 

16.  Moreover  it  is  not  easy  to  draw  a hard  and  fast  Hire 
between  durable  consumption  goods  and  productive  equip- 
ment when  considering  hire-purchase.  Motor  cars  are 
bought  for  personal  use  and  for  business  purposes  and  there 
are  other  doubtful  items. 


17. 


whether  they  are  the  sort  of  effects  that  are  desired  from 
monetary  policies.  Such  policies  are  designed  to  restrain 
or  to  stimulate  the  general  level  of  demand,  of  consumption 
and  of  investment.  On  one  level  of  analysis,  that  of  pur- 
chasers of  goods  on  hire-purchase  terms,  a wide  field  is 
covered.  This  has  been  one  reason  for  the  inteoduction  of 
hire-purchase  regulations.  But  if  we  continue  to  probe,  we 
find  that  the  goods  sold  on  hire-purchase  terms  are  not  of  a 
general  nature.  On  the  contrary,  the  output  of  a very  few 
industries  constitutes  an  overwhelming  proportion  of  the 
total  hire-purchase  transactions.  Of  business  done  by  the 
finanrft  houses  in  December  1955,  motor  cars  and  commercial 
vehicles  alone  accounted  for  64  per  cent.  Other  industries 
are  radio  and  television,  motor  cycles  and  cycles,  gas  cookers 
and  electrical  appliances,  such  as  washing  machines  and 
vacuum  cleaners  etc.,  and  furniture.  So,  when  changes  are 
made  in  hire-purchase  regulations  the  effects  on  industrial 
production  are  concentrated  on  these  industries.  A sub- 
stantial tightening  of  the  terms  can  lead  to  considerable 
unemployment  and  under-utilisation  of  machinery  in  these 
particular  industries.  It  is  not  possible  suddenly  to  switch 
a substantial  volume  of  output  from  sales  on  hire-purchase 
terms  at  home  to  export  markets.  This  unemployment  is 
particularly  wasteful  in  that  the  leading  industries  con- 
cerned— ^motor  cars,  commercial  vehicles,  radio  and  el«trical 
goods — are  expanding  ones,  so  that  it  runs  clean  against  the 
long-term  trend  ; labour  should  not  be  encouraged  to  move 
out  of  them. 

18.  The  disruption  caused  to  these  particular  industries 
by  drastic  bire-piircha.se  restrictions  might  be  serious  in  its 
effects  on  the  British  balance  of  payments  over  the  next  ten 
or  twenty  years.  For  the  motor  car,  commercial  vehicle  and 
electrical  industries  are  among  those  on  whose  rapid  expan- 
sion of  exports  in  keen  competition  with  those  of  Germany 
and  other  countries,  Britain  is  going  to  depend  to  a large 
extent.  They  are  moreover  industries  in  which  often  over- 
head costs  are  high  and  success  depends  both  on  long-term 
future  planning  and  die  operation  of  expensive  plant  at  high 
rates  of  output  in  relation  to  capacity.  Both  of  these  are 
made  much  more  difficult,  if  not  impossible,  by  drastic 
changes  in  hire-purchase  regulations. 

19.  Whereas  it  is  possible  to  argue  that  the  hire-purchase 
controls  to  restrain  consumer  spending  are  complementary 
to  high  rates  of  interest  to  restrain  industrial  investment,  no 
such  complementarity  obtains  when  we  cany  through  the 
analysis  to  the  industries  actually  producing  the  goods  for 
sale  on  hire-purchase  terms.  These  industries  are  not 
exempt  from  the  effects  of  fiscal  and  monetary  policies  to 
which  others  are  subject.  On  the  contrary,  as  is  well-known, 
they  include  products  on  which  purchase  tax  is  levied  at 
high  rates  which  can  ^ varied  according  to  the  requirements 
of  overall  policy. 

20.  It,  therefore,  is  very  doubtful  in  my  opinion  whether 
the  imposition  of  specific  restrictions  on  hire-purchase 
transactions  is  desirable.  Restraint  of  consumption  expendi- 
ture can  be  much  better  exercised  by  fiscal  policies  ; for 
these  can  impose  a general  restraint  by  taxes  on  income,  or, 
if  this  is  ever  really  necessary,  a particular  restraint  by  a 
specific  tax  on  a particular  commodity.  At  present  fiscal 
policy  is  too  rigid  in  that  action  cannot  easily  be  taken  to 
alter  tax  rates  in  the  middle  of  the  fiscal  year.  Suggestions 
have  recently  been  made  by  Professor  Meade  for  achieving 
greater  flexibility.*  When  this  has  been  done,  it  should  be 
possible  to  ffispense  with  hire-purchase  controls.  In  the 
meantime,  I submit  that  they  should  be  isued  with  con- 
sidCTably  more  circumspection  than  in  the  past  three  years 
and  only  retained  while  a stringent  general  monetary  policy 
of  credit  restraint  is  in  operation. 

Corpus  Christi  College, 

Cambridge 
29th  April,  1958 
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15.  Memoranda  of  Evidence 
submitted  by  Professor  J.  R.  Hicks,  F.B.A.* 


The  Future  of  the  Rate  of  Interest,  a paper  read  before  the 
Manchester  Statistical  Society  on  12th  March,  1958,  and 
published  by  the  Society. 

A World  Inflation  ?,  from  Essays  in  World  Economics 
(Oxford  University  Press,  1959)  (see  Question  10912). 
As  these  papers  are  published  elsewhere  they  are  not 
included  in  &e  Committee’s  record  of  evidence. 


• See  Minutes  of  Evidence  Qns.  I087S  to  10937. 
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16.  Sir  Nutcombe  Hume,  k.b.e.,  m.c. 


16.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  SIR  NUTCOMBE  HUME,  K.B.E.,  M.C.* 


(1) .  Are  there  any,  and  if  so  what,  “vestiges  of  the 
Macmillan  Gap  ” still  left  in  the  system  ? 

(2) .  How  far  can  a creditworthy  small  concern  be  sure 
of  getting  the  finance  it  requires  from  the  Banks,  the  City 
or  I.C.F.C.? 

1.  These  are  two  ways  of  posing  the  same  question.  So 
far  as  there  was  a “ gap  ” at  the  time  of  the  Macmillan 
report  it  was  created  by  the  absence  of  any  reco^sable 
corporate  body  in  the  City  prepared  to  invest,  as  a principal, 
in  small  growing  businesses  without  at  the  same  time  demand- 
ing an  unduly  large  proportion  of  the  eqwtable  interest  in 
them.  In  the  1920’s  there  were  many  individuals  or  groups 
of  individuals,  usually  in  the  locality  of  the  business  itself, 
willing  to  provide  money  to  help  the  local  bright  young  man 
to  make  his  business  grow  ; but  the  local  nature  of  their 
activities  provided  no  yardstick  as  to  fair  terms,  and  the 
terms  demanded  were  often  unreasonably  harsh. 

2.  Since  1931,  and  particularly  since  1934  when  Credit 
for  Industry  Limited  and  Charterhouse  Industrial  Develop- 
ment Company  Limited  were  formed  and  their  existence 
made  known,  there  has  grown  up  a number  of  other  similar 
institutions  and,  except  as  mentioned  under  (4)  and  (5) 
below,  the  field  is  now,  in  my  opinion,  adequately  covered. 

3.  There  will  always  be  heard  contrary  opinions  to  mine, 
depending  entirely  on  the  interpretation  of  the  definition 
“ creditworthy  ”.  This  can  never  be  other  than  an  estimate 
of  the  capacity  of  a single  man  or  group  of  men  engaged  in 
management  to  continue  to  conduct  their  affairs  in  the 
circumstances  of  the  future  at  least  as  well  as  up  to  date. 
Mortality,  changing  trading  conditions  or  fashions,  even  the 
responsibility  of  running  a larger  business  can  change  an 
apparently  efficient  “ creditworthy  ” management  into 
becoming  uncreditworthy.  No  one  but  the  financier  himself 
can  make  the  decision  and  it  can  be  claimed  with  certainty 
that  ffie  damage  caused  by  a wrong  decision — ^i.e.  the  pro- 
vision of  finance  to  an  uncreditworthy  borrower — is  by  no 
means  confined  to  the  loss  of  the  capital  involved.  There  is 
no  trace  in  the  case  of  the  Charterhouse  Industrial  Develop- 
ment Company  that  of  the  thousands  of  proposals  rejected 
as  uncreditworthy  more  than  a mere  handful  were  wrongly 
rejected  and  subsequently  succeeded  in  obtaining  their  money 
from  a competitive  source, 

(3)  Are  there  any  special  problems  such  as  a lack  of 
suitable  institutions,  or  difficulties  in  the  lending  terms 
normally  required  ? 

4.  This  question  may  properly  demand  a definition  of 
what  is  “smallness”.  The  institutions  at  present  established 
do  not  cater  for  the  business  seeking  sums  less  than  £5,000 
and  it  is,  I think,  established  that  investments  of  this  si2e,  or 
in.  fact  of  less  than  about  £25,000,  are  not  normally  paying 
propositions  for  the  institution.  On  the  other  hand  in  normal 
times  the  Banks,  the  Hire  Purchase  Companies  and  the 


resources  of  the  borrower  and  his  personal  friends  probably 
supply  ail  that  is  needed  in  this  field.  Businesses  under 
management  which  is  both  creditworthy  and  prima  facie 
capable  of  development  needing  say  £20,000  or  more  should 
today  experience  no  difficulty  in  securing  the  capital  they 
need  on  fair  terms.  But  the  borrower  must  recognise  that 
“ fair  terms  ” for  long  term  (probably  unsecured)  capital 
must  include  some  share  in  the  equity. 

5.  Despite  all  the  advertising  that  has  been  done  and 
other  forms  of  publicity  given  to  I.C.F.C.,  Charterhouse, 
etc.  it  is  surprising  that  there  are  still  industrialists  and  even 
professional  men  who  do  not  seem  to  know  of  their  existence 
or'  what  they  do  ! 


(4) .  Has  the  credit  squeeze  or  rising  rales  of  interest 
seriously  affected  the  position  of  the  small  business  ? 

(5) .  Have  such  businesses  been  suffering  from  a shortage 
of  credit  in  recent  years  ? 


6.  It  is  the  fact  that  the  two  corporations  mainly  con- 
cerned in  the  finance  of  small  businesses,  I.C.F.C.  and 
Charterhouse,  are  in  the  one  case  wholly  and  in  the  other 
largely  dependent  upon  Bank  loans  for  their  own  capital. 
Neither  has  suffered  any  embarrassment  therefrom  until  the 
credit  squeeze  began  in  1957  and  the  reply  to  question  (5)  is 
therefore  in  the  negative — until  that  date.  After  that,  thew 
corporations  having  themselves  been  asked  to  limit  their 
drawings  necessarily  had  to  restrict  their  own  activities. 


7.  It  was  the  limitation  of  the  volume  of  available 
resources  rather  than  any  increase  in  the  rate  of  interest 
which  was  the  limiting  factor.  The  developing  small  business 
the  management  of  which  is  convinced  that  it  can  see  a 
favourable  opportunity  to  expand  (e.g.  by  the  purchase  of 
another  business  or  the  ertension  of  its  own  activities)  is 
not  normally  deterred  by  having  to  pay  the  current  market 
rate,  even  if  it  is  2 or  3 per  cent,  more  than  the  case  a 
few  months  earlier  or  may  be  in  a few  months’  time.  The 
cost  of  such  an  increase  (less  tax)  on  say  £100,000  does  not 
make  any  serious  inroad  into  estimated  earnings  from  the 
new  money  of  say  15—20  per  cent,  which  may  be  reg^d^ 
as  a proper  target  for  a normal  industrial  or  commercial  risk. 

8 The  most  serious  consequences  of  the  sudden  with- 
holding of  credit  is  that  forward  planning  is  so  severely 
disrupted  thereby.  Any  business  worthy  of  the  name  has  more 
or  leas  oarefuDy  laid  plans  for,  sometimes,  years  ahead ; and  a 
spoke  thus  thrust  into  its  wheel  of  progress  from  without 
so  seriously  jolt  the  forward  movement « possibly  to  retard  it 
for  years.  For  example,  a red  figure  in  the  last  of  a 
profit  certificate  even  if  explainable  by  a sudden  cumdmmt 
of  Bank  credit  takes  some  living  down  and  adds  doubt  to 
the  financier’s  inevitable  query  as  to  “ creditworthin^  . . 
Despite  the  proven  effectiveness  of  this  weapon  as  apphed  m 
September  1957  it  is  to  be  sincerely  hoped  that  no  Chancellor 
of  the  Exchequer  will  ever  use  it  lightly. 


3Isf  December,  1958. 


17.  MEMORANDA  OF  EVIDENCE  SUBMITTED  BY  MR.  A.  E.  JASAY 


I.  The  Technique  of  Quantitative  Monetary  Control 

This  paper  is  intended  to  elucidate  certain  technical 
aspects  of  monetary  control  in  the  British  institutional 
framework,  which  become  relevant  if  regulation  of  the 
quantity  of  money  is  adopted  as  one  of  the  means  of  economic 
policy.  In  no  way  is  it  meant  to  prejudge  the  question  of 
whether  such  regulation  is  an  effective  means  of  enforcing 
given  policy  ends  connected  with  the  level  of  prices  or  of 
employment. 

2.  In  what  follows,  the  term  “ quantity  of  money  ” will 
refer  to  total  clearing  bank  dejmsits.'  Clearing  bank  deposit, 
of  course,  are  co-extensive  with  the  volume  of  bank  credit. 
On  the  assumption  that  the  amount  of  non-bank  credit, 
which  firms  and  consumers  wish  to  extend  to  and  take  from 
each  other  at  any  one  time,  itself  depends  on  their  actual 


* See  Minutes  of  Evidence  Qns.  127S2  to  12812. 

1 Notes  and  coin  will  be  treated  as  having  no  wIev^eJor  jfoUey.^a! 

^nverilbilitv  at  par  between  deposits  and  nf 
nF  ftnH  t 


_ ^ _ss  that  the  r 

tne''outsttm^g  stock  of  the  former  and  the  latter  is  not  amCTabla  to  public 
poUoy,  and  so  long  as  this  celaUon  is  broadly  constant,  the  volume  of  nottt  is 
oTiIv  to  the  volume  of  deposits.  The  practice  of  the  monetary 
I^rfthorities  of  meeting  changes  In  the  pubUc's  holdings  of  notes  by  initiating 
equal  changes  in  the  Issue  DepartoenVs  Mset  portfolio,  without  normal  y 
nWiBinc  thebanking  system  to  ttee  the  rnitiative  and  obtam  notes  for  the  public 
by  fcect  re^u^  to  the  Banking  Departrnent,.  pflKts  the  .viw  that, control 
over  the  quantity  of  money  cs 


xerdsed  though  the  control  oftia.nk  4ep.osiis, 


sh  position,  the  volume  of  all  cr^it  can  also  be  taken  as 
rying  directly  with  the  quantity  of  money. 

3 It  was  for  some  time  believed  that  the  regulation  of  the 
laitity  of  money,  at  any  rate  under  monrtary  a™ 

the  British  type,  rests  on  ““'tS  oMra- 

inal  Bank  rateKium-open  market  mechanism 
,n  of  this  mechanism  m the  way  envisage 
at  the  Bank  of  England  can  alwaj^ 
securities  in  its  portfoho.  Hence  It  can  detemMe  Bankem 
eSS,1n”  by  virtue  of  the  fixed  cash  rat, o w^oh  the 
•iring  banks  agreed  to  observe,  the  quantity  of  money^ 

4 The  Bank’s  portfolio  at  any  ooe  time  is,  broadw 
leaking  equal  to  the  sum  of  the  two  items  Government 

■curities  ” and  “ Discounts  and  Advances  . The  former  is 

r^tiy  under  the  Bank’s  control,  while  the  latter  is  under 


. maioal  prppetuUy  on  tbe^P«t.°[?» 


exD&ndinir  credit,  u.  . 

tlw  latter  than  in  the  formt!  J' 
of  sensitivity  of  control  wnicn  wouio 
Be  in  the  authorities’  noie-issuing  poli< 


ion  would 'be  substantially 
mi’ghl  not  compensate  for 
ccur  if  the  banks  responded  ti> 
by  keeping  excess  reserves  and 
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Nov.  28 
Dec.  5 


July 

July 


Discounts 

and 

Advances 

24-8 

12-0 

15-1 

15-3 

9-2 

9-7 

15- 2 
15'6 
56-4 
23-6 

16- 5 
23-8 
I7'9 
36-2 

22- 4 

19- 0 
26-6 

13- 7 

20- 5 

23- 1 
18-3 

14- 6 

18- 4 
16-6 

19- 6 
28-2 
27-2 
12-9 

17- 2 
26-8 

14- 5 
11'2 

6-6 
11  0 
45-3 
106 
100 
39 '7 
34-9 
22-5 

30- 9 

31- 7 

15- 8 
33-6 
21  -7 
24'6 
18'6 
44-8 
51-6 
25  0 
21  '5 
35 '3 
65  0 
53-6 
42-3 
40-5 
45  1 
27-0 


16 

23 

30 


Monthly 

Averages 


23- 3 
32-6 
51-5 

18- 3 

24- 8 
24-1 
29-9 
26-1 
37-7 
27-2 

17- 6 
21-6 

19- 3 
19-3 
15-1 
31-2 
14-3 

18- 5 
170 
13-7 


18-9 


1 This  dilemmi  has  been 


_ „ _ !d  by  the  Ecemon. 
jnce  in  the  Bank  rate  of  discount 
of  any  further  pressure  upon  the 
a protection  against  • "" 


II.  Alternative  Ways  of  Defending  the  Exchange  Rate 
I.  The  Dilemma  of  Bank  Rate 

1.  The  use  of  the  interest  rate  weapon  in  defending  the 


official  exchange  rate  of  a currency,— ffie  most  striking 
instance  of  which  was  the  putting  up  of  British  Bank  rate  from 
5 to  7 per  cent,  in  September  1957,— is  beset  by  a peculiar 
dilemma. 


2.  Pressure  on  an  exchange  rate  may  be  of  two  main 
kinds.  The  first  kind  is  exerted,  as  it  were,  on  current  account. 

A country’s  current  visible  and  invisible  payments  may  be 
out  of  equilibrium  ; as  a result,  the  level  of  ite  foreign 
currency  reserves  may  be  changing  rapidly,  and  if  nothing 
else  (e.g.  the  internal  price  level,  or  the  level  or  direction  of 
domestic  demand)  is  adjusted,  sooner  or  later  the  exchange 
rate  must  “ give”.  Speculative  anticipations  of  ffie  exchange 
rate  change  may  extend  the  trouble  to  the  capital  account, 
further  accelerate  the  change  in  foreign  currency  reserves, 
and  make  remedial  action  all  the  more  urgent.  Two  con- 
temporary examples  of  such  pressure,  originating  in  the 
current  account,  are  France,  where  the  franc  appeared,  and 
to  some  observers  still  appears,  to  be  overvalued  relative 
to  the  level  of  domestic  prices  and  demand,  and  Germany, 
where  the  opposite  seems  to  be  the  case.  Bank  rate,  though 
perhaps  not  foolproof,  is  an  obvious  weapon  of  defence 
against  this  kind  of  pressure,  if  only  because,  unlike  fiscal 
policy,  it  can  be  applied  without  fuss  and  legislative  delay. 

3.  The  other  kind  of  pressure  originates  in  the  capital 
account,  and  may  involve  transfers  of  long-term  and  of  short- 
term funds.  Long-term  movements  are  largely  bound  up 
with  developments  overseas,  and  are  hardly  subject  to 
domestic  policy  measures.  International  movements  of 
short-term  funds,  on  the  other  hand,  may  be  more  _amena.ble 
to  available  means  of  control ; they  are  the  main  subject 
of  this  paper.  These  movements,  of  course,  are  reflected  in 
the  level  of  the  foreign  currency  reserves  of  the  country  iinder 
pressure,  and  if  the  reserves  are  low  and  dwindling,  this  m^ 
itself  reinforce  the  flight  of  funds.  If  the  currency  is  widely 
held  internationally,  and  if  holders  enjoy  certain  (formal  or 
informal)  li^ts  of  convertibility  into  other  currencies,  (or 
if  they  can  evade  exchange  control,  for  instance  by  commodity 
" shunting  ”),  the  foreign  currency  reserves  may  not  prove 
adequate  to  satisfy  their  demands,  and  devaluation  may  be 
forced  upon  the  coimtry  in  question.  Some  observers  felt 
that  Britain’s  plight  in  July-September  1957  was  an  example 
of  this  second  Vind  of  pressure.  The  current  account  showed 
a surplus  running  at  an  annual  rate  of  over  £200  millions, 
but  the  flight  from  the  pound  sterling  more  than  offset  the 
current  account  surplus,  causing  the  central  gold  and  dollar 
reserves  to  fall  at  an  alarming  rate.  The  British  authoriti« 
responded  to  the  pressure  by  pushing  Bank  rate  up  to  the 
almost  unprecedented  height  of  7 per  cent. 


4.  Bank  rate,  of  course,  reacts  both  on  the  level  of 
domestic  demand  or  prices,  (and  hence  on  the  balance  of 
payments  on  current  account),  and  on  the  international 
movements  of  mobile  funds  (and  hence  on  the  balance  of 
payments  on  capital  account).  There  may  well  be  a connw- 
tion  between  the  international  and  the  home  front  ; the 
speculative  pressure  on  capital  account  may  be  due  to  a belief 
that  the  apparent  health  of  the  current  account  will  not  last, 
the  balance  will  soon  swing  into  serious  deficit  and  devalua- 
tion will  follow.  To  dispel  this  belief,  the  authonties  may 
wish  to  use  Bank  rate  on  the  home  front  for  additional 
strengthening  of  the  current  account,  by  slowing  down 
Britain’s  rate  of  inflation,  However,  it  has  sometimes  been 
argued  that,  as  in  February  1956,  the  purpose  in  September 
1957  waS'merely  to  deal  directly  with  the  international  front 
and  arrest  the  outflow  of  funds  on  capital  account  by  high 
short  rates  of  interest  in  London. 


5.  Be  that  as  it  may,  it  is  clear  that  cases  may  occur  (and 
whether  the  most  recent  British  case  was  one  of  them  may 
be  left  an  open  question)  where  the  authorities  see  no  valid 
reason  for  cutting  down  home  demand,  feel  no  anxiety  about 
the  present  and  future  balance  of  current  payments,  and 
regard  speculative  fears  of  devaluation  as  unfounded  ; and 
yet  the  strength  of  those  fears,  reflected  in  a flight  into 
currencies,  forces  them  to  take  defensive  action.  This  is 
when  the  Bank  rate  dilemma  becomes  painfully  acute ; for 
Bank  rate  acts  indiscriminately  on  both  fronts,  hitting  the 
domestic  economy  even  if  it  was  not  intended  to  do  so. 


U Uie  tiine  of  Che  1857 
y,  must  nor  be  regarded 

6.  If  the  officially  pegged  exchange  rate  of  an  at  east 
Dorn«ifc  traders  faced  with  scarcer  and  partially  Convertible  cuiTency  (such  as  thfc  pouiid  sterling) 
■ comfort  from  the  assurance  that  ^ ^ defended  without  the  judicious  pegging  ot  the 

■S  having  a domesttc  purpose  I ^ 
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[Continued 


forward  exchange  rate,  the  dilemma  seems  to  have  no  solution. 
If,  however,  the  authorities  are  not  obliged  to  confine  their 
supporting  operations  to  the  spot  market,  but  will  operate 
on  the  forward  market  as  well,  a technique  is  available  which 
should  in  many  situations  help  to  overcome  the  dilemma. 

7.  In  dealing  with  the  task  and  scope  of  forward  exchange 
policy,  it  will  be  convenient  to  discuss  the  problem  in  specific 
British  terms,  if  only  because  sterling  offers  the  most  obvious 
example  ; but  the  conclusions  should  mutatis  mutandis  be 
applicable  to  other  currencies  as  well. 

II.  Simplifying  Assumptions 

8.  For  the  sake  of  simpler  exposition,  only  two  currencies 
will  be  taken  to  exist,  sterling  and  the  dollar,  the  one  under  a 
cloud  of  speculative  doubt,  the  other  believed  to  be  safe  and 
stable  in  terms  of  aU  other  stores  of  value.  Accordingly, 
only  two  centres  will  be  used  in  the  analysis,  “ London  ” 
and  “ New  York,”  the  latter  being  a shorthand  symbol  for 
the  rest  of  the  world.  The  difference  between  the  Tre^ury 
bill  rates  in  the  two  centres  (e.g.  6i — 3 =3J  per  cent)  will 
referred  to  as  the  “ interest  parity  of  the  forward  discount  ” 
on  sterling.  “ The  official  spot  rate  ” will  simply  mean  its 
own  parity,  (i.e.  S2-80),  as  we  shall  abstract  from  permitted 
fluctuations  between  the  two  “ gold  points”.  I shall  use 
only  one  forward  rate,  talking  of  it  in  the  form  of  an  annual 
rate  of  discount  compared  to  the  spot  rate,  and  assuming 
that  there  is  only  one  type  of  forward  contract  (e.g.  for  three 
months’  delivery).  The  cost  of  transferring  funds  from  one 
centre  to  the  other,  and  the  brokerage  cost  of  arrangmg 
forward  cover  (the  spread  between  forward  buying  and  selling 
rates)  will  not  be  taken  into  account. 

ni.  “ Positions  ” 

9.  Various  sterling  “positions”  can  be  taken  up  by 
persons  and  firms  with  access  to  the  spot  and  forward 
exchange  market.  Some  of  these  are  speculative  in  the  sen^ 
that  a change  in  the  official  spot  rate  (e.g.  devaluation)  would 
change  the  capital  value  of  the  position  in  terms  of  sterling  ; 
others  represent  arbitrage  in  the  sense  that  they  are  hedged 
against  Ganges  in  the  spot  rate.  I shall  classify  these 
positions  under  (1)  Pure  Speculation,  (2)  Leads  and  L^, 
(3)  Conversion  of  sterling  balances,  and  (4)  Arbitrage.  The 
size  of  the  speculative  positions  depends  on  the  intensity  of 
doubt  felt  by  potential  speculators  about  the  future  spot 
rate  ; as  the  case  we  are  discussing  rules  out  beliefs  in  the 
appreciation  of  sterling,  stronger  doubt  will  be  taken  as 
tantamount  to  a stronger  expectation  of  devaluation. 


official  spot  rate  and  hence  big  gains  to  short  sellers,  a chan^ 
in  the  forward  discount  of,  say,  I per  cent  per  annum  is 
uniikely  greatly  to  deter  those  who  expect  devaluation. 
Once  doubt  reaches  a significant  degree,  big  changes  in  the 
forward  discount  may  be  required  to  produce  even  relatively 
small  changes  in  speculative  forward  positions  ; in  other 
words,  the  responsiveness  of  Pure  Speculation  to  the  forward 
rate  may  be  fairly  low. 

13.  This  kind  of  speculation  is  often  blamed  for  the 
troubles  of  sterling,  though  of  course  it  has  no  direct  effect 
on  ffie  level  of  the  gold  and  dollar  reserves.  However,  it 
determines,  through  its  effect  on  the  forward  discount,  the 
profitability  of  interest  Arbitrage,  and  hence  it  indirectly 
affects  the  reserves.  I shall  have  to  say  more  about  this  in 
later  sections. 

14.  {2)  Leads  and  Lags.  These  amount  to  a delaying  of 
commercial  payments  to,  and  their  speeding  up  from,  the 
country  whose  currency  is  under  doubt.  But  here  again,  die 
role  of  commercial  payments  is  merely  to  furnish  the  occasion 
for  speculation.  Basically,  the  “lag”  in  payments  repre- 
sents the  borrowing  of  funds  in  sterling  and  their  lendbg 
in  dollars.  Such  a “ swap  ” is  or  is  not  attractive  regardless 
of  whether  it  is  coupled  with  a commercial  transaction. 
The  reason  why  it  must  normally  be  so  coupled  li«  in 
exchange  control.  Funds  raised  in  London  cannot  easily  be 
converted  into  dollars  and  moved  to  New  York  for  purposes 
not  approved  by  the  authorities.  But  British  goods  can  be 
exported  unhampered  by  the  fence  of  exchange  control. 
The  sterling  debt  created  by  their  movement  is  then  left 
unsettled  (or  settled  with  the  proceeds  of  borrowing  in 
London),  while  their  dollar  proaeds  are  lent  or  otherwise 
used  abroad.  Without  exchange  control,  the  same  pheno- 
menon could  appear  in  the  guise  of  a strai^tforward  capital 
movement,  independently  of  lags  between  foreign  trade 
shipments  and  their  settlements.  Its  effect  on  the  reserves 
would  be  the  same  in  either  case,  as  both  cases  imply  a 
transfCT  of  dollars  from  the  “ weak  ” centre  (London)  to 
the  “ strong  " one  (New  York). 

15.  Devaluation  would  reduce  the  dollar  value  of  the 
unsettled  debt  in  London  or,  which  is  the  same  thing, 
increase  the  sterling  value  of  the  credit  built  up  in  New  Y ork  ; 
and  this,  of  course,  is  the  expected  profit  from  Lagging.  On 
the  other  hand,  to  pay  interest  in  London  and  receive  interest 
in  New  York  involves  a current  running  loss  if  the  London 
rate  of  interest  is  higher  ; and  this  interest  differential  is  the 
cost  of  Lagging.  Presumably,  the  wider  the  interest  differ- 
ential, the  smaller  wiU  be  the  total  Lag  at  any  given  degree 
of  doubt.  However,  the  responsiveness  of  the  volume  of 
Lagging  to  changes  in  the  interest  differential  is  likely  to  be 
fairly  low  for  the  same  reason  as  the  responsiveness  of  Pure 
Speculation  to  changes  in  the  forward  discount  may  be  low. 

16.  If  the  London-New  York  interest  differential  is 
greater  than  the  forward  discount  on  sterling,  it  is  more 
costly  to  engage  in  Lagging  than  in  Pure  Speculation.  Since 
Pure  Speculation  does  not  involve  a direct  loss  of  dollar 
reserves,  while  Lagging  does,  there  seems  to  be  a case  for 
keeping  the  forward  discount  above  its  own  interest  panty, 
in  order  to  guide  speculators  away  from  Lagging  and  into 
Pure  Speculation. 

However,  this  case  is  not  a very  strong  one,  for 


10.  I shall  measure  degrees  of  “ doubt  ” by  the  forw^d 
exchange  rate  and  the  volume  of  speculative  forward  sterling 
positions  at  that  rate  ; the  wider  the  critical  value  of  the 
forward  discount  needed  to  equate  the  speculative  supply 
and  demand  of  forward  sterling  (i.e.  to  reduce  the  speculative 
excess  supply  of  forward  sterling  to  nil),  the  higher  is  the 
degree  of  doubt.  If  the  critical  value  of  the  forward  rate  is 
equal  to  the  spot  rate,  there  is  complete  confidence  in  stertag, 

(doubt  being  of  degree  zero)  ; while  if  the  forward  rate  is  at 
a premium,  speculators  must  expect  up-valuation  relative  to 
the  dollar.  There  will  be  excess  demand  or  supply  of  forward 
sterling  according  to  whether  the  forward  discount  is  wider 
or  narrower  than  the  critical  value  measuring  doubt  ; _ and 

hence  the  market  WiU  fix  the  forward  discount  at  ite  cntical  w-.-  - •—  - --  - . 

value  unless  there  is  arbitrage  demand  for  forward  sterling  Lagging  and  Pure  Speculation  are  not  mutually  excliaive 
tr.  rr>atch  the  soeculativo  excess  supply,  or  vice  versa.  alternatives  ; more  of  the  one  need  not  mean  less  of  the 

other.  If,  upon  a narrowing  of  the  forward  discount  above 
interest  parity,  it  becomes  cheaper  to  sell  forward  sterling 
short  “ laggards  ” may  do  so  without  reducing  their  La^ng. 
Thus’it  would  be  rash  to  base  policy  on  this  effect  alone  ; 
let  us  merely  bear  in  mind  that  by  virtue  of  Pure  Speculation 
as  an  available  alternative,  Ugging  may  be  responsive  to 
the  forward  discount  as  well  as  to  the  interest  diffe^tial, 
thou^  neither  responsiveness  is  likely  to  be  very  high. 

(3)  Conversion  of  Sterling  Balances.  Two  types  of 
Conversion  are  of  major  importance  for  sterling,  The  hist  is 
into  goods  and  services.  For  instance,  India  may  finance 
her  balance-of-payments  deficit  by  nmnuig  down  her  sterling 
balances.  She  is  doing  so  primarUy  because  of  her  o^ 
12.  If  sterling  is  not  devalued  before  the  fomard  contract  woidd'^M 

matures,  the  sellers  lose  the  discount  at  which  ^bey  so  words,  she  is  not  doing  so  because  of  her 

forward  ; and  the  converse  is  true  of  the  buyers  of  forward 
sterling.  Thus  the  forward  discount  is  fte  detewent  to  short 
sales  ; and  at  any  given  degree  of  doubt,  the  size  of  the  net 
speculative  position  in  forward  sterling  should  re^ond  to  the 
width  of  the  forward  discount.  But.  since  devaluations, 
when  they  do  happen,  usually  mvolve  big  jumps  in  the 


to  match  the  speculative  excess  supply,  or  v: 

11.  (1)  Pure  Speculation.  This  class  is  meant  to  embrace 

all  (short  or  long)  positions  in  forward  sterling  not  offset  by 
a position  of  opposite  sign  in  spot  sterling.  For  i^tance,  it 
includes  the  (short)  sale  of  forward  stertog  with  a view  to  the 
purchase  of  spot  sterling  in  3 months’  time  (after  tne  expected 
devaluation  has  taken  place).  This  is  popularly  known  as  a 
“ bear  position”.  But  it  is  no  different  in  its  function  from 
what  are  popularly  called  “ commercial  ” forward  positions, 
such  as  the  forward  sale  of  sterling  by  a foreign  exporter  to 
Britain  in  anticipation  of  future  receipts  of  sterlmg.  In  both 
the  “ bear  ” and  the  “ commercial  ” case,  the  sellers  ot 
forward  sterling  would  gain  in  terms  of  sterlmg  in  the  event 
of  devaluation. 


aomesui.;  uivcoimviiv  . . , 

savings.  In  other  words,  she  is  not  doing  so  because  o 
fears  of  sterling  devaluation  ; the  movement  is  not  sp^ 
lative  and  there  is  not  much  that  Bntish  economic  policy 
can  do  about  it  either  by  Bank  rate  or  by  other  means,  h 
is  as  it  were,  a long-term  loss  which  must  in  any  case  be 
borne  by  the  gold  and  dollar  reserves. 
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19.  The  ether  main  type  of  ConvKsion  is  that  of  sterling 
into  other  currency  balances,— in  our  simplified  sytem,  into 
dollars.  In  this  case,  the  holder  of  sterling  still  wishes  to 
have  a given  liquid  balance,  but  decides  not  to  keep  it  in 
sterling.  The  incentive  to  switch  into  dollars  is  primarily 
speculative  ; upon  devaluation,  a given  balance  kept  in 
dollars  will  increase  in  terms  of  sterling.  Since  ‘‘  resident  ” 
sterling  enjoys  no  formal  or  informal  convertability  rights 
on  capital  account,  the  problem  is  mainly  confined  to  trans- 
ferable sterling.  ^ amount  in  the  region  of  £500  millions  is 
held  by  banks,  firms  and  persons  in  Transferable  Account 
countries,  chiefly  as  working  balances,  and  this  sterling 
enjoys  informal  rights  of  convertibility.  It  can  be  con- 
verted into  dollars  either  via  commodity  “ shunting,”  or 
with  the  direct  assistance  of  the  British  authorities  who 
support  the  transferable  spot  rate  in  order  to  forestall  com- 
modity " shunting 

20.  But  the  conversion  of  these  balances  is  not  a permanent 
loss  to  the  reserves.  It  should  last  only  so  long  as  doubt 
lasts.  The  holders  are  switching  out  of  sterling  because  of 
their  doubts  about  the  oflicial  spot  rate.  Normally,  they 
hold  sterling  so  as  to  save  the  dealing  “ turns  ” (the  differences 
between  selling  and  buying  rates  of  exchange)  which  they 
would  have  to  pay  when  making  sterling  transactions  out  of 
a wortog  balance  kept  in  dollars.  These  dealing  turns  are 
the  cost  of  staying  out  of  sterling.  If  their  doubt  about 
sterling  is  dispelled,  (e.g.  by  devaluation,  or  by  a recovery  of 
Britain’s  dollar  reserves),  they  would  presumably  switch 
back  into  sterling. 

21.  Some  former  holders  of  sterling,  foreseeing  the  need 
to  do  so,  may  in  fact  be  buying  forward  sterling  (thereby 
strengthening  the  demand  side  of  Pure  Speculation)  if  the 
forward  discount  is  wide  enough  to  attract  them,  rather  than 
wait  in  the  uncertain  belief  that  spot  sterling  may  be  made 
even  more  attractive  by  devaluation.  For  those  keeping 
themselves  short  of  spot  sterling,  a low  forward  rate  repre- 
sents an  inducement  to  stay  short,  (and  go  long  of  fonvard 
sterling  instead),  even  if  their  expectation  of  devaluation  is 
growing  weaker.  At  the  same  time,  if  the  London  bill  rate 
is  higher  than  the  New  York  one.  Conversion  represents  a 
loss  at  least  on  those  balances  which  could  be  kept  in  bills 
or  call  money  (though  not  on  those  which  need  be  kept  in 
cash).  "Thus,  at  any  given  degree  of  doubt,  speculative 
Conversion  of  sterling  balances  will  vary  inversely  with  the 
London-New  York  interest  differential,  and  directly  with  the 
forward  discount  on  sterling.^  However,  its  responsiveness 
to  either  will  probably  ^ low. 

22.  (4)  Arbitrage.  In  contrast  to  the  various  speculative 
positions  discussed  above,  Arbitrage  is  an  existing  position 
in  spot  sterling  hedged  by  a position  of  opposite  sign  in 
forward  sterling,  so  that  no  capital  gain  or  loss  can  arise 
upon  any  change  in  the  official  spot  rate,  Arbitrage,  of 
course,  is  undertaken  in  response  to  a divergence  between  the 
forward  discount  and  its  own  interest  parity.  If  the  forward 
discount  is  wider  than  the  London-New  York  interest 
differential,  it  pays  to  move  funds  from  London  to  New 
York  because  of  the  loss  on  interest  is  more  than  offset  by 
the  gain  on  buying  cheap  sterling  forward,— end  vice  versa, 
it  pays  to  move  funds  from  New  York  to  London  if  the 
forward  discount  is  narrower  than  interest  parity.  Looking 
at  it  from  the  London  point  of  view,  the  former  can  be 
called  “ outward  ” and  the  latter  “ inward  ” Arbitrage. 

23.  However,  simple  “ outward  ” Arbitrage  is  virtually 
prevaited  by  exchange  control.  Nevertheless,  as  in  the 

of  Lagging,  it  may  escape  throu^  exchange  control  if  it  is 
couploi  with  an  approved  commercial  transaction.  The 
creation  of  a London  debt  and  a New  York  credit  (by 
Lagging),  combined  with  the  purchase  of  forward  sterling  at 
a discount  greater  than  the  interest  differential  Iost_  in  the 
“ swap,”  might  suggestively  be  termed  Hedged  Lagging.  It 
fulfils  the  same  function  as  would  be  performed  by  un- 
disguised “ outward  ” Arbitrage,  and  it  is  just  as  harmful 
for  the  reserves  as  speculative  Lag^g  would  be.  In  con- 
junction with  the  Bank  rate  rise  in  September  1957,  the 
authorities  attempted  to  control  both  by  restricting  the  use 
of  short-term  London  borrowing  facilities  by  non-residents. 
Such  control  increases  “ friction,”  but  it  can  never  be_  quite 
effective  so  long  as  the  forward  discount  offers  a riskless 
profit  to  outward  Arbitrage. 


24.  “ Inward  ” Arbitrage,  the  shifting  of  New  York  funds 
to  London  combined  with  a sale  of  forward  sterling,  is  the 
modem  equivalent  of  the  classical  gold  standard  me<tiianism 
When,  as  in  the  late  XlXth  centi^,  no  doubt  was  ever  felt 
about  the  sanctity  of  the  gold  parity  of  sterling,  a small  rise 
in  Bank  rate  sufficed  to  draw  large  funds  to  London.  Re- 
putedly, Goschen  thou^t  than  an  extra  2 per  cent  would 
draw  gold  from  the  Moon  ! Today,  however,  really  large 
international  funds  will  not  move  merely  in  response  to 
interest  differentials,  as  their  administrators  do  not  wish  to 
be  responsible  for  exchange  risk.’  The  yield  which  does 
induce  their  movement  is  the  net  extra  interest  after  reduction 
of  the  cost  of  insurance — the  cost  of  insurance  being  the 
discount  on  forward  sterling.  (A  positive/gross/interest 
differential  combined  with  a forward  discount  narrower 
than  inter^t  parity  is,  of  course,  fully  equivalent  for  arbitrage 
purposes  to  a negative/gross/interest  differential  combined 
with  a forward  premium  greater  than  interest  parity). 

25.  As  Arbitrage  is  riskless,  its  responsiveness  to  the 
extra  net  yield  is,  at  first,  likely  to  be  extremely  high.  A 
small  rise  in  the  forward  sterling  rate,  lifting  it  from  just 
below  interest  parity  to  just  above  it,  should  transform  a 
large  outflow  (Hedged  Lagging)  into  a large  inflow  (Inward 
Arbitrage)  of  dollars  into  the  reserves.  However,  after  the 
most  mobile  international  funds  have  moved,  any  further 
inflow  may  require  a successively  narrower  forward  discount 
relative  to  interest  parity,  as  a higher  reward  is  needed  to 
overcome  the  inertia  of  holders  who  do  not  habitually  look 
for  very  fine  yield  differences. 

rV.  The  Forward  Rate  and  the  Level  of  Reserves 

26.  As  we  have  seen,  doubt  about  sterling  induces  Lagging 
and  Conversion,  and  hence  may  depress  the  gold  and  dollar 
reserves  below  what  is  regarded  as  a safe  level.  Arbitrage 
does  not  depend  on  confidence  in  sterling,  but  it  depends  on 
the  forward  rate.  According  to  whether  the  forward  rate  is 
above  or  below  its  interest  parity,  Arbitrage  will  be  inward 
or  outward,  either  offsetting  the  speculative  loss  of  reserves, 
or  further  aggravating  it.  The  forward  rate,  in  turn,  depends 
primarily  on  what  I termed  Pure  Speculation.  If  doubt  about 
sterling  is  strong,  a low  forward  rate  will  be  established  in 
the  market  under  pressure  of  the  excess  supply  of  forward 
sterling,  and  thus  Outward  Arbitrage  may  develop.  "^6 
resulting  loss  of  reserves  may  further  increase  doubt,  Laggmg 
and  Conversion  may  be  intensified,  and  so  on  in  a cumulative 
way. 

27.  This  may  develop  into  a vicious  circle.  That  it  is  at 
least  a real  danger  is  shown  by  the  British  experience  in 
July-September  1957.  During  that  critical  period,  the  for- 
ward discount  against  the  dollar  (not  to  speak  of  the  discount 
against  the  mark)  readied  widths  of  6 — 7 per  cent  compared 
to  a London-New  York  interest  parity  of  b^ely  1 per  cent ; 
and  even  when  the  violent  jump  in  British  Bank  rate 
increased  the  interest  parity  to  over  3 per  cent,  the  fomard 
discount  remained  wide  enough  to  render  Inward  Arbitrage 
unprofitable  and  leave  Outward  Arbitrage  profitable.  Not 
until  November  and  the  reduction  in  the  Federal  Reseive 
System’s  rediscount  rate  did  the  forward  discount  eventually 
narrow  to  its  interest  parity.  The  British  reserves  had  to 
weather  the  worst  period  before  and  just  after  the  me  in 
Bank  rate  without  the  aid  of  mobile  funds  from  abroad. 

V.  How  Effective  is  the  Bank  Rate  Weapon  ? 

28.  A rise  in  Bank  Rate  may,  with  luck,  dispel  doubt 
about  sterling,  and  then  all  will  be  well  again  on  the  extendi 
front,  though  at  the  cost  of  undesired  disturb^ce  to  me 
home  front.  The  main  incentive  for  speculative  Lagging 
and  Conversion  wUl  be  reduced  or  might  disappear  altogether, 
while  a higher  forward  rate  will  presumably  suffice  to  equili- 
brate the  demand  and  supply  of  forward  sterling  due  to  less 
adverse  Pure  Speculation  ; and  the  combination  of  a narrowCT 
forward  discount  and  a wider  interest  parity  (due  to  the 
higher  Bank  rate)  should  succeed  in  tipping  the  balance  ot 
incentive  in  favour  of  Inward  Arbitrage. 

29.  However,  there  is  no  certainty,  nor  even  a strong 
likelihood,  that  a rise  of  Bank  rate  will  in  fact  dispel  or  evm 
r^uce  doubt.  Its  effect  in  this  regard  depends  solely  on  the 
way  potential  speculators  choose  to  int^ret  the  move.  If 
interpret  it  as  a sign  of  firm  determination  not  to  devalue,  their 
confidence  may  be  restored.  But  if  they  regard  it  as  a despmte 
last-ditch  defence  after  which  only  devaluation  can  follow, 
the  raising  of  Bank  rate  may  actually  heighten  the  speculative 


1 It  will  also  vary  witb  the  present  spot  transferable  sterling  rate  relative  to  its 
range  of  permitted  fluctuation  (i.e.  between  tbe  anti-sbiuiting  “ floor ''  and  the 
ofBeiel  " ceiling  ”),  a low  transferable  rate  being  a deterrent  to  Conversion  because 
of  the  chance  that  it  ot^  rise. 


3 Note  the  recent  public  statement  by  Herr  Herman  J.  Abs,  heed 
Deutsche  Bini.  that  the  pladng  of  Oennao  funds  in  London  Is  sWl 
handicapped  ” by  the  width  of  tbe  forward  discount  on  sterling,  Tht  Fliuwaiu 
Times,  Stb  December,  1957. 
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fever.  Which  way  the  balance  of  opinion  will  swing  in  a 
given  situation  cannot  be  predicted  a priori,  and  it  would 
be  most  unsafe  to  take  it  for  granted  that  Bank  rate  will 
re-establish,  confidence.  Its  effectiveness  in  altering  specula- 
tive opinion,  in  the  desired  way  is  rather  a hit-or-taiss  matter. 

30.  Admittedly,  Bank  rate  cannot  fail  to  exert  an  influence 
through  the  widening  of  the  London-New  York  interest 
differential  which  its  rise  implies.  But  this  influence  is  likely  to 
be  small  for  various  reason.  Firstly,  as  argued  above,  the 
responsiveness  of  both  Lagging  and  Conversion  to  the 
interest  differential  is  probably  low,  so  that  the  reserves 
might  not  get  much  relief  from  that  quarter  upon  the  rise  in 
Bank  rate.  Secondly,  although  the  perilous  excess  of  the 
forward  discount  over  its  interest  parity  may  be  wiped  out 
as  the  latter  is  widened  by  the  rise  in  die  London  bill  rate,  this 
alone  does  not  ensure  that  Inward  Arbitrage  can  reach 
significant  dimensions.  Inward  Arbitrage  is  accompanied  by 
a non-speculativ©  excess  supply  of  forward  sterling.  If  there 
is  only  a small  volume  of  speculative  excess  demand  for 
forward  sterling  even  at  the  new.  wider  interest  parity  of  the 
forward  discount,  only  a small  volume  of  Inward  Arbitrage 
can  be  accommodated  with  forward  cover.  And  if  the  res- 
ponsiveness of  Pure  Speculation  to  the  forward  rate  is  indeed 
low,  little  speculative  excess  demand  for  forward  sterling 
may  be  engendered  by  a widening  forward  discount.  The 
vicious  circle  is  unlikdy  to  be  broken. 

VI.  How  Effective  is  the  Forward  Rate  Weapon  ? 

31.  If  private  “ speculators  ” are  not  ready  to  step  in  and 
absorb  any  excess  supply  of  forward  sterling  offered  by 
potential  arbitrageurs,  there  is  no  good  reason  why  the 
authorities  should  not  be  ready  to  do  so.  Their  action  would 
simount  to  the  provision  of  insurance  cover  against  a con- 
tingency (devaluation)  which  is  largely  under  their  own 
control. 

32.  So  long  as  the  international  propensity  for  Arbitrage 
is  not  yet  exhausted,  any  loss  of  reserves  due  to  Lagging  and 
Conversion  can  be  fiiUy  compensated  by  attracting  Arbitrage. 
This  would  be  like  a game  of  musical  chairs  ; by  Lag^g 
and  Conversion,  private  funds  shift  to  New  York  and  Britain’s 
offlcial  reserves  are  reduced,  while  by  Arbitrage,  the  same 
funds  (though  adndnistered  by  a different  set  of  people)  can 
be  drawn  back  to  London  and  the  official  reserves  restored. 


33.  This,  as  is  obvious  from  the  system  of  “ positions  ” 
discussed  above,  can  be  achieved  by  fixing  the  forward 
sterling  rate  at  a (slight^)  narrower  discount  than  its  own 
interest  parity,  and  then  absorbing  any  excess  supply  forth- 
coming at  that  rate.  The  absorption  can  continue  until  the 
initial  loss  of  reserves  from  Lagging  and  Conversion  is 
compensated  by  Arbitrage,  or  until  the  authorities  have 
some  other  reason  to  discourage  any  further  inflow. 


34.  The  excess  supply  of  forward  sterling  forthcoming  at 
the  rate  so  fixed  will  come  from  two  sources  : from  the 
incoming  arbitrageurs  who  wish  to  hedge,  and  from  the 
“ pure  speculators  ” who  may,  on  balance,  also  be  net 
sellers  of  forward  sterling  at  its  supported  rate. 


35.  Subject  again  to  the'proi»nsity  of  the  international 
financial  community  to  engage  in  Arbitrage,  there  can  be 
little  room  for  controvwsy  about  the  efficacy  of  forw^d 
exchange  policy  in  eliminating  Outward  and  attracting 
Inward  Arbitrage.  Unlike  Bank  rate,  the  forward  exdiange 
weapon  is  not  aimed  at,  and  its  effica.cy  does  not  depend  o^ 
the  restoration  of  confidence  in  sterling.  It  depends  merely 
on  the  establishment  of  the  right  level  of  the  forward  d^count, 
and  on  the  willingness  of  the  authorities  to  provide  forward 
cover  to  all  comers  at  that  discount.^  Since  the  potential 
volume  of  Lagging  at  any  one  time  is  limited  by  the  amouirt 
of  commercial  payments  which  can  be  delayed  or  speeded 
up,”  and  since  the  volume  of  Conversion  is  also  limited  by 
the  stock  of  transferable  sterling  in  existence,  ffie- possible 
maximum  loss  of  reserves  on  these  counts  must  be  sunilariy 
limited.  Therefore  the  task  of  compensating  the  loss  by 
attracting  Inward  Arbitrage  is  likely  to  be  manageable. 
Consequently,  unlike  Bank  rate,  forward  ex^ange  pohcy 
need  not  attempt  to  reduce  speculative  Lagging  and  Con- 
version ; for  it  should  be  a matter  of  indifferetiM  to  the 
authorities  who  happen  to  sit  in  which  musical  chair. 


- of  last  rftaurt  to  ail  corners  at  a uuwuuu,  -j  ....... 

1 With  proper  control  (e.g.  with  " sampling  " by  the  Bank  of  Engird)  of  ^ 
quaJlty  of  bah  used  to  finenU  Leads  and  Lags,  Lagrag  *5^  ?h?n  tlSt 

foreign  trade  turnover,  and  its  upper  limit  in  reality  is  likely  to  be  lower  than  that. 


Vn.  The  Cost  of  Official  Forward  Operations 

36.  By  acting  as  large-scale  providers  of  forward  cover 
(absorbers  of  excess  supply  of  forward  sterling),  the  authori- 
ties commit  themselves  to  deliver  dollars  on  a lar^  scale 
when  the  forward  contracts  mature.  However,  the  other 
contracting  parties  (pure  speculators  and  arbitrageurs)  also 
commit  themselves  ; they  must  honour  the  contracts  by 
delivering  sterling  to  the  authorities.  If  they  do  not  already 
hold  spot  sterling,  they  must  first  obtain  it ; and  they  can 
only  find  extra  sterling,  over  and  above  that  already  in 
private  hands,  if  they  buy  it  for  dollars  from  the  authorities 
at  the  prevailing  official  spot  rate.®  If  they  already  hold  spot 
sterling,  or  will  receive  some  fay  the  time  their  forward 
contracts  mature,  they  can  of  course  deliver  that  to  the 
authorities.  However,  by  doing  so,  they  are  merely  exercis- 
ing a right  they  already  possess  for  both  American  account 
sterling  and  transferable  sterling  are  convertible  anyway  on 
a spot  basis.  If  the  holders  choose  to  convert  it  on  a forward 
basis  instead,  the  authorities  will  save  dollars  at  the  rate 
corresponding  to  the  forward  discount.  This  saving  will  be 
analogous  to  their  dollar  earnings  from  those  pure  simula- 
tors who  sold  forward  sterling  short  without  expecting  to 
receive  spot  sterling  by  the  time  their  contracts  mature ; 
these  parties  will  have  to  buy  sterling  from  the  authorities  at 
a highftr  (spot)  rate  than  the  (forward)  rate  at  which  they 
agree  to  sell  it  to  them. 

37.  It  is  thus  dear  that  by  providing  forward  cover,  the 
authorities  do  not  assume  any  additional  obligation  over 
and  above  that  which  they  mxist  honour  in  any  case.  Any 
extra  loss  or  gain  can  only  arise  from  the  difference  between 
the  spot  and  the  forward  sterling  rate.  If  the  forward  rate 
is  at  a discount,  and  the  spot  rale  is  not  devalued  in  the 
meantime,  the  difference  is  a gain  to  the  authorities,  and  a 
loss  to  the  sellers  of  forward  sterUng.®  This_  is  what  holders 
of  spot  sterling  must  pay  for  their  hedges  against  devaluation , 
and  what  speculators  against  sterling  must  pay  for  their  bets 
on  devaluation.  The  authorities  can  quite  chwrfuliy  let 
themselves  be  paid  for  insuring  spot  holders  againrt  itj 

for  accepting  speculators’  bets  on  it,  if  they  have  no  intention 
of  devaluing  before  the  expiry  of  the  respective  forward 
contracts. 

38.  On  the  other  hand,  the  authorities  do  incur  a cost 
with  forward  exchange  policy  in  the  sense  that  they  virtually 
give  up  ffieir  freedom  to  devalue  even  if  that  should  appear 
desirable  after  all.  A downward  adjustment  of  the  spot  rate 
would  namely  involve  them  in  a very  heavy  windfall  loss 
(equal  to  ffie  difTAranoe  between  the  old  forward  rate  and 
the  new  spot  rate,  over  the  aggregate  volume  of  their  forward 
sterling  purchases). 

VTTT.  Forward  Exchange  Policy  and  Confidence 

39.  In  thus  relinquishing  their  freedom  to  devalue  the 
currency  in  the  time  span  covered  by  their  forward  contracts, 
the  authorities  may  well  find  that  the  logic  of  speculation 
helps  them  to  turn  weakness  into  strength.  The  use  of  Bank 
rate  would  leave  them  free  to  devalue.  Therefore  the  choice 
of  Bank  rate  in  preference  to  forward  exchange  support 
could  be  a signal  to  speculators  that  the  authorities  are  not 
altogether  sure  of  their  abili^  to  resist  the  pressure  without 
devalution,— and  such  a signal  might  well  increase  the 
prevailing  doubts  about  sterling. 

40.  The  use  of  forward  exchange  policy  instead  of  Bank 
rate  is  on  the  other  hand,  a fairly  strong  signal  that  the 
authorities  are  confident  of  the  ability  to  resist  pressure  for 
at  least  the  next  three  months.*  But  if  no  devaluation  can 
be  reasonably  expected  for  the  next  three  months,  then  Pure 
Speculation,  Tagging,  and  Conversion  hold  out  no  prospect 
of  profit  to  compensate  for  their  cost  for  that  period.  The 
sophisticated  speculator  should  therefore  suspend  these 
activities,  and  need  not  resume  them  before  he  sees  that  the 
authorities  have  stopped  supporting  the  forward  sterling  rate, 
and  are  preparing  to  “ clear  the  decks  ” for  devaluation. 
Actual  devaluation  could  then  conceivably  follow  when  the 
bulk  of  the  authorities’  existing  forward  contracts  have 
matured.  However  by  that  time  the  recovery  of  the  gold 

4 Or  at  the  spot  rate  for  transferable  sterling  if  the  forward  contract  runs  in 
terms  of  such  sterling. 

< Implidt  here  is  the  assumption  that  exchange  ( ''  - - . 

preventing  the  conversion  of  nstdem  sterling  imp  d 
a spot  basis.  Ihis  assumption  could  hardly  fail 
need  not  accept  the  delivery  of  resident  sterling  in 
purchases. 

swith  a large-scale  speculative  atuck  on  sterling,  the  authpniies  doUir 
earninits  from  their  forward  support  operations  may  run  into  gS— glO 
millions  annually  for  each  1 per  cent,  of  the  forward  discount. 

5 The  only  other  possible  meaning  of  the  signal  could  be  that  the  authorities 
are  simply  bluffing.  But  forward  exchange  policy, 
about  their  own  powers  to  hold  the  official  spot  ril 
expensive  bluff,  which  could,  moreover,  be  very  east 


sllars  ots  a forward  than  it  is 
to  be  true,  for  the  ainhoriiies 
satisfaction  of  their  forward 
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19.  The  other  main  type  of  Conversion  is  that  of  sterling 
into  other  currency  balances, — ^in  our  simplified  sytem,  into 
dollars.  In  this  case,  the  holder  of  sterling  still  wishes  to 
have  a given  liquid  balance,  but  decides  not  to  keep  it  in 
sterling.  The  incentive  to  switch  into  dollars  is  primarily 
speculative  ; upon  devaluation,  a given  balance  kept  in 
dollars  will  inorease  in  terms  of  sterling.  Since  “ resident  ” 
sterling  enjoys  no  formal  or  informal  convertabihty  rights 
on  capital  account,  the  problem  is  mainly  confined  to  trans- 
ferable sterling.  An  amount  in  the  region  of  £500  millions  is 
held  by  banks,  firms  and  persons  in  Transferable  Account 
countries,  chiefiy  as  working  balances,  and  this  sterling 
enjoys  informal  rights  of  convertibility.  It  can  be  con- 
vert^ into  dollars  either  via  commoity  “ shunting,”  or 
with  the  direct  assistance  of  the  British  authorities  who 
support  the  transferable  spot  rate  in  order  to  forestall  com- 
modity “ shunting”. 

20.  But  the  conversion  of  these  balances  is  not  a permanent 
loss  to  the  reserves.  It  should  last  only  so  long  as  doubt 
lasts.  The  holders  are  switching  out  of  sterling  because  of 
their  doubts  about  the  official  spot  rate.  Normally,  they 
hold  sterling  so  as  to  save  the  dealing  “ turns  ” (the  differences 
between  selling  and  buying  rates  of  exchange)  which  they 
would  have  to  pay  when  making  sterling  transactions  out  of 
a working  balance  kept  in  dollars.  These  dealing  turns  are 
the  cost  of  staying  out  of  sterling.  If  their  doubt  about 
sterling  is  dispelled,  (e.g.  by  devaluation,  or  by  a recovery  of 
Britain’s  dollar  reserves),  they  would  presumably  switch 
back  into  sterling. 

21.  Some  former  holders  of  sterling,  foreseeing  the  need 
to  do  so,  may  in  fact  be  buying  forward  sterling  (thereby 
strengthening  the  demand  side  of  Pure  Speculation)  if  the 
forward  discount  is  wide  enough  to  attract  them,  rather  than 
wait  in  the  uncertain  belief  that  spot  sterling  may  be  made 
even  more  attractive  by  devaluation.  For  those  keeping 
themselves  short  of  spot  sterling,  a low  forward  rate  repre- 
sents an  inducement  to  stay  short,  (and  go  long  of  fonvard 
sterling  instead),  even  if  their  expectation  of  devaluation  is 
growing  weaker.  At  the  same  time,  if  the  London  bill  rate 
is  hi^er  than  the  New  York  one.  Conversion  represents  a 
loss  at  least  on  those  balances  which  could  be  kept  in  bills 
or  call  monty  (though  not  on  those  which  need  be  kept  in 
cash).  Thus,  at  any  given  degree  of  doubt,  speculative 
Conversion  of  sterling  balances  will  vary  inversely  with  the 
London-New  York  interest  differential,  and  directly  with  the 
forward  discount  on  sterling.'^  However,  its  responsiveness 
to  either  will  probably  be  low. 

22.  (4)  Arbitrage.  In  contrast  to  the  various  speculate 
positions  discussed  above.  Arbitrage  is  an  existing  position 
in  spot  sterling  hedged  by  a position  of  opposite  sign  in 
forward  sterling,  so  that  no  capital  gain  or  loss  can  arise 
upon  any  change  in  the  official  spot  rate.  Arbitrage,  of 
course,  is  undertaken  in  response  to  a divergence  between  the 
forward  discount  and  its  own  interest  parity.  If  the  forward 
discount  is  wider  than  the  London-New  York  interest 
differential,  it  pays  to  move  funds  from  London  to  New 
York  because  of  the  loss  on.  interest  is  more  than  offset  by 
the  gain  on  buying  cheap  sterling  forward,— cmf  vice  versa, 
it  pays  to  move  funds  from  New  York  to  London  if  the 
forward  discount  is  narrower  than  interest  parity.  Looking 
at  it  from  the  London  point  of  view,  the  former  can  be 
called  ” outward  ” and  the  latter  ” inward  ” Arbitrage. 

23.  However,  simple  “ outward  ” Arbitrage  is  virtually 
prevented  by  exchange  control.  Nevertheless,  as  in  the  ca« 
of  Fagging,  it  may  escape  throu^  exchange  conttol  if  it  is 
coupled  with  an  approved  commercial  transaction.  The 
creation  of  a London  debt  and  a New  York  credit  (by 
Lagging),  combined  with  the  purchase  of  forward  sterling  at 
a discount  greater  than  the  interest  differential  lost_  in  the 
“ swap,”  might  suggestively  be  termed  Hedged  Lagging.  It 
fulfils  the  same  function  as  would  be  performed  by  un- 
disguised ‘‘  outward  ” Arbitrage,  and  it  is  just  as  harmful 
for  the  reserves  as  speculative  Lag^g  would  be.  In  con- 
junction with  the  Bank  rate  rise  in  September  1957,  the 
authorities  attempted  to  control  both  by  restricting  the  use 
of  short-term  London  borrowing  facilities  by  non-residents. 
Such  control  increases  “ friction,”  but  it  can  never  be  quite 
effective  so  long  as  thfe  forward  discount  offers  a riskless 
profit  to  outward  Arbitrage. 


24.  “ Inward  ” Arbitrage,  the  shifting  of  New  York  funds 
to  London  combined  with  a sale  of  forward  sterling,  is  the 
modem  equivalent  of  rite  classical  gold  standard  mechanism 
When,  as  in  the  late  XlXth  century,  no  doubt  was  ever  felt 
about  the  sanctity  of  the  gold  parity  of  sterling,  a small  rise 
in  Bank  rate  sufficed  to  ^aw  large  funds  to  London.  Re- 
putedly, Goschen  thought  than  an  extra  2 per  cent  would 
draw  gold  from  the  Moon  ! Today,  however,  really  large 
international  funds  will  not  move  merely  in  response  to 
interest  differentials,  as  their  administrators  do  not  wish  to 
be  responsible  for  exchange  risk.®  The  yield  which  does 
induce  their  movement  is  the  net  extra  interest  after  reduction 
of  the  cost  of  insurance — the  cost  of  insurance  being  the 
discount  on  forward  sterling.  (A  positive/gross/interest 
differential  combined  with  a forward  discount  narrower 
than  interest  parity  is,  of  coiuse,  fiiUy  equivalent  for  arbitrage 
purposes  to  a negative/gross/interest  differential  combing 
with  a forward  premium  greater  than  interest  parity). 

25.  As  Arbitrage  is  riskless,  its  responsiveness  to  the 
extra  net  yield  is,  at  first,  likely  to  be  extremely  high.  _ A 
small  rise  in  the  forward  sterling  rate,  lifting  it  from  just 
below  interest  parity  to  just  above  it,  should  transform  a 
large  outflow  (Hedged  Lagging)  into  a large  inflow  (Inward 
i^bitrage)  of  dollars  into  flie  reserves.  However,  after  the 
most  mobile  international  funds  have  moved,  any  further 
inflow  may  require  a successively  narrower  forward  discount 
relative  to  interest  parity,  as  a higher  reward  is  needed  to 
overcome  the  inertia  of  holders  who  do  not  habitually  look 
for  very  fine  yield  differences. 

IV.  7%e  Forward  Rate  and  the  Level  of  Reserves 

26.  As  we  have  seen,  doubt  about  sterling  induces  Lagging 
and  Conversion,  and  hence  may  depress  the  gold  and  dollar 
reserves  below  what  is  regarded  as  a safe  level.  Arbitrage 
does  not  depend  on  confid«3ce  in  sterling,  but  it  depends  on 
the  forward  rate.  According  to  whether  the  forward  rate  is 
above  or  below  its  interest  parity,  Arbitrage  will  be  inward 
or  outward,  either  offsetting  the  speculative  loss  of  reserves, 
or  further  aggravating  it,  The  forward  rate,  in  turn,  depends 
primarily  on  what  I termed  Pure  Speculation.  If  doubt  about 
sterling  is  strong,  a low  forward  rate  will  be  established  in 
the  market  under  pressure  of  the  excess  supply  of  forward 
sterling,  and  thus  Outward  Arbitrage  may  develop.  The 
resulting  loss  of  reserves  may  further  increase  doubt,  Lagging 
and  Conversion  may  be  intensified,  and  so  on  in  a cumulative 
way. 

27.  This  may  develop  into  a vicious  circle.  That  it  is  at 
least  a real  danger  is  shown  by  the  British  experience  in. 
July-^eptember  1957.  During  that  critical  period,  the  for- 
ward d&count  against  the  dollar  (not  to  speak  of  the  discount 
against  the  mark)  reached  widths  of  6 — 7 per  cent  compared 
to  a London-New  York  interest  parity  of  barely  1 per  cent  ; 
and  even  when  the  violent  jump  in  British  Bank  rate 
increased  the  interest  parity  to  over  3 per  cent,  the  fo^ard 
discount  remained  wide  enough  to  render  Inward  Arbitrage 
unprofitable  and  leave  Outward  Arbitrage  profitable.  Not 
until  November  and  the  reduction  in  the  Federal  Reserve 
System’s  rediscount  rate  did  the  forward  discount  eventually 
narrow  to  its  interest  parity.  The  British  reserves  had  to 
weaffier  the  worst  period  before  and  just  after  the  rise  in 
Bank  rate  without  the  aid  of  mobile  funds  from  abroad. 

V.  How  Effective  is  the  Bank  Rale  Weapon  ? 

28.  A rise  in  Bank  Rate  may,  with  luck,  dispel  doubt 
about  sterling,  and  then  all  will  be  well  again  on  the  external 
front,  though  at  the  cost  of  undesired  disturbmce  to  the 
home  front.  The  main  incentive  for  speculative  Lagging 
and  Conversion  will  be  reduced  or  might  disappear  altogether, 
while  a higher  forward  rate  will  presumably  suffice  to  equib- 
brate  the  demand  and  supply  of  forward  sterling  due  to  less 
adverse  Pure  Speculation  ; and  the  combination  of  a narrower 
forward  discount  and  a wider  interest  parity  (<^e  to  the 
hi^er  Bank  rate)  should  succeed  in  tipping  the  balance  of 
incentive  in  favour  of  Inward  Arbitrage. 

29.  However,  there  is  no  certainty,  nor  even  a strong 
likelihood,  that  a rise  of  Bank  rate  will  in  fact  dispel  or  even 
reduce  doubt.  Its  effect  in  this  regard  depends  solely  on  the 
way  potential  speculators  choose  to  interpret  the  move.  If  they 
interpret  it  as  a sign  of  firm  determination  not  to  devalue,  their 
confidence  may  be  restored.  But  if  they  regard  it  as  a desperate 
last-ditch  defence  after  which  only  devaluation  can  follow, 
the  raising  of  Bank  rate  may  actually  hei^ten  the  speculative 


1 It  will  also  vnry  writb  the  present  spot  transferable  sterling  rate  relative  to  its 
range  of  pennittel  fluctuation  (i.e.  between  the  anti-sbuctias  “ floor  ” anil  the 
oificial  " ceiling  alow  transferable  rate  being  a deterrent  to  Conversion  because 
of  the  chance  that  it  0137  rise. 


a Note  the  recent  pubUe  statement  by  Herr  Hem^  J.  Abs,  head  of 
Deauche  Bank,  that  the  placing  of  German  funds  m I.oodon  is  aU!  severtly 
handicapped”  by  the  width  of  the  forward  discount  on  sterling.  The  F!hox^'°* 
Tlmre,  *th  l>ecember,  3 957. 
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fever.  Which  way  the  balance  of  opinion  will  swing  in  a 
given  situation  cannot  be  predicted  a priori,  and  it  would 
be  most  unsafe  to  take  it  for  granted  that  Bank  rate  will 
re-establish  confidence.  Its  effectiveness  in  altering  specula- 
tive opinion  in  the  desired  way  is  rather  a hit-or-miss  matter. 

30.  Admittedly,  Bank  rate  cannot  fail  to  exert  an  influence 
through  the  widening  of  the  London-New  York  interest 
differential  which  its  rise  implies.  But  this  influence  is  likely  to 
be  small  for  various  reason.  Firstly,  as  argued  above,  the 
responsiveness  of  both  Lagging  and  Conversion  to  the 
interest  differential  is  probably  low,  so  that  the  reserves 
might  not  get  much  relief  from  that  quarter  upon  the  rise  in 
Bank  rate.  Secondly,  although  the  perilous  excess  of  the 
forward  discount  over  its  interest  parity  may  be  wiped  out 
as  the  latter  is  widened  by  the  rise  in  the  London  bill  rate,  this 
alone  does  not  ensure  that  Inward  Arbitrage  can  reach 
significant  dimensions.  Inward  Arbitrage  is  accompanied  by 
a non-speculative  excess  supply  of  forward  sterling.  If  there 
is  only  a small  volume  of  speculative  excess  demand  for 
forward  sterling  even  at  the  new,  wider  interest  parity  of  the 
forward  discount,  only  a small  volume  of  Inward  Arbitrage 
can  be  accommodated  with  forward  cover.  And  if  the  res- 
ponsiveness of  Pure  Speculation  to  the  forward  rate  is  indeed 
low,  little  speculative  excess  demand  for  forward  sterling 
may  be  engendered  by  a widening  forward  discount.  The 
vicious  circle  is  imlikely  to  be  broken. 

VI.  How  Effective  is  the  Forward  Rale  Weapon  7 

31.  If  private  “ speculators  ” are  not  ready  to  step  in  and 
absorb  any  excess  supply  of  forward  sterhng  offered  by 
potaitial  arbitrageurs,  there  is  no  good  reason  why  the 
authorities  should  not  be  ready  to  do  so.  Their  action  would 
amount  to  the  provision  of  insurance  cover  against  a con- 
tingency (devaluation)  which  is  largely  under  their  own 
control. 


32.  So  long  as  the  international  propensity  for  Arbitrage 
is  not  yet  ^austed,  any  loss  of  reserves  due  to  Lagging  and 
Conversion  can  be  fully  compensated  by  attracting  Arbitrage. 
This  would  be  like  a game  of  musical  chairs  ; by  Lag^g 
and  Conversion,  private  funds  shift  to  New  York  and  Britain’s 
ofBcial  reserves  are  reduced,  while  by  Arbitrage,  the  same 
funds  (though  administered  by  a different  set  of  people)  can 
be  drawn  back  to  London  and  the  oflBcial  reserves  restored. 


33.  This,  as  is  obvious  from  the  system  of  “ positions  ” 
discussed  above,  can  be  achieved  by  fixing  the  forward 
sterling  rate  at  a (slightly)  narrower  discount  than  its  own 
interest  parity,  and  then  absorbing  any  excess  supply  forth- 
coming at  that  rate.  The  absorption  can  continue  until  the 
initial  loss  of  reserves  from  Laggmg  and  Conversion  is 
compensated  by  Arbitrage,  or  until  the  authorities  have 
some  other  reason  to  discourage  any  further  inflow. 


34.  The  excess  supply  of  forward  sterling  forthcoming  at 
the  rate  so  feed  will  come  from  two  sources  : from  the 
incoming  arbitrageurs  who  wish  to  hedge,  and  from  the 
“ pure  speculators  ” who  may,  on  balance,  also  be  net 
sellers  of  forward  sterling  at  its  supported  rate. 


35.  Subject  again  to  the' propensity  of  the  international 
financial  community  to  engage  in  Arbitrage,  there  can  be 
little  room  for  controversy  about  the  efBcacy  of  forw^d 
exchange  poUo'  in  eliminating  Outward  and  attracting 
Inward  Arbitrage.  Unlike  Bank  rate,  the  forward  exchange 
weapon  is  not  aimed  at,  and  its  effic^y  does  not  depend  o^ 
the  restoration  of  confidence  in  sterling.  It  depends  merely 
on  the  establishment  of  the  right  level  of  the  forward  di^imL 
and  on  the  willingness  of  the  authorities  to  provide  forward 
cover  to  all  comers  at  that  discount.^  Since  the  potential 
volume  of  Lagging  at  any  one  time  is  limited  by  the  amount 
of  commercial  payments  which  can  be  delayed  or  spewed 
up,^  and  since  the  volume  of  Conversion  is  also  himted_  by 
the  stock  of  transferable  sterling  in  existence,  the-  po^ible 
maximum  loss  of  reserves  on  these  counts  must  be  similarly 
Therefore  the  task  of  compensating  the  loss  by 
attracting  Inward  Arbitrage  is  likely  to  be  manageable. 
Consequently,  unlike  Bank  rate,  forward  exchange  pohcy 
need  not  attempt  to  reduce  speculative  Lagging  and  Con- 
version ; for  it  should  be  a matter  of  in<Merenc»  to  the 
authorities  who  happen  to  sit  in  which  musical  chair. 


a With  prop 
uaUtyofbUls 


s lively  to  be  1 


vn.  The  Cost  of  Official  Forward  Operations 

36.  By  acting  as  iar^-scale  providers  of  forward  cover 
(absort>ers  of  excess  supply  of  forward  sterling),  the  authori- 
ties conunit  themselves  to  deliver  dollars  on  a large  scale 
when  the  forward  contracts  mature.  However,  the  other 
contracting  parties  (pure  speculators  and  arbitra^urs)  also 
commit  themselves  ; they  must  honour  the  contracts  by 
delivering  sterling  to  the  authorities.  If  they  do  not  already 
hold  spot  sterling,  they  must  first  obtain  it  i and  they  can 
only  find  extra  sterling,  over  and  above  that  already  in 
private  hands,  if  they  buy  it  for  dollars  from  the  authorities 
at  the  prevailing  official  spot  rate.’  If  they  already  bold  spot 
sterling,  or  will  receive  some  by  the  time  their  forward 
contracts  mature,  they  can  of  course  deliver  that  to  the 
authorities.  However,  by  doing  so,  they  arc  merely  exercis- 
ing a right  they  already  possess  for  both  American  account 
sterling  and  transferable  sterling  are  convertible  anyway  on 
a spot  basis.  If  the  holders  choose  to  convert  it  on  a forw  ard 
basis  instead,  the  authorities  will  save  dollars  at  the  rate 
corresponding  to  the  forward  discount.  This  saving  will  be 
analogous  to  their  dollar  earnings  from  those  pure  specula- 
tors who  sold  forward  sterling  short  without  expecting  to 
receive  spot  sterling  by  the  time  their  contracts  mature  ; 
these  parties  will  have  to  buy  sterling  from  the  authorities  at 
a higfcr  (spot)  rate  than  tiw  (forward)  rate  at  which  they 
agree  to  sell  it  to  them. 

37.  It  is  thus  clear  that  by  providing  forward  cover,  the 
authorities  do  not  assume  any  additional  obligation  over 
and  above  that  which  they  must  honour  in  any  case.  Any 
extra  loss  or  gain  can  only  arise  from  the  difference  between 
the  spot  and  the  forward  sterling  rate.  If  the  forward  rate 
is  at  a discount,  and  the  spot  rate  is  not  devalued  m the 
meantime,  the  difference  is  a gain  to  the  authorities,  and  a 
loss  to  the  sellers  of  forwid  sterling.’  This  is  what  holders 
of  spot  sterling  must  pay  for  their  bed^  against  devaluation, 
and  what  speoilators  against  sterling  must  pay  for  their  bets 
on  devaluation.  The  authorities  can  quite  efa^uUy  let 
th«nselves  be  paid  for  insuring  spot  holders  againri  it,  and 
for  accepting  speculators’  bets  on  it,  if  they  have  no  intention 
of  devaluing  before  the  expiry  of  the  respective  forward 
contracts. 

38.  On  the  other  hand,  the  authorities  do  incur  a cost 
with  forward  exchange  policy  in  the  sense  that  they  virtually 
give  up  their  freedom  to  devalue  even  if  that  should  appear 
desirable  after  all.  A downward  adjustment  of  tfe  spot  rate 
would  namely  involve  them  in  a very  heavy  windfall  loss 
(equal  to  the  difference  between  the  old  forward  rate  and 
the  new  spot  rate,  over  the  aggregate  volume  of  their  forward 
sterling  purchases). 

Vin.  Forward  Exchange  Policy  and  Confidence 

39.  In  thus  relinquishing  their  freedom  to  devalue  the 
currency  in  the  time  span  covered  by  their  forward  contracts, 
the  authorities  may  well  find  that  the  logic  of  speculation 
helps  them  to  turn  weakness  into  strength.  The  use  of  Bank 
rate  would  leave  them  free  to  devalue.  Therefore  the  choice 
of  Bank  rate  in  prrference  to  forward  exchange  support 
could  be  a signal  to  speculators  that  the  authorities  are  not 
altogether  sure  of  their  ability  to  resist  the  presure  without 
devalution, — and  such  a si^al  might  well  increase  the 
prevailing  doubts  about  sterling. 

40.  The  use  of  forward  exchange  policy  instead  of  Bank 

rate  is,  on  the  other  hand,  a fairly  strong  signal  that  the 
authorities  are  confident  of  the  ability  to  resist  pressure  for 
at  least  the  next  three  months.’  But  if  no  devaluation  can 
be  reasonably  expected  for  the  next  three  months,  then  Pure 
Spaailation,  T and  Conversion  hold  out  no  prospect 

of  profit  to  compensate  for  their  cost  for  that  period.  The 
sophisticated  speculator  should  therefore  suspend  these 
activities,  and  ne^  not  resume  them  before  he  sees  that  the 
authorities  have  stopped  supporting  the  forward  sterling  rate, 
and  are  preparing  to  “clear  the  decks’’  for  devaluation. 
Actual  devaluation  could  then  conceivably  foUow  when  the 
bulk  of  the  authorities’  existing  forward  contracts  have 
matured.  However  by  that  time  the  recovery  of  the  gold 

J Or  at  til*  ipot  rtte  for  tiaruferable  sterling  if  the  forward  conuact  runs  in 
terms  of  such  sterling. 

■i  InipUcit  here  is  the  assumption  that  exch^ge  et 
preventing  the  a ' — 

nSed*Mt  acMpt  tbe'debwy^of  rodent ‘st^  saTisfiction  o€  t^  forwari 

purchases. 

8 With  a large-scale  speculative  attack  on  sterling.  tl»  autbcrtifca-  de^ 
eart^  from^ir  forward  support  operations  My  run  Into  SS— 410 
million  annually  fbr  each  1 per  cent,  of  the  forward  discount. 

) The  only  other  possible  meaning  of  the  signal  couU  be  the  ^iborito 

expensive  bluff,  -which  coo 


^ ; no  less  elective  is 

'freSStn  si«lW  into  dollars  on  a fora^  ih 
jptlon  could  hardly  fail  to  be  true,  for  the  «' 


laslly  called. 


Printed  -image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


136 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued^ 


17.  Mr.  a.  E.  Jasay 


and  dollar  reserves  (and  the  fall  in  the  speculative  excess 
supply  of  forward  sterling)  due  to  the  abatement  of  specula- 
tion, may  rnake  the  prospect  of  devalution  remote,  and  may 
itself  remove  the  incentive  for  the  resumption  of  speculation ! 

41,  Thus,  though  forward  exchange  policy  can  be  quite 
effective  through  Arbitrage  alone,  and  need  not  depend  on  , 
confidence  in  sterling,  it  may  nevertheless,  in  a perhaps 
unexpected  way,  temporarily  restore  confidence  just  at  the 
most  critical  time  ; and  once  restored,  confidence  may  not 
again  give  way  to  doubt  unless  some  new  disturbance  induces 
a new,  independent  wave  of  pressure. 


45.  V.  Bank  rate  works  partly  by  determining  the 
interest  parity  of  the  forward  exchange  rate,  and  partly  by 
affecting  (foreign)  confidence  in  the  currency.  The  latter 
effect  is  unpredictable  and  may  swing  either  way.  The 
former  effect  is  likely  to  be  very  small  unless  Bank  rate  is 
changed  with  great  violence. 

46.  VI.  Forward  exchange  policy  works  by  supporting 
the  forward  rate  at  the  level  which  will  induce  sufficient 
Inward  Arbitrage  to  compensate  for  the  speculative  loss  of 
reserves.  This  is  likely  to  imply  forward  purchases  of  the 
currency  both  from  arbitrageurs  and  from  short  sellers 
(speculators). 


Summary 

42.  T.  If  there  is  a speculative  attack  on  a currency 
backed  by  inadequate  reserves,  a dilemma  may  arise  in  the 
use  of  defensive  weapons  of  policy  ; for  one  such  weapon, 
Bank  rate,  may  induce  a domestic  contraction  when  no  such 
contraction  is  desired. 

43.  II, — III.  The  speculative  attack  takes  two  main 

forms  : short  forward  sales  of  the  currency  in  question 

(Pure  Speculation)  and  the  actual  flight  of  funds  (Lagging 
and  Conversion).  Non-speculative  interest  Arbitrage,  com- 
bining an  actual  movement  of  funds  with  a forward  exchange 
contract  in  the  opposite  direction,  may  be  either  Outward, 
leading  to  additional  gold  losses,  or  Inward,  .offsetting  the 
loss  of  reserves  due  to  the  speculative  flight. 

44.  IV.  Pure  Speculation  determines  the  forward 
exchange  rate,  and  hence  the  direction  (Outward  or  Inward) 
which  Arbitrage  will  take. 


47.  VII.  Such  policy  does  not  involve  any  additional 
risk  for  the  reserves,  for  only  such  amounts  of  the  currency 
can  be  converted  into  gold  or  dollars  on  a forward  basis 
as  could  in  any  case  be  converted  on  a spot  basis.  Any 
conversion  transacted  on  a forward  basis  will  represent  a 
saving  of  gold  or  dollars  if  the  forward  rate  is  at  a discount 
compared  to  the  spot  rate. 

48.  VIII.  The  efficacy  of  supporting  the  forward  rate 
does  not  depend  on  the  restoration  of  co^dence  in  the 
currency.  However,  massive  intervention  in  the  forw^d 
market  is  the  strongest  possible  proof  of  official  determination 
to  maintain  the  spot  rate  unchanged.  Therefore  it  is  likely 
to  affect  speculative  opinion  in  a more  potent  and  predictable 
way  than  Bank  rate. 

Nuffield  College, 

Oxford 

December,  1957 


18  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  PROFESSOR  H.  G.  JOHNSON* 


1.  In  preparing  this  memorandum,  I have  interpreted  the 
Committee’s  terms  of  reference  as  precluding  consicieration 
of  broad,  questions  of  economic  policy,  and  within  that 
limitation  have  chosen  to  concentrate  on  two  topics  in 
which  I am  particularly  interested.  These  are  the  public 
explanation  of  the  objectives  and  methods  of  monetary 
policy,  and  the  use  of  Bank  rate  and  open  market  operations 
as  means  of  controlling  credit.  In  both  cases  I believe  that 
present  practice  is  not  in  accord  with  the  requirements  of 
modern  conditions,  and  could  be  improved,  though  I am 
less  certain  of  the  proper  remedy  in  the  second  case  than 
in  the  first. 

The  Public  Explanation  of  Monetary  Policy 

2.  By  “ public  explanation,”  I mean  explanation  to  the 
general  public,  as  distinct  from  explanation  to  an  mner 
circle  of  bankers,  financial  journalists,  civil  servants,  and 
possibly  a few  distinguished  private  persons.  Tlie  absence 
of  serious  effort  to  provide  such  an  explanation  has  been 
one  of  the  characteiistics  distinguishing  the  conduct  _ of 
Britisii  monetary  policy  from  that  of  most  other  countries, 
and  it  has,  in  my  opinion,  served  to  reduce  the  effectiveness 
of  the  use  of  monetary  policy  in  recent  years. 

3.  Insofar  as  a change  in  monetary  policy  is  intended  to 
indicate  what  view  the  monetary  authorities  are  taking  of 
the  current  situation,  and  so  influence  expectations  in 
financial  circles  and  in  the  economy  at  large,  the  effect 
is  lost  or  spoilt  if  the  meaning  of  the  change  is  not  under- 
stood by  those  affected  ; indeed  incomprehensible  changes 
may  be  interpreted  as  a sign  that  the  authorities  do  not 
themselves  have  a clear  understanding  of  the  situation  or 
a firm  policy.  The  responses  to  the  fi^t  postwar  Bank 
rate  increase  in  November,  1951,  the  “ unification  ” of  Bank 
rate  in  September,  1953,  the  reduction  in  May.  1954,  the 
increase  of  only  4 per  cent,  in  January,  1955,  and  ffie  reduction 
to  5 per  cent,  in  January,  1957— on  the  second  and  last  of 
which  occasions  the  Bank  of  En^and  was  obliged  to  issue 
a (not  altogether  satisfactoiy)  explanation  of  its  intention — 
are  illustrations  of  this  point. 

4.  Another  way  in  which  reticence  on  the  part  of  the 
monetary  authorities  has  hampered  the  effectiveness  of 
monetary  policy  is  connected  with  the  development  of 
hostility  on  the  part  of  important  sections  of  public  opinion 
towards  the  Bank  of  England  and  the  City  generally,  as  a 
result  of  the  events  of  the  interwar  period.  On  the  one  hand 
there  is  the  hostility  of  the  labour  movement  to  the  Bank  of 
England  as  the  eminence  grise  whidi  was  responsible  for  the 
mass  unemployment  of  the  interwar  period  and  for  the 
downfall  of  the  Labour  Government  in  1931.  On  the  other 


hand,  and  probably  far  more  influential,  there  is  the  hostility 
of  professional  economists  trained  in  Keynesian  economics 
to  the  non-quantitative  and  sometimes  mystical  way  in 
which  monetary  policy  is  usually  discussed  by  City  com- 
mentators, a hostility  which  owes  something  to  the  inabihty 
of  Montagu  Norman  to  explain  himself  in  intellectu^y 
adequate  terms  to  the  Macmihan  Committee,  and  something 
to  the  fact  that  economists  invented  the  alternatives  to 
monetary  policy  but  not  monetary  policy  itself. 

5.  Neither  of  these  attitudes  is  directly  due  to  the  way 
in  which  the  monetary  authorities’  public  relations  are 
conducted,  and  neither  would  be  overcome  in  any  short  run 
of  time  by  further  explanation  of  monetary  policy.  But 
both  have  been  encouraged  rather  than  discouraged  since  the 
revival  of  monetary  policy  by  the  continuance  of  the  old 
aloofness  and  secretiveness  of  the  Bank,  whidi  has  made  the 
reaction  to  Bank  rate  changes  more  unfavourable  than  it 
need  have  been,  and  permitted  critics  more  hcense  than 
they  otherwise  would  have  had.  One  evidence  of  continued 
popular  mistrust  of  the  Bank  of  En^and  was  the  apparent 
willingness  of  large  sections  of  the  community  to  believe 
that  the  Parker  Tribunal  turned  up  evidence  of  shady 
behaviour  by  eminent  City  men.  As  to  the  attitude  of  the 
economists,  both  the  symposia  which  have  been  conducted 
in  the  Bulletin  of  the  Oxford  Institute  of  Statistics^  and  the 
published  reactions  of  a number  of  economists  to  the  mst 
Report  of  the  Cohen  Council  bear  witness  to  a latent  hos^^ 
to  monetary  policy  and  to  those  responsible  for  it,  espe^lly 
on  the  part  of  the  younger  economists.  While  fuller  explan^ 
tion  of  what  monetary  policy  was  seeking  to  accomplish 
might  not  have  changed  anyone’s  views,  it  would  at  least 
have  helped  to  lower  the  temperature  of  the  debate. 

6.  From  both  points  of  view — increasing  the  effectiveness 
of  monetary  policy,  and  reducing  hostOity  to  its  use — there 
is  a strong  argument  for  a much  greater  effort  to  provide 
an  adequate  public  explanation  of  the  intentions  behmd 
changes  in  monetary  pohtg'.  In  addition  there  are  more 
fundamental  long-run  arguments  for  this  reform,  notably 
that  it  would  tend  to  promote  informed  discussion  and 
analysis  of  the  issues  and  empirical  questions  whnffi  really 
matter,  whereas  at  present  a great  deal  of  effort  goes  mto 
guesswork  about  what  the  issues  are,  and  that  it  would 
require  the  authorities  themselves  to  get  dear  in  their  own 
minds  what  their  assessment  of  the  current  monetary  situa- 
tion was.  


* Sea  Minutes  of  Evidence  Qns.  10579  to  1054S. 

1 BulleHn  of  the  Oxford  University  Institute  of  Statistics,  Volume  4,  No.  19. 
Novemter,  1957. 
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1.  The  provision  of  a more  adequate  explanation  of 
monetary  policy  may  raise  some  problems.  The  first  is 
that,  since  the  Bank  is  itself  an  operator  in  the  market  and 
expectations  about  and  interpretations  of  its  actions  influence 
the  reactions  of  other  elements  of  the  financial  system  to 
its  policies,  there  may  be  a conflict  between  the  requirements 
of  honest  ra:planation  of  its  intentions,  and  those  of  effective 
control  of  credit.  To  the  extent  that  this  is  a real  problem, 
it  could  probably  be  overcome  by  reserving  some  discretion 
in  the  explanation  of  policy  chants  at  the  time  of  their 
initiation,  while  providing  a full  discussion  of  the  reasons 
for  poUcy  decisions  after  a suitable  delay,  perhaps  through 
the  medium  of  a differently  conceived  Bank  of  England 
Report.  A second  and  more  complex  difficulty  is  the  consti- 
tutional one  of  responsibility  for  providing  the  information. 
Presumably,  to  be  useful  the  explanation  would  have  to  be 
prepared  and  issued  by  the  Bank,  on  the  responsibility  of 
the  Governor  ; but  this  might  give  rise  to  conflict  with  the 
constitutional  responsibility  of  the  Bank  to  the  Treasury,  and 
some  modification  of  the  relationship  between  the  two  might 
be  necessary.  Related  to  the  constitutional  difficulty  is  an 
objection  which  might  be  raised  against  fuller  explanation 
of  monetary  policy,  that  it  might  reveal  conflicts  between 
the  views  of  the  Bank  and  those  of  the  Treasury  (or  other 
Government  Departments),  or  confusion  on  the  part_  of  the 
monetary  authorities  themselves.  This  particular  objection, 
however,  derives  most  of  its  force  from  the  debatable  assump- 
tion that  the  existence  of  such  conflicts  and  confusion  should 
be  concealed  from  the  public,  and  the  fallacious  assumption 
that  they  ready  are  concealed  by  silenre,  whereas  they  Me 
usually  obvious  enough  to  those  in  intimate  touch  with 
monetary  affairs. 

S.  Adequate  public  explanation  of  monetary  policy 
involves  a much  more  substantial  reform  than  an  increase 
in  the  number  of  after-dinner  speeches  by  the  Governor  of 
the  Bank,  useful  as  these  may  be  in  their  own  way.  There 
should  be  both  an  explanation  of  the  purpose  of  each  change 
in  policy  as  it  is  introduced,  and  a regular  critical  review  of 
monetary  developments  and  policy  changes.  In  addition, 
an  effort  should  be  made  to  put  the  Bank’s  views  and  arms 
so  far-  as  possible  in  the  quantitative  language  used  in  the 
discussion  of  other  aspects  of  economic  policy,  instead  of 
the  metaphorical  and  imprecise  language  which  the  Governor 
and  the  Chancellor  tend  to  use  in  their  references  to  monetwy 
policy.  WhUe  monetary  policy  must  of  necessity  deal  with 
imprecise  concepts  sudi  as  exp«tations  and  confidence, 
that  is  no  reason  for  using  emotive  and  obscure  language 
in  discussing  them.  The  fact  that  there  are  two  languages 
for  economic  policy,  one  for  monetary  policy  and  the  other 
for  fiscal  policy,  one  for  the  Bank  and  the  other  for  the 
Treasury,  one  poetic  and  one  prosaic,  has  been  an  irnportant 
source  of  misunderstanding  of  what  monetary  policy  was 
aiming  at  and  how  it  fitted  with  other  policies. 

9.  The  desirability  of  attempting  to  explain  monetary 
policy  in  quantitative  and  concrete  terms  has  two  corollanes, 
which  I shall  mention  briefly  in  concluding  this  swoon.  One 
is  that  more  attention  should  be  paid  to  the  coUwtion  and 
improvement  of  monetary  and  financial  statistics  ; this 
matter  is  the  subject  of  a long  memorandum  prepared  by  the 
National  Institute  of  Economic  and  Social  Reswreh,  with 
which  I should  like  to  express  my  agreement.  The  other  is 
that  the  Ba^  should  make  greater  use  of  pr^pional 
economists  in  its  organization  than  at  present.  This  is  a 
much  broader  subject  than  the  one  with  which  I am  con- 
cerned, and  one  on  which  witnesses  better  qualified  than 
myself  will  be  giving  evidence.  1 should  merely  like  to 
suggest  that  the  Bank  might  usefully  take  steps  to  establish 
closer  relations  with  academic  economists,  both  by  eiKourag- 
ing  and  assisting  their  research  and  by  providing  opporturuUes 
for  them  to  participate  for  short  periods  m its  work,  similar 
to  those  now  provided  by  the  Economic  Section  of  the 
Treasury. 

The  Use  of  Bank  Rale  and  Open  Market  Operations 


major  instrument.  The  second  is  that  the  traditional  way 
of  wielding  the  weapons  of  monetary  policy,  specifically  the 
use  of  Bank  rate  to  initiate  changes  in  monetary  policy,  and 
of  open  market  operations  in  bills  to  make  Bank  rate  effective, 
is  unnecessarily  costly  and  inefficient,  and  that  it  would  be 
desirable  to  place  more  reliance  on  open  market  operations, 
conducted  in  the  full  ran^  of  maturities  of  Government 
debt,  and  less  on  changes  in  Bank  rate.  In  addition,  some 
change  in  the  reserve  requirements  imposed  on  the  com- 
mercial banks  might  be  useful. 

11.  There  are  three  main  reasons  for  assigning  a co- 
operant  rather  than  a major  role  among  economic  polieg' 
instruments  to  monetary  poliQ',  all  of  which  are  related  to 
the  fact  that  monetary  policy  seel«  to  control  effective  demand 
by  influencing  the  availability  and  price  of  credit.  The  first 
is  the  much  larger  part  now  played  in  the  determination  of 
economic  activity  by  Government  taxation  and  expenditure, 
which  gives  the  Government  a more  powerful  and  direct 
leverage  on  effective  demand  than  is  provided  by  the  instru- 
ments of  monetary  policy,  and  at  the  same  time  reduces  the 
leverage  of  monetary  policy  acting  by  itself.  Along  with 
this  factor  goes  the  effect  of  the  commitment  to  a full  em- 
ployment policy  in  limiting  the  psychological  impact  of 
Bank  rate  changw.  The  second  is  that  many  of  the  types 
of  credit  transaction  which  are  most  likely  to  cause  trouble 
are  more  expeditiously  tacked  by  specific  methods  such  as 
capital  issues  control,  bank  advances  directives,  and  hire 
purchase  restrictions.  The  third  is  that  the  Government  is 
now  assumed  to  be  responsible  for  a variety  of  policy  objec- 
tives, not  all  of  which  can  be  served  simultaneously  by 
monetary  policy.  On  the  other  hand,  budgetary  policy  can 
be  changed  only  at  intervals  and  is  not  readily  adaptable  to 
changing  circumstances,  while  specific  credit  controls  have 
the  disadvantage  that  in  the  longer  run  frustrated  borrowers 
and  lenders  develop  new  channels  for  satisfying  their  financial 
needs,  often  at  the  expense  of  the  more  responsible  and 
efficient  financial  institutions.  Thus  there  is  a uMful  part 
for  monetary  policy  to  play,  in  conjunction  with  other 
methods  of  controlling  effective  demand.  In  addition 
monetary  policy  may  in  certain  circumstances  have  a special 
role  in  influencing  international  capital  movements  and 
foreign  confidence. 

12.  Whatever  the  relative  importance  of  the  part  assigned 
to  monetary  policy  as  compared  with  other  methods  of 
controlling  effective  demand,  it  is  apparent  from  recent 
experience  that  the  traditional  techniques  of  monetary  policy 
are  not  entirely  appropriate  to  present  conditions,  and  that 
less  expensive  and  more  effective  techniques  should  be 
possible  to  devise.  The  use  of  changes  in  Bank  rate,  made 
effective  by  open  market  operations  in  bills  of  exchange, 
concentrates  the  impact  of  a change  in  monetary  policy  on 
the  money  market  and  the  shortest  interest  rates,  from  which 
it  has  to  be  transmitted  to  other  credit  markets  and  the 
longer  rates  by  the  market  processes  of  substitution  between 
assets  of  different  yields,  maturities  and  risks.  This  mode 
of  operation  has  several  disadvantages,  which  may  be 
illustrated  by  reference  to  the  case  of  a tightening  of  credit. 

13.  The  first  disadvantage  is  that  the  immediate  impact 
of  restriction  falls  on  the  Treasury,  through  an  increase  in 
the  net  budgetary  burden  of  the  interest-cost  of  the  floating 
debt.  Since  the  Goveriunent's  general  economic  policy  is 
presumably  informed  by  the  same  view  of  the  economic 
situation  as  prompted  the  change  in  monetary  ^licy,  there 
seems  no  good  reason  for  making  it  the  first  victim  of  higher 
interest  rates.  In  addition  to  the  adverse  effect  on  the  interest 
burden  of  the  National  Debt,  an  increaM  in  Bank  rate 
involves  an  immediate  worsening  of  the  invisible  balance 
on  current  account  in  the  form  of  an  increase  ui  interest 
payments  on  net  foreign  holdings  of  short-term  funds  in 
London.  Both  these  disadvantages  would  be  lessened  if 
the  impact  of  credit  restriction  could  be  made  to  fall  more 
directly  on  longer-term  interest  rates. 

14  The  above  disadvantages  relate  to  the  cost  to  the 
authorities  of  restriction  of  credit  by  present  techniques. 
Another  disadvantage  relates  to  the  possible  effectiveness  of 
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10.  The  experience  of  recent  years,  and  considerauon  or  restriction.  The  present  technique  is  directed  primarily 

the  various  ways  in  which  the  British  economy  has  ebangeo  short-term  lending  of  the  discount  houses  and  the 

since  the  prewar  period,  suggest  two  general  conclusions 
about  the  me  of  the  traditional  methods  of  monetaw^pohey. 
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Bank  rate  and  open  market  rate  operations,  as  means  ot 
controlling  effective  demand.  The  first  is 
conditions  monetary  policy  is  likely  to  be  ^ 

when  employed  in  conjunction  with  other,  ™®re  spwific 
instruments  of  economic  policy  than  when  employed  as  the 
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at  the  short-term  lending  c.  

commercial  banks,  and  only  indirectly  at  longer-term  lending 
by  other  institutional  lenders.  But  it  is  often  the  activities 
of  the  other  institutional  lenders  which  are  the  soi^  of 
trouble,  and  these  could  be  controlled  more  speeiWy  and 
effectively  by  open  market  sales  of  the  longer-term  Govern- 
ment securities  which  are  close  substitutes  for  ffieir  preferred 
forms  of  investment  than  by  means  of  a Bank  rate  chMge 
which  has  to  percolate  through  the  markets.  It  would,  at 
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least,  seem  desirable  for  the  central  bank  to  be  pr^ared  to 
operate  freely  in  securities  of  any  maturity,  and  to  choose  to 
do  so  according  to  the  requirements  of  effective  policy.  One 
of  the  few  favourable  effects  of  the  wartime  ^owth  of  the 
public  debt  has  been  the  spreading  of  ownersliip  of  govern- 
ment securities  and  the  corresponding  development  of  the 
possibility  of  influencing  economic  behaviour  more  widely 
by  open  market  operations  in  such  securitiK,  which  a con- 
ventional central  bank  can  quite  respectably  do  ; and  it 
would  be  silly  to  sacrifice  this  advantage  by  a self-denying 
ordinance,  particularly  as  operations  in  bills  have  only  a 
remote  influence  on  the  newer  and  increasingly  important 
financial  intermediaries. 

15.  Associated  with  this  defect  of  the  present  technique 
of  control — that  it  concentrates  on  the  short-term  lendmg 
institutions,  which  are  now  less  important  in  the  financing 
of  effective  demand  than  they  used  to  be — is  another,  on 
which  some  writers  have  laid  a great  deal  of  emph^is._  This 
is  that,  because  of  the  dominance  of  Treasury  Bills  in  the 
total  bill  suppV,  attempts  to  restrict  bank  cash  and  tighten 
credit  by  open  market  sales  of  bills  are  ineffective,  because 
the  banks  can  replace  any  cash  so  lost  by  calling  money  from 
the  discoimt  market,  or  simply  letting  bills  run  off,  the  Bank 
of  England  being  obliged  by  the  rules  of  Bank  rate  to  make 
good  the  cash  required.  This  proposition,  however,  depends 
either  on  ±e  share  of  the  Treasury  Bill  issue  falling  to  the 
discount  market  and  commercial  banks  being  independent  of 
their  yield  (the  demand  of  other  possible  holders  being  un- 
influenced by  the  yield)  which  seems  to  be  very  unlikely,  or 
on  the  authorities  being  unwilling  to  raise  short  rates  high 
enough,  whidi  reflects  a failure  of  will  rather  than  of  tech- 
nique. Be  that  as  it  may,  the  conclusion  to  be  drawn  is 
that  effective  restriction  of  bank  credit  requires  open  rnarket 
sales  of  other  securities  than  bills  (alternatively,  funding  of 
the  floating  debt). 

16.  All  of  the  foregoing  arguments  tend_  towards  the 
conclusion  that  the  emphasis  of  monetary  policy  could  use- 
fully be  shifted  from  Bank  rate  made  effective  by  open 
market  operations  in  bills,  to  open  market  operations  in 
longer-term  securities,  as  the  main  weapon  of  monetary 
policy.  The  initiation  of  credit  restriction  by  sales  of  longer- 
term  securities,  rather  than  by  an  increase  in  Bank  rate, 
would  be  more  effective  both  in  restricting  bank  credit  and 
in  influencing  other  institutional  lenders  in  the  desired 
direction.  While  there  would  be  capital  losses  on  the 
securities  so  sold,  the  effect  on  the  carrying  cost  of  the 
floating  debt  would  be  less  direct  and  probably  much  smaller 
in  magnitude. 

17.  This  method  of  credit  restriction  would  imply  that 
changes  in  Bank  rate  would  be  made  in  response  to  the 
influence  of  open  market  operations  on  the  balance  of 
demand  and  supply  in  the  market  for  short-term  crecflt. 
There  would  remain  some  danger,  though  less  than  with 
present  Bank  rate  technique,  of  a move  towards  tighter 
credit  being  frustrated  at  least  in  part  by  demands  for  cash 
from  the  central  bank  through  the  Bank  rate  route.  To 
increase  the  authorities’  freedom  of  manoeuvre,  either  of 
two  changes  might  be  made.  The  convention  of  changing 
Bank  rate  only  on  Thursdays,  and  then  only  by  multiples  of 
i per  cent.,  might  be  softened  to  allow  more  frequent  and 
smaller  changes  ; or  the  Bank  might  assume  more  discretion 
in  meeting  demands  for  cash  at  Bank  rate.  Ei&er  change 
would  necessarily  entail  consequential  changes  in  file  tech- 
nique of  the  Treasury  Bill  tender,^  and  also  probably  in  the 
conventions  linking  various  clearing  bank  interest  rates  to 
Baiflc  rate  ; but  these  changes  might  themselves  be  desirable 
steps  towards  a more  flexible  credit  system.  Neither  change 
would  avoid  the  necessity  of  the  Government  having  to  pay 
more  for  short-term  finance  at  a time  of  credit  restriction. 


18.  The  shift  in  the  emphasis  of  central  bank  technique 
advocated  in  the  preceding  paragraphs  would  have  Ae 
advantage  of  tending  to  reduce  the  cost  of  credit  restriction 
to  the  Treasury  and  the  balance  of  payments.  There  is  m 
my  opinion  a strong  argument  for  going  still  further  in  this 
direction,  by  restricting  the  freedom  of  the  banking  system 
to  dispose  of  Treasury  Bill  holdings  in  order  to  obtain  cash 
to  invest  in  other  assets,  and  so  creating  a protected  position 
for  the  Government  as  a short-term  borrower. 

19.  There  is  no  logical  reason  why  the  commercial  banks 
should  enjoy  a windfall  gain  from  credit  restriction  (as  they 
now  do,  because  the  scale  of  their  op^ations  does  not 
contract  proportionally  to  the  increase  in  interest  rates). 

20.  Two  methods  by  which  credit  could  be  restricted 
without  greatly  increasing  the  interest-cost  of  the  floating 
debt  have  been  widely  discussed  : the  introduction  of  a 
variable  secondary  reserve  requirement  in  call  money  and 
bills,  and  the  revival  of  the  Treasury  deposit  receipt.  Of 
these  the  second  would  probably  be  preferable,  inasmuch  as 
the  rate  could  be  adjusted  to  give  the  banks  an  appropriate 
average  rate  of  return  on  their  assets  ; and  the  confinement 
of  the  security  to  bank  holders  would  tend  to  reduce  possible 
market  disturbances.  A third  possible  method,  which  would 
have  the  advantage  as  compared  with  the  other  two  of 
allowing  the  banks  more  freedom  in  the  distribution  of  theii 
assets,  would  be  to  make  the  cash  reserve  ratio  variable, 
either  throu^  a variable  percentage  ratio  or  by  means  trf 
a variable  marginal  cash  requirement  (an  example  of  whi^ 
is  the  “ special  deposits  ” system).  The  fixed  cash  ratio 
serves  no  useful  commercial  purpose,  both  because  a re- 
quired reserve  is  not  an  available  reserve  and  because  no 
British  bank  would  nowadays  be  allowed  to  fail.  Instead,  the 
function  of  the  cash  reserve  is  to  secure  the  central  bank  a 
share  of  the  profits  of  commercial  banking,  and  to  relate 
the  volume  of  bank  credit  to  the  quantity  of  cash.  Both 
functions  would  be  more  effectively  served  by  a variable  rash 
reserve  requirement.  Given  the  concentration  of  British 
banking  and  the  dose  and  flexible  relations  between  the 
special  buyer  and  the  banks  and  discount  houses,  such  a 
system  could  be  operated  without  the  difficulties  to  which 
it  gives  rise  in  other  countries. 

21.  If  changes  of  this  kind  were  made  in.  the  obligations 
imposed  on  the  commercial  banks,  there  would  be  a corolla 
case  for  similar  obligations  to  be  imposed  on  competing 
deposit-accepting  institutions',  in  particular  the  hire-purchase 
finance  companies  and  the  building  sodetira.  These  obliga- 
tions might  well  be  of  two  kinds  ; regulation  of  the  cash  or 
liquidity  position,  and  regulation  of  the  rates  of  interest 
allowed  to  depositors.  As  an  alternative  to  the  latter,  the 
commercial  banks  might  be  encouraged  to  compete  more 
vigorously  in  the  interest  rates  offered  for  deposit  accounts. 
The  argument  for  trying  to  equalize  the  burden  of  restriction 
on  the  different  deposit-accepting  institutions  is  not  merely 
a matter  of  justice  : the  effect  of  continuing  to  impose  a 
specially  severe  responsibility  on  the  commercial  banks  is 
to  tend  to  transfer  lending  business  to  other  institutions  and 
so  erode  the  leverage  of  monetary  policy. 

22.  If  the  suggestions  presented  above  were  carried  out, 
monetary  policy  could  be  both  less  inhibited  and  more 
effective  than  it  has  tended  to  be  in  recent  years.  Corres- 
pondingly, some  of  the  burden  of  credit  restriction  could  be 
t3k.»n  off  directives  and  other  specific  forms  of  control.  It 
would  still  be  desirable,  however,  to  retain  some  of  these 
methods,  in  order  to  guide  the  impact  of  restriction  towards 
the  particular  kinds  of  activity  it  was  desired  to  restrict. 

Faculty  of  Economic  and  Social  Studies, 

University  of  Manchester 
April,  1958 


19.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  PROFESSOR  R.  F.  KAHN,  C.B.E.’* 


JTte  Ends  in  View 

1.  A good  test  of  any  proposition  gating  to  monetary 
theory  is  whether  it  represents  the  behaviour  of  the  nionetary 
and  credit  mechanism  as  a means  or  as  an  end.  Doctrines  and 
ideas  which  are  objectionable  are  those  which  suggest  that 
definition  of  the  manner  in  which  the  machine  should  operate 
is  more  important  than  identification  of  the  objectives  which 
are  sought  and  of  the  causal  processes  by  which  monetary 


« See  Minutes  of  Evidence  Qns.  10938  to  11024. 


measures  are  calculated  to  achieve  them.  So  long  as  the 
objectives  can  be  depicted  as  having  an  independent  being, 
irrespective  of  the  character  of  the  means  employed  for  con- 
trolling the  system,  there  is  no  reason  for  belittling  the 
importance  of  the  monetary  mechanism  as  a component  of 
the  whole  economic  system,  with  a vital  part  to  play  side  by 
side  with  other  mechanisms,  including  especially  the  budge- 
taiy  mechanism.  It  is  when  the  end  is  subordinated  to  the 
means  that  economic  progrtes  is  in  danger  of  becoming  the 
victim  of  monetary  mystique. 
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2.  There  are  two  important  ends  which  in  this  purpoave 
sense  require  to  be  defined.  One  is  the  genei^  level  of 
^economic  activity,  the  other  the  balance  between  consump- 
tion and  investment. 

3.  It  is  possible  to  discuss — as  a problem  in  itself — what 
degree  of  pressure  it  is  desirable  that  demand  should  exercise 
on.  the  available  productive  resources — ^primarily  manpower 
and  equipment — so  as  to  secure  the  best  possible  use  of 
them.  The  pressure  of  demand  originates  from  various 
sources,  each  of  which  can  be  influenced  in  various  ways.  If 
Government  expenditure,  including  defence  expenditure,  is, 
for  the  purpose  of  discussion,  taken  as  given,  the  question 
resolves  itself  mainly  into  the  behaviour  of  the  forces  govern- 
ing consumption  and  of  the  forces  governing  investment. 

4.  Consumption  can  be  largely  influenced  through  the 
instrument  of  taxation,  the  weight  of  which  determines  the 
extent  to  which  the  incomes  of  taxpayers  are  available  for 
spending.  A rough  measure  of  the  restraint  imposed  by 
taxation  on  consumption  (relatively  to  the  wei^t  of  Govem- 

, nnent  expenditure)  is  the  “ above  the  line  ” surplus  on  income 
account — ^the  surplus  of  tax  revenue  over  Government 
current  expenditure. 

5.  On  the  other  hand,  the  monetary  and  credit  mechanism 
operates  manily  on  investment,  and  especially  on  the  rate  of 
fixed  investment.^  Investment  can  also  be  influenced  by 
certain  forms  of  budgetary  policy,  and  monetary  policy  has 
some  direct  effect  on  consumption,  especially  if  motor  cars 
are  included  under  the  definition  of  consumption  rather  than 
of  investment.  For  present  purposes,  however,  it  is  useful 
to  distinguish  between  budgetary  and  monetwy  policy  in 
terms  of  the  distinction  between  consumption  and  invest- 
ment. 

Monetary  Versus  Buifyetary  Policy 

6.  This  brin^  me  to  the  second  important  end  of  purpo- 
sive policy  which  also  requires  to  be  defined — the  balance 
between  consumption  and  investment  in  contributing  to  any 
particular  level  of  economic  activity.  Budgeta^  and  mon^ 
tary  restraint  are  often  referred  to  as  alternatives.  This  is 
misleading.  They  could  be  regarded  as  alternatives  if  the 
overall  level  of  activity  was  the  only  consideration.  This  it 
is  far  from  being.  Therein  lies  the  diiger  of  thintog  vaguely 
in  terms  of  an  expansionist  or  deflationary  influence  (a 
danger  which  is  sometimes  intensified  by  rega,rding  budgetary 
influences  as  monetary  in  character).  If  it  is  desusd  to 
restrain,  or  to  stimiate,  economic  activity  it  matters 
enormously  to  what  extent  budgetary  and  to  what  extent 
monetary  measures  are  employed. 

7.  On  the  balance  struck  between  them  depen^  the 
growth  and  economic  progress  of  the  economy.  It  is  true 
that  the  choice  between  consumption  and  investment  ulti- 
mately represents  a set  of  political  decisions.  But  while  the 
natural  reluctance  of  taxpayers  to  pay  taxes,  and  of  Govern- 
ments to  impose  them,  ensures  that  the  case  for  consumption 
does  not  suffer  from  neglect,  there  are  in  operation  the 
following  additional  factors,  such  as  should  unquMtionably 
be  resisted,  which  reinforce  the  bias  of  a democratic  society 
towards  an  ill-considered  short-sighted  preference  for 
immediate  consumption  at  the  expense  of  investment — and 
so  at  the  expense  of  additional  consumption  in  the  future  : — 

(a)  Monetary  policy  can  be  modified  at  a mornent’s 
notice  whereas  budgetary  changes  are  normally  intro- 
duced only  once  a year.  The  need  for  restraint 
usually  presents  itself  as  more  urgent  than  the  need 
for  relaxation  or  expansion.  There  is  a tenden^, 
therefore,  to  rely  on  monetary  policy  on  the  restnc- 
tive  tack,  but  when  the  time  comes  for  giving  the 
economy  a “ shot  in  the  arm  ” — perhaps  as  a r^ult  of 
earlier  monetary  restraint  having  been  overdone— 
to  take  advantage  of  the  opportunity  of  making 
tax  concessions,  even  though  it  means  waiting  till 
Budget  Day. 

(b)  Once  tax  concessions  have  been  made  it  is  politicaUy 
difficult  later  on  to  withdraw  them.  :^pansiomst 
monetary  policy  can  be  reversed  quite  easily. 


1 T h.v.  hepi!  allowed  to  see  the  Memorandum  on  " The  Scops  and  LimiiatioM 
The  effects  in  the  narrow  field  of  private  industry  I judge  to 


(c)  The  imposition  of  restrictive  measures  by  budgetary 
means  involves  an  invidious  selection  of  taxes  to  fall 
on  particular  classes  of  individuals.  Monetary 
restriction  is  anonymous  ; and  even  though  in  fact  it 
involves  some  delation  of  authority  to  bank 
manageis,  the  Govonment  do  not  feel  that  they  are 
responsible  for  its  iocidoice,  and  for  this  reason  thQ< 
are  inclined  to  prefer  it. 

(jd)  Rightly  or  wrongly,  mcmetoy  measures  are  generally 
thought  to  be  more  effective  oti  the  restricuve  taca 
than  on  the  expansionist  tack,  and  are  therefcffe 
more  readily  resorted  to  when  restraint  is  called  for. 
Whether  this  view  is  weU  founded  or  not,  monetary 
measures  certainly  are  slow,  as  well  as  unpredictable, 
in  exercising  their  full  effects,  which,  as  they  come 
into  operation,  are  imbued  with  considerable  momen- 
tum. When  the  nmiietary  screw  is  turned  on  and  the 
results  appear  for  the  moment  disappointing,  the 
impatient  re-action  is  frequently  to  turn  it  tighter, 
with  the  final  result  that  the  sqeeze  is  overdone.  But 
disappointment  with  the  effects  of  monetary  expansion, 
appli^  at  times  when  a stimulus  is  called  for,  is  likely 
to  result  in  budgetary  concesrions  as  much  as  in 
greater  resort  to  monetary  expansion. 

(e)  Rightly  or  wrongly,  vested  interests  seem  to  favour 
keeping  money  on  the  dear  rather  than  the  cheap  side. 
(/)  Restrictive  measures  are  usually  called  for  at  times 
when  the  country  is  losing  monetary  reserves,  or 
having  suffered  heavy  losses  is  trying  to  replenish 
them.  This  itself  calls  for  dear  money,  on  account  of 
its  inflngncft  on  capital  movements,  quite  apart  from 
its  effect  in  reducing  the  pressure  of  demand  on  the 
country’s  productive  resources.  A favourable  balance 
of  paymoits  does  not  «tert  the  same  pressure  in  the 
opposite  directioQ  in  favour  of  cheap  money,  because 
it  is  far  less  inqxyrtant  to  avoid  gaining  mooetary 
reserves  than  to  avoid  losing  than.  Furthermore,  a 
favourable  balance  of  payrnents  is,  up  to  a point, 
likely  to  be  taken  out  in  relaxation  of  import  and 
exchange  controls  rather  than  in  pushing  down  rates 
of  interest. 

8.  Over  any  term  of  years  the  economy  is  inevitably 
sul^ect  to  fits  and  starts.  For  the  reasons  which  I have, 
enumerated,  there  is  some  tendency  for  the  fits  to  be  nursed 

budgetary  rather  than  moneta^  relaxation,  and  for  the 
starts  to  be  moderated  by  monetary  rather  than  budgetary 
restrain.  To  the  extent  that  this  tendency  operates — and  it 
may  become  somewhat  more  pronounced  than  it  has  so  far- — 
the  proportion  of  consumption  becomes  larger,  and  the  pro- 
portion of  investment  smaller,  than  is  desirable  on  the  pure 
merits  of  the  choice  betweei  them.  The  natural  downward 
course  of  rates  of  taxation  tends  to  be  accelerate  at  the 
expense  of  monetary  tightness.  The  remedy  lies  in  greater 
ronsc'ousness  of  what  is  involved  in  the  choice  between 
monetary  and  budgetary  measures,  it  also  requires  that 
budgetary  policy  should  be  capable  of  being  modified  mwe 
frequently  than  once  a year.  This  is  already  to  some  extent 
possible  with  purchase  tax,  and  such  flexibility  could  easily  be 
extended  by  statutory  provision  and  should  then  be  taken 
ready  advantage  of  ; while  autumn  Budgets  are  already  not 
unknown. 

The  Influence  of  Monetary  Policy 

9.  It  will  be  clear  that  I attribute  to  monetary  fon^  a 
substantial  influence  on  investment,  thou^  1 regard  it  as 
slow  in  coming  into  effect  and  unpredictable  in  its  results. 
At  the  same  time  I certainly  take  the  view  that  there  ^ 
other  methods  of  influencing  investment  when  it  needs  to  be 
influenced  While  considerable  reliance  should  be  placed 
on  these  other  methods,  this  does  not  mean  that  monetary 
forces  should  remain  completely  impassive  m the  face  of 
changing  circumstances.  There  always  must  be  a morwiary 
policy.  Whatever  its  expression,  it  would  be  absurd  for  it 
it  tRkp  no  account  of  the  economic  climate.  It  is  ^t 
expressed  in  terms  of  rates  of  interest  on  loans  of  vari^ 
maturities  and  of  the  amount  of  bank  advances.  The 
authorities  must  have  a view  as  to  what  they  want  the«  to 
be.  As  regards  rates  of  interest,  I accept  the  usual  opinion 
that  they  are  directly  influential  mainly  on  investment  m 
durable  capital,  including  housebuilding,  more  paiticularly 
in  the  private  as  opposed  to  the  public  sector.  This  docs  m 
fact  account  for  quite  an  appreciable  part  of  tot^  investrnen^ 
For  private  industrial  investment  the  availability  of  bank 


9 Se4  paragraph  67. 
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advances  has  a direct  significance.  In  addition  I attach 
importance  here  to  a less  direct  influence — ^to  the  reaction 
of  changes  in  interest  rates,  and  in  the  availability  of  bank 
advances,  on  the  state  of  the  stock  exchange — measured  not 
only  by  the  prices  of  shares,  as  well  as  of  bonds,  in  relation 
to  returns  on  them,  but  also  by  the  ease  with  which  individual 
companies  can  issue  shares  without  turning  the  prices  against 
themselves. 

10.  The  high  earnings  yields  which  are  offered  on  some 

shares and  especially  on  the  shares  of  the  companies  which 

follow  a conservative  distribution  policy  and  of  the  smaller 
companies — must  serve  as  a check  on  issues  of  ordinary 
shares,  and  so  on  the  total  of  industrial  investment.  The 
narrowness  of  the  market  in  the  shares  of  all  but  the  really 
large  companies  tells  in  the  same  direction.  The  effect  is 
not  large  in  relation  to  the  total  of  investment,  but  it  may  be 
large  in  relation  to  net  investment  in  private  industry,  which 
is  such  a small  proportion  of  total  net  investment  and  such 
a very  small  proportion  of  total  gross  investment. 

11.  It  may  seem  perverse  to  insist  on  this  view  at  a time 
when  for  some  years  the  problem  has  been  generally  presented 
as  one  of  restraining  and  not  as  one  of  stimulating  the  growth 
of  investment.  Eut  to  my  mind  it  is  the  most  alarming 
feature  of  this  country’s  economic  position  that  it  has  been 
thought  necessary — or  indeed  that  it  has  been  necessary,  as  I 
would  to  some  limited  extent  admit  under  the  circumstances 
which  ruled — to  impose  a check  as  soon  as  business  men's 
spirits  began  in  1955  to  recover  from  the  doldrums.  The 
level  of  net  industrial  investment  which  business  men  were 
aiming  at  represented  a considerable  improvement  but  only 
if  it  had  been  achieved  would  investment  have  been  running 
at  what  would,  in  my  opinion,  have  been  a satisfactory  level. 
In  taking  this  view  I am  not  just  thinking,  in  conventional 
economic  terms,  of  the  worthwileness  of  temporary  current 
sacrifice  for  the  sake  of  more  rapid  economic  progress.  I 
am  thinking  also  in  comparative  terras — if  we  do  not  keep 
pace  with  other  countries  our  balance  of  payments  problems 
may  become  aggravated  and  our  people  wiU  be  disappointed 
with  our  relative  level  of  progress,  such  as  is  already  manifest.^ 
The  wages  problem  is  one  with  which  I deal  below  but  it 
can  be  said  now  that  there  is  inevitably  a certain  natural 
inertia  about  the  progress  through  time  of  the  money-wage 
rate,  which  follows  a remarkably  similar  course  in  a large 
number  of  countries,  and  that  to  lag  behind  in  the  growth  of 
productiviQ'  is  almost  bound  to  mean  forging  ahead  of  other 
countries  in  the  rise  of  costs  and  prices. 

12.  The  need  for  restraint  on  investment  has  been  con- 
ceived to  arise  partly  on  account  of  the  development  of  an 
unduly  heavy  demand  for  labour — very  low  unemployment 
and  many  unfilled  vacancies.  So  far  in  the  development  of 
my  argument  my  answer  to  this  would  be  that  greater  use 
could  have  been  made  of  budgetary  restraint  of  consumption. 
But  the  need  for  restraint  on  investment  has  arisen  also — 
and  in  large  degree — from  the  inadequacy  of  the  productive 
equipment  available  for  producing  capita!  goods.  In 
particular,  it  has  been  necessary  to  restrain  the  growth  of 
domestic  retention  of  the  products  of  the  engineering 
industries,  on  which  the  defence  burden  falls  so  heavily,  in 
order  to  safeguard  the  growth  of  exports  of  similar  products, 
and  in  order  to  keep  down  imports  of  the  steel  needed  to 
supplement  domestic  steel-producing  capacity.  In  other 
words,  it  has  been  necessap'  to  restrain  the  ^owth  of  the 
country’s  productive  capacity  in  the  engineering  and  steel 
industries  precisely  because  it  is  inadequate.  If  confronted 
by  any  complacent  suggestion  that  the  country  has  not  been 
too  badly  in  productive  investment,  I would  strongly  urge  the 
Committee  to  keep  in  mind  the  uosatisfacloy  state  of  the 
country’s  balance  of  payments,  when  taken  in  relation  to  the 
monetary  reserves  and  to  the  pressures  which  must  be  expected 
to  originate  from  the  economic  development  of  some  of  toe 
sterling-area  countries.  Both  in  terms  of  productive  capacity 
and  in  terms  of  productive  efficiency,  it  is  surely  clear  that  the 
outstanding  need  is  to  avoid  discouragement  of  investment. 

13.  I myself  go  further  and  believe  stimulus  is  a 
better  expression  of  the  need  than  mere  avoidance  of  dis- 
couragement. Immediate  and  overwhelming  exigencies  have 
enforced  discouragement.  There  is  a danger  that  toe  measures 
calculated  to  restrain  investment,  partly  intentionally  and 

X One  of  the  most  recently  pubiahed  " league  Ubies  ” is  truly  tetrifyinj.  I 
refer  10  Table  I of  Chapter  III  of  the  £tonom/e  Surtey  of  Europe  in  1957,  From 
1953  to  19S7  the  gross  national  product  of  the  United  Kingdom  measured  in 
real  (arms  rose  at  an  average  annual  rate  of  2-9  per  cent.  In  western  Europe  only 
Turkey,  Denmark  and  Eire  did  worse.  For  western  Oermany  the  figure  is  7-7 
per  cent.  In  the  melal-using  industries  the  average  annual  rata  of  increase  of 
broduetion  in  this  period  was  4'3  per  cent  for  the  United  Kingdom.  Only 
Sweden  and  Eire  did  worse.  For  western  Cermaoy  the  figure  is  13.2  per  cent. 


partly  unintentionally,  will  have  been  relaxed  mo  late  and 
that  natural  momentum — so  slow  in  getting  built  up  in  the 
first  place — will  carry  the  discouragement  deeper  in 
and  further  in  time  than  is  intended  by  the  authorities.  The 
planning  of  investment  is  a lengthy  process.  And  business 
men’s  spirits,  remarkably  resilient  though  they  have  shown 
themselves,  cannot  just  be  turned  on  and  off  at  will. 

The  Desirable  Level  of  Activity 

14.  So  far  my  discussion  has  been  conducted  in  terms  of 
a high  rate  of  investment  being  an  alternative  to  a lower  rate 
of  consumption,  and  vice  versa,  both  bei^  geared  as  a result 
of  a suitable  combination  of  monetary  with  budgetary  policy 
so  as  to  achieve  some  particular  level  of  overall  activity.  I 
have,  in  other  words,  confined  myself  to  toe  second  important 
end  which  I mentioned  of  economic  policy — ^the  achievement 
of  the  best  possible  balance  between  consumption  and 
investment.  Introduction  of  toe  first  end — the  attainment 
of  toe  Tight  level  of  economic  activity— adds  force  to  toe 
immediately  foregoing  considerations.  Investment  now  has 
to  be  considered  as  an  important  influence  on  the  total 
demand  for  productive  resources.  What  I have  argued  so 
far  is,  in  effect,  that  any  desirable  raising  of  demand  should 
as  far  as  possible  be  effected  by  stimulating  investment, 
through  an  expansionist  monetary  policy  as  well  as  by  other 
means  ; but  that  any  necessary  restraint  on  demand,  if  it  is 
really  necessary,  should  so  far  as  possible  be  effected,  by 
budgetary  means,  through  restraint  on  consumption.  But 
there  are  politick  as  well  as  economic  limits  to  such  _a 
principle,  and  provided  that  restraint  on  demand  really  is 
necessary  it  will,  I readily  admit,  call  for  monetary  restraint 
(and  other  restraints  on  investment)  as  well  as  for  budgetary 
restraint  (on  consumption).  And,  more  generally,  toe 
manner  in  which  monetary  policy  at  any  moment  finds 
expression,  in  terms  of  rates  of  interest  and  toe  behaviour  of 
bank  advances,  will  and  should  be  determined  by  levels  of 
activity  current  and  prospective,  as  well  as  by  the  behaviour 
of  investment,  actual  and  prospective,  and,  more  generally, 
by  indications  of  toe  state  of  business  men’s  expectations, 
including  the  behaviour  of  the  stock  exchange. 

15.  The  underlying  question  is  how  high  is  the  pressure 
at  which  it  is  desirable  or  safe  to  aim  at  driving  toe  economic 
system.  Loss  of  potential  output  is  particularly  serious  if  it 
includes— being  the  result  of— loss  of  potential  investment, 
less  serious  if  it  is  toe  result  of  restraint  on  consumption. 
And,  in  either  case,  toe  damping  of  markets  in  industrial 
products  will  take  the  edge  off  toe  urge  to  invest,  ovm  and 
above  the  direct  effect  of  monetary  restraint;  and  revival  of 
this  urge  by  monetary  expansion  will  be  more  difficult  if 
confidence  in  the  steady  growth  of  demand  has  been  under- 
mined. 

16.  It  is  difficult  to  say  to  what  extent  at  the  present  time 
the  flattening  out  (and  in  my  opinion  probable  decline)  of 
industrial  investment  in  toe  private  sector  can  be  attributed 
directly  to  monetary  restraints  and  to  what  extent  to  toe 
failure  of  demand  to  keep  pace  (largely  as  a result  of  these 
and  other  restraints)  with  the  growth  of  productive  capacity 
and  technical  knowledge.  In  any  case  the  record  of  the  last 
three  years  is  depressing.  Production  has  scarcely  increased. 
Those  who  take  the  complacent  view  have  either  to  ar^e 
that  net  investment  in  industry  has  not  been  very  subslanital 
in  any  effective  sense  or  that  a great  deal  of  potential  produc- 
tive capacity  is  now  being  temporarily  wasted.  Neither 
argument  is  encouraging.  If  the  results  of  the  policy  are 
measured  in  terms  of  the  behaviour  of  costs  and  prices  during 
the  period  it  is  not  encouraging  either. 

The  Balance  of  Payments 

17.  A policy  which  has  had  toe  result  of  depriving  toe 
economy  of  the  natural  growth  of  output  over  a period  of 
three  years,  and  of  the  extra  investment  which  might  have 
formed  part  of  the  growth,  will,  however,  be  defended,  I 
suppose,  by  reference  to  toe  balance  of  payments  on  income 
account.  There  is,  of  course,  no  doubt  that  if  overall  demand 
remains  more  or  less  stationary  while  productive  capacity 
grows,  toe  slack  which  thereby  develops  will  have  the  effect 
of  causing  the  balance  of  payments  to  become  more  favour- 
able than  it  would  have  been  had  toe  growth  of  demand 
been  sustained.  It  is  partly  a matter  of  the  relationship 
between  the  behaviour  of  demand  and  the  behaviour  of 
money  wages,  costs  and  prices.  That  important  issue  I will 
come  back  to.  But  quite  apart  from  possible  effects  on  the 
behaviour  of  money  wages,  the  pressure  of  demand  h^  a 
direct  influence  on  imports  and  exports.  Levels  of  activity 
lower  than  might  have  ruleij.mean  smaller  imports  of 
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materials.  This  effect  will  be  especially  prominent  where  the 
domestic  production  of  the  material  is  almost  but  not  quite 
adequate  to  requirements — the  steel-using  industries  provide 
the  outstanding  example.  Restraint  of  personal  income 
means  to  some  extent  smaller  imports  of  consumer-goods. 
A less  active  domestic  market  enhances  exports,  both  by 
reducing  the  actual  domestic  offtake  and  by  rendering 
domestic  sales  relatively  less  profitable  compared  with 
overseas  sales  (business  men  will  often  argue  the  opposite, 
and  indeed  it  does  partly  depend  on  the  actual  situation  and 
on  the  length  of  the  period  under  consideration).  And 
importers  too  find  the  domestic  market  less  profitable. 

18.  If  investment  is  to  be  sacrificed  in  the  interests  of  the 
balance  of  payments,  the  important  question  arises  how 
much  benefit  to  the  balance  of  payments  is  likely  to  be 
horded  by  any  given  cut  in  the  rate  of  domestic  investment 
and  by  the  resultant  effect  on  overall  demand.  In  indicating 
the  nature  of  the  answer  to  this  question  I continue  for  the 
to  ^sregard  possible  influence  on  the  behaviour  of 
money  wages. 


19.  Let  me  first  take  a case  in  which  the  level  of  overall 
demand  is  so  high  in  relation  to  productive  resources  that  a 
moderate  reduction  will  exercise  its  influence  primarily  in 
causing  the  prices  of  goods  to  be  quoted  at  less  high  scarcity 
levels  under  &e  influence  of  demand  and  in  alleviating  actual 
shortages  of  goods  (partly  revealed  in  poor  delivery  dates), 
and  o^y  to  a small  extent  in  reducing  the  volume  of  overall 
domestic  production.  Under  such  conditions  of  scarcity,  a 
cut  in  ±e  rate  of  domestic  investment  which  is  not  so  large 
as  to  nullify  these  conditions  will  have  a relatively  large  effect 
in  improving  the  balance  of  payments.  But  even  under  such 
conditions  of  scarcity  the  improvement  of  the  balance  of 
payments  will  usually  be  considerably  less  than  the  cut  in 
the  rate  of  domestic  investment.  For,  provided  that  the 
scarcity  takes  its  origin  in  an  ovCTall  shortage  of  manpower, 
there  will  be  a switch  to  production  of  consumer-goods  and, 
at  the  lower  level  of  prices,  consumption  will  share  with  the 
balance  of  payments  the  benefit  of  a reduced  rate  of  domestic 
investment.  In  so  far,  however,  as  the  scarcity  lies  in  a 
shortage  of  equipment  for  the  manufacture  of  capital-goods, 
there  is  a more  direct  impact  on  the  overseas  trade  in  these 
capital-goods  themselves — exports  of  machinery  are  promoted 
and  imports  of  steel  fall  off— and  the  improvement  in  the 
balance  of  payments  will  be  a correspondingly  high  propor- 
tion of  a cut  in  the  rate  of  domestic  investment.’ 


20.  At  more  normal  levels  of  demand,  such  as  do  not 
provoke  scarcity  prices  or  shortages,  the  impact  of  a cut  in 
the  rate  of  domestic  investment  will  fall  mainly  on  production. 
Imports  will  be  reduced  only  to  the  extent  that  a lower  level 
of  production  requires  less  materials  for  purely  physical 
reasons  and  to  the  extent  that  out  of  lower  personal  mcomes 
less  will  be  spent  on  imports.  To  some  extent  exports  may 
also  be  stimulated  by  positive  unattractiv^ess  of  the 
domestic  market  (thou^  business  men  will  often  ar^e  the 
opposite).  Under  such  normal  conditions  a cut  m the  rate 
of  investment  will  have  a relatively  small  effect  on  the  balance 
of  payments  and  its  main  contribution  will  take  the  form  ot  a 
reduction  in  the  country’s  production  and  employment  l»low 
what  is  physically  possible.  Such  a reduction  is  ot  the  kina, 
in  my  opinion,  that  the  country  has  been  experi^cing 
recently— in  the  form  of  a failure  of  production  to  expand  with 
the  growth  and  improvement  of  producUve  ^uipment  and 
with  technical  progress.  It  is  a very  senous  thmg  if  activUy 
has  to  be  curtailed 'because  the  country  cannot  ^ord  the 
imports  entaUed  in  fuU  production.  It  is  wpeciafly  senous 
if  *e  curtailment  takes  the  form  quite  largely  of  cuitailmrat 
of  investment,  including  investment  in  capacity  dwinged  to 
enable  more  goods  to  be  exported  at  more  competitive  pnces 
and  to  reduce  dependence  on  imports. 

21  It  must  be  emphasised  that  on  the  present  basis  of 
my  argument— which  excludes  effects  on 
money  wages  — a temporary  slackenmg  of  the  economic 
temp^  do  J not  go  to  the  roots  of  balan«  of 
trouble.  To  the  limited  extent  that  the  trouble  is  alle'nated, 
the  alleviation  marches  with  the  treatment— and  no  further. 
As  soon  as  restraint  is  relaxed,  and  activity  recovers,  the 
trouble  will  start  up  afresh.  Indeed,  pemanent  damage 
Si  have  been  inflicted  by  the  loss  of  potential  improvements 
in  productive  capacity  and  efficiency. 

22.  A country  can  very  easfiy  get  ^ “t^^he 

it  cannot  afford  to  use  its  resources  to  the  full— z.e.  to  the 


full  extent  that  would  be  feasible  and  desirable  if  its  exporting 
capacity  was  greater — simply  because  its  imports  would  then 
be  more  than  its  exports  would  pay  for  (after  allowance  for 
other  necessary  provisions,  actual  and  contingent,  out  of 
the  country’s  receipts  of  overseas  currency).  I believe  that 
this  is  the  position  of  Britain  to-day.  While  1 agree  that  a 
most  urgent  problem  is  to  improve  the  balance  of  payments 
and  build  up  monetary  reserves,  I do  not  agree  that  it  is 
either  desirable  or  necessary  to  do  this  at  the  expense  of  the 
growth  of  productivity. 


23.  The  problem  to  be  faced  is  one  of  a chronically 
insecure  balance  of  payments  piosition  and  it  should  be 
faced  firmly  and  squarely.  The  first  question  to  which  an 
economist  directs  his  mind  when  faced  with  such  a situation 
relates  to  the  exchange  rate.  I am  not  impressed  by  the 
argument  that  in  fact  British  prices  have  in  recent  years 
gone  up  no  faster  than  those  of  competitors.  While  on  the 
pure  facts  there  is  much,  though  not  everything,  in  the  basis 
of  this  line  of  argument,  one  over-riding  plain  and  brutal 
fact  is  that  the  country’s  balance  of  payments  is  utterly 
unsatisfactory  in  relation  to  the  needs  and  dangers  of  its 
position,’  and  would  be  still  more  so  but  for  the  restraints 
imposed  on  the  level  of  activity.  Adjustment  of  the  exchange 
rate  has,  however,  to  be  laid  on  one  side  so  long  as  there  is 
so  little  hold  over  the  wage  position. 

24.  Other,  less  orthodox,  measures  have  to  be  considered. 
Liberalisation  of  imports  was  taken  somewhat  too  far,  under 
the  influence  of  ill-timed  optimism  about  the  state  of  the 
balance  of  payments,  and  the  balance  of  payments  position 
now  calls  for  some  restoration  of  import  control.  Inci- 
dentally, it  can  serve  as  a flexible  instrument  of  policy  and 
its  use  in  this  way  would  also  make  it  easier  to  deal  wiffi  any 
future  exchange  crisis.  The  necessary  restriction  of  imports, 
which  is  not  large,  could  be  secured  mainly  at  the  expense 
of  imports  from  dollar  sources.  There  is  after  all  .nothing 
very  novel  in  the  idea  that  in  so  far  as  the  United  States, 
in  consequaice  of  her  own  protective  measures  and  of 
failure  to  maintain  domestic  activity,  is  causing  balancw  of 
payments  trouble  elsewhere,  the  appropriate  response  is  for 
other  countries  to  tighten  up  their  restrictions  on  imports 
from  the  United  States.  This  is  the  idea  inherent  in  the 
famous  Bretton  Woods  “ scarce  currency  clause,”’  which  has 
proved  such  a snare  and  delusion,  and  in  the  matching 
provision  in  GATT.'  But  nowadays  western  Germany 
must  also  be  regarded  as  a cause  of  strain  in  international 
payments,  such  as  could  be  relieved  by  some  d^ree  of 
discrimination  against  her  goods  as  well.  Such  disaimiiia- 
tion  would,  no  doubt,  be  contrary  to  OEEC  rules,’  while  in 
any  case  a reversal  of  liberalisation  would  be  contrary  to 
OEEC  policy.  But  an  adjustment  both  of  the  rules  and 
of  the  policy  would  be  in  the  interest  too  of  sevCTal  othw 
western  European  countries,  which  find  themselves  in  much 
the  same  position  as  Britain. 

25.  The  mUd  control  of  imports  which  I here  advocate 
as  a means  of  improving  the  balance  of  payments  position 
will  operate  at  the  expense  of  other  countries’  exports  to  us, 
taken  as  a whole,  only  in  so  far  as  it  improves  the  actual 
balance  of  payments  and  in  so  far  as  this  is  taken  out  in  a 
faster  re-building  of  the  country’s  holdings  of  gold  and 
dollars  than  would  otherwise  have  been  possible.  But  the 
main  object  would  be  to  enable  a higher  level  of  activity  to 
be  sustained  without  positive  deterioration  of  the  balance 
of  payments.  It  is  the  composition  of  the  country’s  imports 
which  would  be  affected  more  than  the  total  volume  : as  a 
a result  of  some  cutting  down  on  imports  of  the  KS^tial 
goods,  and  of  goods  which  can  easily  be  replaced  from 
domestic  sources,  it  would  be  possible  to  pay  for  the  bigger 
imports  of  raw  materials  which  higher  production  requires 
and  which  would  take  place  with  the  withdrawal  of  restraint. 

26.  In  general,  countries  cannot  import  more  than  their 
exports  will  pay  for  and  if  the  import  bill  is  not  trimmed  by 
direct  control  it  has  to  be  trimmed  by  the  wastefuUy  inefficient 
process  of  cutting  down  domestic  production.  When  several 
countries  get  into  such  a position,  as  they  are  now  begmtiing 
to  a beggar-my-neighbour  process  is  started  which  might 
have  been  avoided  by  selective  import  control  designed  to 
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relieve  the  strains  on  the  system  of  international  payments 
so  that  economic  activity  would  not  need  to  be  restricted. 

27.  I want  to  emphasize  that  it  is  a matter  only  of  degree. 
This  country,  like  many  other  countries,  still  places  some 
reliance  on  quantitative  control  of  imports,  Though  it 
may  not  amount  to  much,  few  would  feel  happy  about 
abandoning  it  completely  at  the  moment.  That  being  so, 
the  question  does  at  least  arise  whether  this  control  should 
not  be  operated  more  flexibly. 

28 . So  long  as,  in  the  interests  of  the  balance  of  payments, 
a lessening  of  the  pressure  of  domestic  demand  is  called  for 
to  alleviate  conditions  of  scarcity,  I would  not  dispute  the 
desirability  of  restrictive  action.  And  indeed  under  such 
conditions  of  scarcity  restriction  of  imports,  by  contributing 
to  the  scarcity,  woidd  exercise  a somewhat  nugatory  effect 
on  the  balance  of  payments  position.  It  is  only  when  the 
impact  of  a reduction  of  demand  would  fall  mainly  on  pro- 
duction rather  than  on  prices  and  shortages  that  I would 
urge  that  there  are  less  objectionable  methods  of  improving 
the  balance  of  payments. 

29.  What  does  seem  clear  in  any  case  is  that  such  restric- 
tion of  investment  as  may  be  called  for  on  account  of  balance 
of  payments  diflaculties  should  be  highly  discriminatoiy. 
The  desirable  course  would  be,  if  it  were  possible,  positive 
to  stimulate  investment  in  the  exporting  industries  and  in 
those  capable  of  replacing  imports,  expecially  where  produc- 
tive equipment  is  the  bottleneck — while  discouraging  invest- 
ment everywhere  else.  Monetary  restriction  can  only  with 
difficulty,  and  within  rather  narrow  hmits,  be  imbued  with 
discriminatory  bias.  Here  par  excellence  arises  a strong 
case  for  some  of  the  alternative  methods  of  discouraging 
investment,  and  especially  for  those  which  operate  by  way 
of  direct  control. 

The  Price  Level  and  the  Role  of  Wages 
* 30.  The  primary  concern  of  monetary  policy  is  often 
thought  to  be  the  price  level.  A rising  price  level  may  be 
serious  because  of  implications  for  the  balance  of  payments. 
Or  it  may  be  regarded  as  objectionable  for  reasons  indepen- 
dent of  the  balance  of  payments.  Usually  the  motivation  is 
mixed — at  any  rate  in  those  countries  which  are  liable  to 
balance  of  payments  trouble  (unlike  the  United  States  and 
western  Germany,  in  both  of  which  nevertheless  there  is 
much  concern  about  the  behaviour  of  the  price  level).  But 
it  makes  a good  deal  of  difference  to  what  extent  it  is  the 
one  motive  and  to  what  extent  others.  For  the  maintenance 
of  balance  of  payments  equilibrium,  all  that  is  necessary, 
roughly  speaking,  is  that  prices  should  not  rise  faster  than 
they  do  on  the  average  in  other  countries.  Purely  internal 
considerations  may  call,  on  the  other  hand,  for  something 
approaching  stabiHty  of  prices — and  are  often  said  to  call 
for  absolute  stability  of  the  average  level  of  prices. 

• 31.  The  level  of  prices  at  any  moment  of  time  can  be 
regarded  as  mainly  the  outcome  of  three  factors ; — the  level 
of  money  wages,  the  state  of  productive  equipment  and 
technical  knowledge  and  efficiency,  and  the  level  of  demand. 
Demand  is  in  a direct  sense  an  unimportant  influence  on 
prices  unless  it  is  so  high  as  to  strain  the  available  productive 
resources  and  to  result  in  scarcity  prices.  When  it  does 
become  as  high  as  this,  prices  are  forced  up  relatively  to 
money  wages.  (Real  wages  rates  suffer  in  consequence. 
With  higher  levels  of  demand  aggregate  real  wages  may 
nevertheless  be  higher  as  a result  of  somewhat  greater 
employment  and  of  overtime,  but  eventually  the  aggregate 
real  wages  bill  as  well  as  real  wage  rates  will  suffer  from 
demand  bring  too  high). 

32.  The  movement  of  prices,  as  opposed  to  the  actual  level 
of  prices  in  relation  to  money  wages,  depends  on  how  money 
wages  move.  Broadly  speaking,  the  price  level  will  rise  to 
the  extent  that  money  wages  rise  faster  than  productivity, 
as  determined  by  improvements  in  the  state  of  productive 
equipment  and  technical  knowledge  and  efficiency. 

33.  This  raises  the  question  of  the  relationship  between 
the  state  of  demand  and  the  behaviour  of  money  wages. 
Generally  it  is  true  that  the  greater  the  pressure  of  demand 
on  the  available  productive  resources  the  more  rapidly, 
ceteris  paribus,  will  money  wages  rise.  So  much  is  fairly 
common  ground.  The  important  questions,  however,  are 
(i)  the  extent  to  which  this  influence  is  quantitatively 
important,  (ii)  the  implications  generally  of  ceteris  paribus, 
and  (iii)  in  particular  whether  the  rate  of  growth  of  pro- 
ductivity, wiuch  is  equally  important  on  the  other  side  in 


determining  the  course  of  prices,  is  not  adversely  affected 
by  an  attempt  to  curb  the  rise  of  wages  by  operations  on  the 
demand  side. 

34.  At  this  point  I want  to  suggest  to  the  Committee 
that  they  avoid  resort  to  the  distinction  between  “danand 
inflation”  and  “cost  inflation”.  It  is  a distinction  which 
I believe  to  be  unhelpful  and  misleading.  (This  is  quite  apart 
from  the  troubles  inherent  in.  the  use  at  aU  of  the  words 
“inflation”  and  “deflation”.  These  are  illustrated  by  the 
fact  that  in  the  United  States  economy,  which  is  subject 
at  the  present  time  to  what  some  people  would  describe  as 
a deflation — ^if  they  had  to  use  this  method  of  description — 
the  price  level  is  still  rising:  a sympton  in  another  sense  of 
inflation  if  not  inflation  incarnate). 

35.  It  is  the  rise  in  wages  which  is  the  cause  of  pric« 
rising.  In  that  sense  ah  price  inflations  are  “ cost  inflations” 
(or  wage  inflation).  But  the  speed  at  which  wages,  and 
therefore  prices,  rise  is  likely  in  some  degree  to  depend  on 
demand.  In  that  sense  there  is  nearly  always  some  measure 
of  “ demand  inflation.” 

36.  A state  of  pure  “demand  inflation  ” might  be  con- 
ceived as  one  in  which  the  pressure  of  demand  on  productive 
resources  is  very  heavy  and  there  is  such  an  acute  general 
shortage  of  labour  that  employers  are  progressively  bidding 
wages  up  against  one  another  to  levels  which  bear  no  relation 
to  negotiated  wage-rates.  The  rate  at  which  wages  are 
rising  will  then  be  independent  of  the  outcome  of  wage 
negotiations,  and  will  depend  exclusively  on  the  level  of 
demand.  A level  of  demand  which  was  so  high  as  to  produce 
such  a result  would  in  any  case  be  ruled  out  as  too  high  on 
account  of  direct  repercussions  on  the  balance  of  payments* 
and  its  effect  in  stimulating  a progressive  upward  movement 
of  wages  which  was  not  in  any  way  anchored  to  the  r^uits 
of  wage  negotiations  would  be  an  important  additional 
reason  for  restricting  it. 

37.  The  normal  situation  is,  however,  one  in  which  the 
behaviour  of  prices  is  determined  by  the  course  of  wage 
negotiations,  so  that  any  progresive  rise  in  prices  is  a “ cost 
inflation  if  the  term  has  to  be  used.  The  fact  that  the 
rate  at  which  it  proceeds  depends  in  some  measure  on  the 
level  of  demand  has  led  to  the  dangerous  conclusion  that  the 
appropriate  remedy  is  to  operate  on  demand.  This  dangerous 
conclusion  is  embodied  in  the  use  of  the  term  “ demand 
inflation  ” to  cover  far  too  wide  a range  of  possible  situations. 
The  parties  to  wage  negotiations  seem  to  be  pictured  as 
passive  cogs  in  a machine.  And  attention  is  diverted  from 
the  vital  part  played  by  the  wap  bargain  to  the  influence 
of  the  pressure  of  demand.  If  reliance  is  placed  on  regulation 
of  demand  in  order  to  secure  a tolerable  behaviour  of  prices, 
it  must  almost  certainly  mean  maintaining  unemployment 
at  a level  which  would  represent  very  serious  econoimc  waste 
as  well  as  political  unacceptableness.  This  is  certainly  so  if 
complete  stabihty  of  the  price  level  is  aimed  at.  It  is  liable 
to  be  so,  though  in  much  lesser  degree,  if  the  objective  is 
merely  to  prevent  prices  rising  faster  than  in  other  countries 
(especially  as  in  western  Germany  the  strong  belief  in  the 
virtue  of  complete  stability  of  prices  is  likely  to  persist  while 
in  the  United  States,  and  other  countries  too,  it  has  recently 
become  a wide-spread  article  of  faith). 

38.  The  economic  waste  involved  in  such  a policy  is 
particularly  great  if  demand  is  regulated  by  restricting 
productive  investment,  as  will  be  the  main  result  of  relying 
on  monetary  policy.  Not  only  is  there  the  loss  of  potential 
investment.  But  the  growth  of  productivity  is  thereby 
curtailed,  thus  narrowing  the  limit  on  the  permissible  rate 
of  rise  in  wages  and  increasing  the  amount  of  unemployment 
required  to  secure  observance  of  the  limit 

39.  Allusion  is  here  again  caUed  for  to  the  country’s  record 
over  the  past  three  years.  The  price  level  has  in  fact  risen 
considerably  as.  a result  of  wage  increases;  and  whatever  may 
have  been  achieved  in  avoiding  a still  faster  rise  it  has  been 
at  the  cost  of  losing  the  whole  of  the  normal  grovrth  of 
productivity  over  the  period.  One  reason  why  the  results 
have  been  disappointing  is  that  unemployment  has  increased 
so  little.  Stagnation  of  output  is  expressed  in  uneconomic 
use  of  employed  labour  more  than  in  positive  unemployment, 
such  as  mi^t  at  least  have  exerted  some  favourable  effect— 
not  in  my  judgment  at  all  large — on  the  course  of  wage 
negotiations. 
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40.  The  failure  of  the  cost  of  living  to  fall  is  particularly 
significant  over  the  last  few  months,  during  which  there  has 
been  a marked  fall  in  prices  of  materials  as  a result  of 
deterioration  in  world  conditions.  In  the  United  States 
the  cost  of  living  has  continued  to  rise  in  recent  months 
despite  the  strong  recession;  and  though  this  may  be  partly 
attributable  to  the  behaviour  of  the  prices  of  certain  food- 
stuffs, some  prices  in  the  industrial  sector  are  continuing  to 
rise  and  fears  are  still  being  expressed  about  the  danger  of 
too  strong  an  upward  trend  of  wages. 

41.  It  would,  I submit,  be  a grave  mistake  for  the 
Committee  to  accept  the  view  that  it  is  the  proper  function  of 
monetary  policy,  together  with  budgetary  policy  and  the 
like,  to  secure  a tolerable  behaviour  of  prices.  One  can 
readily  admit  the  advantages  of  a stable  price  level,  taken  in 
isolation.  It  does  not  follow — very  far  from  it  on  my  sub- 
mission— that  the  right  aim  of  monetary  policy  is  to  secure 
a stable  price  level.  The  real  solution  lies  elsewhere.  It 
lies  in  the  realm  of  wage  negotiations.  In  making  my  sub- 
mission I am  not  denying  some  influence  on  the  behaviour 
of  wages  and  so  of  prices  from  monetary  and  budgetary 
restrictions.  It  can,  however,  be  so  secured  to  the  extent 
desired  only  at  an  economic  cost  which  far  outweighs  the 
economic  advautage  which  is  aimed  at. 

42.  It  may  be  that  discussion  of  better  methods  of  settling 
wages  would  be  held  to  lie  outside  the  Committee’s  terms  of 
reference.  That,  I would  venture  to  suggest,  should  not 
prevent  the  Committee  from  attributing  the  evil  to  its  proper 
origin  and  from  suggesting  that  the  remedy  should  be  sought 
there,  by  appropriate  procedure. 


43,  Even  so  the  Committee  would  be  concerned  with 
the  implications  for  monetary  policy  of  inevitable  delay  in 
devising  a more  proper  rem^y  for  the  evil  and  of  lack  of 
complete  success  in  securing  its  application  (and  for  my  own 
part  I would  not  expect  complete  success).  I would  not  deny 
that  such  prospective  delay  and  such  probable  lack  of 
complete  success  have  some  implications  in  terms  of  monetary 
measures  (thou^  one  would  hope  that  the  implications 
would  show  themselves  mainly  in  budgetary  measmes  and 
other  alternative  means  of  restraining  demand).  The  more 
unbridled  are  the  procedures  for  negotiating  wages,  the  less 
feasible  is  it  to  run  the  economic  system  under  really  full 
pressure.  But  in  the  absence  of  anything  like  what  might 
be  called  a wages  polio',  it  would,  I am  convinced,  be 
economically  expedient,  as  well  as  politically  inevitable  to 
abandon  any  idea  of  stability  of  the  price  level.  The  only 
relevant  question  would  be  in  what  degree  a pro^essive  rise 
in  prices  should  be  tolerated  for  the  sake  of  avoiding  undue 
restriction  of  demand,  And  in  view  of  the  poor  response 
of  the  behaviour  of  wages  to  restriction  of  demand,  I do  not 
believe  that  it  would  be  desirable  to  go  beyond  avoiding 
such  positive  shortage  of  labour  as  could,  in  moderate 
measure,  be  usefully  tolerated  if  an  effective  wages  policy 
was  being  operated.  (Here,  as  elsewhere,  I am  unable  to 
recommend  die  adoption  of  any  mechanical  rule,  based,  e.g., 
on  the  difference  between  the  number  of  unfilled  vacancies 
and  the  number  of  unemployed). 


44.  An  important  question  presents  itself.  In  so  far  as 
development  of  slack  in  the  economic  system  does  have 
some  effect  in  moderating  the  behaviour  of  wages,  is  the 
effect  a lasting  one  which  will  persist  even  if  the  slack  is 
subsequently  taken  in  ? Or  will  the  course  of  wages  resume 
its  former  course  with  the  restoration  of  demand  to  the 
level  required  to  take  full  advantage  of  productive  capacity  ? 
For  example,  it  is  said  that  “ what  we  are  aiming  at  now  is^a 
short  pause  before  we  take  on  the  forward  march  again”. 
But  will  the  trouble  with  wages  and  prices  start  all  over  agam 
once  the  forward  march  is  resumed  ? Is  this  another  respect 
in  which  alleviation  marches  with  the  treatment  and  no 
further  ?' 

45.  I can  try  to  answer  this  question  only  in  terms  of  such 
small  part  of  the  improvement  which  seems  recently  to  have 
occurred  as  I feel  can  reasonably  be  attributed  to  the  existence 
of  slack  in  the  system,  as  opposed  to  other  factors  to  winch  I 
shall  dlude. 

46.  In  so  far  as  the  vicious  spiral  takes  the  fonn  of  money 
wages  trying  to  catch  up  the  cost  of  living,  which  itself  gow  up 
with  money  wages,  it  is  true  to  say  that  an  alleviation  of  the 
fever  will  persist  even  after  the  remedy  ceases  to  be  apphed. 

47.  But  where  creation  of  slack  is  most  eff^rive  in 
moderating  the  rise  in  wages  is  in  respect  of  what  is  known 
as  the  “ wage  drift”.  In  many  industries,  particularly  where 


piece  rates  have  to  be  fixed  for  a multiplicity  of  c^>eratii7ns, 
the  wages  actually  paid  are  to  a considerable  extent  in  excess 
of  the  minimum  called  for  as  the  outcome  of  wage  negotia- 
tions. If  labour  is  scarce  the  gap  between  actual  wages  and 
negotiated  rates  may  become  pro^essively  wider.  While 
the  behaviour  of  actual  wages  is  influenced  by  the  course 
of  wage  negotiations,  they  may  be  bid  up  by  employers  under 
the  influence  of  high  demand  faster  than  tlK  negotiated  rates. 
This  is  not  ” demand  inflation  ” in  the  full  sense.’  wiiich  will 
occur  only  in  extreme  cases  of  acute  shortage  of  labour,  but 
it  shows  some  of  the  characteristics  of  such  a demand  infla- 
tion. A reduction  of  demand  will  lead  to  a less  rapid  rise 
of  actual  wages  by  reducing  or  eliminating  the  ” wage  drift  ” 
quite  apart  from  any  influence  on  the  course  of  wage  negotia- 
tions. It  is  clear,  however,  that  with  the  taking  in  of  the  slack 
the  drift  would  be  fuUy  resumed,  and  the  trouble,  so  far  as 
it  takes  this  form,  would  start  all  over  again. 

48.  Apart  from  periods  of  marked  shortage  of  labour, 

I would  attribute  major  responsibflity  for  the  upward  move- 
ment of  wages  in  this  country  to  ^e  competitive  struggle 
between  trade  unions,  and  inside  some  of  the  trade  unions 
between  various  sections  of  labour.  Restraint  displayed  by 
any  one  section  of  labour  taken  in  isolation  operates  at  the 
expense  of  their  real  wa^,  which  are  reduced  as  a result  of 
wage  increases  secured  elsewhere.  The  general  rise  in  wages 
arises  very  largely  from  the  competitive  need  of  individual 
sections  to  protect  their  standards  of  living  against  encroach- 
ment by  rival  sections.  If  at  any  moment  wages  could  be 
frozen,  all  would  then  be  well  provided  that  the  national 
wage  structure  which  happened  at  that  moment  to  exist  was 
generally  acceptable.  But  that  never  is  the  case.  Tbere  is 
no  agreement  about  relative  wages.  The  conventional  use 
of  the  word  leap-frogging  is  hi^y  appropriate.  Even_  if 
some  moderation  in  the  manner  in  whidi  the  competitive 
struggle  manifests  itsrif  is  attributable  to  the  deveIo{M&^t 
of  slack  in  the  economic  system,  it  will  break  out  again  with 
full  vigour  when  demand  resumes  a buoyant  course. 


49.  At  this  point  I should  perhaps  indicate  to  what  I 
attribute  the  improvement  which  is  apparent  in  the  outcx>me, 
actual  and  prospective,  of  this  year’s  wage  negotiations 
compared  with  those  of  recent  years.  I do  not  believe  that 
much  of  it  is  due  to  the  damping  down  of  demand,  and  I do 
not  believe  in  any  monetary  influence  operating  otherwise 
than  by  damping  down  demand.  (The  damping  down  of 
demand  will,  however,  have  had  an  impor^t  and  probably — 
so  long  as  the  damping  continues— decisive,  effect  on  the 
wage  drift,”  as  opposed  to  the  course  of  negotiated  wage 
rates).  What  I do  believe  is  that  the  Government  have 
succeed  in  creating  a state  of  alarm  about  the  progressive 
fall  in  the  value  of  money  and,  more  successfully  than  on 
previous  occasions  when  restraint  has  been  appealed  for, 
have  brought  about  a state  of  general  awareness  of  tl»  role 
of  wage  negotiations  in  bringing  about  that  falL  An  atmos- 
phere has  been  created  in  which  trade-union  leaders  feel 
self-conscious  on  this  account,  perhaps  more  acutely  than 
ever  before.  And  the  employers  arc  more  confident  erf 
Government  backing.  This  independent  persons  who  serve 
on  the  multiplicity  of  Courts,  Tribunals  and  Councils  which 
are  called  upon  to  deal  with  claims  and  disputes  have  become 
somewhat  clearer  in  their  minds  that  the  national  interest 
can  properly  enter  into  their  findings. 


50  That  all  this  should  be  so  is  in  a way  peculiar.  For 
at  any  rate  at  the  outset  the  Government’s  apprt^ 
directed  by  an  economic  theory  according  to  which  the 
behaviour  of  wages  was  merely  an  outcome  of  tlw  rooi^taiy 
situation.  It  was  denied  that  they  were  appealing  for  restr^t 
or  that  they  desired  any  interference  with  collective  bargaining, 
and  it  was  pointed  out  that  they  were  not  attempting  to 
instruct  artxtration  tribunals. 

51  But  there  has  been  a considerable  improvement  in 

the  state  of  awareness  of  the  importance  of  restraint  ovct 
wage  increases.  A further  important  factor  has  opyated. 
By^reason  of  its  being- nationalised  the  r^way  mdust^ 
with  a deficit  and  a development  programme  vriudi_  be 
Sliced  only  at  the  will  of  the  Treasury  provides  an 
Sfluential  expression  of  the  V 

For  the  Government  to  show  its  determinaUon  m ftis  way 
does  not  require  the  exercise  of  monetary  restrmnt.  It  is 
tru,  that  a higher  level  of  economic  actmW  5 

smaller  deficit  for  the  British  Tramport  Comn^n  and 
that  it  might  point  to  an  increase  of  diarges  as  a me^s  of 
a rise  in  the  wages  bill.  But  de^ 
be  possible  for  the  Government  to  exercise  the  same  pressure 


1 Cf.  parapaph  21. 


•J  Set  parsgrapb  Sti. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


144 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Contimed\ 


19.  Professor  R.  F.  Kahn,  c.b.e. 


by  adjusting  the  amounts  of  money  involved  and  by  using 
its  legal  and  moral  authority  to  prevent  any  undesired 
increase  of  charges. 

52.  These  then  are  the  factors  which  rather  than  monetary 
policy  I believe  really  are  contributing  to  moderation.  To 
recite  them  is  to  invite  attention  to  the  inadequacy  and  pre- 
cariousness of  their  hold.  It  is  likely  to  become  relaxed  in 
the  course  of  time  unless  the  atmosphere  of  crisis  is  constantly 
renewed.  But  the  mere  fact  that  the  fever  has  been  some- 
what abated  is  likely  to  prove  of  some  help  for  some  con- 
siderable time  to  come. 


53.  Nothing,  however,  has  been  done,  apart  from  the 
attempt  over  the  London  omnibus  men,  to  deal  with  what  I 
have  suggested  as  the  major  cause  of  the  progressive  rise  in 
wages — the  competitive  struggle  between  trade  unions  and 
different  sections  of  labour,  exacerbated  by  the  absence  of 
agreement  about  relative  wages.  I believe  that  negotiation 
of  some  kind  of  national  wage  structure,  conceived  in  terms 
of  r^tive  wages,  at  least  for  the  most  important  sections  of 
labour,  is  an  essential  pre-requisite  to  securing  over  any  term 
of  years  a tolerable  behaviour  of  the  absolute  wage  level.  I 
do  not,  I think,  imder-estimate  what  is  involved.  Essentially 
it  would  be  a matter  for  negotiation  between  trade  unions,  and 
to  some  extent  within  trade  unions.  It  would  involve  a clear 
departure  from  the  traditional  system  of  wage  negotiations 
and  would  call  for  strong  central  direction  inside  the  trade- 
union  movement. 


54.  If  the  relative  wage  problem  could  be  solved — even 
perhaps  only  on  a skeleton  basis — it  should  not  be  too 
difficult  to  secure  that  the  absolute  wage  level  followed  an 
acceptable  course  with  the  passage  of  time.  For  the  most 
part  uniform  aU-round  increases  could  be  called  for,  witli 
such  particular  slight  adjustments  of  relative  wages  as  were 
indicated  by  changing  circumstances.  There  seems  to  me 
to  be  much  to  recommend  the  successful  Swedish  and 
Norwegian  system  of  synchronising  all  wage  negotiations, 
with  a good  deal  of  central  co-ordination,  and  restricting 
them  to  perhaps  two-yearly  intervals. 

55.  The  “ wage  drift  ” would  still  remain  a problem.  If 
the  possibility  of  statutory  control,  of  the  kind  which 
operates  in  the  Netherlands,  is  dismissed,  one  is  thrown  on 
to  the  employer’s  sense  of  solidarity  and  on  his  recognition 
of  the  national  interest.^  This  does  not  offer  a very  firm 
basis.  The  degree  of  its  efficacy  as  a restraining  influence 
would  determine  to  what  extent  it  was  expedient  to  run  the 
economic  system  so  hard  as  to  involve  a marked  overall 
shortage  of  labour. 

56.  This  rough  sketch  of  a possible  reform  of  the  system 
of  wage  negotiation  will  appear  to  many  to  present  an 
unattainable  ideal.  The  relevance  of  my  sketch  arises  from 
my  strong  belief  that  stability  of  the  price  level  must  be 
regarded  as  equally  attainable  or  unattainable. 

57.  I would  add  a few  comments  on  the  whole  concept  of 
an  absolutely  stable  price  level  as  an  objective,  without 
repeating  what  I have  already  indicated  about  the  dwiiability 
or  feasibility  of  trying  to  secure  any  such  objective.  The 
really  important  thought  which  underlies  advocacy  of  pri(» 
stabUity  relates  to  the  harm  which  is  done  to  the  economic 
system  once  it  becomes  generally  recog^ed  as  a certainty 
that  the  price  level  will  go  on  progressively  rising  without 
interruption  and  without  limit.  It  is  continuous  and  com- 
plete confidence  in  that  expectation  which  does  the  harm. 
But  to  break  that  confidence  it  is  not  necessary  to  achieve 
absolute  stability.  Provided  that  there  are  periods  of  time 
during  which  prices  of  a considerable  number  of  commodities 
fall  somewhat  in  a manner  that  cannot  altogether  be  foreseen, 
so  that  the  direction  of  the  course  of  prices  at  each  moment 
of  time  cannot  be  predicted  with  certainty,  it  will  not  seriously 
matter  if  it  turns  out  ex  post  that  over  a number  of  years  the 
trend  of  prices  has  been  upward. 

58.  Advocacy  on  doctrinal  grounds  of  the  merits  of 
absolute  stability  of  prices  is  highly  ^prejudicial  to  the' country’s 
interests.  It  would  certainly  help  in  solving  its  balance  of 
payments  problem  if  it  were  possible,  without  sacrificing, 
investment  and  production,  to  secure  stability  here  while 
prices  continued  to  rise  elsewhere.  But  it  would  add 


(Cmd.  732].  February  1943).  A similar  appeal  was 
Macmillan  was  Chansellor  (“  tie  plateau  polity  ")  but 
include  any  similar  admonition  to  employers  against 
negouated  rates  (Cmd.  9725,  March  1956). 
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seriously  to  the  country’s  balance  of  payments  difficulties  if 
the  result  of  propagating  the  doctrine  was  to  secure  its 
successful  application  in  the  creditor  countries.  “ The  goal 
of  price  stability,  seemingly  so  obvious  right  from  the  national 
point  of  view,  may  not  in  ail  circumstances  be  consistent  with 
good  creditor  behaviour  from  the  point  of  view  of  the 
outside  world”. 

59.  Finally,  there  is  the  fact— so  very  simple  but  un- 
palatable to  many  business  meU' — that  absolute  stability  of 
prices  means  that  some  prices  have  to  fall  while  others  rise. 
Business  men,  especially  those  who  produce  or  handle 
branded  products  which  are  ultimately  bought  by  members 
of  the  public,  are  much  readier  to  increase  prices  with  a 
rise  in  wages  which  outstrips  the  rise  in  output  per  head 
than  they  are  to  lower  prices  where  output  per  head  rises 
more  than  wages. 

The  Role  of  the  Quantity  of  Money 

60.  This  exposition  has  been  aimed  at  dealing  with  the 
operation  of  the  monetary  and  credit  mechanism  as  a matter 
of  straightforward  cause  and  effect,  expressed  in  terms  of 
physical  realities.  It  differs  fundamentally  from  those 
treatments  of  the  subject  which  attribute  to  the  quantity  or 
supply  of  money  a direct  influence  on  prices,  or  a direct 
influence  on  wages  and  so  on  prices.  My  contention  is  that 
the  quantity  of  money  on  the  system  in  three,  and  in  only 
three  ways: — 

(a)  Other  things  equal,  a larger  quantity  of  money  means 
lower  interest  rates,  because  it  means  that  the  banking 
system  is  taking  a larger  quantity  of  securities  off  the 
market,  is  assisting  in  greater  measure  in  financing 
the  holding  of  securities,  and  is  reducing  the  extent  to 
which  securities  have  to  be  issued  on  the  market  in 
order  to  secure  finance.  It  is  the  lower  level  of  interest 
rates,  not  the  larger  quantity  of  money,  which  ' 
exercises  an  expansionist  influence.  For  the  purpose 
of  securing  a given  end,  in  terms  of  investment,  the 
rates  ofinterest  provide  the  means,  and  it  is  immaterial 
what  changes  in  the  quantity  of  money  have  to  occur  as 
part  of  the  process  of  securing  a particular  desired 
behaviour  of  rates  of  interest. 

ib)  This  is  subject  to  a qualification,  which  involves  an 
important  issue  of  machinery,  but  does  not  affect  the 
principle.  Bank  advances  are  at  most  times — and 
not  only  when  they  are  limited  by  Government 
admonition  or  direction — subject,  in  greater  or  smaller 
degree,  to  a process  of  rationing.  In  other  words, 
banks  do  not  habitually  charge  to  their  custoiners  the 
highest  rates  of  interest  which  the  traffic  will  bear. 
There  is  normally  what  Keynes  called  “ a fringe  of 
unsatisfied  borrowers  ”.  The  result  is  that  the 
behaviour  or  bank  advances  exercises  an  influence  on 
investment  which  is  separate  from  that  exercised  by 
rates  of  interest. 

Although  the  volume  of  bank  advances  bears  some 
relationship  to  the  total  volume  of  bank  assets,  which 
is  rou^ly  equal  to  the  total  quanti^  of  bank  deposits, 
ffie  relationship  is  not  a fixed  one.  It  is  quite  possible 
for  example,  for  bank  advances  to  inaease  without  any 
increase  at  all  in  the  total  quantity  of  bank  assets, 
other  types  of  assets  being  reduced  to  the  same  extent. 
Such  an  increase  would  exercise  some  favourable 
effect  on  investment  and  this  could  not  be  attributed 
to  the  behaviour  of  the  supply  of  money,  which  would, 
ex  hypothesi,  have  remain^  constant. 

(c)  The  operation  of  the  forces  indicated  under  (a)  and 
{b)  has  an  effect  on  the  state  of  the  stock  exchange, 
and  this  affects  the  readiness  of  business  men  to 
finance  investment  by  issuing  ordinary  shares  and 
this  has  some  influence  on  investment. 

61.  My  contention  that  it  is  not  the- quantity  of  money  in 
itself  which  determines  the  size  of  the  stream  of  total  demand 
requires  that  the  velocity  of  circulation  of  money  should  be 
regarded  as  a purely  passive  factor.  Bank  deposits  are  held 
not  only  as  a means  of  exchange  but  also  as  a way  of  holding 
wealth  whi^  for  the  moment  the  owners  do  not  desire  to 
put  into  other  forms.  The  quantity  of  money  held  in  the 
latter  “ inactive  ” form  is  closely  related  to  the  level  and 
structure  of  rates  of  interest,  but  the  relationship  is  not  at  all 
a stable  one,  so  much  depending  on  expectations  about  the 
future.  The  velocity  of  circulation,  as  normally  conceiv^ 
is  an  entirely  bogus  concept.  It  is  a weighted  average  of  the 
velocity  of  the  “ actiye  ” circulation  and  of  the  velocity 
of  the  “ inactive  ” circulation — the  latter  happens  to  be 
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zero.  The  weights  are  the  quantities  of  money  held 
“ actively  ” and  “ inactively  ” respectively — as  a means  of 
exdiange  and  simply  as  a way  of  holding  wealth.  If  the 
quantity  of  money  is  increased,  this  means  that  the  banks 
have  increased  their  assets,  and  in  doing  so  they  have 
bid  up  the  prices  of  securities,  i.e  lowered  rates  of  interest. 
Until  this  in  rates  of  interest  (and  any  expansion  of  bank 
advances)  has  influenced  the  level  of  demand,  and  so  of 
activity,  by  its  effect  on  investment,  the  whole  of  the  additional 
money  will  be  held  in  inactive  form,'the  rise  in  security  prices 
and  the  fall  in  interest  rates  having  precisely  to  be  such  as  to 
induce  the  public  to  make  the  necessary  swap  with  the  banks 
of  other  forms  of  holding  wealth  for  deposits.  It  is  obvious 
that  the  change  in  the  weights  is  exactly  such  as  to  cause  the 
weighted  average  velocity  of  circulation  to  decline  in  the 
same  proportion  as  the  total  quantity  of  money  has  in- 
creased. The  quantity  of  money  multiplied  by  the  velocity 
of  circulation  is  exactly  the  same  as  before_j}  The  proportion 
held  in  “ inactive  ” form — ^with  zero  velocity  of  circulation — 
has  gone  up  and  this  pulls  down  the  weighted  average  velocity. 

If  and  when  the  quantity  of  money  multiplied  by  the  velocity 
of  circulation  does  alter,  it  alters  because  the  reduction  in 
interest  rates,  and  the  other  influences  mentioned  above,' 
have  operated  on  demand  and  so  on  activity  and  perhaps 
prices  and  wages.  It  is  an  effect  and  not  a cause. 

62.  I stress  this  elementary  proposition  because  I believe 
that  the  Committee  should  view  with  suspicion  any  line  of 
argument  which  attributes  to  the  behaviour  of  the  supply  of 
money  a significance  of  its  own,  apart  from  its  relationship 
with  rates  of  interest  and  bank  advances.  This  is  no  mere 
hair-splitting  matter.  To  regard  it  as  such  is  to  deny  the 
importance  of  taking  a purposive  view  of  the  ends  of  economic 
policy  and  of  ^opting  means  which,  through  some  recognis- 
able process  of  causation,  are  designed  for  the  sake  of  the 
end  in  view  and  not  for  their  own  sake. 

The  Structure  of  Interest  Rates 

63.  Those  who  do  think  in  terms  of  the  importance  of 
keeping  down  the  quantity  of  money,  as  an  end  in  itself 
thereby  create  quite  unnecessary  headaches  for  themselves — 
and  for  others.  For  example,  the  problem  of  the  structure 
of  interest  rates  is  much  discussed.  Monetary  policy  finds 
its  expression  in  the  whole  complex  of  interest  rates,  ranging 
from  the  Treasury  Bill  rate  to  the  rate  on  irredeemable 
Government  securities  (not  to  mention  other  types  of 
securities).  Many  complicated  considerations  properly  enter 
in.  Quite  apart  from  effects  on  investment,  there  are  the 
questions  of  the  interest  charges  on  the  National  Debt  and 
of  interest  charges  on  local  authorities  and  nationalised 
industries,  of  the  charge  on  the  balance  of  payments  of 
interest  payments  to  non-residents,  and  of  the  part  played 
by  interest  rates  in  influencing  the  movement  of  funds  to  or 
from  London  (a  wide  and  very  important  subject  with  which 
I do  not  deal  in  this  Memorandum).  The  inteqjlay  of  these 
considerations  will  point  in  any  particular  situadon  to  a 
desirable  structure  of  interest  rates.  At  one  time  it  may  be 
desirable  to  push  up  short-term  rates  of  interest  in  order  to 
keep  funds  in  London  against  the  competition  of  high  rates 
of  interest  in  overseas  centres,  and  perhaps  in  the  face  of 
fears  about  the  sterling  rates  of  exchange.  But  it  may  be 
felt  at  such  a time  that  there  is  no  case  on  that  particul^ 
occasion  for  reducing  the  level  of  domestic  demand  for  the 
country’s  output,  and  that  long-term  rates  of  interest  should 
be  kept  relatively  low.  Alternatively,  it  may  be  desired  on 
some  other  occasion  to  push  up  long-term  rat«,  because 
demand  is  proving  too  buoyant  and  needs  to  be  restramed, 
when  there  is  no  need  for  hi^  short-term  rates. 

64.  Within  wide  limits  it  is  possible  to  achieve  any 
desired  structure  of  interest  rates  by  a suitable  combustion 
of  monetary  policy  with  management  of  the  National  Debt. 
The  Exchequer,  by  issuing  short-dated  securities  m the  place 
of  long-dated,  or  vice  versa,  can  secure  the  desired  shut  m 
relative  rates  of  interest  against  the  background  of  a monetary 
policy  which  operates  on  rates  in  general.  Of  courM,  the 
interest  charge  on  the  National  Debt  will  thereby  be  affectw 
and  this  consideration  will  play  an  important  part  in 
determining  the  objectives  of  policy. 

The  “ Overall  ” Deficit 

65.  The  headaches  arise  only  for  thore 

content  to  leave  the  quantity  of  money  to  look  ^ter  itselt. 
A great  deal  has  been  written  and  said  about  the  derail 
de^it  of  Government  revenue  in  relation  to  total  Govern- 


ment expenditure  (including  “ below-the-line  ” capital  ex- 
penditure and  financing).  It  is  claimed  that  this  results  in 
an  undesirable  expansion  of  the  banks’  assets  aqd  in  the 
quantity  of  money.  The  reason  appears  to  be  that'it  is  only 
if  the  banks  are  enabled  to  expand  their  assets  that  a home 
will  be  found  for  the  Government  securities  which  have  to 
be  issued  in  order  to  finance  this  “ overall  ” deficit.  What 
is  meant  by  such  a statement  is  that  if  the  quantity  of  money 
did  not  expand,  higher  rates  of  interest  would  have  to  be 
offered  on  Government  securities  in  order  to  find  a home 
outside  the  banking  system  for  those  newly  issued.  Higher 
rates  of  interest  may  or  may  not  be  undesirable  in  a particular 
situation.  If  they  are  undesirable  then  there  is  no  harm  in 
an  increase  in  the  quantity  of  money.  - It  is  the  behaviour 
of  interest  rates  which  matters  andffieir  influence  on  the 
level  of  demand,  not  the  behaviour  of  the  quantity  of  money. 
Either  interest  rates  are  dangerously  low,  in  which  case  they 
should  be  raised,  or  they  are  not  dangerously  low,  in  which 
case  there  is  no  harm  in  the  increase  in  the  quantity  of 
money  which  is  called  for  to  keep  them  down. 

66.  Some  of  those  who  worry  the  “ overall  ” deficit  go 
even  further.  They  take  it  for  granted  that  it  can  be  financed 
only  by  increasing  the  floating  debt  (and  that  the  whole  of 
this  increase  has  to  be  found  a home  inside  the  banks).  But 
there  is,  of  course,  absolutely  no  reason  why  the  Exchequer 
should  not  issue  precisely  the  same  kind  of  securities  (though 
on  cheaper  terms)  as  the  local  authorities  which  are  now 
denied  access  to  the  Public  Works  Loan  Board.  If  the 
“ overall  ” deficit  were  financed  entirely  by  issuing  Treasury 
Bills,  the  reason  would  presumably  be  that  it  was  desired 
to  raise  the  Treasury  Bill  rate  (in  which  case  inddea^y 
some  interests  outside  the  banks  would  be  attracted  into 
holding  more  of  them,  and  bank  assets  would  not  need  to 
expand  by  the  full  amount  of  the  increase  in  the  floatmg 
debt).  Actually  the  value  of  “ tender  ” Tre^ury  Bills 
outstanding  was  on  the  average  less  in  1957  than  in  1956  and 
less  even  than  the  sum  of  tender  Bills  and  Treasury  Deposit 
Receipts  in  1948. 

67.  To  my  mind  the  “ overall  ” deficit  is  of  no  significan«. 
But  perhaps  I make  a serious  mistake  of  tactics  in  complain- 
ing of  the  seriousness  with  which  it  is  often  viewed.  It  docs 
provide  — most  providentially  though  irrationally  — an 
argument  for  restraint  in  making  concessions  to  taxpay^. 

It  is  a fortunate  thing  that,  most  of  the  local  autlwrities 
having  been  cleared  out  from  “ below  the  line,’’  the 
nationalised  industries  were  brought  in.  The  danger  is  tMt 
they  too  may  be  sent  back  into  the  market  and  that  on  that 
account  the  Chancellor  of  the  Exchequer,  faced  with  ^ 

“ overall  ” surplus  in  the  place  of  an  “ overall  ” deficit,  will 
be  expected  to  reduce  taxes,  at  the  expense  of  the  “ above-the- 
line  ” surplus,  which  is  what  really  does  matter. 

68.  This  confusion  is  often  derived  from  the  idea  of  a 
rate  of  “ real  savings  ” which  is  apt  to  fall  short  of  the 

of  investment,  being  supplemented  by  credit  creation.  Any 
such  concept  should  be  suspect.  Thrift  is  what  matter 
in  the  sense  of  refraining  from  physical  consumption.  But 
that  has  nothing  to  do  with  the  behaviour  of  the  quantity 
of  money  (though  the  rate  of  interest  may  exert  some 
influence  on  the  exercise  of  thrift). 

A Minimum  Liquidity  Ratio 

69  The  proposal  of  a compulsory  minimum  liquidi^ 
ratio,  which  could  be  altered  from  time  to  time,  is  iKu^y 
prompted  by  the  ideas  which  I have  been  CTitiasing.  It  h^, 
however,  to  be  recognised  that  an  expansion  of  the  banks 
assets  which  includes  an  expansion  of  the  banks  adyan^ 
may  be  objectionable,  on  account  of  the  cons^uent  shm^^ 
to  investment,  whereas  it  would  be  unobjectionable  OTthout 
it  regarded  merely  as  the  condition  for  avoidance  of  a nse 
in  interest  rates.  But  though  it  will  help 
in  view(  a minimum  liquidity  ratio  provides  a ratwr  mdirw 
and  imperfect  method  of  limiting  the  b^ks  advan^, 
which  are  more  competitive  with  the  banks  inywlironts 
than  with  their  liquid  assets.  When,  however  the  Tna^ 
Bill  rate  is  being  deliberately  kept  low  in  order  to  ‘‘“P 
the  interest  on  the  National  Debt,_  a 

ratio  wiU  help  very  directly  to  maintain  the  flw^g  ^bt 
the  benefit  to  the  Exchequer  being  at  the  expense  of  the 
banks’  profits. 

70.  In  general,  any  such  device,  including  a variable 
cash  ratio,  is  to  be  welcomed  if  it  provide  tetter  m^ 

a purposive  end.  Hie  dmget  of  such  lies 

in  the  end  becoming  subordinated  to  the  means. 
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Regulation  of  Bank  Advances 

71.  For  example,  if  it  is  desired  to  liinit  the  total  of  the 
banks'  advances,  there  seems  much  to  commend  a direct 
approach,  and  to  proceed  by  way  of  edict,  as  the  Government 
are  doing.  The  Government  can  be  criticised,  I feel,  on  the 
grounds  that  the  actual  quantitative  limit  imposed  at  present 
on.  Banif  advances  is  too  low  but  not  on  the  principle 
involved  by  this  type  of  direct  regulation.^ 

72.  In  any  case  it  is  nowadays  generally  agreed  that 
monetary  control  provides  a very  unreliable  and  clumsy 
method  of  regulating  investment.  The  greater  the  onus  that 
cair  be  placed  on  other  measures  the  happier  will  be  the 
conduct  of  monetary  control. 

Control  of  Capital  Issues 

73.  The  Capital  Issues  Committee  could  play  a more 
useful  role  if  it  still  enjoyed  the  backing  of  Government 
Departments  concerned  with  the  administration  of  physical 
controls.  As  things  are  now,  it  cannot  be  easy  to  discriminate 
on  merit  between  one  project  and  another,  and  often  it  must 
be  difficult  or  impossible  to  decide  which  particular  elements 
in  a company’s  plan  of  development  would  be  prejudiced  by 
a refusal.  Wien  the  Committee  are  actuated  by  financial 
considerations,  as  opposed  to  the  merits  of  the  physical 
projects,  they  seem  to  me  sometimes  too  ready  to  court 
criticism.  Nevertheless,  I believe  that  their  scope  should  be 
widened  by  stopping  the  obvious  loopholes. 

74.  One  very  serious  loophole  lies  in  the  financing  of 
hire-purchase  finance  companies.  This  is  particularly  serious 
in  view  of  the  relaxation  of  the  hire-purchase  regulations 
themselves  and  the  Government’s  apparent  unwillingness  to 
increase  their  severity.  It  is  anomalous  also  that  these 
companies,  by  reason  of  not  being  clearing  banks,  should 
escape  both  the  Chancellor’s  direction  as  to  the  banks’ 
advances  and  the  implication  of  the  conventional  minimum 
cash  ratio. 

BuUdUig  Licensing 

75.  As  to  physical  controls,  I believe  that  there  is  a very 


strong  case  for  re-establishing  the  fabric  of  building  licensing 
and  administering  this  control  in  accordance  with  the  changing 
needs  of  the  situation.  Usually  there  could  be  a great  deal 
in  the  way  of  open  general  licensing  for  building  work  falling 
into  stated  categories,  at  some  periods  all  building  operations 
would  be  temporarily  free  of  control. 

Investment  Allowances 

76.  My  final  suggestion,  as  another  powerful  instrument 
to  work  in  with  monetary  control  and  lighten  the  load  on 
it,  is  the  restoration  of  investment  allowances,  in  the  place 
of  initial  allowances.  They  are  capable  of  considerable 
flexibility.  There  is  no  reason  why  at  times  of  heavy  pressure 
of  demand  they  should  not  be  negative,  so  as  to  constitute 
a tax  on  investment.  If  they  are  to  be  altered  according  to 
the  economic  situation  it  is,  however,  important  that  such 
alterations  should  be  capable  of  being  announced  at  any  time, 
and  not  only  on  Budget  Day — if  necessary,  for  administra- 
tive reasons,  with  retrospective  effect.  For  anticipation  of 
a change  in  the  rates  will  cause  it  to  have  the  contrary  of  the 
desired  effect  until  the  change  is  actually  announced  and 
effective. 

77.  Some  differentiation  of  rates  should  be  possible  as 
between  one  industry  and  another  and  one  type  of  investment 
and  another.  While  such  possibilities  are  limited,  the  thin 
end  of  the  wedge  of  discrimination  has  already  been  inserted 
in  the  provisions  for  investment  and  initial  allowances,  and 
it  could  certadnly  be  driven  in  harder. 

78.  Monetary  restriction  throws  a burden  on  the 
Exchequer  while  cheap  money  reduces  the  cost  of  interest 
on  the  National  Debt.  With  investment  allowances,  and 
to  a limited  extent  also  with  initial  allowances,  it  is  the  other 
way  round.  The  expansionist  policy  is  expensive,  the  restric- 
tive policy  is  cheap  and  might  even  yield  revenue.  The  two 
methods  should  thus  make  happy  playmates. 

King's  College,  Cambridge 
11th  May,  1958 


20.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  NICHOLAS  KALDOR* 


Monetary  Policy,  Economic  STASiury  and  Growth 

1.  The  present  memorandum  deals  almost  exclusively 
with  basic  issues  concerning  the  role  of  monetary  and  credit 
policy  in  the  maintenance  of  stability  in  prices  and  incomes, 
rather  than  with  questions  concerning  the  technique  of 
monetary  management.  My  excuse  for  putting  forth  a paper 
devoted  to  elementary  propositions  is  the  prevalence  of 
confused  thinking  in  this  particular  field  even  among  eminent 
authorities.  Yet  without  a basic  understanding  of  the  pro- 
cesses through  which  changes  in  the  amount  of  money  in 
circulation  Muence  the  level  of  expenditure  and  the  general 
level  of  prices,  it  is  impossible  to  arrive  at  any  sound  judg- 
ment concerning  the  merits  of  particular  methods  of  monetary 
management.* 

I.  The  Modus  Operand!  of  Monetary  Policy 
The  Supply  of  Money  and  the  Level  of  Expenditure 

2.  It  cannot  be  emphasised  too  strongly  that  there  is  no 
direct  relationship  in  a modem  community  between  the 
amoimt  of  money  in  circulation  (whatever  definition  of 
“ money  supply  ” is  adopted  in  this  connection)  and  the 
amount  of  money  spent  on  goods  and  services  per  unit  of 
time.  To  proceed  from  the  one  to  the  other  it  is  necessary 
to  postulate  that  changes  in  the  supply  of  money  leave  the 
frequency  with  which  money  changes  hands  (the  so-called 
“ velocity  of  circulation  of  money  ”)  unaffected,  or  at  least 
that  any  consequential  change  in  the  velocity  of  circulation 
is  limited  to  some  predictable  fraction  of  the  primary  change 
in  the  supply  of  money.  There  are  no  valid  grounds 
however  for  any  such  supposition.  The  velocity  of  circulation 
of  money  (or  what  comes  to  the  same  thing,  ffie  ratio  which 
cash  balances  bear  to  the  volume  of  turnover  of  money  pay- 
ments, per  unit  of  time)  is  not  determined  by  factors  that  are 
independent  either  of  the  supply  of  money  or  the  volume  of 
money  payments  ; it  simply  reflects  the  relationship  between 
these- two  magnitudes.  In  some  communities  the  velocity 


1 See  Minutes  of  Evidence  Qn.  10993. 

• See  Minules  of  Evidence  Qm.  10650  to  10696. 


2 The  present  mernorandutn  is  r«tri 
policy.  Its  external  aspect^  <quesUons 

system,  convertibility,  capital  movemenu, — ... 

roented  by  tbe  attached  copy  of  a paper  prepared  for  the  Centenary  Congress 
of  the  Soddtd  Royals  d’EconomIc  Politique  de  Belgique  in  September  1955  on 
The  Lessons  of  the  British  Experiment  since  the  war  fnot  reprinted  in  this  record 
of  evidence]. 


of  circulation  is  low,  in  others  it  is  high,  in  some  it  is  rising 
and  in  others  it  is  falling,  without  any  systematic  connection 
between  such  differences  or  movements  and  the  degree  of 
inflationary  pressure,  the  rate  of  increase  in  monetary  turn- 
over,* etc.  Such  differences  can  only  be  explained  in  terms 
of  historical  developments  rather  than  psychological  pro- 
pensities or  of  institutional  factors,  while  the  movements  in 
the  ratio  can  only  be  accounted  for  by  the  varying  incidence 
of  the  policies  pursued  by  the  monetary  authorities.  In 
countries  where  the  authorities  pursue  a restrictive  policy, 
the  ratio  tends  to  fall,  and  vice  versa.  Thus  in  the  U.K.  there 
has  been  a spectacular  rise  in  the  velocity  of  circulation, 
particularly  since  1955  which  fully  compensated  for  the 
failure  of  the  money  supply  to  expand  pari  passu  with  the 
rise  in  prices  and  in  money  incomes.  The  “ money  supply  ” 
has  been  kept  constant  (indeed  it  has  been  slightly  falling) 
while  the  annual  percentage  rise  in  the  money  value  of_  the 
national  product  has  been  as  great  or  greater  than  in  previous 
years  when  the  money  supply  was  rising.  It  could  not 
seriously  be  maintained  that  tills  change  in  the  velocity  of 
circulation  was  in  any  sense  an  independent  phenomenon 
which  happened  to  coincide  in  time  with  the  change  in 
monetary  policy.  It  was  simply  a reflection  of  this  policy: 
if  the  supply  of  money  had  not  been  restricted,  the  increase 
in  the  velocity  of  circulation  would  not  have  taken  place 
and  it  is  a matter  of  doubt,  to  say  the  least,  whe^r  the 
course  of  prices  and  incomes  would  have  been  any  different. 
At  any  rate  the  impact  effect  of  any  change  in  the  money 
supply  is  not  on  the  level  of  payments  at  all,  but  on  the 
velocity  of  circulation.* 


S AccordiuK  to  the  staditics  published  by  the  International  Monetary  ForuJ. 
the  ratio  of  ihe  money  supply  teurreney  plus  deposit  money)  to  the  gross  national 
product  varied  in  the  latest  available  year  0957  or  1956)  from  SdXin  Swiiiwlan^ 
46%  in  Belgium,  38%  in  Brazil  and  36%  in  Franco  to  30%  m Ae  U.S.,  27-5  ,4 
in  theU.K.ri8%inOermany  and  13%inMexjco.  In  the  period  since  1951  thi»  ^ 
ratio  feU  in  some  countries,  and  rose  in  others,  but  there  was  no  syslematic  connec- 
tion between  these  movements  and  the  rate  of  increase  m tto  money  value  of  the 
ONE,  or  that  and  the  initial  magnitude  of  tlus  ratio.  TJe  ratto  fell  in  some 
relatively  “ inflationary  ” oountnes  (e.g,  in  the  U.^  from  37  to  30%  in  the  U.K. 
from  36  to  27-5%.  in  Mexico  ftom  16  to  13%)  as  well  as  m some  non- 
infialiODary  ” couBtries  (e.g.  in  Switzerland  from  62  to  54,^.  It  rose  in  some 
relatively  ’•  non-inflationary  " countries  (e.g.  in  Gemany  from  14  to  18%,  m 
Belffum  from  40  to  46%)  as  well  as  in  some  "inflationary"  countries  Cn  Francs 
from  31  to  36%  and  in  Brazil  from  35  to  38  %). 

« Failure  to  recognise  this  ritiates  much  of  recant  thiiddnB  on  monetary  matteca. 

Cf.  e.g.,  the  First  Report  of  the  Council  on  Prices,  Pro^aSvity  and  Irveomqs, 
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3.  Those  who  maintain  the  opposite  view  (the  adherents 
of  the  “ quantity  theory  ” of  money)  argue  that  the  soci^ 
and  institutional  factors  which  determine  the  frequency  of 
recurring  payments  of  various  kinds  (the  frequency  of  wage 
and  salary  payments,  the  frequency  of  settlement  of  business 
accounts,  etc.)  together  with  the  imcertainty  concerning  the 
exact  timing  of  these  payments  lead  to  individuals  and 
busia«ses  having  a certain  “ desired  ” cash  balance  in  relation 
to  turnover  which  is  substantially  independent  of  the  supply 
of  money.  It  is  a mistake  to  assume  however  that  given  the 
normal  frequency  of  various  kinds  of  payments  the  main- 
tenance of  any  given  flow  of  payments  requires  some  definite 
quantity  of  monetary  media.  Outstanr^g  cash  balances 
invariably  contain  large  amounts  held  for  purely  speculative 
purposes,  or  out  of  the  “precautionary”  motive  (i.e.  as 
hed^  against  unforeseen  delays  in  the  inflow  of  prospective 
receipts)  as  well  as  the  so-called  “ transaction  balances 
proper,  i.e.  those  arising  automatically  as  the  result  of  differ- 
ences in  the  relative  time  frequency  of  receipts  and  out- 
payments. These  latter,  in  turn,  can  be  reduced  considerably 
through  “ synchronising  ” payments  and  receipts,  and 
through  the  creation  of  money  substitutes  of  various  kinds. 
As  the  experience  of  Germany  and  other  countries  during  the 
great  inflations  has  shown,  the  economic  system  in  case  of 
need  can  be  " run  ” on  a very  small  fraction  of  its  normal  c^h 
requirements,  (In  Germany  in  1923  money  in  circulation 
amounted  to  less  than  i per  rant,  of  the  current  level  of 
incomes,  expressed  at  annual  rates).  Obviously  this  cannot 
be  attained  without  considerable  inconvenience;  and  the 
resulting  rise  in  the  rate  of  interest  paid  on  short  loans  is 
the  measure  of  the  extent  of  this  inconvenience.  The 
experience  of  various  countries  indicates  that  when  the  ratio 
of  cash  to  turnover  is  at  more  normal  levels  (i.e.  in  the  range 
of  20 — 50  per  cent,  of  the  annual  value  of  G.N.P.)  the 
“ inconvenience  ” caused  by  changes  in  the  ratio  is  not  vew 
great — i.e.  considerable  ciianges  in  the  money  supply  in 
relation  to  the  national  income  can  take  place  without  induc- 
ing spectacular  changes  in  interest  rates. 

The  Effect  of  Changes  of  Interest  Rates  on  the 
Level  of  Expenditure 

4.  Yet  it  is  through  the  consequential  changes  in  interest 
rates  that  we  must  look  for  the  effects  of  changes  in  the 
money  supply  on  the  demand  for  goods  and  services.'  In 
theory  a rise  in  interest  rates  should  lead  to  a postponement  of 
postponable  etpenditures  by  both  businesses  and  personal 
consumers,  as  well  as  to  some  more  or  less  permanent 
reduction  in  the  rate  at  which  capital  expendituTM  are 
incurred.  Thus  a rise  in  interest  rates  should  cause  businesses 
to  reduce  the  ratio  of  the  stocks  of  materials  and  finished 
goods  which  they  carry  in  relation  to  turnover— in  rnuch 
the  same  manner  as  their  cash  payments-tumover  ratio — 
but  here  the  “interest-elasticity”  is  likely  to  be  much  smaller, 
since  economising  on  physical  stocks  may  involve  heavy  costs 
in  the  form  of  hi^er  transport  charges,  losses  due  to  delays 
in  production,  etc.,  and  not  just  “inconvenience”.’'  To 
achieve  any  substantial  reduction  in  the  rate  of  investment 
in  stocks  far  greater  changes  in  (short-term)  interest  rates 
would  have  been  required  than  have  takefl  place  since  1954. 

5.  The  effect  of  a rise  in  interest  rates  on  short-term 
investment  is  in  any  case  a temporary  one:  if  the  rise  in  interest 
rates  is  successful  in  inducing  traders  to  reduce  their  stocks 
in  relation  to  turnover,  it  will  restrain  the  pressure  of  demand 
as  long  as  this  process  of  adjustment  is  going  on;  once  the 
adjustment  is  completed,  the  restraining  effect  of  a biger 
interest  rate  on  the  level  of  expenditure  is  exhausted.  This 
means  that  it  is  hopeless  to  expect  a downward  adjustment 
in  stocks  induced  by  credit  policy  to  compensate  (more  than 

- temporarily)  for  inflationary  pressures  emanating  from  other 
sectors— from,  say,  a chronic  insufficiency  of  savings  m 
relation  to  investment  in  fixed  capital,  the  budgetary  deficit, 
or  export  surplus.’ 

6 The  effect  of  higher  interest  rates  on  long-term  invest- 
ment may  be  more  lasting,  but  here  again,  only  drastic  and 


spectacular  changes  in  interest  rates  can  be  counted  on  to 
exert  a marked  effect  on  capital  expenditure.  The  reasons 
for  this  are  as  follows  ; — 

(i)  The  interest  rate  relevant  to  long-term  investment  is 
the  long-term  rate  whose  movement  is  sluggish  in  relation  to 
changes  in  the  short-term  rate.  (This  is  on  account  of  the 
fact  that  both  unusually  high  and  unusually  low  short-term 
rates  are  regarded  as  temporary  by  the  market;  Irence  a 
change  in  the  short-term  rate  normally  induces  a change  in 
the  long-term  rate  in  the  same  direction  but  of  a considerably 
smaller  magnitude). 

(ii)  Such  increases  in  the  long-term  rate  as  occur  in 
response  to  a rise  in  the  short  rate  are  only  regarded  as 
temporary  since  the  market  assumes  that  bond  prices  arc 
depressed  on  account  of  the  high  money  rates,  and  will 
recover  with  any  reduction  in  the  latter.  Hence  the  rise  in 
the  long-term  rates  will  not  have  the  same  discouraging  effect 
on  capital  expenditure  as  it  might  have  if  the  current  long 
rates  were  expected  to  be  permanent,  and  if  it  were  not  open 
to  investors  to  finance  long-term  capital  expenditure  with 
short-term  borrowing  on  the  prospect  of  being  able  to 
borrow  over  long-term  on  more  advantageous  terms  later 


(iii)  There  is  normally  a considerable  gap  between  the 
prospective  rate  of  profit  obtainable  on  direct  investment  and 
the  market  rates  of  mterest  on  money  loans.  This  gap  serves 
(in  Ricardo’s  words)  as  “ compensation  for  the  [fanners’ 
and  manufacturers’]  trouble  and  the  risk  which  they  must 
necessarily  encounter  in  employing  their  capital  produ^ 
lively  However,  this  compensation  for  risk  and  trouble  is 
not  something  rigid,  and  when  the  rate  of  profit  exceeds  the 
rate  of  interest  by  a considerable  percentage  (as,  for  example, 
when  the  prospective  rate  of  profit  is  15  per  cent,  and  the 
rate  of  mterest  only  5 per  cent.)  moderate  changes  in  the  rate 
of  interest  may  have  no  appreciable  effect  on  investmrat 
d^sions.  It  must  be  remembered  that  hi  times  of  risii^ 
prices  the  rate  of  profit  is  hi^er  (as  will  be  shora  in 
paragraph  11  below,  the  annual  percentage  increase  in  the 
price  level  may  be  regarded  as  a flat  addition  to  what  would 
have  been  the  ruling  rate  of  profit  with  a stable  price  levd) 
and  therefore  the  gap  between  the  rate  of  profit  and  the  rate 
of  interest  may  be  abnonnaUy  large.’ 

(iv)  It  must  be  remembered  that  in  times  of  full  employ- 
ment, or  even  of  approximately  full  employment,  the  capacity 
of  the  investment  goods  industries  may  exert  a far  more 
important  limitation  on  the  level  of  capital  expenditnie 
than  the  cost  of  borrowing  or  the  avaUability  of  particular 
forms  of  finance.  Thus  the  rate  of  building  and  construc- 
tional activity  may  be  confined  by  the  avaUability  of  building 
and  constructional  labour; . expenditure  on  plant  and  equip- 
ment may  be  limited  by  lengthening  delivery  periods  on  mw 
contracts.* *  In  such  situations  the  range  of  projects  whose 
execution  would  be  influenced  by  change  in  the  cost  of 
borrowing  or  in  the  avaUability  of  loans  might  be  unusually 
narrow,  and  be  largely  confin^  to  cases  where  the  terms  of 
lending  can  be  re^Uated  by  quantitative  rules,  and  where 
the  borrower  cannot  easily  find  alternative  sources  of  finanra. 
Such  is  the  case  with  consumer  purchases  of  durable  goods 
(motor  cars,  etc.  as  well  as  houses)  which  can  be  regulated 
by  laying  down  terms  (such  as  a legal  minimum  of  down- 
payments)  for  the  granting  of  hire-purchase  credit  and 
mortgage  finance.’ 


* The  very  fact  that  in 


w of  the  ei 


owinato  the  poUcy  ofcredttratiomng’  adopted  b} 
•r  Lisatitfied  borrowers  wilbng  to  pay  Jugher  la 
ancial  institutions  willing  to  eater,  for  their  needs 


with  an  oligopolistic  banhing 
.sure  of  the  demand  f—  ' 
>y  the  banks.  In  this' 
tes  are  likely  to  turn  lo  ouiw 
. (The  mushroom  growth  of 

hire-purchase  finance  houses,  for  ; 
consequence  of  the  policy  of  the 

Ss?  W i«7  WW  V^rtantially  higher  than  in  the  preceding  three  yew. 

a Tt  is  a different  matter  when  the  acceleration  of  stock  aMumuIation  or  the 
reJene  is  thf‘o“ce  of  instability.  This  could  in  principle  be 
b5rc?4ectljTped  an^“^^  variations  .n  the  terms  of  short  term  credit. 


5,  while  it 


is  of  high  money  market  rales  the  yield  of  irredeemable 
- iver  than  the  bill  rates  or  the  bond  rates  on  loans  with 
[bt  maturity T$~a  clear  indication  that  the  market  expects  a fall  in  the  long  term 

nation  sy'stem  also  operates  so  as  to  redi^  the 

• • • is  to  changes  in  interest  rates.  For  what  matters  from  ^uit  or 
mtrepreneurs  is  the  excess  of  the  prospective  net  rate  of  profit  ^ 
let  ifier  income  tax  and  profits  tax)  owr  the  net  rale  of 
.v-ns  (net  income  tax).  With  a pven  gross  .rate  of 
rate  of  offofil  over  the  net  rate  of  interest  will  of  course  only  be  r^u^.twjtn 
a rate  of  income  tax  of  50%)  by  one-half  of  every  percentage  point  nse  in  the 
gross  rate  of  interest. 

6 One  of  the  assumptions  of  traditional  economic  theory  is  that  any  sw^  Unti- 
tation  StSuld  cause  a rise  in  prices  and  profit  matg  ns  “P'«: 
turn  would  reduce  the  gap  between  profit  rate  and  .merest 
However,  when  a eonsitferable  sector  of  ^ 

iistie  conditions  with  “ administered  " prices,  an  excw  demand  cyi  orarasM 
^e  miuket  for  long  periods  without  being  elinuneted  through 
Sine?  a particular  invesment 

gooi  produced  by  oligopolistic  sectors. 

TWhethsr  this  kind  of  regulation  is  the  most  suitable  method  of  totiUng. 

either  taxation  or  consumer  rationing  (by  means  of^J^ 
the  effects  of  hire-purchase  or  mortgage-finance  " 

pTnitStiar  clasa  of  buyers  who  are  dependent  on  loans  for  ■*>-  -irrhaws. 
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Summary  of  Above  Argument 
7.  The  argument  up  to  this  point  may  be  summed  up  as 
follows  : — 

(i)  Changes  in  the  money  supply  do  not  exert  any  direct 
influence  on  flie  level  of  monetary  demand  for  goods  and 
services  as  such,  but  only  through  the  consequential  dianges 
in  interest  rates  which  are  induced  by  them,  (ii)  The 
magnitude  of  these  consequential  changes  in  interest  rates 
for  any  given  percentage  change  in  the  money  supply  depends 
on  the  extent  of  inconvenience  (or,  conversely,  increased 
convenience)  involved  in  any  corresponding  change  in  the 
average  ratio  of  cash  balances  to  monetary  turnover.  Except 
where  this  ratio  is  abnormally  small,  the  elasticity  of  interest 
rates  with  respect  to  diange  in  the  cash  balance  ratio  may 
only  be  a moderate  one.  (iii)  Since  the  regulatory  effect  of 
monetary  policy  essentially  resides  in  the  effect  of  changing 
interest  rates  on  expenditure,  it  is  more  efficacious  to  con- 
centrate on  the  regulation  of  interest  rates  directly  (through 
open  market  operations  in  the  money  market  and/or  the 
gilt-edged  market)  than  indirectly  through  pressure  exerted 
on  the  supply  of  bank  credit.'  (iv)  Relatively  moderate 
changes  in  interest  rates  may  have  no  certain  or  predictable 
effect  on  either  consumer  expenditure  or  on  business 
expenditure.  This  is  particularly  true  in  times  of  full  ernploy- 
ment  and  inflation  when  factors  other  than  finance  inevitably 
play  an  important  role  in  limiting  capital  expenditures: 
it  may  be  also  important  in  times  of  large-scale  unemployment 
and  deflation  when  interest  rates  are  already  near  their 
minimum  practicable  level,  and  cannot  be  reduced  much 
further  through  open  market  operations. 

The  Undesirability  of  Unstable  Interest  Rates 

8.  None  of  this  is  intended  to  suggest  that  increases  in 
interest  rates  are  ultimately  ineffective  in  curbing  expenditure. 
When  the  prospective  rate  of  profit  on  new  investments  is 
around  15  per  cent.,  a rise  in  the  (irredeemable)  gilt-edged 
rate  from  3 to  5 per  cent,  or  even  to  6 per  cent,  might  prove 
ineffective  in  eliminating  an  excess  pressure  of  demand.  But 
nobody  would  suggest  that  a rise  in  the  yield  of  Consols  to 
15  per  cent,  would  not  exert  a tremendous  deflationary 
impact.  Hence  provided  the  authorities  are  prepared  to  take 
sufficiently  drastic  steps  in  raising  interest  rates,  it  should 
always  be  possible  to  eliminate  inflationary  tendencies  due 
to  an  excessive  pressure  of  demand;  and  if  they  had  sufficient 
elbow  room  for  lowering  interest  rates  (which  may  not  be 
the  case)  they  might  be  equally  effective  in  countering  defla- 
tionary tendencies  through  reductions  in  interest  rates.  But 
it  is  impossible  to  devise  tests  which  would  enable  the 
authorities  to  judge,  in  any  given  situation,  how  great  a 
change  is  required;  and  for  reasons  advanced  above  it  is 
useless  to  look  for  such  tests  in  the  resulting  changes  of  the 
quantity  of  money  in  circulation. 

9.  There  is  fair  a^eement  among  economists  that  if 
monetary  and  credit  policy  was  to  be  relied  on  as  the  principal 
instrument  of  control  changes  in  interest  rates  would  have 
to  be  far  more  drastic  than  those  recently  applied.*  The 
reason  generally  advanced  for  the  reluctance  of  the  authorities 
to  impose  more  drastic  changes  in  interest  rates  is  the  govern- 
ment’s own  vulnerability  to  such  changes  on  account  of  the 
existence  of  a massive  short-term  government  debt  (much 
of  it  owned  abroad)  and  the  constant  need  to  re-finance  a 
large  volume  of  bonded  debt  which  matures  every  year. 
Tbis  must  undoubtedly  reduce  the  relative  attractiveness  of 
the  Bank  rate  instrument  as  an  economic  regulator.  I 
believe  however  that  even  if  these  factors  were  not  present 
(on  the  supposition,  for  example,  that  the  whole  of  the 
outstanding  government  defat  were  repaid  by  means  of  a 
once-for-all  capital  levy)  it  would  still  be  impossible  to 


1 It  is  erroneou  to  assume  th»t  the  qu»ntitive  regolation  of  credit  by  thedearmg 
banks  will  have  the  same  effect  as  a corresponding  change  in  short-term  interest 
rates.  This  would  only  he  true  if  the  clearing  banks  were  the  sole  source  of 
sbori-lerm  credit  which  of  course  is  by  no  means  the  case.  Apart  from  the 
existence  of  other  types  of  flnancial  institutions,  there  is  the  extension  of  “ trade 
credit  ” of  varying  kmds,  of  which  the  involuntary  (or  at  least 

' ^*a*r^t  analysis  of  the*  stints  of  3',oSo*?uoted  Mmpanies  has 
shown,  the  net  amount  of  trade  credit  outstanding  of  the  3,000  companies  exceeded 
by  a considerable  margin  the  total  amount  of  their  bank  credits  in  1953  ; moreover 
the  growth  of  the  net  trade  credit  (excess  of  trade  debtors  over  trade  creditors' 
in  the  5 years  prior  to  1953  was  times  as  laigo  as  the  ir 
drafts  and  loans.  Trade  credit  received  in  1953  by 

their  hank  overdrafts  3 times;  trade  credit  granted  , — . 

Income  and  Finance,  1949-53,  N.I.E.S.R.  19S6,  Table  5.  Unfortunately  no  figures 
are  yet  availshle  to  record  the  effect  of  the  “ credit  squeeze.’’). 

2 This  concerns  the  effects  of  changes  in  the  Bank  rate  and  the  money  market 
rates  on  internal  infiationary  and  deflationary  tendencies.  Actually,  it  is  a matter 
of  doubt  how  far  changes  in  the  Bank  rate  in  recent  years  were  prompted  by 
considerations  of  domestic  inflation  rather  than  by  the  state  of  the  reserves. 
From  the  point  of  view  of  its  external  effects  there  can  he  little  doub'  ' " 


in  hank  over- 
hese  companies  exceeded 
timra.  (Cf.  ComwX 


seculiti 


D the  pound. 


stabilise  the  level  of  demand  by  means  of  credit  policy  alone 
without  higWy  undesirable  consequences  in  oth«  directions. 
Reliance  on  monetary  policy  as  an  effective  stabilising  device 
would  involve  large  and  rapid  changes  in  the  level  of  interest 
rates  and,  in  consequence,  a high  degree  of  instability  in 
bond  prices  in  the  capital  market,  But  the  relative  stability 
of  bond  prices  is  a highly  important  feature  of  an  effectively 
functioning  capital  market,  and  of  the  whole  credit  mechanism 
in  a capitalist  economy.  If  bond  prices  were  liable  to  vast 
and  rapid  fluctuations,  the  speculative  risks  involved  in 
long-term  loans  of  any  kind  would  be  very  much  greater  than 
they  are  now,  and  the  average  price  which  investors  would 
demand  for  parting  with  liquidity  would  be  considerably 
hi^er.  The  capital  market  would  become  far  more  specula- 
tive, and  would  function  far  less  efficiently  as  an  instrument 
for  allocating  savings — new  issues  would  be  more  difficult 
to  launch,  and  long-run  considerations  of  relative  profit- 
ability would  play  a subordinate  role  in  the  allocation  of 
funds.  As  Keynes  said,  when  the  capital  investment  of  a 
country  “ becomes  a by-product  of  the  activities  of  a casino, 
the  job  is  likely  to  be  ill-done”.  In  addition,  since  average 
rates  of  interest  are  bound  to  be  considerably  higher,  the  rate 
of  profit  required  to  make  investment  attractive  in  the  long 
run  would  also  have  to  be  higher;  to  achieve  this  effect 
Government  policies  would  have  to  aim  at  stimulating 
consumption  at  the  same  time  as  they  i-estrained  investment. 
By  the  force  of  circumstances  rather  than  by  desi^,  a 
Government  relying  on  credit  control  for  combatting  infla- 
tionary tendencies  would  be  bound  to  stimulate  consumption 
rather  than  investment  in  times  of  inadequate  demand  (for 
political  as  well  as  for  technical  reasons)  and  would  thus 
gradually  transform  the  economy  into  one  of  high  consump- 
tion and  low  investment — ^with  all  its  undesirable  conse- 
quences on  the  long-run  rates  of  economic  growth.^  Those 
who  argue  in  favour  of  credit  policy  as  the  main  ^onomic 
stabiliser  frequently  overlook  the  fact  that  the  increased 
instability  of  interest  rates  which  is  a necessary  pre-condition 
for  the  effective  use  of  monetary  policy  as  an  economic 
regulator  can  only  be  bought  at  the  cost  of  making  the 
average  level  of  long-term  interest  rates  considerably  higher 
than  what  it  would  be  if  interest  rates  were  relatively  stable. 

The  Dangers  of  a Regime  of  Stable  Prices 

10.  High  rates  of  interest  are  not  necessarUy  inconsistent 
with  sustained  economic  growth  provided  the  inflationary  trend 
of  prices  is  maintained.  As  the  examples  of  various  Latin 
American  countries  show,  when  the  price  level  rises  by 
10  per  cent,  a year  or  more,  interest  rates  of  10  or  15  per  cent, 
are  perfectly  consistent  with  the  high  rates  of  investment 
required  to  sustain  a 3—5  per  cent,  annual  rate  of  growth  in 
the  real  national  income.  But  the  objective  of  those  who 
favour  credit  restriction  as  an  instrument  of  econornic 
control  is  not  the  maintenance  of  a steady  trend  of  price 
inflation,  but  the  attainment  of  price  stabOity;  and  when  the 
potential  rate  of  growth  is  low  the  latter  may  only  be 
reconciled  with  high  interest  rates  (or  indeed,  with  any 
attainable  level  of  interest  rates,  high  or  low)  at  the  cost  of 
economic  stagnaticin. 

11.  In  a steadily  growing  economy  the  average  rate  of 

profit  on  investments  can,  in  the  first  approximation,  be  taken 
as  being  equal  to  the  rate  of  growth  in  the  money  value  of 
the  gross  national  product  divided  by  the  proportion  of 
profits  saved.<  Thus  if  the  rate  of  growth  of  the  rnoney 
national  income  is  6 per  cent,  a year  and  if  the  proportion  of 
profits  saved  (defined  as  the  excess  of  profits  earned  over 
property  owners’  consumption)  is  40  per  cent,  (or,  alternatively, 
if  the  national  income  grows  at  7-5  per  cent.,  and  the  pro- 
portion of  profits  saved  is  50  per  cent.)  the  average  rate  of 
profit  will  be  1 5 per  cent.  To  keep  the  process  of  investment 
going,  the  rate  of  profit  must  exceed  the  (long-tenn)  inter«t 
rates  by  some  considerable  margin— a margin  that  is  all  the 
greater  the  higher  are  the  taxes  on  profits  and  income. 
Though  nobody  knows  what  the  required  minimum  margin 
is,  at  a guess  I would  put  it  at  6 — 10  per  cent,  gross  3 — 5 

per  cent,  net  (of  taxation),  so  that  a 15  per  cent,  profit  rate 
is  consistent  with  long-term  interest  rates  of  4—7  per  cent, 
or  less.  The  rate  of  growth  of  the  money  national  income  is 
the  sum  of  the  rate  of  growth  in  production  and  the  rate  of 
growth  of  prices.  Assuming  that  the  6 per  cent,  rate  of 
growth  in  the  gross  national  product  in  money  terms  is 
composed  of  a 3 per  cent,  per  annum  growth  in  production 
and  a 3 per  cent,  per  annum  rise  in  prices,  a regime  of  com- 
plete price-stability  would  cut  the  average  rate  of  profit  on 
investment  by  one-half— i.e.  to  7-5  per  cent,  in  the  above 

~Cf.  paragraphs  11— U below  for  a furtber  consideration  of  this  point. 

4For  the  derivition  of  this  roraiula  ef.  Economic  Journal,  December,  l»37, 
pp,  304—11  and  613—14. 
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example.  This  in  turn  would  only  be  consistent  with  con- 
tinued investment  and  expansion  if  the  long  term  rate  of 
interest  were  down  to  1 — 2 per  cent.  If  the  rate  of  interest 
were  higher  than  this,  the  process  of  accumulation  would 
be  interrupted,  and  the  economy  would  relapse  into  a slump. 
To  get  it  out  of  the  slump  it  would  be  necessary  to  stimulate 
the  propensity  to  consume — by  tax  cuts,  for  example — which 
would  raise  the  rate  of  profit  and  thus  restore  the  incentive 
to  invest.  If  by  such  means  the  proportion  of  profits  saved 
were  reduced  to  one  half — from  40  per  cent,  to  20  per  cent, — 
the  rate  of  profit  would  again  be  15  per  cent.,  assuming  that 
the  level  of  output;  and  thus  the  national  income  at  constant 
prices,  continues  to  grow  at  3 per  Cent,  a year.  But  the 
share  of  savings  in  income,  and  thus  the  share  of  investment 
in  output,  would  be  only  half  as  high  as  before,  hence  the 
rate  of  growth  of  the  national  product  would  neceasailiy 
become  less  than  it  was — with  the  share  of  investment  in 
output  at  one-half  of  its  previous  level  it  may  be  reduced  to, 
say,  2 per  cent,  a year.  This  in  turn  would  imply  a rate  of 
profit  of  10  per  cent.,  possibly  necessitating  a further  stimulus 
to  consumption,  a further  cut  in  the  investrnent  coefficient,  a 
further  fall  in  the  rate  of  growth  of  production,  and  so  on. 

12.  The  moral  of  this  is  that  it  is  dangerous  for  a weakly 
progressive  economy  to  aim  at  a regime  of  stable  prices  (let 
alone  at  a regime  of  falling  prices  !)  since  when  the  rate  of 
growth  of  production  is  low  (on  account  of  a stagnant  work- 
ing population,  a low  rate  of  technical  progress,  or  botW 
stable  prices  are  only  consistent  with  low  rates  of  profit  which 
may  insufficient  to  maintain  the  inducement  to  invest, 
the  latter  is  stimulated  by  measures  which  cut  down  the 
ratio  of  investmsnt  to  output  and  thereby  reduce  stUl  further 
the  rate  of  growth  of  production.  Thus  in  the  Umted 
Kingdom  the  rate  of  growth  of  the  “ real  ” gross  national 
product  in  the  period  1 9 50-57  was  3 per  cent  a year.  Thanks 
to  inflation,  the  gross  national  product  at  current  pnces 
grew  at  a rate  of  7-5  per  cent,  a year.  If  inflation  had  been 
entirely  avoided,  the  average  rate  of  profit  on  new  investment 
would  have  been  60  per  cent,  lower,  that  is  to  say,  6 per  cent, 
instead  of  15  per  cent,  (which  we  assumed  for  the  purpose 
of  this  exercise,  but  which  was  probably  not  far  off  the 
In  Germany  on  the  other  hand,  in  the  period  1950 — 57  the 
rate  of  growth  of  the  gross  national  product  at  constant 
prices  was  8-5  per  cent,  and  at  current  prices  11-5  per  cent, 
a year  This  explains  why  Germany  was  able  to  combme 
average  rates  of  profit  of  20  per  cent,  or  more  with  a 
reasonable  stability  of  prices,  and  why  interest  rat«  on 
commercial  loans  could  rise  to  10-^12  per  cent,  without 
discouraging  investment.  Indeed,  if  German  prices  had 
been  falling  by  1—2  per  cent,  per  annum,  mstead  of  nsing 
(owing  to  a failure  of  money  wages  to  nse  as  fast  as  produc- 
tivity) the  rate  of  profit  would  still  have  been  high  enou^ 
to  keep  the  process  of  expansion  going.  In  the  light  of  mis 
the  objective  of  stable  or  falling  prices  may  weU  be  regwded 
as  a luxury  which  only  fast-growing  economies  aflord. 
(We  shall  return  to  this  in  paragraphs  23—25  below). 
Credit  Policy  and  the  Creation  of  Uncertainty 

13  Before  we  leave  the  subject  of  the  modus  operandi  of 
monetary  pohcy  we  must  mention  yet  another  argument  m 
favour  of  credit  policy,  as  an  instrument  of  economic  wntrol. 
Its  advocates  would  not  dispute  the  undesirable  effects  ot 
highly  fluctuating  interest  rates;  they  would  argu^  however, 
that  the  psychological  effects  of  changes  m the  B^k  Rate 
axe  far  more  important  than  its  technical  effects;  henre  the 
nolicy  could  be  made  more  effective,  even  if  apphed  in  moderate 
doses,  provided  these  come  " at  the  ri^t  moment  and  have 
the  ri^t  kind  of  impact  on  business  psychology.  AUwd  to 
this  is  the  further  argument  that  frequent  use  of  the  Bank  rate 
mechanism  keeps  the  business  world  guessing  wnceming 
the  ultimate  intentions  of  the  monetary  authorities:  and 

this  uncertainty  makes  businesses  responsive  to  sisals 
communicated  by  the  authorities  through  changes  m the 
Bank  Rate  even  if,  on  the  basis  of  a strict  calculation  of  costs 
and  returns,  the  resulting  changes  in  interest  rates  would  not 
have  affected  their  conduct.  These  arguments  were  frequently 
used  in  support  of  a return  to  a flexible  bank  rate  policy 


in  the  early  1950’s,  but  they  have  been  much  less  prominent 
recently;  and  the  reason,  I believe,  is  that  the  expectations 
that  were  originally  entertained  concerning  the  psychological 
effects  of  even  moderate  changes  in  the  Bank  Rate  have  so 
demonstrably  been  proved  wrong  by  subsequent  experience. 

It  is  fairly  generally  recognized  now  that  the  purely  psycho- 
logical effects  of  the  changes  in  credit  policy  which  started 
in  February  1955,  and  which  were  accompanied  by  a rising 
crescendo  of  warnings  and  exhortations  by  the  Chancellor 
of  the  Exchequer  in  the  course  of  that  year  and  the  following 
year,  were  negligible.  This  does  not  prove,  of  course,  that 
the  psychological  ^ects  of  such  changes  would  be  equally 
unimportant  on  other  occasions,  but  it  does  show  that  these 
effects  are  completely  unpredictable,  and  hence  no  reliance 
can  be  plac^  on  them.*  ^ 

II.  Monetary  Policy  and  the  Problem  of  Stability 

14.  It  follows  from  the  above  reasoning  that  monetary 
and  credit  policy  represents,  at  best,  a crude  and  blunt 
instrument  for  controlling  inflationary  and  deflationary 
tendencies  in  the  economy  which  should  be  employed  only 
in  circumstances  in  which,  and  to  the  extent  to  which,  no 
superior  instrument  of  control  are  available.  In  order  to 
discover  what,  if  any,  these  circumstances  are  it  is  necessary 
to  review  briefly  the  nature  of  the  various  problems  con- 
fronting the  monetary  and  financial  authorities. 

(i)  Excessive  Pressure  of  Demand 

15.  First,  there  is  the  problem  of  an  excessive  pressure  of 
demand  for  resources  of  all  kinds  which  must  be  a reflcctioo 
of  the  expenditures  on  capital  account  exceeding  the  planned 
saving  on  income  account  (of  individuals,  businesses,  and 
public  authorities).  The  manifestations  of  this  are; — (i) 
abnormally  long,  and  lengthening  order  books  in  many 
industries;  (ii)  an  acute  shortage  of  labour  m the  majonty 
of  industries;*  (iii)  a faster  rate  of  increase  of  business 
profits  than  of  wages  and  salariw;  (iv)  a deteriorating 
relationship  between  exports  qnd  imports,  due  to  a nsmg 
volume  of  imports,  or  a falling  volume  of  exports  or  so™ 
combination  of  both.  The  remedy  must  be  sought  cither 
in  a reduction  of  capital  expenditure  or  in  an  increaM  in 
planned  savings ; and,  from  the  point  of  view  of  the  national 
interest,  there  is  generally  a strong  presumption  ui  favour 
of  policies  which  increase  savings  (i.e.  reduce  consumption) 
as  against  policies  which  involve  a reduction  of  investments. 
Unless  therefore  the  excess  pressure  of  demand  is  due  to  some 
sudden  spurt,  showing  manifest  instability  m the  level  of 
business  capital  expenditures  (of  wWch  more  below),  the 
appropriate  instrument  of  control  is  to  be  found  not  in 
monetary  but  in  fiscal  policy — ^the  more  so  as  the  latter  is 
more  predictable  and  immediate  in  its  operation  than  the 
former.* 

(ii)  Unbalanced  Growth 

16.  Secondly,  as  a variant  of  the  former,  there  is  the 
problem  of  an  excessive  pressure  of  demand  m “rta>n 
^tors  of  the  economy,  due  to  an  unbalanred  (or  disp^ 
portionate)  development  between  the  different  sectore,  whKh 
Li  persist  even  if  the  pressure  of  demand  m ^“«1  is  "ot 
excessive  in  relation  to  available  resources,  pe  standard 
example  of  this  is  the  fapre,  in 
countries,  of  the  inaease  in  the  supply  of 
narticularly  of  foodstuffs,  to  match  the  growth  of  income 
by  production.  This  leads  to  a constpt  u^aM 
pressure  of  the  price-level  of  wage-goods,  involving  periodic 
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upward  revisions  in  money  wage-rates  which  in  turn  make 
the  rise  in  costs  and  prices  ^neral  throughout  the  economy 
and  keep  up  the  upward  pressure  on  the  prices  of  wage- 
goods. 


17.  This  particular  combination  of  a demand-generated 
inflation  of  food-prices  with  a cost-generated  inflation  of 
industrial  prices  is  peculiar  to  under-developed  countries  and 
is  absent  in  developed  countries  which  either  generate  food- 
surpluses  (like  the  United  States,  Australia,  New  Zealand  or 
Canada)  or  else  possess  the  buying  power  to  satisfy  their 
excess  food  requirements  through  purchases  in  the  world 
market  (like  Britain,  Western  Germany,  Belgium  or  Switzer- 
land). But  a somewhat  analogous  situation  may  arise 
when  the  growth  in  the  capacity  of  the  export  industries  of 
“ developed  ” countries  fails  to  keep  pace  with  the  require- 
ments of  additional  imports  which  result  from  the  growth  of 
production  and  incomes  in  the  economy  in  general.  (It  is 
arguable,  e.g.  that  a policy  of  holding  back  the  expansion 
of  production  was  forced  on  Britain  in  the  last  few  years  on 
balance-of-payraents  considerations — i.e.,  on  accoimt  of  the 
fact  tlut  expansion  would  have  raised  imports,  whilst  the 
capacity  of  the  export  industries  would  not  have  permitted 
any  corresponding  increase  in  exports).  In  such  cases  over-all 
measures  of  control,  whether  throu^  credit  policy  or  fiscal 
policy,  may  be  inappropriate  or  insufBcient,  and  the  remedy 
may  have  to  be  sought  in  selective  controls  of  various  kinds 
(as  e.g.  control  over  the  ailocalion  of  investments ; the  forced 
expansion  of  investment  in  the  critical  sectors,  or  food 
rationing  when  the  driving  force  behind  the  inflation  is  the 
inadequate'  of  food  supplies,  etc.)  by  means  of  which  the 
tendencies  to  disproportionate  development  can  be  counter- 
acted or  compensated  for. 

(iii)  Wage  Inflation 

18.  Thirdly,  there  is  the  case  when  the  driving  force 
behind  the  inflation  is  an  excessive  rate  of  increase  in  money 
wages.  To  be  sure,  a continued  rise  in  money  wages  is 
invariably  involved  in  every  process  of  inflation,  since  if 
money  wages  did  not  rise,  the  rise  in  the  price-level  could 
not  continue  beyond  a certain  point,  whatever  the  nature  of 
the  forces  underlying  the  price  rise.  But  a distinction  can 
be  drawn — ^blurred  though  it  is  in  a range  of  border-line 
cases — between  a situation  in  which  the  rise  in  wages  reflects 
the  forces  making  for  the  rise  in  prices  and  one  in  which  the 
rise  in  wages  causes  the  rise  in  prices  to  take  place — i.e.,  in 
which  the  rise  in  wages  is  primary  and  the  rise  in  prices 
secondary.  In  the  former  category  belong  the  cases  (a)  when 
the  upward  revisions  in  money  wages  can  be  shown  to  be 
clearly  related  to  a prior  rise  in  the  cost  of  living  index,  as  a 
result  of  which  rea!  wages  fall  appreciably  below  some  pre- 
viously attained  level;  {b)  when  the  rise  in  wages  is  mainly  the 
result  of  the  competitive  bidding  for  labour  by  employers, 
rather  than  the  demand  for  higher  pay  by  the  workers  enforced 
through  collective  baigaining.  In  the  second  category  fall 
those  situations  in  which  the  rise  in  the  general  level  of  wages 
is  mainly  the  outcome  of  the  struggle  of  wage-earners  in 
different  industries  and  occupations  to  secure  an  improve- 
ment, or  to  prevent  a deterioration  of,  their  earnings  relative 
to  the  wages  paid  in  other  occupations — ^in  other  words, 
where  the  rise  in  the  general  wage  level  is  largely  a by-product 
of  coimtervailing  pressures  acting  on  the  scale  of  relative 
wages.  In  the  latter  situation  the  rise  in  prices  is  mainly  the 
consequence  of  the  rise  in  costs  (matched  by  the  increase  in 
monetary  demand  resulting  from  the  rise  in  incomes)  and 
not  of  the  excessive  pressure  of  demand  pulling  prices 
upvvards.  A wage  inflation  of  the  first  category  is  but  a 
particular  aspect  of  the  “ demand  inflation  ” discussed  above, 
and  calls  for  Ae  same  remedies.  A wage  inflation  of  the 
second  category,  however,  is  not  one  that  can  be  expected 
to  be  cured  by  restrictions  of  demand — not  unless  the  restric- 
tion is  carried  to  the  point  of  such  heavy  unemployment  that 
the  wage-earners  in  any  particular  industry  are  unable  to 
hold  out  for  higher  wages  on  account  of  the  competition  of 
unemployed  workers.' 

19.  Some  economists  hold  that  the  wage  inflation  of  the 
post-war  period  was  mainly  the  reflection  of  a demand- 
inflation — of  the  competition  between  employers  for  scarce 
labour — and  would  not  have  taken  place  if  demand  had  been 
damped  down  to  more  reasonable  levels.  They  cite  as 


rtes  a.ssert«il  ibat  with  a tight  credit  poli^ 


to  grant  wage  increases  or  to  pass  on  higher  wage  costs  in  hi^er  prices  a 
tbercTore  oner  Tar  greater  resistance  to  demands  for  higher  wa^.  This  is 
fallacious.  Tight  credit  policy,  if  sufficiently  severe,  will  force  ample! 
reduce  their  rate  oT  investment,  and  possibly  even  to  disinvest,  But 
their  willingness  to  grant  wage  increases,  nor  their  ability  to  pass  on  highe 
in  the  form  of  higher  prices  will  be  cBrecily  affected  by  .it — any  such  effect 
indirect,  and  dependent  on  a prior  reductron  in  the  scale  of  operations. 


evidence  for  this  the  fact  that  in  a number  of  post-war  years 
the  rise  in  earnings  was  greater  than  the  rise  in  wages — ^whi^ 
provides  a certain  indication  that  the  actual  wage  rates  paid 
in  a number  of  industries  were  above  the  negotiated  levels. 
Even  if  it  is  admitted  that  in  times  of  acute  labour  shortage 
wages  tend  to  rise  above  the  negotiated  levels,  it  does  not 
follow  that  the  rise  in  the  negotiated  levels  themselves  would 
have  been  avoided  or  lessened  if  the  pressure  of  demand  had 
been  smaller  (and  it  must  be  remembered  that  the  rise  in  the 
official  wage  rates  accounted  for  much  the  greater  part  of 
the  total  increase  in  wages).  Equally  it  does  not  follow  that 
if  the  rise  in  official  wages  had  been  smaller  the  element  of 
“ wage  slide  ” (the  excess  of  actual  wages  over  negotiated 
wages)  would  have  been  substantially  greater. 

20.  Other  economists  would  agree  that  the  wage  inflation 
is  of  the  second  category  rather  than  of  the  first.  They  would 
maintain,  however,  that  a fairly  moderate  reduction  in  the 
level  of  economic  activity  might  reduce  the  pressure  for  wage 
increases  sufficiently  to  prevent  the  rate  of  increase  in  wages 
exceeding  the  rate  of  increase  in  productivity.  Assuming 
that  there  is  a “ break-even  point” — ^for  wages — at  a level  of 
unemployment  which  is  not  too  large  (say,  of  the  order  of 
2 — 3 per  cent),  it  is  argued  that  the  loss  of  production  due 
to  a lower  level  of  activity  would  not  be  large  either;  and 
provided  the  economy  could  be  kept  growing  and  produc- 
tivity rising  in  the  same  way  as  under  conditions  of  full 
employment,  the  long-run  benefits  in  increased  economic  and 
monetary  stability  would  be  botind  to  outweigh  the  once-and- 
for-all  cost  in  terms  of  lower  output. 

21.  As  will  be  suggested  in  the  following  paragraph,  there 
is  no  evidence  to  show  that  a moderate  degree  of  unemploy- 
ment would  suffice  to  reduce  the  rate  of  increase  in  money 
wages  to  levels  consistent  with  cost  and  price  stability.  But 
assuming  that  this  would  in  fact  be  the  case  there  is  still  the 
question  whether  it  would  be  possible  to  run  an  economy  at 
a consistently  moderate  level  of  unemployment;  and  whether 
such  under-employment  equilibrium  would  be  consistent 
with  a satisfactory  rate  of  growth  of  production  year  by  year. 
In  the  first  place,  there  is  the  question  whether  an  under- 
employment equilibrium  where  the  general  level  of  produc- 
tion is  limited  by  effective  demand,  and  not  by  the  scarcity 
of  available  resources,  is  at  all  stable  except  under  conditions 
in  which  the  level  of  production  is  stationary.  For  when  the 
forces  making  for  economic  expansion  are  powerful  enough 
to  cause  the  level  of  production  to  grow  from  year  to  year, 
they  will  be  powerful  enough  also  to  cause  an  expansion  of 
activity  which  eliminates  non-frictional  unemployment. 
Contrariwise,  when  the  restraints  on  demand  are  powerful 
enough  to  prevent  an  increase  in  activity  to  the  full  employ- 
ment level,  they  will  be  powerful  enough  also  to  put  a damper 
on  investment  and  on  the  growth  of  productivi^.  For  these 
reasons  it  may  not  be  possible  to  run  a growing  economy 
at  half-cock.  In  the  second  place,  there  is  the  question 
whether  the  prospective  rate  of  profit  in  an  economy  of  stable 
prices  would  be  attractive  enough  (relative  to  the  market 
rate  of  interest)  to  keep  the  process  of  investment  and  expan- 
sion going. 

22.  Table  I (in  the  Aimex)  summarises  the  experience 
with  regard  to  money  wages,  the  cost  of  living,  industrial 
production  and  productivity  over  the  last  six  years  of  twelve 
mainly  industrial  countries,  arranged  in  descending  order  of 
magnitude  of  wage  inflation.  On  the  evidence  of  these 
figures  there  appears  to  be  little  connection  between  ffie 
magnitude  of  the  wage  inflation,  changes  in  the  cost  of  living 
or  apparent  changes  in  productivity;  nor  does  there  appear 
to  be  any  close  relationship  between  the  level  of  unemploy- 
ment and  the  rate  of  increase  in  money  wages.  Thus  the  rate 
of  increase  in  money  wages  was  approximately  the  same  in. 
the  United  Kingdom  as  in  Denmark  and  Austria,  though  in 
the  former  non-agricultural  unemployment  was  most  of  the 
time  around  1 '3  per  cent.,  while  in  the  latter  two  countries 
it  was  around  5 per  cent.  The  fact  that  ten  out  of  these 
twelve  countries  experienced  wage  increases  of  around  30 — 50 
per  cent,  in  the  six  years,  or  say,  5 — 7 per  cent,  per  annum, 
rather  tends  to  suggest  that  there  is  a certain  inherent  momw- 
tum  in  the  rise  of  the  wage  level  in  an  advancing  industrial 
community  which  is  fairh'  insensitive  to  changes  in  living 
costs  or  the  growth  of  productivity.  Thus  Germany  (with 
48  per  cent.)  and  the  United  Kingdom  (with  43  per  cent.)  had 
a fairly  similar  experience  with  w^e  inflation  although  the 
rise  in  the  cost  of  living  was  6 per  cent,  in  Geimany  and 
29  per  cent  in  the  United  Kingdom,  whilst  the  rise  in  pro- 
ductivity was  31  per  cent,  in  the  former  and  only  1 1 per  cent, 
in  the  latter.  The  fact  that  three  of  the  countries  near  the  top , 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


131 


20.  Mr.  Nicholas  Kaldc«. 


[Cotuinued 


of  the  scale  (France,  Sweden  and  Norway)  were  countries  of 
a very  low  rate  of  unemployment,  whereas  the  three  countries 
at  the  bottom  of  the  scale  (Italy,  the  United  States  and 
Belgium)  had  relatively  high  rates  of  unemployment  lends 
some  support  to  the  view  that  wage  increases  tend  to  be 
rather  more  moderate  with  unemployment  rates  of  3 — 5 per 
cent,  than  with  unemployment  rates  of  1 — li  per  cent.  But 
even  with  the  latter  group,  the  rise  in  wages  was  greater  than 
what  would  have  been  consistent  with  price  stability,  and 
there  were  countries  such  as  Germany,  Austria  and  Denmark 
which  combined  high  rates  of  wage  inflation  with  relatively 
high  rates  of  unemployment.^ 

23.  The  common  feature  of  all  these  countries  has  been 
that  they  were  expanding  economies  during  the  period  under 
consideration;  their  investment  sufficed  for  an  expansion  of 
productive  capacity,  and  the  system  operated  so  as  to  produce 
a growth  in  demand  (in  real  terms)  adequate  to  match  the 
growth  in  the  capacity  to  produce.  The  fact  that  most  of  them 
show  annual  wage  increases  in  excess  of  5 per  cent,  per  annum 
may  be  no  accident  therefore:  if  the  argument  in  paragraphs 
11  and  12  above  is  correct,  a 5 — 6 per  cent,  annual  increase 
in  the  money  value  of  the  gross  national  product — which 
presupposes  a similar  rale  of  increase  in  the  total  wages 
bill — is  necessary  in  order  to  secure  a rate  of  profit  on  invest- 
ment high  enou^  to  maintain  the  process  of  capital  accumula- 
tion and  continued  expansion. 


24.  In  the  circumstances  of  Britain  in  the  1950’s  annual 
wage  increases  of  thig  order  were  not  consistent  with  the 
stability  of  the  price-level  since  the  growth  in  total  production 
was  ordy  of  the  order  of  3 per  cent.  If,  however,  our  reason- 
ing in  paragraphs  11  and  12  is  correct,  it  would  have  been 
futile  to  compress  the  growth  in  aggregate  money  incomes 
to  3 per  cent,  a year:  since  at  that  rate  full  employment  and 
economic  growth  might  not  have  been  maintained. 

25.  The  basic  malaise  of  the  British  economy  is  thus  seen 
to  have  been  the  slow  rate  of  growth  in  productivity  and  total 
production.  Given  this  basic  limitation,  a certain  degree  of 
inflation  (in  my  opinion)  could  not  have  been  avoided — or 
rather,  it  could  only  have  been  prevented  at  the  cost  of 
jeopardizing  the  modest  annual  improvement  actually 
attained.  The  unsatisfactory  rate  of  economic  growth  since 
1951— as  Table  I shows,  the  United  Kingdom  has  shown  by 
far  the  lowest  rate  of  growth  of  productivity  dumg  the 
period — ^is  variously  attributed,  by  different  authorities,  to 
the  “over-loading”  of  the  British  economy,  to  excessive 
outlays  on  defence,  on  foreign  investment  or  on  the  social 
services;  to  the  effects  of  the  “new”  monetary  policy 
itself  in  putting  a brake  on  expansion  just  as  it  was  gathering 
momentum;  and  finally,  to  the  low  “ technical  dynamism  ” 
of  those  in  charge  of  British  industry,  and  the  lack  of  com- 
pulsion (due  to  the  absence  of  effective  competition  etc.)  to 
introduce  technical  improvements. 


26.  My  own  view  would  incline  towards  the  latter 
explanation.  No  doubt  productive  investment  in  Britain  has 
been  highly  inadequate  in  relation  to  her  competitors,  such 
as  Germany,  Japan,  France  or  Italy  (the  extent  of  this 
inadequacy  is  understated  by  comparisons  of  over-all  percen- 
tages of  investment  since  U.K.  investment  tends  to  more 
concentrated  on  “ unproductive  ” fields  such  as  housing)  but 
it  is  difficult  to  treat  this  as  more  than  a symptom  of  the 
malaise.  If  British  entrepreneurs  had  been  keener  on  expan- 
sion and  innovation,  the  resources  for  the  needed  additional 
investments  could  no  doubt  somehow  have  been  found;  it 
was  certainly  not  the  lack  of  financial  resources  which  held 
them  back.®  In  an  economy  where  labour  is  fully  employed, 
and  where  the  expansion  of  the  working  population  is  smaU, 
the  level  of  industrial  investment  tends  to  be  limited  by  the 
speed  of  adaptation  to  new  techniques— by  the  rate  at  which 
rhangp.  can  be  absorbed  into  the  economic  system. 
It  would  go  beyond  the  scope  of  this  paper— and  also,  I 
believe  of  the  Committee’s  terms  of  reference— to  examme 
the  historical,  sociological  or  institutional  factors  which  make 
the  majority  of  British  business  men  less  alert  and  more 
sluggish  in  their  reactions  than  some  of  their  competitors  in 
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Other  countries.  But  it  is  here,  I feel,  rather  than  in  the 
operation  of  the  monetary  and  financial  systan,  or  in  the 
strength  of  the  competing  claims  on  the  national  resources, 
that  we  must  look  for  the  basic  cause  of  our  unsatisfact<ny 
rate  of  economic  progress. 


(iv)  Fluctuations  of  Investment  in  Stocks 
27.  Finally,  there  is  the  problem  of  the  instability  in 
demand  due  to  fluctuations  in  investment,  particularly 
investment  in  stocks.  As  the  official  national  income 
estimates  show  the  variation  of  investment  in  stocks  has 
been  the  really  unstable  element  in  the  British  economy  since 
the  war.  These  variations  have  largely  reflected  changing 
expectations  concerning  price  movements  and  they  were 
largely  responsible  (in  the  period  1948 — 1952  at  any  rate)  for 
the  instability  in  the  balance  of  payments.  While  the  average 
amount  of  these  investments  has  been  relatively  small  (in 
relation  to  investment  in  fixed  capital)  the  annual  swings 
have  been  relatively  large;  and  it  can  be  said  that  until  the 
re-establishment  of  a flexible  monetary  policy  at  the  end  of 
1951  the  Government  had  no  real  weapon  at  its  disposal  for 
controlling  the  rate  of  investment  in  stotiks  which  was  in  any 
way  analogous  to  the  instrument  of  control  of  fixed  invest- 
ment, such  as  the  licensing  system  and  accelerated  deprecia- 
tion allowances,  not  to  sp^  of  taxation  of  various  kinds  for 
controlling  consumption.  Indeed,  it  is  difficult  to  conceive 
of  a technique  for  stabilising  the  rate  of  investment  in  stocks 
other  than  the  institution  of  buffer  stocks  or  credit  policy. 
The  operation  of  buffer  stocks  requires  intemationai  action 
in  most  cases.  But  within  limits  at  any  rate  it  should  be 
possible  to  stabilize  national  investment  in  inventories  through 
credit  policy.  High  short-term  interest  rates,  subj^  to  the 
limitations  mentioned  in  paragraph  4 above,  discourage 
investment  in  stocks,  and  vice  versa.  A sudden  re-stocking 
boom  such  as  fiiat  which  followed  the  outbreak  of  the  war 
in  Korea,  is  invariably  associated  with  a sudden  increase 
in  the  demand  for  bank  overdrafts.  If  through  appropriate 
measures  of  control  such  an  expansion  can  be  prevented,  the 
rise  in  inventory  investment  would  undoubtedly  be  curbed; 
indwd.  with  sufficiently  stringent  measures  of  financial  dis- 
couragement, it  might  be  prevented  altogether. 


28.  There  are  two  conclusions  to  follow  from  this  ail- 
ment. The  first  is  that  the  function  of  credit  control  should 
be  sought  in  stabilising  investment  in  st«ks  (i.e.  in  offMtting 
spontaneous  tendencies  to  instability  in  inventory  inv«t- 
ment),  and  not  in  the  control  of  investment  in  fixed  capital 
or  the  control  of  consumption  which  can  far  more  appr^ 
priately  be  secured  by  other  instruments.  _ Hence,  it  is  the 
regulation  of  short-term  interest  rates  which  is  iinportant, 
and  not  the  variation  in  bond  yields — since  manufacturers 
and  traders  are  unlikely  to  borrow  on  long-term  for  increa^g 
their  investment  in  liquid  assets,  though  they  sometimes 
operate  the  other  way  round.  Secondly,  while  the  quantita- 
tive control  of  bank  credit  may  prevent,  or  at  least  hinder, 
increased  investment  in  stocks  by  that  part  of  the  biainess 
community  which  is  dependent  on  bank  cr^t,  it  not 
have  the  same  discouraging  effect  on  carrying  stot^  as  a 
general  increase  in  short-term  interest  rates.®  This  is  partly 
because  as  we  have  seen  (page  148,  note  1)  the  Inmtation 
of  advances  by  the  clearing  banks  may  lead  to  increa^ 
trade-credit  or  increased  lending  by  other  finanaal  i^titu- 
tions;  partly  also  because  putting  pressi^  on  one  sector  <m 
the  trading  community — i.e.  the  one  dependent  on  bs^ 
overdrafts — cannot  be  as  effective  as  an  induc»n«it  extended 
to  all.  I am  a little  dubious  therefore  of  the  vanous  sug^ 
tions— i.e.  the  re-introduction  of  T.D.R.’s  or  a varubie 
minimum  liquidity  ratio— for  operating  aedit  polity  on 
the  cheap,”  so  to  speak,  which  aim  at  making  creffit  control 
effective  without  invoking  the  rise  in  short-term  borrowing 
or  lending  rates. 

29.  This  is  not  to  suggest  that  varying  short-teim  intemt 
rates  is  a sensitive  or  dependable  instrument.  In  times  whm 
price  expectations  are  very  volatile  (and  this  in  turn  can  only 
ensue  from  past  experience  of  instabihty)  the  change  m 
interest  rates  required  to  compensate  for  the  changmg  md^ 
ments  to  hold  stocks  may  have  to  be  “wre.  IM 

actual  change  in  the  amount  of  investment  of  both  fi^  and 
circulating  capital  in  the  ten  y^rs  1948—57  is  m 
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in  the  quinquennium  1953 — 57.  The  greater  stability  of 
short-term  investment  in  the  latter  period  might  at  first  be 
regarded  as  an  achievement  of  credit  policy;  however,  as 
Table  111  shows,  world  prices  were  remarkably  stable  in  the 
period  1953 — 57  whereas  they  were  highly  unstable  in  the 
period  1948—52.  The  incentives  to  instability  which  existed 
in  the  former  period  were  thus  absent  in  the  latter  and  it  is 
therefore  not  possible  to  say  how  much  credit  is  to  be  given 
to  the  new  credit  policy — how  the  new  policy  would  have 
coped  with  the  kind  of  situation  which  emerged  in  1951  and 
1952  and  which  has  not  recurred  in  later  years. 


30.  The  best  guarantee  against  vast  potential  fluctuations 
of  investment  in  stocks  is  an  international  buffer  stock 
s^eme  which  would  confine  fluctuations  in  world  commodity 
prices  within  moderate  limits.  Failing  this  monetary  policy 
can  and  should  be  used  to  moderate  these  fluctuations 
though  one  cannot  feel  entirely  confident  of  the  promptness 
and  efficacy  with  which  it  can  be  made  to  operate. 


King’s  College, 
Cambridge 
June  23rd,  1958 


ANNEX 
TABLE  I 

Wages,  Prices,  Production  and  Productivitv  in  Selected  Countries  in  1957 
1951  = 100 


Country 


Wages  Cost  of  Industrial 
Living  Production 


Percentage 

Productivity'  of  non-agric. 

unemployment 
in  1957= 


Japan 

France 

Sweden 

Norway 

Germany  . . 

Austria 

United  Kingdom 
Denmark  . . 
Netherlands 
Italy. . 

U.S.A. 

Belgium 


169  121  231 
158  118  145 
149  124  117 
148  124  134 
148  106  172 
144  126  151 
143  129  118 
142  118  115 
138  115  138 
138  113  155 
130  108  119 
130  107  119 


174  2.5 

145  0.7 

117  1.2 

128  1.3 

131  3.4 

132  5.1 

111  1.3 

115  4.8 

131  1.4 

142  ll.U 

121  4.3 

118  3.5 


Ratio  of  Percentage  Change  in  Manufacturing  Production  to  Percentage  Change  in  Manu- 
facturing Employment. 

Unemployment  outside  agriculture  as  percentage  of  wage  and  salary  earners  outside 
agriculture. 


= Percentage  of  occupied  labour  force  outside  agriculture. 

Source  : I.M.F.  International  Financial  Statistics,  June  1958. 

E.C.E.  Economic  Survey  for  Europe  in  1957,  Ch.  II,  Table  6, 
U.N.  Monthly  Bulletin  of  Statistics. 


Changes  in  Fixed  Capital  Formation  and  in  Physical  Increase  in  Stocks 
AS  COMPARED  WITH  PRECEDING  YEAR,  UNITED  KINGDOM,  1948 — 57 
£ million 


At  1948  prices 
Fixed  capital  formation 
Private  (esL) 

Public  (est.) 

Total 

Physical  increase  in  stocks 
Private  (est.) 

Public  (est.) 

Total 


At  current  £.’s 

Fixed  capital  formation 
Private  . . 

Public 

Total 

Physical  increase  in  stocks 

Private 

Public 

Total 

Balance  of  Trade 

Estimates  in  brackets  are  provisional. 
Source  ; C.S.O. 


1948 

1949 

1950 

1951 

1952 

1953 

1954 

1955 

1956 

1957 

40 

-60 

-30 

80 

160 

160 

80 

80 

. 190 

90 

40 

70 

60 

100 

-10 

-40 

10 

40 

, . 120 

140 

80 

10 

30 

180 

150 

120 

90 

120 

-170 

-60 

330 

-350 

80 

90 

130 

-130 

(100) 

..  50 

60 

-190 

26U 

-40 

10 

-150 

60 

60 

(20) 

. . -180 

-no 

-250 

590 

-390 

90 

-60 

190 

-70 

(120) 

55 

60 

20 

50 

no 

205 

275 

190 

170 

..  230 

95 

60 

170 

170 

140 

-20 

15 

85 

. . 230 

150 

120 

190 

220 

250 

185 

290 

275 

270 

. . -190 

-170 

-60 

480 

-575 

175 

140 

185 

-165 

145 

. . 35 

60 

-215 

305 

50 

-100 

-215 

90 

90 

30 

. . -155 

-no 

-275 

785 

-525 

75 

-75 

275 

-75 

175 

..  390 

100 

80 

-570 

670 

-120 

40 

-210 

320 

-10 
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TABLE  III 


Percentage  chances  in  Prices  compared  with  previous  year 
IN  THE  United  Kingdom 


1948  1949 

BoaxdofTradeWhoIesalePrices  14  5 

U.N.  World  Exports 

(sterling  prices)  . . 8 3 

Imports — goods  and  services  . . 8 2 

Wage  Rates  (weekly)  . . . . 5 3 

Retail  Prices  (C.S.O.)  . . . . 8 3 


1950  1951 

14  22 

22  19 

16  28 

2 8 

3 9 


1952  1953  1954  1955  1956  1957 
3—1331 


-3 

-5 


9 


5 

3 


-1 


4 8 

2 5 


Sources  : Annual  Abstract  of  Statistics 
U.N.  Bulletin  of  Statistics. 


21.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  W.  T.  C.  KING 


Techniques  of  Credit  Control 

1.  Except  for  some  comments  on  financial  statistics  in  its 
final  paragraph,  this  Memorandum  is  confined  to  the  sugges- 
tion put  to  me,  that  I should  give  “ views  on  possible  alterna- 
tive techniques  of  monetary  control  ” — and  necessarily,  as 
I assume,  also  on  the  worth  of  existing  techniques.  The 
exposition  has  been  mainly  confined  to  technical  and  practical 
issues,  as  distinct  from  underlying  points  of  economic  theory. 
But  one  general  proposition  requires  emphasis  (paragraphs 
2—5). 

Importance  of  Market  Techniques 

2.  There  is,  in  my  judgement,  one  consideration  of  over- 
riding importance  that  needs  to  be  kept  constantly  in  mind 
in  any  study  of  this  problem.  The  essential  characteristic  of 
monetary  techniques  of  regulating  the  economy  is  that  they 
operate,  more  or  less  flexibly,  through  market  mechanisms, 
and  thus  tend,  to  the  extent  that  they  are  successful,  to  bring 
aggregate  demand  and  aggregate  supply  into  equilibrium. 
This  sharply  distinguishes  them  from  so-called  physical  or 
direct  controls,  including  direct  controls  applied  through  the 
monetary  system  itself,  such  as  the  “ directive  ” control  over 
bank  advances.  Direct  controls  impinge  upon  particular 
forms  of  demand,  and  thus  tend  to  alter  the  pattern  of 
demand  rather  than  its  aggregate  amount,  without  promoting 
a general  equilibrium.  For  this  reason  the  monetary  tech- 
niques are  indispensable  for  the  regulation  of  a free  economy. 

3.  Since  the  virtue  of  these  techniques  is  that  they  are 
market  techniques,  the  first  test  to  be  appiied  to  any  suggested 
alternative  should  be,  “ Will  it  strengthen,  or  weaken,  the 
market  mechanisms  through  which  the  essential  existing 
f^hnigiiAs  Operate  ? ” These  are  delicate  mechanisms,  and 
any  damage  to  them  will  not  be  easy  to  make  good. 

4.  If  the  control  that  can  at  present  be  exercised  by  the 
monetary  authorities  is  judged  to  be  inadequate,  it  will  in 
my  view  be  wiser  to  look  first  to  improvements  in  existing 
techniques  and  to  measures  to  increase  the  flexibility  of  the 
money  and  capital  markets,  even  if  any  such  changes  appear 
to  be  relatively  modest  ones,  rather  than  to  launch  into 
ambitious  reforms  if  these  would  involve  risk  of  damage, 
conceivably  irreparable  damage,  to  tlie  market  apparatus. 
It  would  become  justifiable  to  run  such  risks  only  after  it  had 
been  reasonably  established,  by  due  efforts  at  improvement 
and  adequate  trial,  that  the  then  existing  market  system  of 
control  was  not  equal  to  the  tasks  properly  expected  of  it. 

5.  Some  of  the  suggested  “ alternatives  ” that  have  been 
most  widely  discussed  in  recent  years,  notably  the  device  of 
empowering  the  monetary  authority  to  prescribe  and  vary 
at  its  discretion  the  minimum  liquidity  ratios  of  the  com- 
mercial bahks,  or  to  compel  those  banks  to  accept  non- 
liquid or  non-marketable  securities  in  place  of  liquid  ones, 
require  especially  careful  examination  by  reference  to  this 
test. 

Mechanism  of  Market  Techniques 

6.  Market  techniques  of  control  are  those  that  operate 
through  or  upon  the  rate  of  interest  in  the  money  market 
and/or  in  the  gilt-edged  market,  and  thereby  influence  the 
total  amount  of  bank  credit  (aggregate  bank  deposits). 
Partly  through  that  process,  and  partly  through  repercussions 
on  the  structure  of  interest  rat«  as  a whole,  they  influence 
the  liquidity,  and  the  liquidity  preferences,  of  the  public. 


7.  According  to  my  underatanding,  all  such  techniques — 
the  traditional  as  well  as  the  more  recent — influence  the  total 
amount  of  bank  credit  by  producing  changes  in; 

(а)  the  liquidity  ratios  of  the  banks  (ratios  to  gross  deposits 
of  cash  plus  short  money  plus  Treasury  and  com- 
mercial bifls)  or  in 

(б)  the  banks'  views  about  the  desirable  level  of  such 
ratios. 

If  a bank  feels  that  it  must  improve  its  liquidity  ratio,  and  yet 
is  unable  to  increase  its  share  of  the  total  supply  of  liquid 
assets,  it  is  obliged  to  reduce  its  “ risk  ” assets,  by  selling 
bonds  and/or  adopting  a more  cautious  advances  policy.  If 
the  ratio  is  regarded  as  at  a minimum,  then  any  addition  to 
the  total  of  outstanding  advances  has  to  be  finanred  by  sales 
of  investments. 

8.  In  either  case,  the  more  adverse  the  terms  on  which 
the  banks  can  sell  investments  the  more  will  they  tend  to 
tighten  their  advances  policy  so  as  to  minimise  such  sales. 
Siniilarly,  the  more  a bank  fears  a continuance  or  worsening 
of  difficult  conditions  in  the  gilt-edged  market,  the  higher 
the  liquidity  ratio  it  will  seek  or  be  prepared  to  keep.  It  is 
important  to  avoid  under-rating  the  role  of  the  interest  rate 
in  both  these  contexts,  as  has  been  done,  I venture  to  suggest, 
in  the  shaping  of  some  of  the  policies  of  recent  years,  and  in 
much  recent  discussion  of  possible  new  techniques. 

Weakening  of  Traditional  Techniques 

9.  The  traditional  techniques  work  mainly  through  the 
short-term  market ; by  var;^g  the  interest  rate  in  that  market 
they  iiffiuence  bank  liquidity  by  altering  the  distribution  as 
well  as  the  total  supply  of  liquid  assets. 

10.  This  influence  on  short  rates  is  exerted  by: 

(a)  The  Bank  Rate.  Since  this  governs  the  terms  on  which 
the  Bank  of  England  will  supply  additional  •*  bank 
cash  ” as  lender  of  last  resort,  it  has  become  the  basis 
for  some  market  rates  and  exerts  a strong  influence  on 
others.  That  influence  can  be  varied  by  varying  the 
extent  to  which  the  market  has  (or  fears  it  may  have) 
to  borrow  at  last  resort. 

{b)  Open  Market  Operations  by  the  Banking  Department 
of  the  Bank  of  England  are  the  means  of  producing 
such  variations;  sales  or  purchases  of  securities  for 
tighten  or  relax  the  pressure  on  market  rates. 
Since  the  great  majority  of  such  operations  nowadays 
serve  only  the  passive,  routine  purpose  of  “ smoothing 
out  ” technical  dislocations,  it  needs  to  be  emphasised 
that  these  open  market  operations  for  cash  can  serve 
a positive  “ policy  ” purpose  only  when  they  bring 
about  a change  in  rates.  There  is,  I suggest  below, 
some  scope  for  improving  the  technique  in  this 
respect,  (Paragraph  18). 

11.  A rise  in  market  discount  rates  relative  to  other  short 
rates  brou^t  about  by  the  above  devices  will  tend  to  squeeze 
the  liquidity  of  the  deposit  banks  to  the  extent  that  it:— 

(i)  causes  a reduction  in  the  offerings  of  bills  in  London 
from  overseas  centres ; 

(ii)  leads  overseas  banks  in  London  to  retain  in  portfolio 
commercial  bills  that  would  otherwise  have  been  sold; 

(ill)  causes  a reduction  in  the  actual  creation  of  commercial 
bills,  by  inducing  merchants  and  othen  to  work  to 
closer  margins  of  stocks; 
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(iv)  mduoes  customers  of  the  banks  to  withdraw  deposits 
for  employment  in  (Treasury)  bills; 

(v)  encourages  merchant  banlfS  and  other  “ outside  ” 
financial  houses  to  bid  for  deposits  for  employment  in 
bills. 

In  general,  these  processes  reduce  liquidity  ratios  by  reducing 
ha  nlf  deposits  and  money  market  assets  by  roughly  equal 
amounts. 

12.  Because  of  liie  steep  decline  that  has  occuned  in  the 
proportion  of  bank  liquid  assets  represented  by  commercial 
bills,  the  significance  of  the  first  three  processes  described 
above  has  greatly  diminished.  Regulation  of  bank  liquidity 
by  Bank  rate  and  traditional  open  market  operations  thus 
has  to  depend  mainly  on  (iv)  and  (v)  above. 

13.  These  two  processes  that  alter  the  distribution  of 
liquid  assets  appear  to  be  less  dependable  than  those  that 
alter  their  aggregate  amount.  To  exert  an  increasing  pressure 
by  these  means  may  require  a continued  widening  of  the  rate 
differentials  (e.g.  between  bill  rates  and  clearing  bank  deposit 
rates).  Moreover,  in  certain  circumstances,  an  effort  to 
intensify  the  pressure  on  liquidity  ratios  might  be  self- 
defeating,  at  least  for  a time:  persons  or  businesses  that  have 
switched  from  deposits  into  bills  in  the  early  phase  of  pressure 
mi^t  be  forced  to  reverse  the  process  as  the  squeeze  took  its 
grip  upon  the  economy. 

Need  for  Money  Market  Flexibility 

14.  It  has  been  argued  on  these  grounds  that  regulation 
of  money  market  rates  (whether  by  Bank  rate  or  by  open 
market  operations)  is  no  longer  of  any  real  value  as  a means 
of  regulating  liquidity  ratios.  I regard  this  as  a much 
exaggerated  view.  To  achieve  a given  degree  of  restraint  by 
this  technique  may  now  require  a larger  movement  of  rates 
than  formerly  was  needed  (and,  in  some  instances,  conceivably 
a larger  one  than  might  be  regarded  as  practicable) ; but  a 
rise  in  rates  will  still  tend  to  produce  restraint,  if  not  by 
actually  affecting  bank  liquidity  ratios,  then  by  increasing 
the  desire  for  liquidity. 

15.  Other  market  techniques  of  regulating  bank  liquidity 
have  been  developed  in  recent  years  (paragraph  21),  and 
unquestionably  they  axe  needed ; but  they  should  be  regarded 
as  complementary  to,  rather  than  as  substitutes  for,  appro- 
priate action  in  the  money  market.  No  system  of  control  by 
market  techniques  can  in  my  judgement  work  satisfactorily  if 
an  attempt  is  made  to  insulate  any  important  sector  of  the 
market  from  the  tendencies  in  any  other  sectors.  The  more 
flexible  the  market  is,  the  more  surely  will  arbitra^  pro- 
cesses establish  “ read  ” as  distinct  from  psychological  or 
conventional  links  between  rates  in  the  money  and  in  the 
gilt-edged  markets,  and  between  money  market  rates  and 
those  charged  or  allowed  by  the  clearing  banks  to  their 
customers. 

1 6.  An  improvement  in  the  flexibility  of  the  money  market 
would  increase  the  effectiveness  of  monetary  control  in 
general  and  of  the  traditional  techniques  in  particular,  The 
aim  should  be  to  extend  so  far  as  practicable  the  proportion 
of  total  short  term  borrowing  and  lending  transactions  that 
are  actually  settled  in  a competitive  market,  and  to  reduce 
practices  that  tend  to  prevent  the  natural  fluctuation  of  rates. 

17.  The  following  possibilities  may  merit  study  for  the 
first  of  these  purposes: 

(a)  Since  1955  a considerable  number  of  individuals  and 
businesses  have  become  purchasers  of  Treasury  bills 
and  have  become  “ rate-conscious  ” in  the  employment 
of  their  short  term  surpluses.  This  process  deserves 
maximum  encouragement.  Should  private  applicants, 
for  amounts  beyond  a prescribed  minimum,  be  per- 
mitted to  tender  for  Treasury  bills  ? 

(i)  On  the  borrowing  side,  the  new  rules  for  P.W.L.B. 
facilities  appear  to  have  had  the  effect  of  driving  local 
authorities  to  an  important  extent  into  the  competitive 
market  for  short  term  as  well  as  long  term  funds. 
Processes  of  this  kind  may  have  the  healthy  effect  of 
brin^g  money  market  institutions  into  direct  com- 
petition with  the  clearing  banks,  in  terms  of  rates,  for 
certain  types  of  advances  business. 

(c)  To  increase  this  sort  of  competitiveness  it  is  worth 
encouraging  commercial  financing  through  acceptance 
credits — even,  perhaps,  at  liie  cost  of  relaxing  some 
of  the  time-honoured  precepts  (e.g.  that  such  fimnce  is 
not  really  appropriate  for  stocks).  If  the  amount  of 


such  financing  were  to  be  considerably  enlarged,  there 
would  be  some  further  advantages.  Given  a little 
ingenuity,  the  central  bank  would  be  able  to  revive  an 
almost  atrophied  instrument  of  control-— its  power,  in 
its  role  of  lender  at  last  resort,  to  reject,  or  apply 
(hfferential  rates  to,  particular  varieties  of  commercial 
paper. 

18.  In  spite  of  the  increase  in  flexibility  achieved  since 
1951,  several  impediments  to  the  free  fluctuation  of  rates 
survive  from  the  long  era  of  rate-pegging.  In  that  era  the 
Bank  of  England  was  obliged  to  intervene  to  supply  auto- 
matically, and  at  market  rates,  any  deficiency  of  cash  in  the 
market.  Now,  although  rate-pegging  is  no  longer  intended, 
the  Bank  is  still  obliged  to  intervene  constantly  to  neutralise 
the  technical  and  fortuitous  dislocations  that  would  otherwise 
be  caused  by  the  very  large  operations  on  Government 
account.  The  fact  that  open  market  operations  are  needed 
for  this  passive  purpose  has,  I think,  been  allowed  to  impair 
their  value  for  positive  purposes.  When  the  market  has  to 
borrow  at  Bank  rate  baause  of  the  insufficiency  of  official 
“ aid,”  it  is  often  in  doubt  whether  the  sanction  was 
deliberately  applied  or  was  merely  the  result  of  official  mis- 
calculation. The  Bank  could  avoid  such  ambiguity,  and  make 
its  control  more  sensitive,  by  deliberately  varying  the  rates  for 
open  market  dealings  e.g.  by  refusing,  when  appropriate,  to 
buy  bills  except  at,  say,  i per  cent,  above  the  current  market 
rate.  This  same  principle  of  operating  at  rates  above  the 
market  (lower  prices)  could  be  used  with  even  more  salutary 
effect  in  the  opposite  direction.  By  offering  bills  in  this 
fashion  the  authorities  could  solve  a difficulty  of  which  they 
have  often  complained — the  difficulty  of  contriving  an  actual 
shortage  of  bank  cash  (as  distinct  from  absorbing  a surplus)  at 
times  when  there  is  not  a net  inflow  of  funds  to  Government 
accounts.  A supplementary  device,  which  proved  valuable 
in  former  times,  would  be  to  ensure  that  such  differential 
dealing  rates  received  publicity. 

19.  The  operation  of  the  Exchange  Account,  does,  I think, 
unduly  reduce  fluctuations  in  short-term  rates.  Like  other 
“ departments,”  this  Account  does  not  keep  idle  cash;  any 
cash  it  receives  from  sales  of  gold  or  exchange  has  to  be 
speedily  employed  (i.e.  returned  to  the  banking  system)  by 
purchases  of  securities.  The  authorities  have  power  to  squeeze 
the  market  by  slightly  delaying  this  return  of  funds;  but 
more  frequently,  it  seems  to  me,  they  regard  it  as  a normal 
“ smoothing  ” operation  to  be  completed  quickly  and 
without  undue  disturbance  of  rates.  When  gold  movements 
directly  impinged  upon  the  volume  of  central  bank  credit, 
the  emphasis  in  policy  was  quite  different  from  this : there 
was  no  presumption  that  the  resultant  shortage  had  to  be 
smoothed  out.  Except  in  so  far  as  the  banks  were  prepared 
to  reduce  their  (then  more  flexible)  cash  ratios,  the  shortage 
had  generally  to  be  made  good  by  forcing  the  market  “ into  ” 
the  Bank,  and  thus  was  accompanied  by  a rise  in  money 
market  rates.  For  that  reason,  it  is  worth  recalling,  gold 
movements  as  such — disclosed  by  the  Bank  day  by  day — 
had  a strong  psychological  effect  in  the  markets.  The  habit 
of  neutralisation  has,  I think,  become  too  fully  developed. 
To  the  extent  that  the  Exchange  Account  serves  its  original 
purpose  of  preventing  movements  of  short  term  funds  from 
affecting  the  exchange  rate,  it  is  right  that  its  purchases  and 
sales  of  gold  should  likewise  be  prevented  from  affecting 
money  market  rates;  but  those  rates  ought  not  to  be  equally 
insulated  from  gold  movements — especially  gold  losses — 
arising  from  more  fundamental  changes. 

20.  The  sensitiveness  of  short-term  rates  is  also  reduced 
by  the  discount  market’s  concerted  tendering  for  Treasury 
bills  and  the  associated  abstention  from  tendering  by  the 
clearing  banks  (save  for  customers).  The  original  raison 
d’etre  of  these  practices  has  long  disappeared.  They  are 
justifiable  now  only  on  the  ground  that  the  market’s  practice 
of  submitting  aggregate  tenders  that  always  “ cover  ” the 
total  offered  (a  practice  that  requires  special  arrangements  of 
approximately  ffie  present  kind)  is  helpful  to  the  authorities, 
principally  by  ensuring  that  they  will  never  be  embarrassed 
by  an  under-subscription  of  the  issue.  Until  recently,  these 
arguments  of  expediency  seemed  to  me  to  be  weighty  ones,  on 
the  ground  that,  without  such  devices,  the  effective  functioning 
of  a flexible  market  might  require  wider  fluctuations  in  rates 
than  public  opinion,  or  the  authorities  themselves,  might  be 
willing  to  countenance — since  the  chief  result  of  a threatened 
undersubscription  in  a regime  of  free  tendering  would  be  a 
Iftssening  of  the  authorities’  freedom  to  delay  an  increase  in 
money  rates,  including  Bank  rate. 

Recent  experience  with  high  rates  has  shown  these  fears 
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to  be  no  longer  justified.  It  has  also  shown  that  one  of  the 
most  important  precepts  for  the  satisfactory  operation  of 
monetary  restraints  upon  inflation  is  that  they  should  be 
applied  promptly  and  boldly.  For  these  reasons  it  appears 
to  me  that  the  syndication  system,  and  especially  the  informal 
obligations  upon  the  market  to  “ cover  the  tender,”  merit 
re-«camination. 

Debt  Management  Techniques 

21 . Whatever  improvements  might  be  made  by  these  and 
other  means  in  the  effectiveness  of  5ie  traditional  techniques, 
it  would  stUl  be  necessary  to  combine  them  with  others  that 
operate  more  directly  upon  the  supply  of  Treasury  bills. 
Since  it  became  apparent  that  Treasury  financing  has  to  be 
shaped  in  accordance  with  monetary  policy  rather  than  in  the 
interests  of  the  Treausry  as  a borrower,  a variety  of  debt 
management  techniques  have  been  developed  for  this  purpose. 
Ail  of  them  in  effect  involve  switches  by  the  Treasury  or  by 
the  “ departments  ” between  one  form  of  borrowing  and 
another.  They  include; 

(a)  Treasury  sales  of  non-marketable  “ tap  ” securities  to 
the  public  or  the  banks  e.g.  of  “ Savings”  securities, 
premium  bonds,  tax  reserve  certificates.  These  are 
“ market  ” techniques,  since  the  volume  of  sal«  may 
be  regulated  by  the  terms  offered,  even  though  it  may 
be  impossible  to  identify  the  particular  types  of  market- 
able security  with  which  such  sales  compete. 

(b)  Open  market  operations  on  behalf  of  the  “ Departments'” 
in  Treasury  bills  and  longer  marketable  securities, 
including  sales  made  by  formal  prospect^  offer. 
These  “ switching  ” operations  via  the  gilt-edged 
mzLTket,  unlike  the  “cash”  operations  previously 
mentioned  (paragraph  10b),  directly  affect  the  available 
supply  of  Treasury  bills. 

22.  Both  these  forms  of  debt  management  influence  &e 
total  volume  of  credit  through  their  effect  upon  liquidity 
ratios ; but  both  of  them,  and  especially  the  second,  influence 
it  also  through  their  effect  on  interest  rates  in  the  bond  market, 
and  therefore  upon  the  liquidity  preferences  of  the  banks 
and  public. 


Adequacy  of  Market  Techniques  in  Principle 

23.  In  my  judgement,  the  whole  range  of  market  tech- 
niques—the  debt  management  techniques  combined  with  the 
traditional  ones — can  be  adequate  for  the  needs  of  monetary 
control  if  operated  realistically  and  with  maximum  flexibility. 

I do  not  regard  the  difficulties  experienced  in  applying  the 
particular  techniques  used  in  recent  years  as  proof  of  inade- 
quacy of  market  processes  in  principle.  The  arguments  to 
this  effect  do,  I think,  underrate  the  implications  of 

(i)  the  special  difficulties  of  transition  to  an  active  policy 
after  so  long  a period  of  passivity — ^bearing  in  mind 
the  fact  that  the  authorities  as  well  as  the  business 
world  had  largely  forgotten  the  former  techmques; 
the  need  to  adapt  them  and  devise  new  ones  to  suit 
modem  conditions;  the  widespread  suspicion  of 
monetary  policy  and  absence  of  belief  that  it  could  be 
successful;  the  consequent  timidity  of  the  authorities 
and  the  sluggishness  of  the  response  of  the  banking 
system. 

(ii)  the  fact  that  wider  factors,  such  as  the  effect  of  high 
direct  taxes  and  the  insensitiveness  of  the  public  sector, 
made  it  desirable  for  monetary  techniques  to  be  used 
more  vigorously  and  more  flexibly,  whereas  the  tran- 
sitional factors  (and  some  remaining  ones)  caused 
them  to  be  used  cautiously. 

(iii)  the  special  resistance  caused  by  long-established  infla- 
tionary habits,  leading  to  e.g.  an  increase  in  cremt 
velocity,  and  an  abnormal  loss  of  resilience  m the 
gilt-edged  market. 

(iv)  the  results  that  have  in  fact  been  cumulatively  achieved 
by  the  policies  of  these  years,  in  spite  of  tiieir  timidities, 

deficiencies,  and  special  difficulties. 

(v)  the  improvements  in  technique  and  understanding  of 
the  market  apparatus  that  have  resulted,  however 
tardily,  from  tiie  seven  years  of  experimentation,  and 
the  scope  for  further  improvements. 


24  If  the  market  apparatus  can,  as  I believe,  be  made  to 
work  effectively  it  would  in  my  view  wrong  to  ^.the 
risks  of  introducing  “ alternatives  of  a kind  ffiat  night 
damage  this  apparatus.  It  is  important  to  concentrate  upon 
improvements  rather  than  alternatives.  I comment  below 


on  some  of  the  suggestions  most  commonly  beard  (para- 
graphs 25 — 37),  and  then  put  forward  two  further  suggestions 
(paragraphs  38—40). 

A Variable  Cash  Ratio  ? 

25.  It  is  sometimes  suggested  that  the  authorities  should 
fix,  and  vary  from  time  to  time,  the  cash  ratio  to  be  kept  by 
the  commercial  banks  (Le.  operating  much  as  do  the  Federal 
Reserve  authorities  in  varying  “ reserve  requirements  ”).  In 
certain  circumstances  this  mi^t  be  a desirable  power  that 
would  reinforce  and  work  through  the  market  apparatus; 
but  I regard  it  as  unnecessary,  and  suggest  that  the  advocacy 
of  it  has  been  mostly  based  on  a misconception  of  bow  the 
cash  control  works. 


26.  The  banks’  cash  ratio  does  not  provide  an  alternative 
means  of  so-called  “ quantitative  ” control  over  the  total  of 
hank  credit,  distinct  flrom  control  exerted  through  the 
liquidity  ratio.  The  importance  of  the  cash  ratio  is  that  it 
provides  the  fulcrum  by  which  the  traditional  instruments 
(paragraphs  10  and  11)  lever  up  mon^  market  rates  and 
thus  put  indirect  pressure  on  the  liquidity  ratio.  Since  the 
central  bank  does  not  set  quantitative  limits  to  its  lendings 
“ at  last  resort,”  these  traditional  techniques  do  not  work 
by  denying  cash  to  the  banking  system  but  by  raising  the 
cost  of  getting  it.  A variable  cash  ratio  would  therefore  be 
merely  the  mftani  of  increasing  the  authorities’  power  to 
raise  short-term  rates  (e.g.  by  forcing  the  market  into  the 
Bank).  But  their  existing  powers  for  this  purpose  are  already 
strong  enou^:  the  only  doubt  is  about  the  readiness  to  use 
them. 


27.  It  Viag  also  been  suggested  that  limits  be  set  to  ” last 
resort  ” lendings,  as  tte  means  of  makii^  the  ca^  ratio  a 
“quantitative”  contrtfl.  This  is  a dangerous  suggestion: 
a power  of  thi.s  kind  C(^d  be  used  to  i»raly»  the  marktt 
apparatus,  and  it  would  be  virtually  impr^We  to  use  it 
smoothly  and  in  hanncmy  with  market  practices.  As  already 
noted,  however,  the  Bank  has  traditionally  the  right  to  discri- 
minate against  undesirable  papwr  or  against  houses  guLty  of 
overtrading:  it  is  worth  bearing  in  mind  that  overtrading 
can  take  place  in  Government  paper  as  well  as  in  acceptances 
and  commercial  bills. 


Control  of  Bank  Advances 

28.  Control  over  bank  advances  cannot  be  the  means  of 
regulating  the  total  of  credit  and  is  no  substitute  for  the 
“ global  ” forms  of  r^ulation.  Any  reduction  in  aggregate 
bank  deposits  that  occurs  solely  as  the  counterpart  of  a 
contraction  in  advances  is  likely  to  prove  merely  temporary 
(and  that  may  even  be  true  of  a decline  brou^t  about  m 
advances  by  an  increase  in  rates,  if  the  rate-increase  does 
not  reduce  the  supply  of  liquid  assets).  Sooner  or  later  the 
banks  will  use  the  resultant  slack  in  their  liquidity  to  support 
purchases  of  investments,  and  this  re-creation  of  credit  wll 
progressively  neutralise  the  effects  achieved  by  the  restraint 
on  advances  by: — 


(i)  restoring  liquidity  to  the  public; 

(ii)  encouraging  other  institutions  to  undertake  business 
rejected  by  the  “ directed  ” banks; 

(iii)  straining  the  loyalty  of  those  banks. 

29  The  only  means  of  mitigating  these  undesirable 
iffecls  is  for  the  authorities  themsdves  to  supply  ^y  resultant 
demand  from  the  banks  for  gilt-edged,  whK*  wiU  pn^t  the 
banks  from  driving  down  the  bond  yield  ^d  avoid  (0  aMve, 
but  such  tactics  wifi  be  unlikely  to  avoid  the  other  difncultws, 

30.  In  any  case,  direct  quantitative  control  over  bank 
advances  virtually  compels  the  “ controlled  ” ,_“uks  to 
suspend  normal  competition  not  only  with 
institutions  but  also,  and  more  important,  among  then^Wes. 
creating  frustrations,  anomalies  and  injustices  as_^twcen 
bank  and  bank  and  customer  and  customer.  Thu  u a 
thoroughly  unsatisfactory  form  of  control;  it  should  be  a 
prime  object  of  policy  to  avoid  recourse  to  it. 

“ Direct  ” Control  of  Liquidity  ? 

31  Several  devires  have  been  proposed  as  a of 

avoiding  or  minimising  use  of  the  market  t«hmques  of  <^t 
management  Cparasrapli  21)  to  toe”);" 
main  suggestions  are  that  the  authorities  be  empowered . 

(a)  to  prescribe  the  minimum  proportion 

to  ^ kept  by  the  banks  in  liquid  ^ts  (of  the  present 
kind),  and  to  vary  this  minimum  from  time  to  time. 
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or  (b)  to  require  the  banks  to  accept  non-liquid  Government 
'■  securities  in  place  of  liquid  ones,  presumably  in 
amounts  representing  the  same  proportion  of  deposits 
in  each  bank,  and  to  vary  this  proportion  from  time  to 
time. 

There  is  no  fundamental  difference  between  the  two  proposals. 
The  second  resembles  the  “ Treasury  deposit  receipt  ” system 
introduced  for  special  wartime  purposes  and  continued 
until  1951-  Th®  experience  of  those  years  is  not  a useful 
guide  to  the  manner  in  which  a T.D.R.  system  might  serve 
the  purpose  of  liquidity  control. 

32.  Such  devices  have  been  advocated  for  two  quite 
opposite  reasons: 

(a)  in  the  hope  that,  by  using  them  to  curtail  excess 
liquidity,  and  to  that  extent  avoiding  “ funding  ” 
sales  of  stock  on  the  market,  the  authorities  could 
keep  down  the  gilt-edged  rate  of  interest; 

(b)  as  a means  of  exerting  a stronger  restraint  upon  the 
total  of  credit  than  might  be  expected  at  a particular 
time  by  use  of  market  techniques  alone. 

It  to  me  that  either  of  these  principles  of  operation 

would  in  different  ways  involve  damage  to  the  market 
apparatus. 

33.  If  the  authorities  are  known  to  be  anxious  to  avoid 
increases  in  interest  rates,  the  banks  will  become  less  sensidve 
to  i-Hgngfts  eitoer  in  those  rates  or  in  their  own  liquidity. 
There  will  be  little  point  in  keeping  a “ safety-margin  ” of 
liquidity  if  the  authorities  can  cut  it  away  without  warning 
and  without  passing  throu^  the  market;  equally,  there  will 
be  no  need  for  such  a margin  if  it  is  known  that  the 
authorities  are  unlikely  to  use  their  powers  to  an  CTtent  liable 
to  cause  an  undue  rise  in  rates  (e.g.  will  always  use  the  special 
control  in  preference  to  funding  sales  if  the  market  is  un- 
responsive, and  will  never  squeeze  liquidity  so  as  to  force 
the  banks  to  sell  on  an  unwil^g  market).  By  the  introduc- 
tion of  direct  liquidity  controls  for  this  rate-moderating 
purpose  the  appearances  of  monetary  control  nught  be 
strengthened,  but  the  reality  would  be  lost.  In  its  most 
extreme  form,  a policy  of  rate-stabilisation  would  not  only 
paralyse  the  wider  functioning  of  the  capital  market  but 
would  also  effectively  destroy  the  liquidity  principle  of  credit 
control  itself. 

34.  Any  form  of  direct  liquidity  control  would,  I think, 
have  these  disadvantages  in  some  measure — except,  perhaps, 
if  it  were  made  clear  that  the  intent  was  to  use  it  solely  to 
obtain  a stronger  control  as  a whole  i.e.,  presumably  to 
squeeze  liquidity  by  these  means  only  when  fliat  was  «pected 
to  be  a more  salutary  process  than  a further  rise  in  gilt-edged 
yiel^.  But  in  that  event  the  market  would  be  liable  to 
damage  in  quite  a different  way — the  narrowing  caused 
by  fears  that  the  arbitrary  powers  mi^t  be  used  too  roughly 
or  abruptly.  It  needs  to  be  emphasised  that  such  device, 
however  forthrightly  used,  could  not  be  any  more  effective 
in  producing  a contraction  of  credit  than  are  the  funding 
techniques;  but  they  would  certainly  cause  more  dislocation 
in  the  markets.  To  produce  a given  inaction  in  total  deposits 
by  the  two  methods  would  involve  the  same  volume  of  sales 
of  gill-edged  on  the  market  (and/or  calling  of  advances);  but 
when  the  direct  control  was  used  the  need  for  these  sales 
would  burst  upon  the  market  without  warning,  and  the  sales 
themselves  would  be  much  more  concentrated  (if,  indeed, 
they  could  be  achieved  at  all  in  such  conditions).  Under 
the  market  technique,  the  need  would  emerge  gradually, 
causing  progressive  adjustments  of  rates,  and  the  sales 
themselves  would  be  made  by  “ departments  ” as  well  as 
by  the  banks, 

35.  Used  as  instruments  of  contraction,  therefore,  these 
devices  would  be  likdy  to  bring  the  bond  market  to  a point 
of  paralysis  sooner  than  would  the  present  techniques.  The 
mere  fear  that  they  might  be  so  used  would  seriously  narrow 
the  market  at  times  of  difficulty  and  would  probably  impair  its 
flexibility  permanently. 

36.  The  sole  advantage  of  the  direct  control  would 
appear  to  be  the  tactical  one  that  would  arise  when  the 
authorities  desir^  to  prevent  an  excess  of  liquidity  from 
caring  a secondary  expansion  of  credit.  At  the  cost  of  con- 
solidating any  primary  expansion  (e.g.  the  counterpart  of  the 
increase  in  liquid  assets),  they  could  prevent  further  expan- 
sion without  putting  pressure  on  the  ^t-edged  market.  Use 
of  the  funding  technique  would  involve  such  pressure;  but 
I do  not  believe  that  that  technique,  properly  used,  would  be 


incapable  of  producing  the  same  degree  of  restraint — given 
the  fact  that  it  achieves  its  adjustment  partly  by  reducing  the 
liquidity  ratio  and  partly  by  causing  the  banks  to  desire  a 
hi^er  ratio. 

37.  In  my  judgement,  this  tactical  advantage  would  be 
strongly  outweighed  by  the  strategic  disadvantage  emphasised 
in  paragraphs  33—35,  plus  the  fact  that  "alternative” 
devices  of  this  kind  could  open  the  door  for  abuse.  They 
could  be  used  for  purposes  oUier  than  monetary  regulation — 
e.g.  as  a means  of  supporting  a system  of  government  deficit- 
financing  at  differentiaUy  low  rates;  as  an  indirect  meffiod 
of  control  of  bank  profits  and  of  state  domination  of  the 
commercial  banking  system. 

Funding  of  Treasury  Bills 

38.  Since  the  difficulty  of  regulating  bank  liquidity  solely 
by  the  traditional  devices  has  largely  caused  by  the  fact 
that  Treasury  bills,  rather  than  commercial  bills,  are  now  the 
basis  of  the  greater  part  of  the  banks’  liquid  assets,  it  is  often 
accumM  that  ffie  difficulty  would  be  overcome  if  only  the 
volume  of  Treasury  bills  were  radically  reduced.  This,  I 
rhi-nV  is  faulty  reasoning.  In  principle,  the  difficulty  arises 
neither  from  the  sheer  size  of  the  Treasury  bill  issue  nor 
from  the  fact  that  the  bill  is  “ monetisable  ” (good  com- 
mercial bills  are  equally  rediscountable  at  the  central  bank)> 
but  from  the  fact  that  the  amount  of  borrowing  in  this 
form  is  virtually  insensitive  to  change  in  the  cost  of  borrowing. 
There  is  no  solution,  then,  by  some  grandiose  funding.  What 
is  needed  is  a conthiuous  process  of  funding  and  unfunding 
according  to  the  varying  needs  of  rnonetary  polity,  to  make 
the  bill  issue  fluctuate,  in  effect,  as  if  it  were  sensitive  to  rate 


39.  There  is,  however,  one  hypothesis  upon  which  a special 
funding  operation  might  desirable.  It  is  not  cle^  whether 
“ natural  ” forces  do  require  the  banks  to  maintain  so  high 
a minimum  ratio  as  the  (loosely)  conventional  30  per  cent. 
A convention  encouraged  by  the  authorities  will  have  force 
and  permanence  in  proportion  as  it  conforms  to  the  natural 
convention.  If  it  were  considered  that  in  modern  conditions 
the  30  per  cent,  minimum  afforded  an  undue  latitude,  there 
might  be  a case  for  re-establishing  the  convention  at  a level 
nearer  to  the  “ natural " working  minimum— and  to  do 

by  driving  the  actual  ratio  at  the  ouUet  down  towarik  me 
new  conventional  minimum.  For  this  purpose  it  might  be 
worth  considering  a special  “ once-for-all  ” conversion  of  a 
given  proportion  of  bank  liquid  assets  into  short  or  medi^ 
dated  marketable  securities— provided  that  the  authonues 
were  satisfied  that  their  regular  techniques  would  keep  due 
control  of  liquidity  thereafter. 

Prevent  Seasonal  Variations  in  Liquidity  ? 

40.  Control  by  the  liquidity  ratio  is  in  some  de^ 

wealined  at  present  by  the  fact  that  the  actual  ^io  is  subjem 
to  strong  season^  variations,  so  that  (e.g.)  if  ^ per  cent,  is 
regarded  as  the  minimum  in  March  or  April  (when  ffie  total 
Treasury  bill  issue  is  normally  at  its  lowest  point  m the  yw), 
the  corresponding  “ minimum  ” for  end-Deceml»r,  betore 
the  main  tax  season  opens,  might  be,  say,  35  or  36  c^. 

This  variation  creates  an  element  of  uncertamty ; and  mtiCTent 
banks  will  hold  different  views  about  the  degrw  of  aUowance 
needed  for  it.  It  could  be  effectively  avoided  if  the  T^ury 
were  empowered,  strictly  for  this  special  purpose,  to  bonow 
from  the  banks  by  limited  amounts  of  non-marketable  (ana 
therefore  technically  non-liquid)  securities  to  be  issued  only 
during  the  first  nine-months  of  each  fiscal  year  and  for  lull 
repayment  during  the  • following  thr^  months.  T^he  pro- 
cedure could  be.  modelled  on  that  adopted  for  T.D.R.  s 
1940—51,  except  that  the  rate  of  interest  should  vary  wth 
the  Treasury  bill  rate.  It  would  be  important  to  ensure  mat 
such  a device  would  not  be  me  min  end  of  the  wedge  for  luU 
(as  distinct  from  seasonal)  direct  control  of  liquidity.  It 
would  not  be  difficult,  however,  to  devise  saf^ards.  e.g. 
each  year’s  maxiTrnim  for  me  issue  of  “ Revenue  Equalisation 
Certificates  ” might  be  announced  at  budget  time  and  even 
defined  in  each  Finance  Act,  according  to  Tr^uxy  estimato 
of  me  sum  needed  in  me  ensuing  mne  mon^  solely  lor  the 
purpose  of  approximately  smoothing  out  the  effecU  ot  me 
mevenness  of  tax  collections  over  me  year,  after  ^owmg 
for  the  effects  of  sales  and  redemptions  of  Tax  Resewe 
Certificates.  Such  a device  would  l^gely  remove  mam 
domestic  seasonal  influence  not  only  from  the 

but  also  from  the  money  market— whit*  would,  I 
an  added  advantage,  in  spite  of  the  moderate  reduction  mat 
would  occur  in  market  turnover. 
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[Cotuiimed 


Financial  Statistics 

41.  lam  aware  that  comprehensive  recommendations  are 
being  made  to  the  Committee  for  extension  of  financial 
statistics  but  1 should  liice  to  emphasise  several  requirements 
that  are  of  first  importance  from  the  point  of  view  of  the 
regular  commentator  on  monetary  policy. 

(fl)  Regular  disclosure,  if  possible  quarterly  (and  with  the 
minimum  time-lag  consistent  with  the  needs  of  policy, 
possibly  also  three  months),  of  aggregate  " depart- 
mental ” holdings  (including,  inter  alia,  the  Issue 
Department  and  the  Exchange  Account)  of  govern- 
ment and  govemment-guaranteed  securities,  showing 
separately  (i)  Treasury  bills,  (ii)  other  marketable 
securities,  (iii)  non-marketable  securities. 

ib) 


made  (unless  the  period  ends  on  a Saturday).  I 
therefore  suggest  that  totals  of  Treasury  bills  held 
outside  the  *•  departments  " be  published  for  " make- 
up" dales  of  the  clearing  bunks— if  possible  for  all 
such  dates.  1 should  hope  that  it  would  not  be 
necessary  to  introduce  u time-lag  in  this  case. 

It  ) The  clearing  banks  to  be  required  to  publish,  as  a 
footnote  to  their  immthly  returns,  a ’*  clean  " total  of 
advances  defined  as  for  the  purpose  of  the  similar 
footnote  on  the  quarterly  statement  from  the  Bntish 
Bankers'  Association. 

id)  The  Scottish  banks  to  be  required  to  publi>h  monthly 
statements  on  the  same  imes  as  the  clearing  banks 
(including  <c| } above. 


Present  statistics  of  floating  debt  never  coincide  with  22,  Ryder  Street, 
the  clearing  banks’  figures — except  at  half-year  ends,  London,  S.iV.  I 
when  the  " tap  and  tender  ” analysis  of  bills  cannot  be  June.  1958 


22.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  SIR  FREDERICK  LEITH-ROSS.  G.C.M.G..  K.C.B.* 


I.  Working  of  Bank  Rate 

1 . Bank  rate  was  raised  by  successive  steps  to  5i  per  cent, 
in  February,  1956,  and  remained  at  that  level  until  February. 

1 957.  It  did  not,  however,  produce  anything  like  the  effects 
which  might  have  been  anticipated  from  the  classical  doctrine 
as  set  out,  for  example,  in  paragraph  215  of  the  Macmillan 
Report. 

2.  The  increases  in  the  Bank  rate  certainly  had  a marked 
effect  on  the  gilt-edged  market  and  had  an  important  and 
rather  unexpected  effect  on  the  liquidity  position  of  the  banks 
by  attracting  bank  deposits  into  Treasury  bills.  They  also 
did  something  to  steady  the  foreign  exchan^  but  this 
appears  to  have  been  largely  a psychological  influence. 

3.  On  the  other  hand,  the  increases  in  Bank  rate  did  not 
attract  any  substantial  inflow  of  foreign  funds  to  London. 
They  did  not  have  the  effect  of  reducing  stocks  and  still  less 
of  causing  a fall  of  prices  and  wages.  The  increase  in  the 
cost  of  borrowing  did  not  materially  reduce  investment 
demand  or  cause  any  great  reduction  in  the  plans  of  private 
enterprise.  Meanwhile,  the  increased  bill  rates  involved 
heavy  additional  charges  on  the  Budget  and  on  the  balance 
of  payments  in  respect  of  foreign-owned  sterling  balances 
invested  in  Treasury  bills. 

4.  The  reasons  why  the  Bank  rate  mechanism  has  worked 
so  differently  from  what  it  used  to  do  may  be  summarised  as 
follows: — 

(a)  The  United  Kingdom  has  ceased  to  be  a net  creditor 
country  so  that  the  increase  in  Bank  rate  does  not 
cause  a repatriation  of  British  short-term  money 
invested  abroad. 

ib)  The  system  of  exchange  control  restricts  international 
capital  movements  and  any  foreign  funds  attracted 
by  high  Bank  rate  are  normally  covered  forward  so 
that  their  helpful  effect  on  the  exchange  is  temporary 
and  minimal.  Moreover,  as  stated  above,  any 
exchange  benefit  from  foreign  funds  is  more  than  off- 
set by  the  higher  rates  payable  on  sterling  liabilities 
to  foreign  holders. 

(c)  The  increased  level  of  taxation  on  industry  js  such  that 
bank  charges  make  comparatively  little  difference  to 
industrial  costs  and  are  not  likely  to  deter  enterprise 
if  public  demand  justifies  expansion.  At  the  most  the 
increase  of  Bank  rate  may  act  as  a red  light  on  business 
sentiment  causing  a certain  caution  in  the  preparation 
of  expansion  plans. 

(d)  Bank  credit  now  represents  a much  smaller  proportion 
of  total  purchasing  power,  as  compared  with  Govern- 
ment expenditure,  than  it  did  before  the  war.  In 
1938/39  bank  advances  were  slightly  more  than 
ordinary  Government  expenditure,  whereas  now 
Government  expenditure  is  nearly  three  times  as  much 
as  bank  advances. 

(e)  Changes  in  interest  rates  should  have  the  great«t 
effect  in  deterring  capital  expenditure  where  the 
capital  costs  are  heaviest  in  relation  to  running  costs, 
e.g.  public  utilities,  power  stations.  &c.  But  these 
undertakings  are  now  sponsored  by  the  Government 
or  by  quasi  - Governmental  bodies  and  their  pro- 

»■  See  Minutes  of  Evidence  Qns.  4168  to  4326. 


grammes  are  largely  insulated  from  the  effects  of 
market  conditions. 

( 0 Some  other  detclopments  have  affected  the  response 
to  Bank  rate  increases.  In  the  first  place,  the  voUime 
of  speculative  borrowings  which  are  most  sensitive 
to  any  increases  in  Bank  rate  is  very  much  reduced 
as  compared  with  pre-war.  Secondly,  ibe  larger 
industries  have  been  able  to  finance  a great  pan 
of  their  capital  needs  out  of  accumulated  reserves 
instead  of  by  borrowing.  Further,  there  arc  a number 
of  finance  houses — mainly  conc^ned  with  hire- 
purdiase — whidi  attract  dqxisits  by  offering  higher 
rates  than  the  banks  and  are  therefore  less  dependent 
on  bank  credit. 

5.  It  is  possible  that  the  increases  of  Bank  rate  would 
have  had  a greater  effect  if  the  Government  had  been  able  to 
reduce  Treasury  bills  by  funding  operations,  but  the  effect  of 
the  increases  in  Bank  rate  is  to  cause  a fall  in  gilt-edged 
prices  and  it  is  impracticable  to  raise  long-term  loans  on  a 
falling  market. 

6.  Thus,  the  increases  of  Bank  rate  by  themselves  had 
comparatively  little  effect.  They  have  been  supplemented, 
however,  by  other  measures  which  have  been  much  more 
effective,  e.g.; — 

(1)  the  injuctions  to  the  banks  to  reduce  advances  (the 
Credit  Squeeze), 

(2)  increased  rates  of  purchase  tax, 

(3)  higher  requirements  for  hire-purchase  transactions, 

(4)  reduction  of  housing  subsidies. 

(5)  stricter  control  of  capital  issues. 

(6)  improved  terms  for  savings  bonds  and  certificates. 

7.  These  measures,  together  with  the  reduction  of  imports 
(especially  of  oil  products)  after  the  Suez  affair,  led  to  a 
substantial  improvement  in  our  current  account  balance  of 
payments  which  is  estimated  to  have  changed  from  a deficit 
of  £79m.  in  1955  to  a surplus  of  £233m.  in  1956.  The  main 
factors  seem  to  have  been  the  increased  purchase  tax  and 
hire-purchase  restrictions,  but  the  general  credit  squeeze  and 
the  greater  inducements  to  save  must  have  contributed  to 
tills  marked  change. 

8.  The  experience  on  the  Continent  has  been  similar  to 
that  in  this  country.  In  fact,  in  many  countries  of  Europe, 
Bank  rate  increases  have  scarcely  been  used  at  all;  the  ^in 
deflutionaiy  measures  taken  in  regard  to  bank  credit  in 
Europe  have  been  increased  reserve  balance  or  liquidity 
ratio  requirements  or  restrictions  on  rediscount  facilities. 

9.  One  general  point  might  also  be  mentioned.  Under  the 
working  of  the  old  gold  standard.  losses  of  gold  led  autev 
matically  to  a tightening  of  the  money  market  and  this 
naturally  caused  market  rates  to  rise  until  the  Bank  of 
England  had  to  raise  its  Bank  rate.  Nowadays  there  is  no 
such  automatic  relation  between  the  liquidiiy  of  the  money 
market  and  increases  of  Bank  rate,  and  these  latter  seem  to 
be  decided  on  general  political  or  economic  considerations 
rather  than  on  the  technical  position  of  the  market.  In  fact, 
changes  of  Bank  rate  are  now  rather  arbitrary  and  the  money 
market  may  have  to  be  tightened  up  by  open  market  operations 
to  correspond  with  increases  in  Bank  rate. 
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in  the  1956/7  Budget  were  artificially  swollen  by  a purchase 


II.  The  Exchange  Equalisation  Accoimt  of  ddlare  by  the  Government  frorrT the  Exchange  Equalisa- 

10.  The  operations  of  Account  and  the  figures  of  revenue  in  the  1957/8  Budget 


are  still  largdy  “ wrapt  in  mystery  ” but  they  have  un-  ^ be'swollen  by  a corresponding  amount  on  the  return  of 
doubtedly  an  important  effect  on  the  monetary  posinon.  dollars.  But  this  sterling,  being  derived  from  the  issue 


11  The  Account  was  set  up  in  1932,  when  the  sterling  of  Treasury  bills,  can  scarcely  be  regarded  as  wdinary 
1 1.  The  Aao^  w y ^ temporary  fiuctua-  revenue  and  to  the  extent  that  it  is  used  as  such  the  ]^as^ 

s noatmg  u j,  ..j  Kill®  mill  remiire  to  he  sold  and  the  urocess  seems  defimtelv 


aoS"il'r  SS  .he  pmces,  ..ems 

?5Sve  o£  *a«Re  and  the  right  to  botrow  £150  Inflation^. 

million,  thou^in  1939  the  gold  in  the  Ba^  of  ^^and  was  Another  mystery  that  needs  to  be  explained  is  the 

also  transfened  to  it.  No  figures  were  to  be  published  ot  its  qJ  £450  million  capital  by  the  Exchange  Equalisation 

position,  so  that  speculators  apmst  the  powid  should  not  during  last  year.  The  Times  speaks  of  these  tran- 

know  what  resources  were  available  to  deiend  it.  sactions  as  being  repayments  of  sterling,  but  they  were 

1 2 When  the  Account  was  started,  little  was  said  about  described  to  me  by  a qualified  informant  as  being  purely 
the  sterling  side  of  its  transactions.  In  so  far  as  the  Account  book-keeping  transacUons. 

purchases  foreign  exchange  it  has  to  ^ fean^  (m  t^  ^ stated  above,  the  original  intention  was  that  the 

absence  of  a net  Budget  surplus)  by  the  sale  of  Treasiny  pyr-hangs  Equalisation  Account  should  not 

bills;  when  it  loses  foreignexch^ge.  it  gets  in  sterlmg.  K SshU  SSys^e  figure  is  published  regularly, 

is  placed, to  the  credit  of  the  Exchequer  and  used  to  take  S attracts  a grelt  deal  of  attention.  It  is  a 

up  tap  bills.  matter  for  consideration  whether  it  would  not  be  better  for 

13.  Under  these  arrangements,  the  purchase  or  sale  of  the  Account  to  be  returned  to  the  Bank  of  England  and  for 
foreign  currency  by  the  Exchange  Equalisation  Account  its  position  to  be  published  regularly  in  the  we^y  Bank 
should  not  in  itself  involve  any  substantial  expansion  or  return.  This  is  perhaps  a question  of  form  but  the  present 
contraction  of  the  domestic  money  supply.  It  may  have  arrangements  are  very  complicated  ^d  coiffusmg  and  it  is 
some  effect  on  the  money  supply  in  so  far  as  the  Account  has  most  desirable  that  the  monetary  effects  ot  the  Account  s 
to  raise  <tp.rimg  by  the  sale  of  Treasury  bills  to  the  Market,  opaations  should  be  fully  explored. 

When  it  has  to  do  this  in  order  to  purchase  foreigu  exchange  , j,  j-  r> 

some  increase  wiU  result  in  the  liquidity  of  the  clearing  banks,  IH.  The  Governments  Funding  Operations 
which  may  lead  to  an  expansion  of  bank  credit;  but  when  it  question  which  requires  investigation  is  the 

sells  foreign  exchange,  it  will  get  in  sterling  which  is  used  method  now  adopted  for  raising  and  funding  Government 
to  take  up  Treasury  bills  and  the  liquidity  of  the  banks  shwld  indebtedness.  From  time  to  time  a Government  issue  is 
then  be  pro  tanto  diminished— i.e.  any  inflationary  effect  offered  and  it  is  invariably  announced  that  the  issue  has  been 
caused  by  the  issue  of  Treasury  bills  for  the  purchase  of  over-subscribed.  But  it  is  widely  known  that,  in  fact,  a large 
foreign  exchange  ought  to  be  reversed  when  the  foreign  of  the  issue  is  taken  up,  not  by  the  public,  but  by  the 

exchange  is  sold.  Thus,  in  so  far  as  foreign  exchange  had  gank  of  England  either  for  &e  Note  Issue  Department  or  for 
been  both  bought  and  sold  by  the  Exchange  Equalisation  Government  Departments  (National  Debt  Office,  etc.).  The 
Account,  the  completed  transactions  should  have  no  effect  jq  acquired  is  subsequently  disposed  of,  as  and  when 

on  the  domestic  money  market,  which  may  be  said  to  be  opportunity  occurs,  by  the  Bank  of  England,  which  can 
insulated,  as  far  as  possible,  from  the  consequences  of  losses  disregard  losses  on  realisation  as  these  are  chargeable  ag^st 
or  gains  of  foreign  exchange.  the  profits  of  the  note  issue  payable  to  the  Government.  Thus 

. ,4.  This  ptoc^™  a tadic.1 


me  Ullltllllg  «.s  — . • 1_  1_ 

the  systm  prev^TuL’^’foe-gold  standard.  Then  any  f Published  as  to  ^Ke  m^eSows 

loss  of  gold  was  r^ected  in  a reduction  in  the  basis  of  fact  ^n  taken  up  by  thepifolic.  ^at  the  m^et  imows 
credit-he.  the  Bank  of  En^and  note  issue-and  a of  is  what  ^sues  foe  Government  broker  is  prepareu  t 


oreuil — l.C.  UUC  liiUl*.  Ul  ougltuiu  usue — «»  J ♦ V>  t 

gold  was  similarly  reflected  in  an  increase.  These  gains  or  ana  at  wnat  price, 
losses  of  gold  had  an  immediate  effect  on  market  liquidity.  . „ _ ^ market  operations  of  the  Bank  of  England, 

Under  foe  system  operated  by  the  Exchange  Equalisation  ^ originally  intended  to  reinforce  the  monetary 
Account  foe  domestic  market  is  not  affected  by  losses  or  authorities,  are  now  frequently  used  to  condition 

gains  or  exchange.  In  view  of  foe  inflation  which  undoubtedly  ^ market  for  a new  Government  loan  or,  at  least,  generally 
exists  in  our  economy,  the  question  ments  comideration  . . funding  arrangements  of  the  Government, 

whether  we  should  not  revert  to  a system  under  which  losses  -a  * 

of  foreign  atchange  would  have  their  full  effect  on  market  20.  The  operations  of  foe  Bank  have  been 
liquidity.  This  could  easily  be  done  by  providing  that  the  great  skill,  so  as  to  create  a shortage  of  the  or 

sterling  which  foe  Exchange  Equalisation  Account  receives  security  which  the  banks  and  market  houses  need,  with  the 
for  foe  sale  of  foreign  exchange  should  be  placed  in  a special  result  that  foey  have  little  alternative  but  to  take  up  any  new 
account  and  not  utilised  except  when  foe  Account  again  is  offered.  Once,  however,  the  issue  has  been  pucea, 

able  to  purchase  foreign  ewiiange.  Such  a change  would  Bank  rate  may  be  altered  and  the  subscribers  sustain  a heavy 
certainly  have  a strongly  disinflationary  effect:  indeed,  at  loss  which  they,  unlike  the  Ba^  of  England,  have  to  meet 
times  when  there  is  a heavy  drain  on  our  foreign  exchamge  of  their  own  resources.  This  was  very  marked  in  the  case 
resources,  foe  extent  to  which  foe  principle  could  be  applied  ^f  the  Bonds  issued  in  1954  and  1955. 
might  need  qualification.  The  principle,  however,  seems 


right  as  a continuing  loss  of  foreign  exchange  reserves  is  21.  Moreover,  hSn'^^sd^cOTtrafortor? 

normally  a symptom  of  inflation  and  it  is  very  desirable  that  two  yews  seems  at  toes  to  ^ fyjyj 

. the  teedency.  The  objeettve  rf  the  Govet— 


ine  ODjecuve  uj  me  vjuvvi.mi.vi4e  w , -- 

(No  doubt  the  bank  of  England  might  be  able  to  tighten  up  much  as  possible  of  its  indebtetos  “ 
the  market  by  selling  securities  instead  of  sterilising  the  but  the  ir^tenai^  of  ..  v.  obtained 

sterling  obtained  from  the  sale  of  dollars  but  the  sale  of  stoclo  yieldu^  Uttle,  jf  ai^'fomg,  ^te 


sterling  ootamea  irom  the  sale  ot  aouars  nut  me  saie  01  stoeiu  ueuv,  .x xsrr-.^  »imp  to  time 

securities  may  not  always  be  feasible,  particularly  at  a time  on  Treasury  bills  or  shortom  bonds.  F . ^ ’ 

when  foe  gilt-edged  market  is  weak).  in  the  expectation  that  Baiflc  rate  “f 

activity  may  be  stimulated  in  the  longer-datea  stocKs,  or 
15.  There  was  recently  an  extraordinary  example  of  how  which  foe  Government  broker  takes  full  advantage,  but  me 
the  present  system  works.  On  the  8fo  May  last,  foe  weekly  movement  is  shortlived  when  Bank  rate  is  left  unchangea. 


Exch^uer  return  showed  an  issue  of  £50  million  “ under 
the  line  ” to  the  Exchange  Equalisation  Account  and  a 
credit  to  ordinary  revenue  of  £38  million  under  “ miscel- 
laneous receipts  ” which  was  stated  to  be  the  sterling  counter- 
part of  foe  104  million  dollars  interest  due  on  foe  United 


22  The  gilt-edged  market  has  today  few  friends.  This 
is  no  doubt,  in  the  main  a natural  reflection  of  fears  of 
continuing  inflation.  But  the  methods  adopted  for  placmg 
Government  issues  in  recent  years  have 


states  loans  paia  m the  previous  December  but  released  creaimg  misgiving  auu  u.  vv^-v.  „ 4 ' 

to  us  as  a result  of  the  postponement  granted  by  the  United  which,  m turn,  has  affected  the  credit  of  the  co  try 
States  Government.  Now  these  dollars  had  been  purchased  exchange  value  of  sterlmg. 


by  foe  Exchequer  in  December,  presumably  by  foe  issue  of  caoital  Needs  of  Industry 

Treasury  bills  to  foe  Exchange  Equalisation  Account,  and  sv.  p resource.s 

when  foe  doUars  were  returned  to  the  Exchange  Equalisation  23.  The  impact  of  recent  pohey  on  the  ^ 

Account,  foe  Exchequer  was  entitled  to  receive  back  the  available  to  meet  the  capital  needs  of  mdustry 


counter-value  in  sterling.  In  effect,  the  figures  of  expenditure  be  considered. 
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22.  Sir  Frederick  Letth-Ross,  o.c.m.g.,  k.c.b. 


[Continued 


24.  The  Economic  Survey  for  1956  (Cmd.  9728  of  1956), 
pointed  out  that  the  growth  of  investment,  added  to  a rapid 
increase  in  stock-building,  was  imposing  a strain  on  the 
economy  and  that  other  demands  on  our  resources — 
especially  consume  expenditure — ^must  be  restrained  to  make 
room  for  a higher  rate  of  home  investment.  The  conclu- 
sions in  the  current  Economic  Survey  (Cmd.  113  of  1957) 
Were  that  the  growth  of  consumption  was,  in  fact,  checked 
in  1956  but  that  the  rate  of  expansion  of  investment  had 
also  slowed  down.  Neither  of  these  tendencies  seems  likely 
to  last. 

25.  It  is  astonishing  that  industry  has  been  able  to  adapt 
itself  so  well  to  the  credit  squeeze.  Aggregate  bank  advances 
in.  1956  were  practically  the  same  as  in  1951,  despite  the  fact 
that  salaries  and  wages  had  increased  during  that  period  by 
44  per  cent.  (£3,365  million)*  and  stocks  in  the  private 
sector  by  about  18  per  cent.  (£1,244  million)t.  Both  these 
increases  must  have  entailed  increased  demands  by  industry 
for  working  capital.  On  top  of  this,  the  fixed  investment  of 
industrial  and  commercial  companies  amounted  to  £1,106 
million  in  1956,  of  which  £236  million  was  raised  by  market 
issues.  The  banks  have  been  able  to  supply  little  of  these 
needs : they  appear  to  have  been  met  by  drawing  on  accumu- 
lated reserves  and  investments,  reducing  allocations  from 
current  profits  to  reserves  (including  additional  depreciation) 
and,  to  some  extent,  deferring  payments  to  creditors. 


to  the  banks  to  provide  further  loans  to  that  institution.  So, 
while  the  banks  are  required  to  cut  down  advances  to  their 
customers,  they  are  pressed  by  the  Government  to  assist 
these  customers,  at  second  hand,  through  the  Finance 
Corporation  for  Industry. 

31.  Altogether,  it  looks  as  if  the  capital  market  would 
be  overload^;  rates  would  keep  high;  and  the  Government 
would  have  great  difficulty  in  financing  its  r^uiremenls 
otherwise  than  by  the  issue  of  Treasi^  bills,  while  industry 
would  become  more  and  more  insistent  on  getting  more 
assistance  from  the  banks.  Investment  on  the  scale  desirable 
is,  in  fact,  difficult  to  reconcile  with  the  present  monetary 
and  fiscal  polio'. 

V.  Monetary  Policy  and  Inflation 

32.  The  extent  to  which  monetary  polio 
inflation  depends  very  much  on  the  nature  of  the  inflation. 

33.  The  vicious  spiral  in  which  our  economy  is  at  present 
caught  appears  to  originate  from  two  sources — wage  infla- 
tion and  Government  financing — working  in  combination. 

34.  Wage  inflation  results  from  increases  of  wages  not 
matched  by  increases  of  production.  A recent  Treasury 
Bulletin  estimates  that  since  1948  national  production  has 
increased  by  28  per  cent,  and  wages  and  salaries  by  79 
per  cent. 


26.  Can  the  investment  requirements  of  the  future  be 
Snanced  similarly  ? 

27.  While  the  investment  demands  of  industry  are  likely 
to  increase  this  year,  profit  margins  are  decreasing  and  a 
large  part  of  the  liquid  reserves  and  investments  have  been 
disposed  of.  It  seems  probable  that  a much  heavier  demand 
will  be  made  on  the  capital  market  and  there  are  already 
signs  that  this  is  taking  place  (e.g.  the  big  loans  raised  by 
the  oil  companies  for  ftoancing  tankers). 

28.  Industry  will  have  to  compete  for  its  finance  with 
increased  demands  from  the  Government  (atomic  energy)  ^d 
from  local  authorities  (increasing  expenditure  on  education 
and  roads  taking  up  any  slack  in  housing  expenditure)  zs 
well  as  from  the  nationalised  industries  (Electricity  Authori- 
ties, British  Railways,  National  Coal  Board,  etc.)  which  are 
all  expected  to  show  a sharp  increase  in  their  capital  expendi- 
ture (from  £537  million  in  1956  to  £643  million  in  1957). 

29.  Where  is  the  money  to  come  from  ? The  local 
authorites  are  borrowing  less  from  the  Government,  but  they 
are  tapping  savings  by  direct  approaches  to  the  Market  or 
to  private  lenders. 

30.  An  object  lesson  of  the  difficulties  which  are  arising 
is  the  discussion  now  taking  place  about  the  capital  require- 
ments of  the  steel  industry.  The  Government  has  annoimced 
its  support  of  the  industry’s  plans  but  the  amounts  involved 
are  much  in  excess  of  what  the  industry  can  find  out  of  its 
reserves  or  is  likely  to  be  able  to  raise  on  the  capital  market. 
They  have  therefore  approached  the  Finance  Corporation 
for  Industry  and  the  Government  have  approved  an  appeal 


35.  Wages,  however,  have  to  be  paid  in  cash  pd  the 
increase  in  wages  and  salaries  has  necessitated  an  increase 
in  the  note  issue,  which  has  risen  by  an  avera^  of  £115 
million  per  annum  during  the  past  five  years. 

36.  The  Bank  of  England  is  required  to  hold  Government 
securities  as  cover  for  any  notes  issued  and,  as  the  result 
of  the  increase  in  the  note  issue.  Government  expenditure  has 
b«n  finano»ri  during  the  past  five  years  to  the  extent  of  no 
less  than  £575  million  by  the  issue  of  additional  notes  (sec 
Economic  Survey  for  1957.  Cmnd.  113,  page  26). 


37.  The  fina>v*ing  of  Government  expenditure  by  the 
printing  press  is  the  crudest  form  of  inflation  and  the  notion 
that  Government  securities  constitute  any  guarantee  for  the 
stability  of  the  currency  is  one  of  the  time-honoured  supCT- 
stitions  in  connection  with  the  note  issue  which  can  scarc&y 
be  justified  today. 


38.  The  resulting  inflation  is  not  likely  to  be  curbed 
by  monetary  restrictions  in  the  private  sector  of  the  economy, 
which  can  have  little  effect  either  on  wage  dOTands  or  on 
Government  expenditure.  The  ultimate  solution  has  to_  be 
found  in  the  political  and  social,  rather  than  in  the  technics 
financial  field.  In  the  technical  finanmal  field,  however,  it 
would  be  a help  if  the  Bank  of  England  were  r^uired  to  set 
aside  the  deposits  received  in  exchange  for  addition^  notes 
issued  and  not  to  release  them  except  for  the  puniiase  of 
gold  and  dollars,  Such  an  arrangement  would  at  least  put 
a brake  on  the  inflationary  spiral.t 


July,  1957 


23  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  I.  M.  D.  LITTLE^  MR.  R.  R.  NEILD*  AND 
MR.  C.  R.  ROSS* 


Summary  and  Conclusions 

1 We  believe  that  the  value  of  the  Committee’s  examina- 
tion of  the  working  of  the  monetary  system  will  1m  much 
weakened  unless  the  Committee’s  findings  axe  put  in  their 
proper  perspective.  In  particular  we  are  conyinred  that  the 
view  that,  if  suitable  techniques  can  be  devised,  monemry 
policy  can  solve  our  present  economic  difficulties  is  mistaken 
and  dangecous.  In  this  paper  we  therefore  discuss  the 
and  the  limitations  of  monetary  policy  as  an  instrument  oi 
genertd  economic  policy. 

Following  upon  the  Introduction,  the  paper  is  in  three 


Part  I 
Part  n 


discusses  the  general  role  of  monetary  policy  m 
economic  policy,  with  particular  reference  to  the 
problem  of  price  stability. 

examines  the  effects  of  a policy  of  high  interest  rato 
and  credit  restriction  over  a period  of  years  on  the 
budget  and  the  balance  of  payments.  


Partm  assesses  the  role  of  monetary  policy  as  a nwaiB  of 
regulating  short-run  changes  m the  economic  situation. 

2.  We  believe  that  our  arguments  point  sttongly  to  to 
following  conclusions,  and  we  would  therefore  urge  the 
Committee  to  make  plain  in  its  report  that:— 

(I)  The  problem  of  persistent  increases  in  costs  and 
^ which  has  gone  on  since  1945,  is 
too  high  a level  of  monetary  demand.  It  is  a problem 
inherent  in  the  way  wages,  pric«,  and  Proh^  ^ 
determined,  and  is  likely  to  persist  whether  or  notto 
level  of  demand  is  excessive.  _ If  a poUcy  of  ^ « 
restriction  is  to  be  used  to  mamtam  pare  . 

can  do  so  only  by  causmg  a general  Pr®?®®®  ^ 
economic  contraction  which  will  affect 
employment,  as  well  as  wages  and  pnees;  and  may 


ic  Minutes  of  Evidence  Qn.  A 


ss  were  added  after  Ibe 


• Source— Preliminary  Estimates  of  National  Income  and  Expenditure  1951 
0 1936,  Cmnd.  123.  , 

t Source— Preliminary  Estimates  of  National  Income  and  Expenditure 

1956,  Cmnd,  123  and  National  Income  and  Expenditure,  1930. 


1 Fellow  of  Nuffield  College,  Oxford, 
a Fellow  of  Trinity  College.  Cambridge. 
8 Fellow  of  Hertford  Colkfe.  Oxford. 
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well  have  undesirable  repercussions  on  our  rate  of 
economic  progress. 

(II)  A policy  of  credit  restriction  and  high  interest  rates, 
pj^sued  over  a period  of  years,  will  impose  additional 
sSins  on  our  balance  of  payments  on  current  account, 
an^d  on  the  Budget.  It  will  not  make  reductions  in 
taxation  possible,  or  be  of  long-run  benefit  to  our 
international  position.  It  may  have  undesirable 
effects  on  the  proportion  of  our  rwources  devoted 
to  investment,  slow  down  economic  progress,  and 
even  result  in  greater  price  inflation.  It  is_  thus 
dangerous  to  imagine  that  such  a long-run  policy  of 
credit  restriction  is  any  substitute  for  high  taxation 
when  government  expenditure  is  high. 

(III)  Monetary  policy  acts  on  too  small  a proportion  of  the 
total  demand  in  the  economy,  and  is  necessarily  too 
unpredictable  in  its  effects,  to  be  considered  as  a 
principal  means  of  controlling  year-to-year  fluctua- 
tions in  demand.  The  main  method  of  controlling 
fluctuations  must  therefore  be  fiscal  policy,  which  is 
more  effective  and  more  reliable.  Monetary  policy 
can  best  be  used  as  a subsidiary  technique,  to  reinforce 
fiscal  policy,  and  as  a prelimin^  indication  of  the 
direction  which  general  economic  policy  is  taking. 

(IV)  Since  monetary  policy  cannot  be  regarded  as  an 
effective  subsitute  for  fiscal  policy  as  a means  of 
regulating  the  level  of  demand — both  because  its 
results  are  insufficiently  predictable,  and  because 
monetary  action  to  influence  private  investment  is 
not  an  effective  substitute  for  fiscal  action  to  control 
consumers’  expenditure — ^the  public  must  be  prepared 
to  accept  that  the  regulation  of  demand  requires  that 
taxation  (and  government  expenditure)  must  be 
changed  periodically,  upwards  as  well  as  downwards. 

(V)  The  British  economy  is  particularly  vulnerable  to 
fluctuations  in  stocks,  and  to  international  speculation 
and  capital  movements.  These  fluctuations  are  very 
difficult  to  control,  by  any  means,  and  it  may  be 
necessary  to  try  and  use  monetary  policy  to  influence 
them,  in  default  of  a better  means  of  control.  But 
monetary  policy  may  not  prove  very  effective  in  this 
respect,  unless  it  is  used  so  drastically  that  it  has 
undesirable  effects  on  production  and  employment; 
and  it  would  be  sensible  to  consider  the  possibility 
of  a greater  use  of  exchange  controls  and  import 
restrictions  to  meet  this  kind  of  difficulty. 

(VI)  The  principal  reason  that  the  British  economy  is  so 
vulnerable  to  fluctuations  is  not  that  our  monetary 
techniques  are  inappropriate,  or  that  policy  has  been 
ineffective,  but  that  our  gold  and  dollar  reserves 
are  grossly  inadequate.  It  should  be  a major  objective 
of  British  policy  to  organise  concerted  action,  on  the 
part  of  all  the  major  countries  concerned,  to  increase 
international  liquidity.  Until  this  is  done,  our  inter- 
national position  will  remain  precarious. 

Introduction 

3.  As  we  understand  the  Committee’s  terms  of  reference, 
the  examination  of  the  working  of  the  monetary  system  will 
have  three  aspects: — 

(i)  M Malysis  of  the  structure  of  the  financial  system  as 
it  exists  at  the  present  time; 

(ii)  An  examination  of  the  effectiveness  of  the  present 
methods  by  which  those  responsible  for  monetary 
policy  can  regulate  the  level  of  interest  rates  and  the 
volume  of  credit; 

i[iii)  An  assessment  of  the  role  of  monetary  policy  as  an 
instrument  of  general  economic  policy. 

4.  This  memorandum  is  concerned  exclusively  with  the 
third  of  these  subjects:  it  examines  the  uses  and  limitations 
of  changes  in  the  supply  of  money,  the  level  of  interest  rates, 
and  the  volume  of  credfit,  as  instrument  of  general  economic 
policy.  We  have  limited  ourselves  in  this  way  partly  because 
we  feel  that  we  are  best  qualified,  as  professional  economists 
With  practical  experience  as  economic  advisers  in  gov«nment 
semce,  to  contribute  to  this  aspect  of  the  Committee’s 
^liberations;  but  also  because  we  believe  that  much  of  the 
dissatisfaction  wito  the  working  of  monetary  policy,  which 
led  to.  the  .Committee’s  appointment,  is.  due  to  a faffure,  on 
the  part  otmany.  people,  to  appreciate  these  general  issues. 

5.  BetwMo  1931  and  1951,  it  was  the  general  policy  of 
the  authorities  to  keep  interest  rates  low,  and  to  adjust  the 
supply  of  money  and  credit  in  line-.with  ffie  general  trend  of 
economic  events ; little  or  no  attempt  was  made  to  influence 
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or  control  the  course  of  economic  events  by  changes  in 
interest  rates  or  in  the  volume  of  credit.  During  this  period, 
there  have,  however,  been  great  changes  in  the  economic 
situation,  and  in  the  whole  conception  of  the  purpose  and 
responsibilities  of  government  economic  policy.  The  tradi- 
tional responsibilities  of  the  monetary  authorities  were  the 
maintenance  of  the  foreign  exchanges,  and  the  stability  of 
prices:  these  objectives  of  policy  are  now  accepted  as  th^ 
political  responsibility  of  the  government  of  the  day;  and 
since  the  publication  of  the  White  Paper  on  Employment 
Policy  by  the  Coalition  Government  in  1944,  all  major 
political  parties  are  explicitly  committed  to  the  maintenance 
of  a high  and  stable  level  of  employment. 

6.  The  neglect  of  monetary  policy  as  a means  of  influenc- 
ing the  economic  situation  was  heavily  criticised  in  the  years 
1945  to  1951;  and  very  strong  claims  have  been  made  that, 
properly  used,  monetary  policy  can  provide  an  effective 
means  of  maintaining  price  stability,  of  correcting  our  balance 
of  payments  difficulties,  and  of  permitting  reductions  in 
taxation.  In  our  view,  such  claims  are  exaggerated,  and 
cannot  be  supported  by  the  evidence  available.  Not  only 
are  there  good  reasons  for  thinking  that  the  response  of  the 
economic  system  to  dianges  in  interest  rates  and  credit 
policy  is  likely  to  be  smaller  and  slower  than  it  was  before 
the  war;  but  also  the  effects  of  operating  monetary  policy 
are  insufficiently  predictable,  and  its  working  is  too  uncertain, 
for  it  to  be  relied  on  as  the  principal  instrument  of  govern- 
ment policy. 

7.  Our  balance  of  payments  difficulties,  the  probleni  of 
pereistent  increases  in  ;>rices,  and  the  high  level  of  taxation, 
which  have  all  been  major  causes  of  political  and  economic 
concern  ever  since  1945,  are  not  problems  which  can  be 
easily  solved,  either  by  making  monetary  policy  effective,  or 
by  any  other  simple  means.  For  the  foreseeable  future,  the 
United  Kingdom  must  expect  to  face  a situation  where  the 
level  of  government  expenditure  is  high,  and  cannot  easily  be 
reduced,  where  foreign  exchange  reserve  are  critically  small, 
and  where  a high  level  of  employment  is  always  liable  to  be 
associated  with  persistent  pressure  on  costs  and  prices.  These 
are  intractable,  long-run  problems,  inherent  in  the  political 
and  economic  circumstances  of  our  time.  We  would  urge 
that,  in  addition  to  examining  the  working  of  the  monetary 
system,  and  exploring  means  by  which  the  authorities’  control 
over  the  monetary  situation  may  be  improved,  the  Committro 
can  make  plain  the  long-run  character  of  these  economic 
problems,  and  the  limitations  of  monetary  policy  as  a means 
of  dealing  with  them, 

Part  I.  The  General  Role  of  Monetary  Policy 
The  Modus  Operandi  of  Monetary  Policy 

8.  While  this  paper  is  not  concerned  with  the  detailed 
techniques  of  monetary  policy,  it  is  necessary  to  make  a 
broad  distinction  between  the  two  main  methods  by  which  it 
can  operate.  One  method  is  to  influence  interest  rates,  and 
the  other  to  ration  credit  in  various  ways.  By  the  first 
method  the  authorities  influence  the  terms  of  borrowing,  but 
allow  all  credit-worthy  borrowers  to  have  aU  the  money  they 
want  on  the  given  terms.  This  is  the  traditional  method, 
which  has  recently  been  extended  to  controlling  hire-purchase 
terms — ^i.e.  laying  down  the  sue  of  initial  deposits  and  repay- 
ment periods.  The  second  method,  on  which  considerable 
reliance  has  been  placed  in  recent  years,  is  to  try  to  see  that 
some  credit-worthy  borrowers  are  imable  to  get  all  the  money 
they  want  at  the  going  rates.  This  includes  persuading  the 
baiAs  to  limit  advances  or  deposits,  and  the  control  of 
public  issues.  A third  example  of  credit  rationing,  which 
has  not  been  used,  would  be  the  Bank  of  England  refusing, 
in  certain  circumstances,  to  act  as  lender  of  last  resort. 

9.  The  operation  of  monetary  policy  depends  on  the  effects 
of  changes  in  the  supply  of  money,  and  in  rates  of  interest, 
upon  the  demand  for  goods  and  service  in  the  economy. 
In  any  given  circumstances,  the  rate  of  interest  will  tend  to 
be  lower,  and  the  ease  of  borrowing  greater,  the  greater  is 
the  supply  of  money.  The  effects  of  the  monetary  situation 
upon  the  demand  for  goods  and  services  depends  on  how 
far  decisions  to  spend  (both  on  capital  goo^  and  on  con- 
sumption goods)  are  influenced  by  changes  in  the  terms  of 
borrowing.  The  chain  of  causation  connecting  changes  in 
the  terms  of  borrowing  with  actual  spending  d.ecisions  is 
very  complex.  It  depends  mainly  upon  the  opinions  and 
personal  judgments  of  those  concerned:  interest  ra.tes  them- 
seives'will  be  influenced  by  opinions  about  the  business  out- 
look and  by  opinions  about  the  future  policies  of  the 
authorities,  boto  monetary  , and  fiscal;  and  decisions  to- 
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spend  will  be  influenced  not  only  by  current  credit  conditions 
but  also — and  probably  to  a much  greater  extent — by  expec- 
tations as  to  future  conditions  of  credit  and  general  business 
activity.  Thus,  there  is  no  simple  and  direct  relationship, 
such  as  is  sometimes  suggested,  between  the  supply  of  money 
and  the  demand  for  goods  and  services. 

The  Balance  of  Supply  and  Demand,  and  Price  Stability 

10.  At  least  since  the  White  Paper  on  Employment  Policy 
of  1944,  it  has  been  the  accepted  objective  of  government 
economic  policy  to  achieve  and  maintain  a propCT  balance 
between  total  supply  and  demand  in  the  economic  system. 
This  objective  is  probably  most  often  thought  of  in  terms  of 
securing  “ a hi^  and  stable  level  of  employment  and,  in 
view  of  the  very  high  level  of  employment  which  has  b«n 
maintained  since  the  war,  and  the  importance  which  has 
been  attached  to  it,  quite  small  increases  in  unemployment 
are  likely  to  be  a cause  of  serious  public  and  political  concern. 

11.  But  it  is  difficult  to  define  “full  employment”  very 
exactly,  and  a “ proper  balance  ” between  supply  and  demand 
cannot  be  assessed  simply  by  reference  to  a particular  unem- 
ployment percentage,  the  stability  of  prices,  or  to  any  other 
single  indicator.  The  effectiveness  of  government  polity  must 
be  discussed  not  only  in  terras  of  the  level  of  employment,  but 
also  of  the  rate  of  growth  of  productivity,  and  of  the  stability 
of  prices;  and  there  is  no  reason  why  a high  level  of  employ- 
ment, a satisfactory  growth  of  production,  and  a stable  price 
level  should  be  capable  of  achievement  at  one  and  the  same 
time.  With  present  institutions,  they  may  prove  impossible 
to  reconcile.  Thus,  there  is  no  unambiguous  barometer  of 
economic  equilibrium,  but  rather  a whole  set  of  indicators, 
which  may  not  all  indicate  the  same  thing  at  any  one  time, 
and  which  have  to  be  looked  at  in  relation  to  the  economic 
situation  as  a whole,  and  in  the  light  of  the  different  and 
possibly  conflicting  objectives  of  government  policy. 

12.  The  balance  between  supply  and  demand  which  is 
relevant  to  employment  and  production  is  a physical  balaiKe 
— between  consumers’  demand  for  home  goods  and  servi<^, 
business  demand  for  investment  in  home  produced  capital 
goods,  the  demands  of  the  public  authorities,  and  the  foreign 
demand  for  our  exports,  on  the  one  hand;  and,  on  the  other, 
the  physical  ability  of  the  available  labour  force  and  produc- 
tive capacity  to  meet  these  demands.  Widespread  overtime 
working,  an  excess  of  the  number  of  unfilled  vacancies  oyer 
the  number  of  unemployed,  evidence  that  industry  is  working 
to  the  limits  of  capacity,  lengthening  order  books,  waiting 
lists,  shortages,  signs  that  shortages  are  being  met  by  depletion 
of  stocks,  abnormaUy  large  increases  in  irnports;  all  these 
are  possible  symptoms  of  a situation  in  which  total  demand 
is  in  excess  of  the  productive  capacity  available  to  meet  it. 
Most  of  these  symptoms  were  apparent  in  the  years  im- 
mediately after  the  war,  and  during  the  acceleration  of  the 
defence  programme  in  1951,  and,  to  a lesser  extent,  in  1955. 
During  these  periods,  the  need  for  economic  policy  to  reduce 
the  pressure  of  demand  in  the  economy  was  generally  reco^ 
nised.  Similarly,  an  excess  of  the  number  of  unemployed 
over  the  number  of  unfilled  vacancies,  a stationary  or  falling 
level  of  production,  under-utOisation  of  capacity,  short-tirne 
working,  evidence  that  manufacturers  are  working  off  old 
orders  faster  than  new  orders  are  coming  in,  signs  that  stocks 
ate  accumulating  because  goods  cannot  be  sold,  are  all  indica- 
tions that  the  level  of  demand  is  insufficient  to  keep  the 
economy  employed.  Most  of  these  symptoms  were  apparent 
in  1952 — 3,  and,  in  consequence,  the  1953  Budget  was 
designed  to  increase  the  level  of  demand  by  reducing  taxation. 

13.  But,  while  the  physical  syrnptoms  of  an  _«^  or. 
deficiency  of  demand  can  be  described  and  identmed,  it  is 
perfectly  possible  for  prices  to  be  rising  even  when  there  is 
no  symptom  of  disequilibrium.  In  fact,  it  is  quite  possible 
to  have  rising  prices  at  a time  when  the  physical  mmcators 
suggest  that  the  economy  is  working  significantly  below  fml 
capacity.  When  demand  is  not  excessive,  there  is  still  the 
possibility  that  prices  may  rise  because  of  increases  in  costs. 
In  an  economy  where  wages  and  salaries  are  determmed  by 
collective  bargaining  between  employers  and  trade  uraons, 
there  is  no  automatic  mechanism  which  wll  make  the  average 
rate  of  increase  in  incomes  agreed  upon  in  wage  negotiatioris, 
or  fixed  by  wages  boards,  or  arbitration  tribunals,  equw  to 
the  average  rate  of  increase  in  the  economy’s  productivity. 
And  iJf  money  incomes  rise  faster  than  productivity,  over  the 
economy  as  a whole,  this  will  lead  to  increase  in  costs,  and 
the  rise  in  costs  will  be  reflected  in  a rising  price  level. 

The  Limited  Possibilities  of  Monetary  Policy 

14.  . .Our  belirf  is  that;  given  the  demand  for  labour,  neither 


a policy  of  high  interest  rates  nor  of  credit  rationing  can  be 
the  least  effective  in  reducing  a process  of  cost  inflation. 
The  argument  of  those  who  appear  to  believe  the  contrary 
must  run  somewhat  as  follows.  Employers,  when  faced 
with  wage  demands,  will  realise  that  if  they  grant  them  they 
will  find  themselves  short  of  cash.  Even  if  ffiey  pass  on  llw 
increase  in  prices  (there  being  assumed  to  be  no  deficiency 
of  demand  for  goods)  they  will  still  find  that  at  the  new 
higher  level  of  monetary  turnover,  their  cash  holdings  are 
inadequate  to  finance  their  transactions.  They  will  realise 
that  they  will  be  either  unable  to  borrow,  or  able  to  borrow 
only  at  higher  rates  of  interest.  As  a resiilt  of  this,  they  will 
be  more  reluctant  to  grant  wage  increases. 


15.  The  above  argument  is  extremely  weak.  If  ti» 
employers  can  borrow,  the  extra  cost  of  higher  interest  is 
almost  certainly  negligible  in  relation  to  the  loss  of  profits 
whi^  they  would  suffer  as  a result  of  a strike  or  evoi  of 
bad  industrial  relations.  If  they  cannot  borrow,  and  also 
have  no  excess  cash  and  no  way  of  economising  in  their  use 
of  cash,  then  it  is  true  that  some  saving  of  expenditure  must 
be  made  if  the  wage  increase  is  granted.  In  these  circum- 
stances, the  employers  are  likely  either  to  economise  on  stocks 
or  else  to  reduce  their  capital  expenditure.  If  this  is  done, 
then  the  action  of  monetary  policy  has  been  to  reduce  real 
demand  and  not  simply  to  inhibit  cost  inflation.  In  other 
words,  if  monetary  poUcy  is  to  prevent  increases  in  prices, 
it  will  have  to  do  so  by  creating  a deficiency  of  dempd — 
and  we  are  not  questioning  the  fact  that  it  can  do  this.  It 
may  be  objected  that  the  above  is  an  unfair  way  of  putting 
the  argument  and  that  in  conditions  of  monetary  stringency, 
employers  will  fear  that  they  will  be  unable  to  pass  on  the 
cost  increases.  That,  of  course,  may  be  true.  But  if  it  is,  it 
means  that  there  is  nervousness  about  whether  demand  may 
not  be  deficient.  That  is  a result  which  can  be  achieved  as 
much  by  budgetary  policy  as  by  monetary  policy,  and  is  in 
no  way  peculiar  to  monetary  polity. 

16.  The  conclusion  is  that  the  only  way  in  which  monetary 
policy  can  help  to  prevent  rises  in  wages  and  prices  is  by 
directly  reducing  expenditure  on  goods  and  services,  or  by 
inducing  fears  of  a general  deficiency  of  demand  in  the 
future.  This  in  turn  will  cause  a fall  in  production  and  in 
employment.  But  there  is  no  evidence  to  show  how  much 
unemployment  would  be  necessary  to  achieve  price  stability, 
or  what  the  implications  of  such  a polity  for  the  growth  of 
production  would  be. 


17.  In  an  economy  in  which  high  levels  of  employnrait 
and  the  growth  of  output  are  prime  objectives,  such  a polity 
is,  in  our  view,  unacceptable.  It  .has  to  be  recognised  that 
the  methods  Ity  which  wages,  prices  and  profits  are  now 
determined  are  such  that  there  is  an  inherent  risk  in  conditions 
of  high  employment  that  prices  will  persistently  rise.  But  a 
solution  to  this  problem  must  be  sought  through  the  reform 
of  the  methods  by  which  prices,  wages  and  profits  are 
— not  by  creating  a deficiency  of  demand. 


18  It  is  important  that  demand  should  be  correctly 
regulated,  so  that  excesses  as  well  as  defidenaes  of  der^d 
are  avoided.  For  excess  demand  surely  contributes  to  rising 
prices.  The  role  of  monetary  policy  is  to  help  to  regulate 
demand  in  this  way.  But  it  is  only  one  weapon  that  can  be 
used  for  the  purpose — ^fiscal  policy  being  the  prmapd 
alternative— and  the  problem  is  to  consider  how  mui* 
reliance  can  or  should  be  placed  on  monetary  policy  m 
present  conditions.  In  dedding  this,  it  is  import  to 
consider  which  types  of  siding  moneuiy  policy 
influence  and  what  effect  it  may  be  expected  to  have  on  the 
lone-run  development  of  the  economy. 


Part  II.  Long-Term  Poucy 


The  Possible  Effects  of  High  Interest  Rates  on  Demand 

19  A polity  of  credit  restriction  continued  over  a lo^ 
period  is  unlikely  to  have  any  significant  diiwt  eff^  cither 
pn  consumption,  or  on  investment  in  stocks.  Its  only  sig^- 
ant  effect  is  likely  to  be  on  fixed  investment,  and  even  here 
Che  effect  will  probably  be  very  small. 

20  Let  us  consider  first  the  effects  of  high  interest  rates 
on  consumption.  Despite  the  increased  importance  of  hire 
purchase,  spending  from  borrowing  is  a sma.U  of  ron- 
sumer  expenditure.  A higher  cost  of  borrowing  is 
unlikely  to  reduce  total  consumer  expenditure  signmcantly. 
The  same  is  true  of  a higher  reward  for  lending:  for  dec^ions 
whether  to  spend  or  save  are  not  influenced  by  rewards  for 
lending  so  much  as  by  the  margin  of  mcome  v/hi^  ^ 

has  over  after  satisfying  immediate  wants,  and  the  strength 
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of  his  desire  to  provide  for  future  wants.  Moreover,  since 
we  are  considering  a long-run  policy  of  high  interest  rates 
the  possibility  that  consumers’  expenditure  may  be  affected 
by  a change  in  interest  rates  does  not  arise.  For  example, 
the  effects  of  a fall  in  share  or  bond  prices  resulting  from 
a rise  in  interest  rates  do  not  enter  the  long-run  calculation. 
For  these  reasons,  there  is  little  likelihood  that  consumers’ 
expenditure  will  be  significantly  affected  by  a long-term 
policy  of  high  inter^t  rates. 

21.  Secondly,  consider  investment  in  stocks.  Out  view 
is  that  the  long-run  effect  of  high  rates  of  interest  on  invest- 
ments in  stocks  cannot  be  anything  hut  ne^gible.  This  is 
not  to  deny  that  there  may  be  short-run  effects  of  changes 
in  interest  rates  (which  we  considerin  mote  detail  in  Part  np. 
For  u rise  in  interest  rates  may  cause  business  men  to  revise 
their  views  as  to  what  level  of  stocks  it  is  economical  to  hold 
in  association  with  any  given  rate  of  production  and  sales. 
In  consequence  they  may,  when  rates  of  interest  are  raised, 
reduce  their  stocks.  But  that  is  a once-and-for-all  adjustment. 
When  it  is  completed,  they  will  increase  their  stocks  again 
from  year  to  year  in  Me  with  the  growth  of  production  and 
sales.  Hence,  although  the  absolute  relationship  between 
stodfs  and  turnover  may  change  slightly,  the  annual  rate  of 
investment  in  stocks  will  not  in  the  long  run  be  significantly 
reduced  by  higher  interest  rates. 

22.  It  follows  that  it  is  only  the  level  of  fixed  investment 
which  can  be  significantly  reduced  by  a long-run  policy  of 
high  interest  rates.  But  it  is  uncertain  how  much  the  level 
of  long-run  fixed  investment  is  likely  to  be  responsive  to  the 
kind  of  long-run  variations  in  interest  rates  which  are  feasible. 
When  it  is  remembered  that  postponements  of  capital  projects 
are  not  here  in  question,  we  find  it  difficult  to  believe  that  the 
effect,  though  possibly  significant,  can  be  large.  In  this 
context,  it  may  be  noted  that  some  very  high  investment 
economies,  for  example  Germany  and  Italy,  also  have  (or 
have  until  very  recently  had)  very  high  interest  rates.  More- 
over, as  we  note  in  Part  III,  the  great  importance  in  this 
country  of  investment  by  public  authorities  (which  can  be 
directly  controlled  by  the  government  and  the  high  level 
of  company  taxation  both  reduce  the  impact  of  high  interest 
rates  on  fixed  investment. 

High  Interest  Rates  and  the  Budget 

23.  If  the  total  effect  of  high  interest  rates  on  all  kinds  of 
spending  over  a period  of  years  is  very  small  indeed,  then  it 
follows  that  monetary  policy  is  not  an  alternative  to  budgetary 
policy  so  far  as  long-run  steering  of  the  economy  is  con- 
cerned. This  conclusion  is  reinforced  by  consideration  of 
the  • effect  which  high  interest  rates  have  on  government 
expenditure.  At  any  given  level  of  tax  rates,  higher  interest 
charges  on  the  national  debt  result  not  only  in  higher  govern- 
ment expenditure,  but  also  in  hi^er  tax  receipts  from  those 
who  receive  the  additional  payments  of  interest.  But  the 
increase  in  government  expenditure  outweighs  the  increase 
in  tax  receipts,  and  the  net  result  of  any  increase  in  interest 
rates  is  a reduction  in  the  budget  surplus,  or  an  increase  in 
the  deficit.  Thus,  if  hi^er  interest  rates  had  no  effect  on 
investment  in  the  long  run,  then  tax  rates  would  actually  have 
to  be  raised  to  preserve  the  overall  balance  of  supply  and 
demand.  It  is  therefore  conceivable  that  high  interest  rates 
would  have  an  inflationary  effect  on  demand  unless  offset  by 
hi^er  taxation.  We  would  not  want  to  suggest  that  this 
would  be  very  likely.  But  equally,  it  is  unlikely  that  the 
maintenance  of  high  interest  rates  over  a period  of  years  can 
permit  any  significant  long-run  reduction  of  taxation,  given 
the  level  of  government  expMiditure. 

High  Interest  Rates  and  the  Balance  of  Payments 

24.  The  more  in^ortant  objection  to  high  interest  rates  is 
their  adverse  effect  on  the  balance  of  payments.  This  results 
from  the  fact  that  foreigners  are  now  large  holders  of  British 
government  securities.  Some  inducement  must  be  provided 
to  i»rsuade  foreigners  to  continue  to  hold  their  present 
sterling  balances,  or  at  least  not  to  inn  them  down  too 
rapidly ; but  there  is  no  point  in  paying  more  ffian  is  necessary. 
It  is  in  fact  unlikely  that  the  balances  are  hi^ly  responsive 
to  .changes  in  interest  rates.  Changing  trends  in  world  trade, 
together  with  the  state  of  world  confidence  in  sterling,  have 
a far  greater  influence  on  foreigners’  holffings  of  sterling 
than  rates  of  interest.  Consequently,  we  wo^d  regard  the 
payment  of  high  interest  rates,  which  imposes  a direct  burden 
on  the  balance  of  payments,  as  a serious  disadvantage  of  a 
long-run  dear  money  policy.  In  fact,  we  do  not  believe  that 
it  is  a sound  long-run  policy  to  encourage  short-term  borrow- 
ing by  this  country  at  high  interest  rates.  In  the  long  run  the 


aim  should  be  to  pay  no  more  than  enough  to  stop  foreign 
holders  thinking  of  hi^er  earnings  in  foreign  centres  as  a 
reason  for  selling  sterling.  If  short-term  rates  are  held  a little 
above  those  in  New  York  that  should  be  sufficient  to  prevent 
any  embarrassing  tendency  for  present  sterling  holders  to 
shift  their  reserves  and  working  balances  from  sterling  to 
dollars  on  account  of  the  greater  interest  which  they  would 
earn  in  New  York. 

25.  The  question  of  using  temporary  changes  in  interest 
ratM  to  meet  short-run  pressures  on  the  gold  and  dollar 
reserves  is  considered  in  Part  HI.  It  should  be  noted  here, 
however,  that  short-run  pressures  on  sterling  result  partly 
from  long-run  lack  of  confidence  in  its  stability.  Long-run 
stability  of  sterling  requires  stability  in  wages  and  prices 
which,  as  we  have  argued  earlier,  cannot  in  a fuU  employment 
economy  be  satisfactorily  achieved  by  credit  restriction  any 
more  than  by  any  other  means  of  reducing  demand.  Policies 
aimed  more  directly  at  wage  and  price  stability,  and  at 
augmenting  the  reserves,  are  therefore  the  appropriate 
weapons  with  which  to  increase  the  long-run  stability  of 
sterling  TTie  danger  of  using  high  interest  rates  in  their 
place  is  that  the  authorities  may  find  themselves  forced  to 
try  to  achieve  an  increasingly  large  positive  differential 
between  British  interest  rates  and  those  abroad,  so  as  to 
outweigh  lack  of  confidence  by  a differential  reward  in  the 
form  of  interest. 

Credit  Rationing  as  an  Alternative  to  High  Interest  Rates 

26.  The  above  results  are  not  much  modified  if  we  con- 
sider a policy  of  credit  rationing  as  an  alternative  or  partial 
alternative  to  high  interest  rates.  The  folIo^Ving  points  may 
be  noted.  First,  provided  that  credit  rationing  can  be  made 
really  effective,  its  effect  on  the  long-run  level  of  investment 
can  be  more  powerful  than  the  effect  of  fai^  interest  rates 
alone.  Secondly,  it  may  be  possible  to  promote  a slightly 
greater  effect  on  consumption  by  selective  control  of  advances, 
e.g.  personal  advances  and  advances  to  hire  purchase  com- 
panies. Thirdly,  if  credit  rationing  partly  takes  the  place 
of  high  interest  rates,  the  adverse  effect  of  increasing  govern- 
ment expenditure  and  interest  payments  abroad  is  reduced. 

27.  The  above  considerations  may  appear  to  make 
monetary  policy  a somewhat  more  viable  method  of  irfuenc- 
mg  long-run  demand.  On  the  other  hand,  the  proviso  that 
credit  rationing  must  be  really  effective  is  not  easily  achieved. 
It  depends  on  the  sources  of  credit  being  few  and  easily 
influenced.  So  long  as  a few  banks  remain  the  sole  important 
source  of  credit  this  may  be  true.  But  in  the  long  run,  if 
credit  rationing  is  fiercdy  maintained,  it  will  prove  most 
difficult  to  prevent  new  institutions  being  established  to  by- 
pass the  control.  Indeed,  this  has  already  happened.  In 
the  long  run  anyone  can  lend  to  anyone  and  you  cannot 
really  stop  him.  This  is  particularly  likely  to  happen  in 
the  U.K.,  since  the  existence  of  a large  National  Debt  and  a 
large  amount  of  share  capital  (compared  with  countries  where 
there  is  greater  direct  ownership  of  enterprise)  meam  that 
the  community  holds  plenty  of  paper  collateral  which  can 
be  pledged  in  exchange  for  loans.  Furthermore,  even  if 
creifit  rationing  can  be  made  to  work,  it  is  questionable 
whether  it  is  desirable  to  place  on  private  bank  managers 
the  responsibility  for  deciding,  in  the  light  of  government 
economic  directives,  which  investment  projects  are  most 
deserving  of  loans. 

28.  While,  therefore,  it  is  possible  that  a long-run  policy 
of  credit  restriction  may  serve  to  reduce  demand,  it  is  never- 
theless questionable  whether  such  a policy  can  either  be 
maintained  or  is  desirable. 

Budgetary  Policy  Compared  with  Monetary  Policy 

29.  In  view  of  the  doubts  expressed  in  the  above  para- 
graphs it  is  necessary  to  consider  carefully  the  question 
whether  there  are  simUar  disadvantages  attaching  to  budge- 
tary policy.  The  answer  is  that  there  are  not.  We  believe 
that  is  it  practically  true  to  say  that  everything  which 
monetary  policy  can  do  in  the  long  run,  budgetary  policy 
can  do  better. 

30.  First  of  an,  as  a means  of  restricting  demand 
budgetary  polio'  can  be  relied  upon  to  be  very  much  more 
effective.  It  is  much  more  certain  that  people  and  businesses, 
spend  less  on  goods  and  services  when  they  have  to  pay 
more  in  tax  to  the  government,  than  it  is  that  they  spend  less 
because  it  is  more  costly  or  difficult  to  borrow.  Secondly, 
fiscal  polio  can  be  made  very  much  more  selective,  and  very 
much  more  easily  selective,  than  can  monetary  policy.  The 
latter,  as  we  have  seen,  affects  only  fixed  investmcrit  ih  th? 
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[Continued 


long  run.  _ Fiscal  policy  can  be  made  to  affect  either  mainly 
consumption  or  mainly  investment.  Thus,  for  example,  a 
reduction  in  personal  income  tax  allowances  must  fall  almost 
entirely  on  consumption,  while  changes  in  depreciation 
allowances  are  likely  to  fall  almost  entirely  on  investment. 
Changes  in  profits  tax  and  income  tax  are  intermediate,  and 
fall  both  on  consumption  and  investment.  By  a suitable 
combination  of  taxes  the  weight  of  any  increase  in  taxation 
can  be  made  to  fall  almost  entirely,  in  the  first  instance,  on 
either  consumption  or  investment  at  will.  This  is  a very 
great  advantage.  We  have  seen  that  if  monetary  policy 
were  successful  in  reducing  demand  in  the  long  run  this 
would  be  because  it  succeeded  in  reducing  fixed  investment. 
But  that  would  be  an  inappropriate  policy  unless  it  were  the 
aim  of  the  authorities  to  seek  a low  investment  economy. 
Fiscal  policy  is  without  this  defect,  for  it  can  be  desi^^ 
either  to  encoura^  or  discourage  investment  within  a given 
total  demand.  Finally,  budgetary  policy  does  not  have  the 
great  disadvantage  of  increasing  the  strain  on  the  balance 
of  payments. 


31.  It  may  be  argued  that  high  taxation  is  bad  for  enter- 
prise and  incentives.  This,  of  course,  is  true.  But  it  is  relevant 
only  if  dear  or  difficult  money  really  permits  lower  taxation. 
We  have  argued  that  there  is  no  reason  to  suppose  that  high 
interest  rates  would  permit  lower  taxation  given  that  demand 
and  supply  must  be  kept  in  balance;  it  is  even  conceivable 
that  they  would  necessitate  higher  tax  rates.  We  have 
also  argued  that  credit  rationing  without  high  interest  rates 
might  be  rather  more  effective  in  restraining  demand,  and 
would  not  increase  interest  charges,  or  not  so  much.  Conse- 
quently it  mi^t  be  that  such  a policy  of  reasonably  cheap 
money  plus  credit  rationing  would  permit  lower  taxes  than 
otherwise.  But  unless  the  efiects  on  private  investment  were 
made  disastrously  large  from  the  point  of  view  of  the  long- 
run  development  of  the  economy,  the  permissible  decrease 
in  taxation  would  be  extremely  small,  It  is  quite  impossible 
to  believe  that  the  release  of  energy  and  enterprise  resulting 
from  very  small  reductions  in  tax  rates  could  conceivably 
outweigh  the  bad  effects  of  the  reduced  rate  of  investment 
which  made  such  tax  reductions  possible.^ 


Conclusions  of  Part  II 

32.  It  is  wrong  to  try  to  use  either  high  interest  rates  or 
credit  rationing  instead  of  the  budget  as  a means  of  attaining 
a desirable  long-run  balance  of  supply  and  demand.  The 
need  to  reduce  taxation  has  recently  received  great  emphasis. 
But  we  believe  than  an  attempt  to  use  credit  policy  so  as  to 
escape  from  the  necessity  of  having  high  taxation  in  an 
economy  which  has  high  government  expenditure  would 
prove  both  ineffective  and  expensive  to  the  balance  of  pay- 
ments. In  the  long  run,  budgetary  policy  must  be  regarded 
as  the  exclmive  method,  given  government  expenditure,  of 
preventing  both  excesses  and  deficiencies  of  ag^gate  demand. 
S«ondly,  it  is  possible  that  an  economy  with  low  interest 
rates  will  achieve  its  balance  of  supply  and  demand  with 
slightly  higher  investment,  and  consequently  wiffi  a more 
satisfactory  rate  of  growth  of  productivity.  This  in  turn 
would  make  it  easier  to  prevent  wages  rising  faster  than 
productivity. 

Part  HI.  Short-Term  Poucy 


33.  However  well  designed  long-term  policy  is,  some 
unintended  fluctuations  in  the  level  of  demand  are  inevitable. 
The  objective  of  short-term  policy  is  to  minimize  these 
fluctuations  and,  when  they  occur,  to  try  to  steer  the  economy 
back  on  to  its  proper  path  of  long-run  development. 
Generally  speaking,  the  main  components  of  demand — ^fixed 
investment,  stocks,  and  consumers’  expenditure — ^wll  all  tend 
to  fluctuate  together.  Moreover,  they  are  all  closely  inter- 
connected. Nevertheless,  when  a disturbance  occurs  it  may 
on  occasions  be  appropriate  to  set  in  motion  equilibrating 
forces  which  in  the  first  instance  react  mainly  upon  the  one 
or  the  other  of  these  magnitudes.  When  comparing  different 
methods  of  economic  steering  this  must  be  borne  in  mind. 


The  Possible  Effects  of  Changes  In  Interest  Rates  on  Demana 
34,  ■ We  have  argued  in  Part  II  that  in  the  long  run  mone- 
tary policy  can  be  expected  to  have  only  very  slight  effects  on 


1 In  this  connection  it  should  be  noted  by  the  Committee  that  the  presen' 
cricuiB  policies  of  oatioiialised  industries  are  highly  relevant.  If  higher  price 

were  charged  for  nationalised  produels, so  that  ^est  

more  than  they  do,  some  reduct 
excess  demand.  In  face  given 
that  it  is  both  easier  and  more 
by  these  means  than  by  using^  rr 

Sflue^d  more  dir^^  anTy  thouCS?  int< 


in  taxation  could  be  achieved  without  cr 
level  of  govemment'  eicpenditure,  we  t 
re  desireble  to  try  to  achieve  a reduction  in  ta: 
netary  policy  to  compress  private  invesi 


either  investment  or  consumption.  The  problem  in  the  short 
run  is  rather  different:  for  in  the  long  run  we  are  considering 
the  effect  on  the  economy  of  a certain  level  of  interest  rates 
maintained  over  a over  a period  of  years,  while  in  the  short  run 
we  are  considering  the  effects  of  changes  in  interest  rates  or 
changes  in  the  supply  of  credit.  A change  in  rates,  provided 
it  is  not  expected  to  be  permanent,  may  be  more  effective 
primarily  b^use  it  can  induce  postponements  of  present 
spending  or  anticipations  of  future  spending. 

35.  Let  us  consider  consumers’  expenditure,  stocks,  and 
fixed  investment,  in  the  above  li^t.  Take  consumption 
first.  Nowadays  a small  but  significant  part  of  total  con- 
sumption consists  of  durable  goods,  purchase  of  which  can 
be  fairly  easily  postponed.  Such  postponement  may  be  induced 
by  the  fall  in  Stock  Exchange  values  which  accompanies 
rising  interest  rates,  or  by  tighter  money,  or  by  making 
hire-purchase  terms  more  onerous. 

36.  Turning  to  Stocks,  it  is  possible  that  business  men 
and  merchants  may  be  induced  to  run  down  their  stocks,  i.e. 
disinvest,  by  a rise  in  interest  rates  which  is  expec^  to  be 
temporary.  But  it  should  be  noted  that  stockholding  is  far 
more  heavily  influenced  by  anticipated  chan^  in  com- 
modity prices  than  by  interest  charges.  So  that  if  the  current 
economic  climate  is  such  that  the  rise  in  inter«t  rates  has 
no  impact  on  anticipated  commodity  prices,  it  cannot  be 
expect^  to  have  a significant  effect  on  stock  holding.  Credit 
rationing  might  exert  a more  effective  control  over  invest- 
ment in  stocks,  but  there  is  very  little  evidence  as  to  this. 

37.  Turning  to  fixed  investment,  a rise  in  interest  rates  will 

probably  result  in  the  postponement  of  some  capiul  projects. 
But  here  again  no  considerable  effect  should  be  expected. 
Interest  charges  form  a very  sn^l  part  of  the  cost  of  capital 
wliir-R  Vioe  a «hnr+  Iiff»  heinff  niitweiehed  hv  denre- 
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British  economy,  and  of  the  experience  of  operating  moneta^ 
policy  over  the  past  six  years.  The  table  in  the  appendix 
to  this  paper  sets  out  the  various  components  of  total  demand 
in  1956.  It  will  be  seen  that  a very  large  proportion  of  the 
total  consists  of  items  that  are  clearly  insensitive  to  the  direct 
impact  of  monetary  policy.  Consumers’  expenditure  on 
items  other  than  durable  goods  (food,  drink,  tobacco,  rent, 
rates,  fuel  and  li^t,  transport,  personal  services,  etc.)  are 
almost  entirely  paid  for  out  of  income,  and  not  financed  by 
borrowing.  These  items  alone  account  for  about  three-fifths 
of  total  demand.  Another  quarter  is  accounted  for  by  the 
expenditure,  current  and  capital,  of  public  authorities  and 
the  nationalised  industries,  which  is  for  the  most  part  not 
much  affected  by  monetary  policy.  Total  private  investment, 
and  expenditure  on  consumers’  durables — the  only  items 
which  can  be  considered  directly  susceptible  to  the  influence  of 
monetary  policy — thus  amount  to  only  about  15  per  cent,  of 
total  expenditure.  Moreover,  with  interest  rates  only  a small 
fraction  of  total  business  costs,  and  with  a high  proportion  of 
private  investment  financed  out  of  firms’  own  undistributed 
profits  and  accumulated  reserves,  it  is  probable  that  a good 
deal  of  private  investment  is,  in  practice,  largely  insulated 
from  the  immediate  impact  of  changes  in  monetary  policy. 
Thus  the  proportion  of  total  demand  in  the  economy  which 
is  susceptible  to  control  by  monetary  action  is,  effectively, 
very  small.  In  broad  terms,  not  more  than  10  per  cent,  of 
total  demand  might  be  considered  to  be  potentially  sensitive 
to  the  direct  effects  of  changes  in  interest  rates  or  the  volume 
of  credit. 

The  Experience  of  the  Years  1951 — 56 

41.  This  analysis  sugg^ts  that  the  failure  of  monetary 
policy  since  1951  to  achieve  its  objectives  more  effectively, 
which  many  observers  have  attributed  to  teclmical  weaknesses 
in  the  methods  which  the  authorities  have  used  to  control 
the  monetary  and  banking  system,  in  fact  reflects  the  more 
fundamental  difficulty  that  the  economic  system  does  not 
respond  easily  or  quickly  to  changes  in  monetary  policy. 
The  restrictive  monetary  policy  pursued  in  the  early  part  of 
1952  was  followed  by  a temporary  fall  in  demand  and  pro- 
duction, the  main  feature  of  which  was  a large  reduction  in 
investment  in  stocks.  But  there  is  little  evidence  that  either 
the  reduction  in  stock-building  or  the  general  fall  in  demand  of 
1952  was  the  result  of  monetary  policy.  1951  was  a year  in 
which  commodity  prices  rose  very  sharply;  and  the  boom 
expectations,  induced  by  the  outbreak  of  war  in  Korea  jmd 
the  rearmament  programme,  stimulated  a large  accumulation 
of  stocks.  A big  reduction  in  the  rate  of  investment  in  stocks 
was  inevitable,  quite  apart  from  any  change  in_  interest  rat« 
or  credit  conditions,  as  soon  as  commodity  prices  fell  again 
and  the  temporary  stimulus  to  stock-building  was  removed. 
Thus  the  fall  in  demand  in  1952  was  largely  due  to  other 
Factors,  and  at  most  a very  small  part  of  it  can  be  attributed 
to  monetary  policy. 

42.  Between  the  end  of  1952  and  the  end  of  1954,  monetary 
policy  did  not  attempt  to  exert  much  positive  influence  on  the 
economy,  upwards  or  downwards,  '^e  growth  of  demand 
and  production  over  this  period  was  stimulated  by  the  general 
gro\^  of  incomes  in  this  country  and  abroad,  by  the  large 
expansion  in  housebuilding  by  public  authorities,  and  by 
tax  concessions  which  stimulated  both  private  investment  and 
consumers’  expenditure.  During  1955,  monetary  policy  was 
again  used  to  try  to  reduce  the  level  of  demand,  but  the 
response  was  very  slow  and  small.  General  action  in  the 
monetary  field  had  to  be  reinforced  by  directives  to  the  banks 
about  advances,  by  direct  restriction  of  hire-purchase  facilities, 
and  by  an  autumn  budget.  In  reviewing  this  experience,  the 
Economic  Survey  for  1956  noted  “ the  resistance  which  the 
economy  offers  to  a restrictive  credit  policy  at  a time  of  great 
prosperity,  when  business  expectations  are  optimistic  and 
many  expansion  plans  are  in  the  course  of  execution,  but 
when  no  abnormal  speculative  activity  is  taking  place”. 
The  main  observable  result  of  the  measures  taken  to  restrain 
demand  in  1955  was  a reduction  in  the  demand  for  consumers’ 
durables,  and  this  was  mainly  the  result  of  the  specific  restric- 
tions imposed  on  hire-purchase  facilities,  and  the  increases  in 
purchase  tax  in  the  autumn  budget,  rather  than  to  the  general 
effects  of  higher  interest  rates  and  credit  restriction.  It  is 
clear  that  the  increases  in  interest  rates,  and  the  pressure  on 
bank  credit  during  1955  and  1956,  substantial  though  they 
were,  were  unable  to  prevent  a continued  increase  in  private 
fixed  investment,  and  a further  accumulation  of  stocks. 

The  Flexibility  and  Unreliability  of  Monetary  Policy 

43.  The  fact  that  monetary  policy  by  itself  seems  rather 
ineffective  in  i^uencing-the  level  of  demand  in'the  economy 


does  not  mean  that  it  can  be  ignored,  or  dismissed  as  useless. 
The  task  of  controlling  the  level  of  demand,  so  as  to  keep  the 
economy  in  balance,  is  a difficult  one:  a wide  range  of 
different  techniques — monetary,  budgetary,  and  administra- 
tive controls — all  need  to  be  considered  and  used  in  conjunc- 
tion with  one  another.  The  role  of  monetary  policy  can  be 
properly  assessed  only  when  it  is  compared  with  the  other 
method  at  the  government’s  disposal. 

44.  One  of  the  main  advantages  of  monetary  policy  is 
that  it  can  be  used  and  changed  at  any  time.  Normal  Bank 
of  England  routine  permits  changes  in  Bank  Rate  to  be 
made  any  Thursday,  and  in  times  of  exceptional  crisis  there 
are  precedents  for  even  quicker  changes  in  Bank  Rate. 
Apart  from  Bank  Rate  change,  the  day-to-day  operations  of 
the  authorities  make  it  possible  for  them  to  exert  an  im- 
mediate influence  on  the  supply  of  money  and  on  short- 
term interest  rates,  as  soon  as  they  decide  tiiat  some  change 
in  policy  is  required.  This  suggests  that  monetary  policy  is 
an  instrument  that  the  authorities  can  conveniently  use  as 
an  indication  that  changes  in  policy  are  required,  and  of  the 
direction  in  which  economic  policy  is  trying  to  act.  But, 
while  this  flexibility  is  an  advantage  of  monetary  policy,  it 
should  be  noted  that  budgetary  policy  is  now  much  more 
flexible,  in  this  sense,  than  it  used  to  be.  Purchase  tax  can 
be  raised  at  any  time;  and  an  autumn  budget  need  not  be 
considered  a disaster. 

45.  Against  this  advantage  of  flexibility,  monemry  policy 
has  one  very  serious  disadvantage  as  a means  of  influencing 
economic  trends:  its  effects  are  unreliable,  and  particularly 
unpredictable  in  comparision  with  other  methods.  TOere  are 
two  main  reasons  for  this.  The  first  is  that  a considerable 
part  of  the  effect  which  a change  of  monetary  policy  may  have 
is  through  its  impact  on  the  general  climate  of  opinion  as 
to  the  future  level  of  demand  and  prosperity  of  the  economy, 
or,  in  other  words,  on  the  state  of  business  confidence. 
V^ether  a given  change  in  monetary  policy  is  or  is  not  going 
to  have  an  important  effect  on  confidence  is  extremely  hard 
to  predict.  Secondly,  it  is  generally  true  that  it  is  particularly 
hard  to  predict  the  effects  of  measures  which  primarily  affect 
investment.  This  is  because  consumers’  expenditure  is  fairly 
dosely  related  to  the  purchasing  power  at  their  disposal, 
while  investment  is  not  closely  link^  to  the  level  of  interest 
rates,  the  avaOability  of  credit,  or  any  other  single  factor  in 
the  same  way;  it  depends  on  a whole  complex  of  factors 
which  are  very  difficult  to  analyse.  Since  monetary  policy 
must  work  mainly  by  affecting  investment,  and  investment  is 
not  easily  predicted,  the  results  to  be  expected  from  the  use 
of  monetary  policy  are  necessarily  rather  unpredictable  also. 

46.  The  successful  steering  of  the  economy  along  a 
desirable  path  depends  very  much  on  Treasury  economists 
being  able  to  pr^ict  the  future  corpse  of  demand.  The 
authors  of  this  paper  have  all  had  several  years  of  experience 
in  this  kind  of  work,  and  we  can  say  with  some  confidence 
that  it  is  much  harder  to  make  forecasts  of  the  future  state 
of  the  economy  when  changes  in  monetary  policy  are  being 
made  than  when  the  primary  means  of  economic  steering 
in  use  are  changes  in  taxation  and  in  controls. 

The  Particular  Importance  and  Difficulty  of  Influencing 
Fixed  Investment 

47.  The  difficulties  of  predicting  the  level  of  investment, 
and  the  unreliability  of  the  methods  available  for  controlling 
it,  are  of  a general  character.  Thus,  we  know  as  little  of  the 
magnitude  of  the  effects  of  varying  investment  allowances 
and  initial  allowances  as  we  do  of  the  effects  of  variations 
in  interest  rates  and  the  availability  of  credit.  Despite  this 
ignorance,  in  1953  it  seemed  necessary  to  take  steps  to 
encourage  private  investment.  Whether  the  subsequent 
investment  boom  developed  mainly  as  a result  of  the  measures 
taken,  or  whether  most  of  it  would  have  happened  anyway, 
we  shall  never  know.  But  whatever  the  cause,  the  rate  of 
increase  of  investment  which  developed  was  far  too  great  to 
be  maintained  in  the  long  run.  Equally,  the  fact  that  invest- 
ment has  now  ceased  to  rise — and  a stationary  level  of 
investment  cannot  be  maintained  in  the  long  run  either — 
may  or  may  not  be  primarily  the  result  of  monetary  policy. 
It  is  no  exaggeration  to  say  that  the  essence  of  successful 
management  of  the  economy  lies  in  obtaining  a smooth 
growth  of  investment  at  a rate  of  a few  per  cent,  per  annum. 
Past  experience,  over  many  years,  suggests  that  rnonetary 
policy  has  failed  dramatically  to  achieve  this,  The  difficulties 
of  improving  on  this  performance  are  considerable.  But  we 
feel  that  improvement  can  result  only  if  the  necessary  short- 
term checks  and  encouragements  to  investment  do  ncrt 
impinge  upon  business  men’s  confidence  in  the  steady  growth 
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and  viability  of  the  economy.  We  argue  below  that  it 
should  prove  considerably  easier  to  hold  investment  in  check 
without  destroying  the  ^sire  to  invest  if  taxes  rather  than 
monetary  methods  are  used. 

48.  In  this  connection  we  do  not  think  that  the  use  of 
some  physical  controls  should  be  lightly  forsworn.  If  our 
economic  knowledge  were  perfect  there  would  be  no  need  of 
them.  But  mistakes  of  both  prediction  and  control  are 
inevitable.  In  these  cirCurhstanCes  it  is  desirable  to  have 
some  means  of  holding  down  investment  which  does  not  in 
any  way  cause  the  desire  to  invest  to  evaporate.  Of  course, 
controls  have  disadvantages  of  their  own:  but,  nevertheless, 
we  feel  that  building  licences  constitute  a fairly  effective  long 
stop  which  can  most  usefully  be  brought  into  play  when 
intrinsically  more  desirable  methods  of  steering  the  economy 
fail. 

Comparison  of  the  Monetary  and  Fiscal  Means  of  Influencing 
Fixed  Investment 

49.  Although  both  fiscal  and  monetary  methods  of 
influencing  investment  are  unreliable,  we  believe  that  fiscal 
methods  can  do  everything  which  can  be  done  by  monetap' 
methods,  and  that  as  experience  is  gained  they  will  prove  in 
the  end  to  be  both  more  effective  and  more  reliable.  By 
fiscal  methods,  we  here  mean  variations  in  depreciation 
allowances,  and  in  investment  taxes  or  subsidies.  (The  so- 
c^d  investment  aUowance  was  in  fact  an  investment  subsidy, 
and  an  investment  tax  would  be  as  easy  to  introduce  as  was 
this  subsidy).  We  believe  this  because  fiscal  methods  operate 
mainly  by  affecting  the  balance  of  calculation  as  to  whether 
particular  investments  are  worthwhile  or  not.  In  theory, 
variations  in  interest  rates  act  in  the  same  manner.  But,  in 
practice,  we  believe  that  small  variations  in  interest  rates 
are  insufficient  to  affect  rational  calculations  of  this  kind  and 
that  any  very  large  variation  which  might  affect  the  calcula- 
tions will  also  have  the  effect  of  damaging  confidence  in 
future  demand,  and  so  will  be  liable  to  affect  investment  too 
much.  In  contradistinction,  an  investment  tax  should  not 
affect  business  men’s  predictions  of  future  demand  to  -any 
significant  extent.  There  is  also  no  doubt  that  investment 
taxes  and  investment  subsidies  could,  so  far  as  rational 
calculation  of  the  profitability  of  investment  is  concerned,  te 
made  immensely  more  powerful  than  any  feasible  change  in 
interest  rates.  We  believe  that  by  such  means  it  should  be 
very  much  easier  to  control  the  rate  of  growth  of  investment, 
without  causing  such  a loss  of  confidence  in  future  demand 
as  may  cause  investment  to  dry  up  too  rapidly  and  so  result 
in  an  unintended  recession. 

Monetary  Policy  and  Fluctuations  in  Stocks 

50.  We  must  turn  now  to  the  problem  of  influencing  the 
level  of  stocks.  This  is  unfortunately  a matter  of  importance 
in  view  of  the  inadequacy  of  our  foreign  exchange  reserves: 
for  variations  in  stocks  can  place  great  strains  on  the  reserves. 
Traditionally,  and  in  the  opinion  of  some  economists, 
monetary  policy  has  been  held  to  work  primarily  by  influenc- 
ing stock  holding — a rise  in  rates  of  interest  (believed  to  be 
temporary)  inducing  business  men  and  merchants  to  cut 
their  stoclK.  This  may  happen,  but  we  believe  that  it  will 
happen  to  a significant  extent  only  if  people,  as  a result,  fear 
a fall  in  commodity  prices  (for  commodity  prices  are  a vastly 
more  powerful  influence  on  the  profitability  of  stock  holding 
than  the  rate  of  interest).  This  is  lOcely  to  be  the  case  only  if 
other  m^or  countries  are  simultaneously  pursuing  the  same 
policy : and  then  it  happens  because  a general  lack  of  co^- 
dence  about  future  world  demand  is  created  (as  it  is  being 
created  now).  If  this  is  how  monetary  policy  really  works  in 
this  field,  and  we  are  confident  that  this  is  the  case,  it  will  tend 
either  to  add  to  the  possibility  of  major  fluctuations  in  world 
demand  and  trade,  or  be  ineffective  (if  a policy  of  stringent 
monetary  conditions  is  pursued  in  isolation). 

51.  As  noted  above,  we  doubt  whether  monetary  policy 
has  been  successful  in  influencing  stocks  in  the  ri^t  direction 
at  any  time  since  1950.  But  so  far  as  stocks  are  concerned, 
we  do  not  know  of  any  fiscal  alternative  to  Bank  rate  policy. 
The  two  real  alternatives  to  monetary  policy  are  (I)  doing 
nothing,  and  letting  variations  in  the  stock  of  foreign  exchange 
offset  variations  in  stocks  of  commodities,  and  (2)  using 
import  controls.  The  former  is  undoubtedly  best,  and  the 
reserves  should  be  built  up  to  enable  such  a policy  to  be 
pursued.  But  at  present  it  is  probably  impossible.  In  these 
circumstances,  we  consider  that  import  controls  should  be 
reconsidered  as  a last  resort  measure  to  prevent  a possible 
stocking  boom  getting  out  of  hand:  and  that  such  controls 
are  preferable  to  any  really  drastic  use  of  monetary  policy, 


which  may,  as  already  indicated,  result  in  quite  undesirable 
repercussions  in  other  parts  of  the  economy.  For  example, 
a rise  in  imports  due  to  stocking  up  when  commodity  prkes 
are  rising,  and  expected  to  rise  further,  may  occur  when  the 
trend  of  fixed  investment  is  perfectly  satisfactory.  Any 
savage  use  of  monetary  poli^  would  then  be  quite  inappro- 
priate. But  at  the  same  time  we  believe  that,  with  our 
inadequate  currency  reserves,  monetary  policy  must  be  tried 
in  such  circumstances — and  be  accompanied  by  clear  state- 
ments that  it  is  not  intended  to  affect  fixed  investment  (for, 
to  some  extent,  business  men  are  influenced  by  wirat  the 
government  says  it  wants). 


Monetary  Policy  and  the  Current  Balance  of  Payments 

52.  The  role  of  monetary  policy  as  a means  of  dealing  with 
fluctuations  in  our  balance  of  payments  and  losses  of  foreign 
exchange  reserves  ne^  to  be  re-examined.  In  so  far  as 
balance  of  payments  difficulties  are  the  result  of  excess 
demand  at  home,  monetary  policy  will  prove  a reliable 
means  of  rectifying  an  adverse  balance  of  payments  only  if 
it  is  effective  in  reducing  home  demand.  We  have  argued 
that,  unless  it  is  used  very  drastically,  monetary  policy 
cannot  be  relied  on  to  provide  an  effective  control  for  short- 
run  fluctuations  in  investment  or  consumption:  it  is  therefore 
unwise  to  rely  on  monetary  poli^  as  the  rnain  method  of 
rectifying  an  adverse  balance  of  payments  which  results  from 
excess  home  demanff  Here  again,  fiscal  policy  is  more  likely 
to  prove  effective.  But,  as  noted  above,  a deterioration  in 
the  balance  of  payments  which  is  due  to  a speculative  increase 
in  the  demand  for  stocks  of  imported  materials  may  need  to 
be  met  by  monetary  restriction,  since  fiscal  policy  offers  no 
alternative  in  such  a case;  but  monetary  policy  can  also 
prove  ineffective,  and  recourse  to  direct  control  on  the  volume 
of  imports  may  then  be  needed. 


Monetary  Policy  and  Currency  Speculation 
53.  Quite  apart  from  the  question  of  correcting  an 
adveree  balance  of  payments  on  current  account,  there  is  the 
problem  of  speculation.  Any  situation  in  which  the  devalua- 
tion of  sterling  appears  possible  is  likely  to  lead  to  serious 
speculation  against  the  pound;  and  our  foreign  exchange 
reserves  are  so  low  in  relation  to  the  payments  which  they 
have  to  finance  that  any  loss  of  gold  or  dollars  is  liable  to 
create  the  impression  that  devaluation  is  possible.  Small 
fluctuations  in  the  balance  of  payments,  which  by  themselves 
are  no  cause  for  concern,  are  thus  sufficient  to  make  some 
people  suspect  that  a devaluation  might  b^me  necessary. 
Once  this  suspicion  is  formed,  even  though  in  recent  years  it 
has  not  been  justified  either  by  the  facts  or  by  the  authorities 
intentions,  it  is  sufficient  to  set  off  a wave  of  speculation  which 
can  lead  to  critical  losses  of  foreign  exchange,  Similarly, 
even  if  there  is  no  deficit  on  current  account,  rumours  about 
exchange  rates  are  sufficient  to  produce  a crisis. 


54.  Bank  Rate  changes  are  the  traditional  method  of 
combatting  speculation;  and,  with  the  reserves  so  small, 
speculation  is  so  difficult  to  prevent  that  Bank  Rate  is  a 
weapon  which  it  may  be  necessary  to  risk  using  (we  say  risk 
using  for  in  principle,  if  badly  used,  it  can  do  harm  not 
good:  for  speculators  could  take  a rise  in  Bank  Rate  as  a 
sign  of  the  seriousness  of  the  situation  rather  than  a sign  that 
the  authorities  have,  or  will  shortly  have,  it  under  control). 
There  are  alternative  methods  of  trjdng  to  protect  the  reserves 
against  speculation,  such  as  widening  the  “ float  ’ of  ei^ 
change  rates,  or  supporting  the  forward  rate  of  exchange  and 
thus  attracting  arbitrage  funds  (this  latter,  of  courw,  r^uues 
that  short  interest  rates  are  above  those  m New  York— but 
it  may  be  used  to  moderate  the  extent  to  which  it  is  necessary 
for  London  rates  to  exceed  New  York  rates).  But  the  use 
of  these  methods  raises  too  large  questions  for  us  to  go  into 
here  It  suffices  to  repeat  that,  with  the  precanousness  of 
our  reserves  it  is  obvious  that  we  cannot  afford  to  neglect 
the  use  of  Bank  Rate.  But,  while  it  may  be  necwsary  to  use 
Bank  Rate  changes  as  a means  of  checking  international 
speculation  against  sterling.  Bank  Rate  cannot  be  reg^ded 
as  a satisfactory  answer  to  the  problem  of  speculation.  First, 
there  is  the  danger  that  each  wave  of  speculation  may  lead 
to  increases  in  Bank  Rate,  and  that  these  increases  ^ not 
fully  reversed  once  the  threat  of  speculation  h«  been  checked. 
Unless  these  increases  are  fully  reversed,  the  use  of  Bank 
Rate  to  check  speculation  will  provoke  a permanent  trend  to 
higher  interest  rates,  and  worsen  the  balance  of  payments  on 
current  account  through  the  increased  payments  of  interest 
on  the  sterling  balances. 


55  The  problem  of  speculation  is  serious  primely 
bwause  our  gold  and  dollar  reserves  are  much  too  low.  It  is 
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25  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  SIR  DONALD  MacDOUGALL,  C.B.E. 
PAMl.  lEIRODUCnON  P"!  U-  BRITISH  POUCV 

^ [/jg  of  Reserves  and  Government  Borrowing 

1,  I have  been  asked  for  my  views  on  the  pressure  that  ..  i — _*;««  tvi 

.1 J— IT..—  — UT— M avor-t  /ATI  th 


use  Of  AeiServej  uriu 

1,  1 nave  oeen  asseu  luj.  mj  views  yn  vi.w  reserves  are  by  assumption  low  they  cannot 

the  dollar  problem  might  exert  on  the  wonomy  and  any  ^.wn  on  for  long-  and  I shall  also  assume  that  they 
weaknesses  in  the  machine^  for  deatag  wiA  that  pres^rc  • be  buttressed®  by  governmental  borrowing  on  the 

This  is  a large  question  and,  having  been  ^ked  to  be  bnrf,  I . ^,^5  been  possible  over  the  last  few  years 

shall  have  to  deal  cursorily  and  dogmatically  with  many  the  Export-Import  Bank  and  by  postponing 

aspects  of  it.  ^ •’  ’vtc  — ^ iwotto'! 

The  Danger  of  World  Dollar  Shortage 

2,  In  a recent  book  on  Tije  I argued 

»trat  Tinixec  tha.r/*  arft  rather  strikinz  changes  in  national  and 


lirom  tne  i.ivi.r.,  uic  ~- 

payments  on  the  U.S.  and  Canadian  loans). 
Devfliwafi'on 


i/te  JJanger  oj  rvorta  uoiiar  _y.  uevatuamn 

2 In  a recent  book  on  Tije  World  Dollar  Probleml^t%at'^  7.  i assume  that  every  effort  is  made  to  mmtain  the 
that  unless  there  are  rather  striking  changes  in  national  and  official  exchange  value  of  the  pound,  to  m^ng  tto  assump- 

intemational  economic  policies  and  institutions,  a substant^i  tion  i am  influenced  by  the  statement  of  the  Ch^wUor  ol 
surplus  is  quite  likely  to  emerge  from  time  to  time  m the  Exchequer  when  he  announced  the  setting  up  ot  the 
transactions  of  the  U.S.  with  other  countries  which  wiU  place  Committee  but  I feel  that,  m any  case,  deyaluaQon  ^ou  d 
a serious  strain  on  their  inadequate  reserves.  If  the  mam  avoided  until  it  is  clear  that  the  deficit  is  not  merdy 
..  . j j jAA  .A......  £.m>Ai/AT/mArir  *’  A — tTaot  o rflrmnt  be  restored  without  it. 


transactions  of  the  U.S.  with  other  countnes  whicn  wui  piace  Committee  but  1 leel  mat,  m any  case,  - 

a serious  strain  on  their  inadequate  reserves.  If  the  mam  avoided  until  it  is  clear  that  the  deficit  is  not  merdy 
trouble  is  excess  demand  and  “ over-eraploymait  ’ outside  temporary  and  that  a balance  cpnot  be  r^tored  without  it. 
the  U S it  may  be  possible  to  remove  the  world  s doUar  Even  if  devaluation  proves  mevitafale  it  will,  as  I mentionea 
deficit  fairly  painlessly  by  disinflationary  poHcies  whose  mam  earlier,  take  time  to  improve  the  balance 
effect  is  to  set  free  goods  that  can  readily  be  sold  in  the  U.S.  fjorn  the  reversal  of  smy  speculauve  flow  of  capital  that  may 
and  to  reduce  abnormal  imports  from  her.  But  a dollar  jj^ve  occurred  in  anticipation  of  it. 
deficit  may  arise  when  there  is  little  or  no  over-emptoyment  ^ Deflation 

outside  the  U.S..  when  there  are  no  abnormal  imports  trom  ^ assuming  that  employment  is  not  unduly 

her  and  when  exports  to  her  are  hnuted  by  Amencan  dOT^^  ^ deflationary  policies  would  restore  external  balance 

rather  than  by  competing  demands  in  other  comtn^  oi^  at  heavy  cost  to  employment,  output  and  growth.  Such 

Deflation  (through  monetary  or  fecal  ^ pS:i«  Jd,  moreover,  improve  our  balance  with  the  U.S. 

a painful  way  of  restormg  a balance  with  the  U.S.,  tor  m ^ surplus  countries  to  only  a mmor  extent, 

main  effect  would  fe  a pointlMS  -Their  main  effect  would  be  to  aggravate  further  the  problems 

goods  produced  in  the  rest  of  the  world,  the  fall  m demand  countries  in  deficit  and  so  help  to  set  m motion  a 

for  American  exports  downward  spiral  of  world  production  and  trade  that  would 

total.  To  remove  a dollar  deficit  of,  say,  54  billion,  counmes  exports, 

outside  the  U.S.  might  have  to  cut  down  demand  for  their  soon  react  on  out  p 
nwTT,  and  each  otfei's’,  production  by  perhaps  530—40  D.  Interest  Rate  Policy 


billion. 


3 The  resulting  fall  in  production,  employment,  incomes 
and’  trade  throughout  the  non-doUar  world  could,  however, 

beavoided-aUea!lmpart-ifttorewerea,efe«i./reducM^^ 

in  demand  concentrated  on  imports  from 


I.  Interest  Rate  roticy 

9.  What  then  can  be  done  ? One  possible  policy— at 
least  for  dealing  with  temporary  difficulties — would  be  to 
raise  short-term  interest  rates  in  the  hope  of  mcoura^g  an 
inflow  of  capital  and  of  discouraging  an  outflow.  If  mng- 
t.?iTn  rates  were  not  greatly  affected  any  deflationary  eff«ts 
on  lie  h^Tne  economy  might  be  small.  If  they  threat^ed  to 

. , .1 u — .......“UIt,  Ko  nffc/At  nV  TlSfial  TlOllCV 


in  demand  concentrated  on  imports  irom  me  u.s.  iim  qh  the  home  economy  might  oe  smau.  n uicy  ^ 

would  mean  imposing  quantitative  restrictions  on  them  and  ^ substantial  they  could  possibly  be  offset  by  fecal  poUcy 
these  would  have  to  be  discriminatory  to  avoid  a !»ggar-my-  generally  and,  for  example,  by  accelerating  the  capit^ 
neighbour  cutting  of  non-doUar  trade  as  well.  It  may  be  pgnditure  of  nationalised  mdustnes 

thought  that  devaluation  or  depreciation  of  ncm-doUar  designed  to  stimulate  private  mvestinent.  The  objection 
currencies  would  be  a preferable  solution.  But  qiute  ap^  Ij^^er  interest  payable  on  sterling  balances  would 

from  the  objections  to  such  a course— at  least  if  the  doll^  ^ burden  on  the  balance  of  payments  is  not  necMsanly 

deficit  is  tmporary— it  would  take  tune  to  remove  the  decisive  m the  short  run  smee  the  ^ounte  payable  to 

deficit  In  the  meantime,  discriminatory  import  restnctions  gtgjUng  countries  would  be  relatively  small  (alffiough  highe 
wo^d  still  be  necessary.  payments  on  the  much  larger  balances  of  sterling  countaK 

wuuiu  iTtui.  UA,  A . rmild  over  a loneer  nriod,  lead  to  a substantial  dram  on  our 

4.  lie  main  ways  in  Tlhich  the  dimgRTO  recuiimEWorH  aoiBd^va  a longer  pnoa. 


ad“.hen  he  foBowed.  — - 

The  PosUlm  of  Britain  , Cit  woldd  do  so  in  w esample  if  mtetrat  ia»s  m todon 

5 If  the  U.S.  mns  into  heavy  surplus  and  begins  to  gam  were  not  more  than  2 per  “nt.  „ai  Jot 

gold  and  dollars  at  a high  rate  some  other  countnes,  mclndmg  teee  mouja,  >”  f„„ard  pounds 

that  it  will  be),  the  area  may  be  in  especial  difficulties.  For  its  m Bank  Rate. 

sold  and  dollar  reserves  are  particularly  low  and,  sm«  Forward  Exchange  Rate  Policy 

sterling  is  an  international  cunency,  it  will  to  ^r  however,  the  authorities  support  tt®  forw““ 

of  the  doBar  losses  of  other  countnes.  Jl}®  f '*’£  for  the  pound  and  prevent  the  disraunt  from  ^'2™?® 

memorandum  is  devoted  to  a discussion  of  “ great,  they  may  be  able  to  make  the  nse  in  Ba^ 

Sese  circumstances.  They  are  by  no  means  fee  ^ective  in  attracting  capital.  Intervmtion  of  tfes  tod  may 

stances  in  which  we  may  run  mto  foreign  thus  be  useful  and  should  not  be  ruled  out.  Ot  may^^ 

but  I take  it  that  this  is  the  situation  with  which  the  Committee  - ^ ^ evidcace  Ru  xm  No.  

would  like  me  to  deal.  is«  MemorB^aa  oi  e 
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be  of  use  as  an  alternative,  rather  than  as  a complement,  to 
an  increase  in  Bank  Rate  when  the  latter  is  undesirable  for 
domestic  reasons — the  case  with  which  Mr.  Jasay  is  primarily 
concerned — or  in  preventing  the  discount  on  forward  sterling 
from  actually  rising  above  the  interest  differential  and  so 
making  profitable  a riskless  movement  of  arbitrage  funds 
out  of  London.) 

12.  It  would  seem  to  be  imprudent,  however,  to  rely  on 
this  weapon  to  offset  a large,  continuing  deficit  in  the  balance 
of  payments  for  the  following  reasons.  Quite  a small  excess 
of  the  interest  differential  over  the  forward  discount  on 
sterling  may  attract  a certain  limited  amount  of  arbitrage 
funds  to  London  from  institutions  that  are  sensitive  to  such 
small  margins  and  accustomed  to,  and  skilled  in,  operations 
of  this  kind.  But  to  bring  in  more  capital  a higher  margin 
will  be  necessary  so  as,  among  other  things,  to  induce  other 
institutions  to  enter  a field  that  is  less  familiar  to  thrai. 
Given  the  difference  between  British  and  foreign  interest  rates 
the'  authorities  will  thus  have  to  push  up  the  forward  rate 
for  the  pound  further  in  relation  to  the  spot  rate;  and 
greater  and  greater  successive  increases  in  the  forward  rate 
may  be  required  to  attract  each  additional  million  pounds  of 
capital  from  abroad.  At  the  same  time  it  will  become  more 
and  more  difficult  to  push  up  the  forward  rate  because,  the 
higher  it  is,  the  more  speculators  will  regard  the  purchase 
of  forward  dollars  as  a good  bet.  The  authorities  will  thus 
have  to  support  the  forward  rate  on  a more  and  more  massive 
scale. 

13.  All  this  means  that,  to  attract  enough  capital  from 
abroad  to  stop  the  reserves  falling,  it  might  be  necessary,  in 
the  first  place,  for  the  forward  discount  on  the  pound  to  be 
reduced  to  a very  low  figure,  and  quite  possibly  for  it  to 
be  converted  into  a substantial  premium;  this  would  be 
regarded  as  a very  odd  state  of  affairs  at  a time  when  the 
sterling  area’s  balance  of  paymaits  was  known  to  be  weak. 
Secondly,  the  authorities  might  have  to  commit  themselves  to 
supply  vast  amounts  of  dollars  in  the  future,  quite  possibly 
more  than  they  hold  in  the  reserves.  I suspect  that,  even 
before  these  extreme  situations  were  reached,  there  would  be 
a serious  weakening  of  confidence  (whatever  the  truth  of 
Mr.  Jasay’s  argument  that  this  would  be  irrational),  that  the 
supply  of  arbitrage  funds  from  abroad  would  dry  up,  that 
there  would  be  a heavy  speculative  flight  from  staling,  and 
that  the  whole  attempt  to  deal  with  our  difficulties  in  this 
way  would  have  to  be  abandoned. 

14.  Even  if  this  is  a pessimistic  assessment  it  would  seem 
rash  for  the  authorities  to  embark  on  a policy  requiring  a 
readiness  to  sell  dollars  forward  on  a virtually  unlimited 
scale  at  around  the  current  parity ; for  if,  despite  all  efforts, 
devaluation  proved  necessary,  the  loss  could  be  very  great. 
(Mr.  Jasay  makes  it  clear  that  his  proposal  assumes  the 
authorities  to  have  complete  confidence  that  devaluation  can 
be  avoided,  partly  because  the  current  balance  of  payments 
is  in  good  shape;  but  this  would  not  be  so  in  the  situation  I 
am  considering). 

F.  Import  Control 

15.  If  then  the  reserves  are  low,  if  the  government  camot 
borrow  abroad  on  a- scale  sufficient  to  cover  the  deficit,  if 
devaluation  is  ruled  out  and  is  in  any  case  ineffective  in  the 
short  run,  and  if  a hi^er  Bank  Rate  cannot  be  relied  on  to 
attract  enough  private  capital,  even  when  backed  by  support 
of  the  forward  rate,  is  there  any  alternative  to  deflation,  with 
all  the  waste  that  it  would  involve  in  the  circumstani^  we 
are  postukting.  One  remaining  possibility  is  the  quantitative 
restriction  of  imports.  This  would  have  to  be  discmninatory 
and  confined  to  imports  from  the  U.S.  ^d  perhaps  from 
other  surplus  countries;  for  if  the  restrictions  were  non- 
discriminatory  many  of  the  other  deficit  co^taes  would 
soon  be  obliged  to  limit  their  imports  from  Britain. 

16.  Such  measures  would  be  distasteful,  but  the  conse- 
quences of  not  taking  them  might  be  much  more  so.  There 
are  many  political  and  economic  arguments  for  relying  on 
fiscal  and  monetary  measures,  and  on  the  price  mechanism, 
in  normal  times,  but  direct  controls  may  be  necessa^  ^ 
well  in  a crisis.  Discrimination  against  the  U.S.  or  North 
America  may  be  bad  for  the  Atlantic  Alliance  but  widespread 
unemployment  and  stagnation  in  the  non-Conmunist  world 
may  be  worse;  and  such  discrimination  woifid,  in  the  cucum- 
stances,  be  entirely  in  accord  with  the  spirit  of  the  I.M.R 
“ scarce  currency  ” clause.  I am  not  suggesting  thri  import 
controls  will  have  to  be  maintained  permanently.  They  can 
clearly  be  removed  later  if  the  trouble  pro^  to  be  only  a 
temporary,  self-reversing,  swing  in  trade.  If  it  turns  out  to 


be  more  deep-^ted,  devaluation  will  be  necessary  and,  as 
this  gradually  improves  the  dollar  balance,  the  controls  can 
be  correspondin^y  relaxed. 

17.  It  may  be  thou^t  that  import  control  would  have 
too  slow  an  effect  on  the  balance  of  payments  in  a dollar 
crisis.  But,  provided  advance  preparations  are  made  against 
such  an  emergency,  the  delay  should  not  normally  be  more 
than  a few  months;  and  it  is  by  no  means  clear  that  alterna- 
tive measures  would  be  any  faster  to  take  effect.  The  im- 
portant thing  is  to  take  action  in  good  time  and  to  minimise 
the  lag  between  a political  decision  to  impose  controls  and 
their  coming  into  force  (this  will  also  reduce  the  danger  of 
excess  importing  in  anticipation  of  controls).  Administrative 
machinery  that  is  apparently  wasteful  in  normal  times  will 
have  to  be  kept  in  being — and  probably  more  elaborate 
machinery  than  now  exists — but  the  cost  is  a small  premium 
to  pay  as  an  insurance  against  the  eventualities  I have 
described. 


18.  It  may  also  be  argued  that  import  controls  will  be 
ineffective  because  the  purchasing  power  deflected  from  the 
imports  no  longer  permitted  will,  directly  or  indirectly,  cause 
a corresponding  worsening  in  other  parts  of  the  balance  of 
payments.  Now  it  is  true  that,  if  no  more  of  anything  can 
be  produced  in  Britain  and  if  the  British  people  are  determined 
to  maintain  their  purchases  of  goods  and  services,  then  a cut 
in  imports  will  bring  no  improvement  in  the  balance  of  pay- 
ments, for  it  will  be  wholly  offset  by  an  increase  in  any 
imports  left  unrestricted  or  by  a fall  in  exports  as  a result  of 
more  exportable  goods  being  bought  at  home — to  take  a 
simple  example,  if  car  imports  are  restricted,  people  will  buy 
more  British  cars  that  would  otherwise  have  been  exported. 


19.  But,  in  the  first  place,  some  of  the  money  that  can  no 
longer  be  spent  on  restricted  iir^Mrts  may  not  in  fact  be  spent 
at  £dl  for  the  time  being.  This  may  be  so  when,  for  example, 
manufacturers  are  forced  to  run  down  stocks  of  imported 
materials  (or  to  stop  building  them  up),  when  they  are  not 
aUowed  to  buy  foreign  machinery  for  which  there  is  not  yet 
a domestic  subsitute,  or  when  consumers  are  denied  foreign 
specialities.  Secondly,  a considerable  part  of  the  money  that 
is  spent  will  call  forth  extra  production  in  Britain.  Even  if 
there  is  very  full  employment  this  does  not  mean  that  no 
more  people  can  be  found  seats  in  a theatre,  for  example; 
and  in  the  situation  we  are  assuming  there  will  be  rooin  for 
expansion  in  a good  many  sectors  of  the  economy.  Thirdly, 
since  the  restrictions  are  discriminatory,  many  of  them  will 
merely  switch  imports  from  dollar  to  non-doUar  sources; 
and  in  the  circumstances  we  are  postulating  there  will  be  far 
more  ample  alternative  supplies  in  the  non-doUar  world 
than  there  were  in  some  earlier  dollar  crises.  Import  restric- 
tions may  thus  be  quite  effective  in  improving  our  balance 
with  the  dollar  area,  and  it  is  to  be  hoped  that  similar  dis- 
crimination by  other  non-dollar  countries  in  our  favour  will 
help  to  maiTitain  OUT  balance  with  them  despite  oiu-  increased 
purchases  from  them.  If  the  resulting  improvement  in  our 
^obal  balance  of  payments  threatens  a renewal  of  inflationary 
pressure  then,  of  course,  some  offsetting  disinflationary 
measures  may  be  necessary. 


G.  Countering  the  Threat  to  British  Exports 
20.  Since  most  countries  outside  the  U.S.  are  in  sulistantial 
deficit  there  will  clearly  be  a threat  to  our  exports  if  these 
countries  attempt  to  restore  external  balance  by  deflation^ 
policies  or  by  import  restrictions  applied  to  British  as  well  as 
to  American  goods;  and,  quite  apart  from  such  measures, 
the  fall  in  incomes  of  primary  producers  will  consUtute  a 
further  threat. 


(i)  Agreement  to  Maintain  Demand  in  the  Non-Dollar  World 
21.  To  counter  these  dangers  the  first  need  is  for  inter- 
national agreement  to  maintain  production  and  demand  in  the 
non-doUar  world.  Britain  may  weU  have  a major  role  to  pky 
in  securing  such  agreement,  and  the  machin^  of  the 
O.E.E.C.  of  the  Sterling  Area  and  of  the  Free  Trade  Area 
if  it  materialises  could  be  of  considerable  value.  Countries 
acting  independently  wiU  be  afraid  to  pursue  the  expa^ 
sionary  policies  required  because  of  the  need  to  saieguard 
their  reserves.  But  if  all  act  together,  and  so  m^tam  and 
expand  the  demand  for  each  others’  products,  the  ikn^rs  will 
be  greatly  reduced.  The  maintenance  of  demand  m the  non- 
dollar world  will,  moreover,  not  necessarily  wo^  its  doU^ 
balance,  at  least  in  the  short  run;  for,  while  it  will  tend  to 
increase  imports  from  the  U.S,,  it  will  also  sup^rt  the  pnces 
of  primary  products  exported  to  her,  as  m the  U.S.  recession 
of  1953—54. 
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(ii)  International  Credit  Facilities  in  the  Non-Dollar  World 

22.  Expansioa  will  nevertheless  be  a dangerous  course 
for  countries  with  low  reserves  and  already  in  deficit  so  that 
international  credit  facilities  in  the  non-doUar  world  will  have 
to  be  increased,  through,  for  example,  loans  from  the  U.K. 
to  other  sterling  countries  in  need  and  a reduction  in  the 
proportion  of  E.P.U.  deficits  that  must  be  settled  in  gold. 
This  will  help  to  look  after  imbalances  between  non-doUar 
countries  and  to  conserve  the  limited  amount  of  gold  and 
dollar  reserves  for  meeting  d^dts  with  the  dollar  area. 


(iii)  Discrimination 

23.  Despite  action  on  these  lines  many  countries  will  have 
to  cut  imports  and,  in  the  absence  of  arrangemeiits  to  the 
contrary,  they  are  quite  likely  to  do  so  in  a non-discriminatory 
manner  if  currencies  are  convertible  into  each  other.  For 
all  reductions  of  imports,  from  whatever  source,  will  then 
appear  to  be  equally  ^ective  in  safeguarding  gold  and 
dollar  reserves;  and  discrimination  against  the  U.S.,  apart 
from  any  adverse  effects  on  relations  with  her,  may  mean 
buying  goods  of  less  suitable  quality  or  in  a dearer  market. 
But  non-discriminatory  restrictions  would  set  in  motion  a 
largely  pointless  downward  spiral  in  non-dollar  trade.^ 
British  exports  would  certainly  fall  whereas  we  should  need 
to  increase  them  to  pay  for  the  extra  goods  we  were  buying 
from  non-dollar,  instead  of  from  dollar,  sources. 

24.  It  might  be  possible,  through  the  machinery  of  the 
O.E.E.C.,  the  Sterling  Area,  and  possibly  the  Free  Trade 
Area,  to  limit  the  mutual  cutting  of  non-dollar  trade  and  to 
induce  countries,  in  their  common  interest,  to  confine  their 
restrictions  as  far  as  possible  to  imports  from  the  U.S.  and 
possibly  from  other  surplus  countries  and  to  buy  more  from 
each  other  instead.  This  would,  however,  require  a sharp 
reversal  of  the  recent  trend  towards  less  discrimination.^ 
moreover,  there  were  only  a Common  Market  of  the  Six  in 
Europe  instead  of  a wider  Free  Trade  Area,  the  smaller  group 
might  be  very  tempted  to  cut  imports  from  the  Sterling  Area. 

25 . It  would  be  much  easier  to  prevent  the  cutting  of  non- 
dollar trade  if  a stronger  currency  incentive  to  discriminate 
were  provided.  This  could  be  done  by,  for  example,  increas- 
ing the  credit  percentage  in  E.P.U.  settlements  (which  would 
thus  help  in  two  ways)  and  by  suspending  the  de  facto  con- 
vertibility of  non-resident  sterling  which,  if  continued,  would 
give  a strong  incentive  to  cut  imports  from  the  U.K.  in  order 
to  save  dollars.  This  would  mean  suspending  the  present 
policy  of  supporting  the  rate  for  transferable  sterling  at  a 
very  small  margin  below  the  official  rate  and  the  facilities 
under  which  foreigners  may  buy  dollar  goods  for  sterling 
through  British  merchants.  I shall  discuss  these  measures 
later  as  a method  of  limiting  capital  flight  and  the  conversion 
of  sterling  into  dollars  generally.  This  is  the  context  m winch 
they  are  usually  considered  but  it  must  be  remembered  that 
they  may  also  be  necessary  to  prevent  restrictions  by  non- 
sterling  countries  against  sterling  goods  as  severe  as  those 
against  dollar  goods  in  a world  dollar  crisis. 

26.  Countries  of  the  outer  sterling  area  have  in  the  past 
intensified  their  discrimination  against  dollar  goods  in  times 
of  crisis  although  their  currency  incentive  to  do  so  has,  to 
a large  extent,  been  only  indirect;  for  in  general  they  can 
draw  freely  on  the  gold  and  dollar  pool  in  London  to  finance 
dollar  expenditure  that  they  decide  to  permit.  An  important 
motive  has  been  the  knowledge  that  discrimination  is  ne^- 
sary  throughout  the  area  to  conserve  the  common  pool  of 
gold  and  dollars  and  the  exchange  value  of  the  pound,  on 
both  of  which  the  value  of  their  sterling  balances  so  greatiy 
depends.  In  more  recent  years  discrimination  has  been  sub- 
stantially reduced,  as  has  the  number  of  dependent  temtones 
over  which  the  U.K.  can  exercise  direct  control ; and  some  of 
the  newly  independent  countries  are  large  net  dollar  eamCTS. 
It  is  to  be  hoped  nevertheless  that,  in  the  event  of  senous 
world  dollar  shortage  and  with  a widespread  return  to  dis- 
crimination by  non-dollar  countries,  many  inem^rs  of  the 
sterling  area  could  be  induced  to  follow  suit.  Some  hard 
bargaining  might,  however,  be  necessary.  This  might  raise 
such  questions  as  the  treatment  of  a country’s  goods  m toe 
British  market  and  the  export  of  capital  to  it.  It  would  also 
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aicess  demand,  non-disorimlnatojy  restrictions  are  preferable  because,  wMe 
mffnSt  help  exports  to  the  doOat  area  to  the  short  run,  they  may.  by 
Tinnstratins  the  unteltBbility  of  other  export  markets,  eacoui^e  efforts  to 
nonstraung  ^ dollar  area  and  so  help  in  the  future.  But  any  such 
■iM.iihle  affects  could  easily  be  outweighed  by  the  stimulus  ven  by  rosjrictions 
non-dolto  trade  to  national  self-sufficiency  and  eosdy  produetion.' 


be  desirable  to  improve  toe  organisation  of  the  sterling  area 
so  as  to  ensure  more  rapid  common  action  in  the  event  of 
dollar  shortage. 

H.  Measures  to  Limit  Capital  Flight  and  the  Conversion  of 

Sterling  into  Dollars  Generally 

27.  In  the  circumstances  we  are  considering,  fears  of  a 

devaluation  or  depreciation  of  sterling  are  quite  likely  to 
cause  speculation  against  it,  either  through  the  straight 
outflow  of  funds  or  through  delays  in  repatriating  export 
proceeds  and  abnormally  prompt  payment  for  imports 
(usually  called  “ leads  and  lags  ”).  Such  capital  movements 
could  impose  a severe  drain  on  the  reserves  there  is  a strong 

case  for  attempting  to  control  them,  quite  apart  from  the 
obligation  to  do  so  under  the  Articles  of  Agreement  of  the 

I. M.F.  when  mil  king  use  of  the  Fund’s  resources.  Exchange 
control  is  a highly  technical  matter.  I am  qualified  to  dis- 
cuss it  only  in  the  broadest  terms  and  presume  that  the 
Committee  will  be  taking  evidence  from  experts  in  this  field. 
It  may  be  useful  to  consider  in  tum  residents  of  the  U.K.,  of 
the  rest  of  the  sterling  area  and  of  other  countries. 

(i)  U.K.  Residents 

28.  The  so-called  “ Kuwait  gap  ” showed  how  irnportant 
loopholes  may  emerge  in  the  system  of  control  designed  to 
restrict  the  outflow  of  U.K.  capital.  It  has  been  estimated 
that  some  S200  million  was  invested  in  dollar  securities 
through  this  and  similar  routes  in  the  first  half  of  1957  alone, 
although  there  was  no  particular  speculative  pressure  against 
the  pound  at  toe  time.  The  sharp  drop  in  this  form  of  capital 
movement  after  the  gap  was  closed  on  July  5to,  1957,  shows 
how  effective  exchange  control  can  be,  at  least  in  the  short 
run  (althou^  toe  fall  in  prices  on  Wall  Street  which  began 
shortly  afterwards  might  admittedly  have  reduced  British 
investment  there  in  any  case).  Other  loopholes  doubtless 
remain  and  new  ones  would  be  found  in  a serious  dollar 
crisis.  Every  attempt  would  have  to  be  made  to  close 
toem.^ 

29.  It  might  also  be  necess^  to  place  stricter  controls  on 
direct,  as  opposed  to  portfolio,  investment  abroad.  Then 
again  a shortening  of  the  period  allowed  for  the  remittance  of 
export  proceeds  (which  at  present  appears  to  be  normally 
six  months)  would  reduce  the  scope  for  one  form  of  ‘ leads 
and  lags  ” (in  this  case  “ lagging  ”);  so  would  measures  to 
limit  credit  facilities  to  U.K.  residents  that  make  possible 
such  lagging  (although  some  evasion  might  be  possible  by 
obtaining  credit  that  was  ostensibly  for  some  other  purpose). 
Exemption  from  such  tightening  of  control  might  be  ^ven 
where  necessary  to  prevent  the  loss  of  export  busmess.  Other 
forms  of  control  would  doubtless  be  required,  but  no  further 
details  can  he  given  here. 

(ii)  Residents  of  the  rest  of  the  SterSng  Area 

30.  Measures  to  prevent  capital  flight  would  also  be  neces- 
sary in  other  sterling  area  countries.  Many  would  in  any 
case  be  anxious  to  adopt  such  measures  in  order  to  safeguard 
their  own  reserves.  Where  controls  stUl  appeared  to  be 
excessively  lax  (and  where  countries  were  rumung  down 
their  official  holdings  of  sterling  and  buildmg  up  doUws 
instead)  special  forms  of  persuasion  would  have  to  be 
attempted  on  toe  lines  mentioned  in  paragraph  26. 

31  In  general  it  will  be  easier  psychologically  to  restrkt 
the  use  of  sterling  by  residents  of  the  area— including  U.K. 
residents— if  sterling  held  by  non-residents  is  made  less 
easUy  convertible;  this  is  an  additional  argument  to  tlmre 
discussed  below  for  toe  suspension  of  the  de  facto  converu- 
bility  that  they  now  enjoy. 


ii)  Residents  of  Non-Sterling  Countries 
j)  Exchange  Guarantees 

32  It  has  been  suggested  that  residents  of  non-sterling 
ountties  mi^t  be  guaranteed  against  exchange  loss  on 
heir  sterling  holdings  so  as  to  reduce  the  danger  of  a specuia- 
Lve  flight  from  toe  pound.  This  proposal  ments  ex^mation 
py  the  Committee  but  several  difficulties  and  hmitatmns 
uggest  themselves.  First,  there  are  administrative 
t mght  not,  for  example,  be  easy  to  define  sterimg  bal^c^ 
or  the  purpose  or  to  prevent  the  temporary  transfer  of  resioent 
lalances  to  non-resident  accounts  when  devaluation  srem^ 
mminent.  Secondly,  an  exchange  guarantee  to 
/ould  have  only  a limited  effect  in  reducing  leads  mq 

« I*  I9!7 

be?w2n  ^u!k!’  and  sterling  ^tries  ^e  be 

jna«  these  were  designed  to  safeguard  the  eo^on  doltor 
oMd  ihaTthey  would  be  welcomed  by  mMl  of  U.K. 

uSe  different  from  the  limitation,  which  is  sometimes  advocated, 
i.u.,im>nt  in  the  outer  Sterling  area. 
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lags  ”,  a most  important  form  of  speculation.^  Thirdly, 
there  is  the  contingent  liability  should  sterling  have  to  be 
devidued.  Tte  may  well  be  considered  a decisive  objection. 
If  the  guarantee  could  be  confined  to  residents  of  non- 
sterling  countries  the  risk  might  be  worth  taking.  But  it 
would  be  very  hard  to  refuse  similar  treatment  to  sterling 
countries  and  this  would  greatly  increase  the  cost.  A 
devaluation  of,  for  example,  20  per  cent,  might  then  involve 
payments  approaching  £1,000  million.-  It  is  true  that 
devaluation  would  raise  our  gold  and  dollar  reserves  in  the 
same  proportion  as  our  liabilities  in  terms  of  sterling,  so 
that  the  ratio  of  liabilities  to  reserves  would  not  be  increased. 
But  without  the  guarantee  the  ratio  would  have  been  reduced 
— one  of  the  few  l^eficial  by-products  of  devaluation. 


(i)  Maintenance  of  de  facto  convertibility 

33.  Leaving  aside  exchan^  guarantees,  it  is  often  argued 
that  the  best  way  of  preventing  conversion  of  non-resident 
sterling  into  dollars  is  to  maintain  the  de  facto  convertibility 
of  the  pound,  to  refrain  from  imposing  new  controls  and  to 
persuade  foreigners  that  this  policy  will  continue.  They 
will  then,  it  is  claimed,  have  confidence  in  the  pound  and  in 
its  future  nipftilnftss  and  will  therefore  keep  their  money  in 
this  country.  This  may  be  all  right  in  fair  weather.  But  in  a 
world  seriously  short  of  dollars,  and  with  the  exchange  value 
of  the  pound  in  jeopardy,  it  would  seem  to  be  a very  debatable 
and  risl^  policy. 

34.  It  is  sometimes  claimed  that  the  risk  is  greatly 
exaggerated  because  the  sterling  holdings  of  non-residents 
are  now  relativdy  small  and  consist  in  the  main  of  the 
minimum  working  balances  required  of  a currency  in  which 
nearly  one-half  of  world  trade  is  conducted.  Now  it  is  true 
that  the  sterling  holding  of  non-residents  are  very  much 
umaiiftT  than  tiiose  of  residents  of  the  U.K.  and  of  other 
^tiM-iing  countries  so  that  the  potential  scope  for  capital 
flight  is  also  much  smaller.  It  is  true,  too,  that  the  sterling 
balances  of  non-residents  have  been  greatly  reduced  over  the 
past  decade,  whUe  the  value  of  the  trade  they  finance  has 
risen  markedly.  But  the  Balance  of  Payments  White  Paper 
still  puts  them  at  over  £500  million,  or  $1,500  million  (ex- 
cluding the  small  holdings  of  dollar  countries  whose  status 
I am  not  questioning).’  The  conversion  of  only  a fraction 
of  this  amount  into  dollars  could  be  critical  if  our  reserves 
were  at  a low  level,  as  I assume  that  they  are.  And  there 
seems  little  doubt  that  working  balances  could  still  be  run 
down  temporarily  in  a crisis;  they  have  certainly  been 
reduced  in  the  past  below  what  were  then  sometimes  claimed 
to  be  minimum  levels.  There  are,  rnoreover,  further  non- 
resident sterling  assets,  not  recorded  in  the  usual  statistics, 
some  of  which  might  be  mobilized.  Non-residents  mi^t, 
in  addition,  borrow  in  the  U.K.  to  finance  lags  in  commercial 
payments  There  is  also  the  large  accumulated  U.K.  debit 
balance  in  E.P.U.  which,  together  with  our  commitment  to 
give  credit  should  the  debit  balance  he  extinguished,  could  m 
effect  be  used  to  supplement  the  non-resident  sterling  balani^ 
convertible  into  doUars.*  Finally,  non-sterling  countn« 
might  replenish  these  balances  in  a world  dolUr  crisis  by 
earning  surpluses  with  the  sterling  area,  especially  if,  as  was 
mentioned  earlier,  they  cut  imports  from  sterlmg  as  well  as 
from  dollar  sources  b^use  either  form  of  cutting  was 
equally  effective  in  saving  dollars. 


(c)  Suspension  of  de  facto  Convertibility^ 

35  The  threat  to  the  reserves  thus  seems  to  be  very  sub- 
stantial. For  this  reason,  and  to  discourage  the  Mtting  ot 
imports  from  the  sterling  area,  the  suspension  of  ^ facto 
convertibility  would  have  to  be  seriously  considaed  m the 
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fn  I^don  and  so  postpone  his  purchase  of  sterling  for  dollars, 
a Sterling  balances  at  the  end  of  1957,  as  reported  in  Cmnd.  399 
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circumstances  we  are  postulating.  This  would  involve  the 
withdrawal — at  least  temporarily — of  official  support  from 
the  transferable  rate  and  of  the  facilities  for  buying  dollar 
goods  for  sterling. 

36.  The  major  objection  to  such  a course  is  that  the  direct 
relief  to  the  Exchan^  Equalisation  Account  through  no 
longer  having  to  supply  dolkrs  for  these  two  purposes  would 
be  more  than  offset  by  the  loss  through  “ commodity 
shunting”.'  This,  it  is  claimed,  would  be  resumed  on  a large 
scale  as  soon  as  the  rate  for  transferable  steriing  fell  2 per  cent 
or  3 per  cent,  below  the  rate  for  American  account  sterling 
in  the  official  market.  In  simplified  terms,  dollar  area  im- 
porters would  then  in  effect  buy  transferable  sterling  to  pay 
for  sterling  area  commodities,  and  their  dollars  would  go, 
dire^y  or  indirectly,  to  the  sellers  of  such  sterling  rather  than 
into  the  British  reserves. 

37.  Now  it  is  undeniable  that  commodity  shunting  would 
start  again — althou^  it  might  take  time  to  be  organised  on 
a large  scale — when  the  transferable  rate  fell  below  a certain 
level.  But  it  is  less  obvious,  and  cannot,  I think,  be  proved 
a priori,  that  our  gold  and  dollar  reserves  would  suffer  on 
balance.  Non-residents  who  wished  to  convert  their  trans- 
ferable sterlmg  into  dollars  or  dollar  goods  would  now  have 
to  buy  from  the  commodity  shunters’  and,  since  they  would 
be  getting  fewer  dollars  for  their  pounds,  one  would  expect 
them  to  convert  less  if  confidence  in  sterling  were  unchanged. 
The  British  reserves  would  then  benefit  on  balance.  The 
argument  that  they  will  lose  thus  seems  to  rest  on  the  assump- 
tion that  confidence  in  sterling  will  be  so  weakened  by  the 
retreat  from  convertibility  that  holders  of  transferable 
sterling  will  wish  to  convert  more  into  dollars  despite  the 
less  favourable  rate. 

38.  Now  it-  is  true  that,  if  the  two  facilities  mentioned 

were  withdrawn  during  a period  of  fair  weather  after  trust 
in  the  pound  as  an  international  currency  had  been  gradually 
building  up,  the  shock  might  lead  to  an  increased  desire  to 
get  out  of  sterling.  But  in  a serious  crisis,  when  the  desire 
to  convert  pounds  into  dollars  is  already  strong,  it  is  by  no 
means  that  it  would  be  increased  by  a suspension  of 

de  facto  convertibility.  This  might,  indeed,  have  the  reverse 
effect  by  increasing  confidence  that  devaluation  would  be 
avoided  as  a result  of  the  closing  of  an  obvious  gap  through 
which  dollars  had  been  pouring  out  of  the  Exchange  Equalisa- 
tion Account.  Distrust  in  sterling  was  not  increased  in 
1957  when,  for  example,  the  Kuwait  gap  was  dosed  or  later 
when  measures  were  taken  to  limit  credit  facilities  for  non- 
residents that  mi^t  be  used  to  finance  lags  in  commerical 
payments.  On  the  contrary  the  pound  was,  I believe, 
strengthened. 

39.  The  suspension  of  de  facto  convertibifity  might  thus 
help  considerably  on  briance  to  limit  the  loss  of  gold  and 
dollars  in  the  circumstances  I am  assuming.  The  relief 
would  be  increased  if  commodity  shunting  could  be  made 
more  difficult.  Something  might  be  done  through  a stricter 
control  of  the  ultimate  destination  of  commodity  exports. 
It  is  also  generally  agreed  that  shunting  was  made  much 
easier  by  the  unification  of  the  transferable  account  area  in 
March  1954  and  by  the  liberalization  of  sterling  transfers; 
in  earlier  years  a much  larger  discoimt  on  transferable 
sterling  was  required  to  make  a given  amount  of  commodity 
shunting  profitable.  The  limitation  once  more  of  the  facilities 
for  transfering  sterling  which  make  possible  a multilatwal 
payments  system  in  the  non-doUar  world  would  be  regrettable. 
But  it  might  be  necessary  in  a serious  crisis. 

40.  (It  may  be  noted  that,  at  present,  whenforeigners  buy 
transferable  sterlmg  to  pay  for  dollar  goods  or  to  convert 
into  dollars  at  the  price  supported  by  the  Exchange  Equaliza- 
tion Account.  75  per  cent,  of  the  direct  dollar  loss  is  normally 
offset  by  increased  gold  receipts  from,  or  reduced  gold  pay- 
ments to,  the  E.P.U.,  leaving  a net  loss  of  only  25  per  cent.  If, 
in  a future  crisis,  the  percentage  of  E.P.U.  balances  payable 
in  gold  were  reduced— as  would  be  desirable  for  reasons 
given  above— the  net  loss  would  be  correspondingly  greater. 
When,  on  the  other  hand,  sterling  balances  that  wo^d  be 
kept  in  London  in  the  absence  of  the  present  facilities  for 
conversion  are  used  to  buy  dollars  or  dollar  goo^,  there  is 
no  offsetting  gain  from  E.P.U.  and  the  loss  is  100  per  cent.; 


« The  objection  thxt  British  roerchtnts  would  iosoT-eometlo 
—invisible  iocoine  from  trade  in  dollar  goods  and  in  sier^ 
to  the  dollar  area  would  hardly  be  dedrive  in  a lanous  criiu 
1 Strictly  it  is  the  net  demand  for  dollars,  after  deduct^ 
(or  of  Ruliiao  or  ol^r  gold)  for  iransfetable  pounds  other 
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(ii)  International  Credit  Facilities  in  the  Non-Dollar  World 

22,  Expansion  will  nevertheless  be  a dangeroiK  course 
for  cotxntxies  with  low  reserves  and  already  in  deficit  so  that 
international  credit  facilities  in  the  non-doUar  world  will  have 
to  be  increased,  through,  for  example,  loans  from  the  U.K. 
to  other  sterling  countries  in  need  and  a reductioii  in  the 
proportion  of  E.P.U.  deficits  that  must  be  settled  in  gold. 
This  will  help  to  look  after  imbalances  between  non-doUai' 
countries  and  to  conserve  the  limited  amomit  of  gold  and 
dollar  reserves  for  meeting  deficits  with  the  dollar  area. 


(iii)  Discrimination 

23.  Despite  action  on  these  lines  many  countries  will  have 
to  cut  imports  and,  in  the  absence  of  arrangements  to  the 
contrary,  diey  are  quite  likely  to  do  so  in  a non-discriminatory 
manner  if  currendes  are  convertible  into  each  other.  For 
all  reductions  of  imports,  from  whatever  soircce,  will  then 
appear  to  be  equally  effective  in  safeguarding  gold  and 
dollar  reserves;  and  discrimination  against  the  U.S.,  apart 
from  any  adverse  effects  on  relations  with  her,  may  mean 
buying  goods  of  less  suitable  quality  or  in  a dearer  market. 
But  non-discriminatory  restrictions  would  set  in  motion  a 
largely  pointless  downward  spiral  in  non-doUar  trade.^ 
BrUish  exports  would  certainly  fall  whereas  we  should  need 
to  increase  them  to  pay  for  the  extra  goods  we  were  buying 
from  non-dollar,  instead  of  from  dollar,  sources. 

24.  It  might  be  possible,  through  the  machinery  of  the 
O.E.E.C.,  the  Sterling  Area,  and  possibly  the  Free  Trade 
Area,  to  limit  the  mutual  cutting  of  non-dollar  trade  and  to 
induce  countries,  in  their  common  interest,  to  confine  their 
restrictions  as  far  as  possible  to  imports  from  the  U.S.  and 
possibly  from  other  surplus  countries  and  to  buy  more  from 
each  other  instead.  This  would,  however,  require  a sharp 
reversal  of  the  recent  trend  towards  less  discrimination.^  ff, 
moreover,  there  were  only  a Common  Market  of  the  Six  in 
Europe  instead  of  a wider  Free  Trade  Area,  the  smaller  group 
might  be  vwy  tempted  to  cut  imports  from  the  Sterling  Area. 

25.  It  would  be  much  easier  to  prevent  the  cutting  of  non- 
dollar trade  if  a stronger  currency  incentive  to  discriminate 
were  provided.  This  could  be  done  by,  for  example,  increas- 
ing the  credit  percentage  in  E.P.U.  settlements  (which  would 
thus  help  in  two  ways)  and  by  suspending  the  de  facto  con- 
vertibility of  non-resident  sterling  which,  if  continued,  wotild 
give  a strong  incentive  to  cut  imports  from  the  U.K.  in  order 
to  save  dollars.  This  would  mean  suspending  the  present 
policy  of  supporting  the  rate  for  transferable  sterling  at  a 
very  «rr>all  margin  below  the  official  rate  and  the  facilities 

which  foreigners  may  buy  dollar  goods  for  sterling 
through  British  merchants.  I shall  discuss  these  measures 
later  as  a method  of  limiting  capital  flight  and  the  conversion 
of  sterling  into  dollars  generally.  This  is  the  context  in  which 
they  are  usuaUy  considered  but  it  must  be  remembered  that 
they  may  also  be  necessary  to  prevent  restrictions  by  non- 
sterling countries  against  sterling  goods  as  severe  as  those 
against  dollar  goods  in  a world  dollar  crisis. 

26.  Countries  of  the  outer  sterling  area  have  in  the  past 
intensified  their  discrimination  against  dollar  goods  in  times 
of  crisis  although  their  currency  incentive  to  do  so  has,  to 
a large  extent,  been  only  mdir^;  for  in  general  they  can 
draw  freely  on  the  gold  and  dollar  pool  in  London  to  finance 
dollar  expenditure  that  they  decide  to  permit.  An  important 
motive  has  been  the  knowledge  that  discrimination  is  neces- 
sary throughout  the  area  to  conserve  the  common  pool  of 
gold  and  dollars  and  the  exchange  value  of  the  pound,  on 
both  of  which  the  value  of  their  sterling  balances  so  greatly 
depends.  In  more  recent  years  discrimination  has  been  sub- 
stantially reduced,  as  has  the  number  of  dependent  territories 
over  which  the  U.K.  can  exercise  direct  control;  and  some  of 
the  newly  independent  countries  are  large  net  dollar  earners. 
It  is  to  be  hoped  nevertheless  that,  in  the  event  of  senous 
world  dollar  shortage  and  with  a widespread  return  to  dis- 
crimination by  non-dollar  countries,  many  members  of  the 
sterling  area  could  be  induced  to  follow  suit.  Some  ha.rd 
bargaining  might,  however,  be  necessary.  This  might  rafee 
such  questions  as  the  treatment  of  a country’s  goods  m the 
British  market  and  the  export  of  capital  to  it.  It  would  also 


/ not  be  poirtleas.  For  exaoiple. 

AinMitM  import  enta  on  gooda  from  Britain  may  enable  us  to  export  more  to 
But  this  wiU  be  ao  only  if  there  ia  excess  demand  on  BnUsh  industy. 
^ch  ia  not  the  caae  «e  axe  conaidering.  It  might  be  argued  rtiat^ven  if 

Ihw  m^*riot  help  'exporU  to  the  do^ar  area  in  the  Sort  ton,  they  may,  by 
demonstretina  the  imreliabiUty  of  other  export  markets,  encourage  efforts  to 
hSud  new  OIIM  in  the  dollar  area  and  so  help  in  the  fbture.  But  any  aueh 
fewurable  effects  could  easily  be  outweighed  by  the  stimulus  giv»  by  resjnctiona 
on  non-dollar  trade  to  national  aelf-suBiciency  and  costly  production. 


be  desirable  to  improve  the  organisation  of  the  sterling  area 
so  as  to  ensure  more  rapid  common  action  in  the  event  of 
dollar  shortage. 

H.  Measures  to  Limit  Capital  Flight  and  the  Comersion  of 

Sterling  into  Dollars  Generally 

27.  In  the  circumstances  we  are  considering,  fears  of  a 
dev^uation  or  depreciation  of  sterling  are  quite  likely  to 
cause  speculation  against  it,  either  through  the  straight 
outflow  of  funds  or  through  delays  in  repatriating  export 
proceeds  and  abnormally  prompt  payment  for  imports 
(usually  called  “ leads  and  lags  ”).  Such  capital  movements 
could  impose  a severe  drain  on  the  reserves  and  there  is  a strong 
case  for  attempting  to  control  them,  quite  apart  from  the 
obligation  to  do  so  under  the  Articles  of  Agreement  of  the 

I, M.F.  when  making  use  of  the  Fund’s  resources,  Exdiange 
control  is  a highly  technical  matter.  1 am  qualified  to  dis- 
cuss it  only  in  the  broadest  terras  and  presume  that  the 
Committee  will  be  taking  evidence  from  experts  in  this  field. 
It  may  be  useful  to  consider  in  turn  residents  of  the  U.K.,  of 
the  rest  of  the  sterling  area  and  of  other  countries. 

(i)  U.K.  Residents 

28.  The  so-called  “ Kuwait  gap  ” showed  how  important 
loopholes  may  emerge  in  the  system  of  control  designed  to 
restrict  the  outflow  of  U.K.  capital.  It  has  been  estimat^ 
that  some  $200  million  was  invested  in  dollar  securities 
throujffi  this  and  similar  routes  in  the  first  half  of  1957  alone, 
although  there  was  no  particular  speculative  pressure  against 
the  pound  at  the  time.  The  sharp  drop  in  this  form  of  capital 
movement  after  the  gap  was  closed  on  July  5th,  1957,  shows 
how  effective  exchange  control  can  be,  at  least  in  the  short 
run  (although  the  fall  in  prices  on  Wall  Street  which  began 
shortly  afterwards  might  admittedly  have  reduced  British 
investment  there  in  any  case).  Other  loopholes  doubtless 
remain  and  new  ones  would  be  found  in  a serious  dollar 
crisis.  Every  attempt  would  have  to  be  made  to  close 
them.'* 

29.  It  might  also  be  necessary  to  place  stricter  controls  on 
direct,  as  opposed  to  portfolio,  investment  abroad.  Then 

a shortening  of  the  period  allowed  for  the  remittance  of 
export  proceeds  (which  at  present  appears  to  be  normally 
six  months)  would  reduce  the  scope  for  one  form  of  “ leads 
and  lags  ’’  (in  this  case  “ lagging  ”);  so  would  measures  to 
limir  credit  facilities  to  U.K.  residents  that  make  possible 
such  lagging  (although  some  evasion  might  be  possible  by 
obtaining  credit  that  was  ostensibly  for  some  other  purpose). 
Exemption  from  such  tightening  of  control  might  be  given 
where  necessary  to  prevent  the  loss  of  export  business.  Other 
forms  of  control  would  doubtless  be  required,  but  no  further 
details  can  be  given  here. 

(ii)  Residents  of  the  rest  of  the  SterUng  Area 

30.  Measures  to  prevent  capital  flight  would  also  be  neces- 
sary in  other  sterling  area  countries.  Many  would  in  any 
case  be  anxious  to  adopt  such  measures  in  order  to  safeguard 
their  own  reserves.  Where  controls  still  appeared  to  be 
excessively  lax  (and  where  countries  were  running  down 
their  official  holdings  of  sterling  and  building  up  dollars 
instead)  special  forms  of  persuasion  would  have  to  be 
attempted  on  the  lines  mentioned  in  paragraph  26, 

31 . In  general  it  will  be  easier  psychologically  to  restrict 
the  use  of  sterling  by  residents  of  the  area — including  U.K. 
residents— if  sterling  held  by  non-residents  is  made  less 
easily  convertible;  this  is  an  additional  argument  to  those 
discussed  below  for  the  suspension  of  the  de  facto  converti- 
bility that  they  now  enjoy. 


(iii)  Residents  of  Non-Sterling  Countries 
(a)  Exchange  Guarantees 

32.  It  has  been  suggested  that  residents  of  non-sterling 
countries  mi^t  be  guaranteed  against  exchange  loss  on 
their  sterling  holdings  so  as  to  reduce  the  danger  of  a specula- 
tive flight  from  the  pound.  This  proposal  merits  examination 
by  the  Committee  but  several  difficulties  and  limitations 
suggest  themselves.  First,  there  are  administrative  problems. 
It  might  not,  for  example,  be  easy  to  define  sterling  balances 
for  the  purpose  or  to  prevent  the  temporary  transfer  of  resident 
balances  to  non-resident  accounts  when  devaluation  seemed 
imminent.  Secondly,  an  exchange  guarantee  to  nori-residents 
would  have  only  a limited  effect  in  reducing  “ leads  and 


3 The  measures  of  July  1957  involved  the  control  of  U.K.  purchases  of  foreigu 
securi“es  from  residents  of  the  overseas  sterling  area.  Furthw  conuob  on  trana- 
actioos  between  the  U.K.  and  other  sterling  oountr.es  might  be  neoMsary  but,  so 
long  as“ese  were  designed  to  safeguard  the  common  dollar  p^,  it  is  to  be 
honed  that  they  would  be  welcomed  hy  most  member  countries.  They  w^d  be 
auFie  dikereut  from  the  limitation,  which  is  sometimes  advocated,  of  U.K. 
capital  investment  in  the  outer  sterling  area. 


Ll 
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[Continued 


lags  ”,  a most  important  form  of  speculation.^  Thirdly^ 
there  is  the  contingent  liabili^  should  sterling  have  to  be 
devalued.  This  may  well  be  considered  a decisive  objection. 
If  the  guarantee  could  be  confined  to  residents  of  non- 
sterling countries  the  risk  might  be  worth  taking.  But  it 
would  be  very  hard  to  refuse  similar  treatment  to  sterling 
countries  and  this  would  greatly  increase  the  cost.  A 
devaluation  of,  for  example,  20  per  cent,  might  then  involve 
payments  approaching  £1,000  million.^  It  is  true  that 
devaluation  would  raise  our  gold  and  dollar  reserves  in  the 
same  proportion  as  our  liabilities  in  terms  of  sterling,  so 
that  the  ratio  of  liabilities  to  reserves  would  not  be  inaeased. 
But  without  the  guarantee  the  ratio  would  have  been  reduced 
— one  of  the  few  beneficial  by-products  of  devaluation. 


(6)  Maintenance  of  de  facto  convertibility 

33.  Leaving  aside  exchange  guarantees,  it  is  often  argued 
that  the  best  way  of  preventing  conversion  of  non-resident 
sterling  into  dollars  is  to  maintain  the  de  facto  convertibility 
of  the  pound,  to  refrain  firom  imposing  new  controls  and  to 
persuade  foreigners  that  this  policy  will  continue.  They 
will  then,  it  is  claimed,  have  confidence  in  the  pound  and  in 
its  future  usefulness  and  will  therefore  keep  their  money  in 
this  country.  This  may  be  all  right  in  fair  weather.  But  in  a 
world  seriously  short  of  dollars,  and  with  the  exchange  value 
of  the  pound  in  jeopardy,  it  would  seem  to  be  a very  debatable 
and  risky  policy. 

34.  It  is  sometimes  claimed  that  the  risk  is  greatly 
exaggerated  because  the  sterling  holdings  of  non-residents 
are  now  relatively  small  and  consist  in  the  main  of  tte 
minimum  working  balances  required  of  a currency  in  which 
nearly  one-half  of  world  trade  is  conducted.  Now  it  is  true 
that  the  sterling  holdings  of  non-residents  are  very  much 
«maiif»r  than  those  of  residents  of  the  U.K.  and  of  other 
sterling  countries  so  that  the  potential  scope  for  capital 
flight  is  also  much  smaller.  It  is  true.  too.  that  the  sterling 
balances  of  non-residents  have  been  greatly  reduced  over  the 
past  decade,  while  the  value  of  the  trade  they  finance  has 
risen  markedly.  But  the  Balance  of  Payments  White  Paper 
still  puts  them  at  over  £500  million,  or  11,500  million  (ex- 
cluding the  small  holdings  of  dollar  countries  whose  status 
I am  not  questioning).®  The  conversion  of  only  a fraction 
of  this  amount  into  dollars  could  be  critical  if  our  reserves 
were  at  a low  level,  as  I assume  that  they  are.  And  there 
seems  little  doubt  that  working  balances  could  still  be  run 
down  temporarily  in  a crisis;  they  have  certainly  been 
reduced  in  the  past  below  what  were  then  sometimes  daimed 
to  be  minimum  levels.  There  are,  moreover,  further  non- 
resident sterling  assets,  not  recorded  in  the  usual  statistics, 
some  of  which  might  be  mobilized.  Non-residents  might, 
in  addition,  borrow  in  the  U.K.  to  finance  lags  in  commercid 
payments.  There  is  also  the  large  accumulated  U.K.  debit 
balance  in  E.P.U.  which,  together  with  our  commitment  to 
give  credit  should  the  debit  balance  be  extinguished,  could  in 
efl'ect  be  used  to  supplemmit  the  non-resident  sterling  balan<^ 
convertible  into  dollars.*  Finally,  non-sterling  countries 
might  replenish  these  balances  in  a world  dollar  crisis  by 
earning  surpluses  with  the  sterling  area,  especially  if,  as  was 
mentioned  earlier,  they  cut  imports  from  sterling  as_  well  as 
from  dollar  sources  because  either  form  of  cuttmg  was 
equally  effective  in  saving  dollars. 

(c)  Suspension  of  de  facto  Convertibility^ 

35  The  threat  to  the  reserves  thus  seems  to  be  very  sub- 
stantial For  this  reason,  and  to  discourage  the  cutting  of 
imports  from  the  sterling  area,  the  suspension  of  ik  facto 
convertibility  would  have  to  be  seriously  considered  m the 


1 Ti«.  rnmmerclal  contracts  Were  in  terms  ot  aqll^s,  u.it. 

esponers  wou^d  still  have  an  incentive  to  reparation 

an  incentive  to  speed  up  the  purchase  of  doUars;  where  .eonwacto  were  tod  In 

in  London  and  so  postpone  his  purchase  of  siethng  for  dollars. 

2 Sterling  balances  at  the  end  of  1957,  as  reported  in  Cmnd.  399  and  ex^i^g 

IS'.  to  to 

s At  the  end  of  1957  according  to  Cmnd.  399,  sterling  holdings  oftranir^ble 
ac^t  “uilr?«  were  £5M  T^d  those  of  dollar  countries  £35  m..  m-.!ong  a 
total  of  £568  m.  for  all  non-sterltog  countries, 

to  iS  co£iV?whrS^^  This  would  K' 

Account  (8280  through  supporting  the  transferable  rate  less  *210  J 

0 The  appendix  contains  a diagrammatic  analysis  that  may  help  to  clarify  the 
following  paragraphs. 


ciicumstauces  we  are  postulating.  This  would  involve  the 
withdrawal — at  least  temporarily — of  official  support  from 
the  transferable  rate  and  of  the  facilities  for  buying  dollar 
goods  for  sterling. 

36.  The  major  objection  to  such  a course  is  that  the  direct 
relief  to  the  Exchange  Equalisation  Account  through  no 
longer  having  to  supply  dollars  for  these  two  purposes  would 
be  more  than  offset  by  the  loss  through  “ commodity 
shunting*’.*  This,  it  is  claimed,  would  be  resumed  on  a large 
scale  as  soon  as  the  rate  for  transferable  sterling  fell  2 per  cent, 
or  3 per  cent,  below  the  rate  for  American  account  sterling 
in  the  official  market.  In  simplified  terms,  dollar  area  im- 
porters would  then  in  effect  buy  transferable  sterling  to  pay 
for  sterling  area  commodities,  and  their  dollars  would  go, 
directly  or  indirectly,  to  the  sellers  of  such  sterling  rather  than 
into  the  British  reserves. 

37.  Now  it  is  undeniable  that  commodity  shunting  would 
start  again — although  it  might  take  time  to  be  organised  on 
a large  scale — ^when  the  transferable  rate  fell  below  a certain 
level.  But  it  is  less  obvious,  and  cannot,  I think,  be  proved 
a priori,  that  our  gold  and  dollar  reserves  would  suffer  on 
balance.  Non-residents  who  wished  to  convert  their  trans- 
ferable sterling  into  dollars  or  dollar  goods  would  now  have 
to  buy  from  ffie  commodity  shunters’  and,  since  they  would 
be  getting  fewer  dofiars  for  ffieii  pounds,  one  would  expect 
them  to  convert  less  if  confidence  in  sterling  were  unchanged. 
The  British  reserves  would  then  benefit  on  balance.  The 
argument  that  they  will  lose  thus  seems  to  rest  on  the  assump- 
tion that  confidence  in  sterling  will  be  so  weakened  by  the 
retreat  from  convertibility  that  holders  of  transferable 
sterling  wffi  wish  to  convert  more  into  dollars  despite  the 
l^s  favourable  rate. 

33.  Now  it-  is  true  that,  if  the  two  facilities  mentioned 
were  withdrawn  during  a period  of  fair  weather  after  trust 
in  the  pound  as  an  international  currency  had  been  gradually 
building  up,  the  shock  might  lead  to  an  increased  desire  to 
get  out  of  sterling.  But  in  a serious  crisis,  when  the  desire 
to  convert  poimds  into  dollars  is  already  strong,  it  is  by  no 
means  certain  that  it  would  be  increased  by  a suspension  of 
de  facto  convertibility.  This  might,  indeed,  have  the  reverse 
effect  by  increasing  confidence  that  devaluation  would  be 
avoided  as  a result  of  the  closing  of  an  obvious  gap  through 
which  dollars  had  been  pouring  out  of  the  Exchange  Equalisa- 
tion Account.  Distrust  in  sterling  was  not  increased  in 
1957  when,  for  example,  the  Kuwait  gap  was  dosed  or  later 
when  measures  were  taken  to  limit  credit  facilities  for  non- 
residents that  mi^t  be  used  to  finance  lags  in  commerical 
payments.  On  the  contrary  the  pound  was,  I believe, 
strengthened. 

39.  The  suspension  of  de  facto  convertibility  might  thus 
help  considerably  on  balance  to  limit  the  loss  of  gold  and 
dollars  in  the  circumstances  I am  assuming.  The  relief 
would  be  increased  if  commodity  shunting  could  be  made 
more  difficult.  Something  might  be  done  through  a stricter 
control  of  the  ultimate  d^estination  of  commodity  exports. 
It  is  also  generally  agreed  that  shunting  was  made  much 
easier  by  the  unification  of  the  transferable  account  area  in 
March  1954  and  by  the  liberalization  of  sterling  transfers; 
in  earlier  years  a much  larger  discount  on  transferable 
sterling  was  required  to  make  a given  amount  of  commodity 
shunting  profitable.  The  limitation  once  more  of  the  facilities 
for  transfering  sterling  which  make  possible  a multilateral 
payments  system  in  the  non-doUar  world  would  be  regrettable. 
But  it  might  be  necessary  in  a serious  crisis. 

40.  (It  may  be  noted  that,  at  present,  when  foreigners  buy 
transferable  sterling  to  pay  for  doUar  goods  or  to  convert 
into  dollars  at  the  price  supported  by  the  Exchange  Equaliza- 
tion Account,  75  per  cent,  of  the  direct  dollar  loss  is  normally 
offset  by  increased  gold  receipts  from,  or  reduced  gold  pay- 
ments to,  the  E.P.U.,  leaving  a net  loss  of  only  25  per  cent.  If, 
in  a future  crisis,  the  percentage  of  E.P.U.  balances  payable 
in  gold  were  reduced — as  would  be  desirable  for  reasons 
given  above — the  net  loss  would  be  correspondingly  greater. 
When,  on  the  other  hand,  sterling  balances  that  would  be 
kept  in  London  in  the  absence  of  the  present  facilities  for 
conversion  are  used  to  buy  dollars  or  dollar  goods,  there  is 
no  offsetting  gain  from  E.P.U.  and  the  loss  is  100  per  cent.; 


« 111*  obiecUon  that  British  merchants  would  lose— sometimes  perbiM  for  good 
—invisible  income  from  trade  in  dollar  goods  and  lO  slerling  commodity  exports 
to  the  dollar  area  would  hardly  be  detisive  in  a serious  crisis. 


7 Strictly, 

(oriOfRuas 


is  the  ntl  demand  for  dollars,  after  deducting  any  sales  of  dollars 
1 or  other  gold)  for  transferable  pounds  other  than  for  commodity 
t is  equal  to  the  sales  of  dollars  for  ibuaiing. 
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26.  Memorandum  of  Evidence 
submitted  by  Professor  J.  E.  Meade,  C.B.,  F.B.A.* 

The  Control  of  Inflation 


Professor  Meade’s  inaugural  lecture  delivered  before  the 
University  of  Cambridge  on  4th  March,  1958.  Since  the 
lecture  has  been  published  by  the  Cambridge  University 
Press  it  has  not  been  re-printed  in  this  record  of  evidence. 


■ See  Minutes  of  Evidence  Qns.  997S  to  10042. 
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Professor  E.  V.  Morgan 


27.  MEMORANDUM  OP  EVIDENCE  SUBMITTED  BY  PROFESSOR  E.  V.  MORGAN 


L Introduction 

1.  It  has  been  argued  by  some  economists  that  the 
experience  of  the  past  six  years  has  demonstrated  the  ineffec- 
tiveness of  monetary  policy  as  an  instrument  of  control. 
This  argument,  however,  ignores  both  the  many  special 
influences  which  have  impeded  the  working  of  monetary 
control  and  the  inhibitions  under  which  it  has,  untU  very 
recently,  been  operating.  These  factors  have  be^  so  strong 
that  recent  experience  can  give  little  or  no  ^de  to  the 
future  effectiveness  of  monetary  policy,  though  it  suggests  a 
number  of  things  that  r^uire  to  be  done  if  monetary  instru- 
ments are  to  have  a “ fair  chance  ” in  the  future.  In  order  to 
substantiate  this  statement,  it  is  necessary  to  consider  briefly 
the  ways  in  which  monetary  and  fiixancial  influences  affect 
spending  both  on  consumption  and  investment. 

2.  Spending  both  for  consumption  and  investment  is 
affected  by  many  non-fmancial  inffuences.  The  amount 
which  will  be  consumed  and  that  which  will  be  saved  out  of 
a given  income  depends  on  the  way  in  which  it  is  distributed 
(both  among  individuals  and  between  individuals  and  cor- 
porations) on  the  age  composition  of  the  population;  on 
the  extent  of  social  provision  for  the  various  forms  of  “ rainy 
day  ” for  which  people  proverbially  save;  and  on  subjective 
attitude  towards  the  future.  The  amount  which  extrepreneurs 
desire  to  spend  on  investment  depends  on  their  estimate  of 
its  profitability  which  reflects  the  existing  stock  of  capital, 
the  state  of  technology,  relative  prices  and  expectations  as  to 
the  future  growth  of  the  economy.  Given  these  basic  non- 
financial  influences  it  is  reasonable  to  suppose  that  individuals 
and  institutions  will  be  disposed  to  spend  more,  both  for 
consumption  and  investment: 

(a)  The  greater  their  net  worth,  i.e.  the  excess  of  the  value 
of  their  assets  over  their  liabilities,  in  real  terms. 

(h)  Given  (a)  the  more  liquid  the  forms  in  which  assets 
are  held,  and 

(c)  Given  (a)  and  (6)  the  lower  the  rate  of  interest  and 
the  greater  the  availability  of  credit. 

Most  economists  would  agree  about  the  presence  of  these 
three  influences,  though  there  is  much  disagreement  about 
their  strength,  and  different  assessments  of  their  strength 
form  the  fundamental  basis  for  differences  in  judgment  on 
the  effectiveness  of  monetary  policy. 

II.  Net  Worth 

3.  The  net  worth  of  an  individual  is  simply  the  excess  of 
Iris  assets  over  his  liabilities.  When  a number  of  individual 
balance-sheets  are  consolidated,  items  which  appear  as  an 
asset  for  one  individual  and  a liability  of  another  disappear. 
Thus,  for  example,  if  a joint-stock  company  were  to  &{ance 
additions  to  its  real  capital  by  the  issue  of  debentures,  these 
debentures  would  be  a liability  of  the  company  and  an  asset 
of  those  who  purdiased  them;  on  consolidation,  therefore, 
they  would  cancel  out,  and  only  the  value  of  the  real  capital 
would  remain.  If  we  are  considering  only  the  private  sector 
of  the  economy — as  seems  to  be  reahstic  from  this  point  of 
view — assets  wlrich  are  liabilities  of  the  government  do  not 
cancel  out,  and  an  increase  in  government  debt  increases 
the  net  worth  of  the  private  sector.  The  same  is,  of  course, 
true  of  financial  assets  that  are  the  liability  of  foreigners. 
Thus,  the  net  worth  of  the  private  sector  may  be  defined  as 
the  value  of  its  physical  assets  plus  the  value  of  its  holding  of 
public  debt  plus  its  net  holding  of  foreign  financial  assets. 

4.  It  follows  from  this  definition  that  private  leading  to 
the  government  or  to  foreigners  must  increase  the  net  worth 
of  the  private  sector.  An  increase  in  the  money  supply  may 
or  may  not  affect  net  worth  according  to  the  manner  in  which 
it  comes  about.  Increases  which  would  increase  net  worth 

i.  An  increase  in  the  fiduciary  issue  which  is  not  offset 
by  a reduction  in  government  borrowing  from  the 
private  sector,  e.g.  by  a reduction  in  tender  Treasury 
bills. 

ii.  An  increase  in  the  volume  of  bank  deposits  generated 
by  the  purchase  of  government  securities,  where  the 
proceeds  were  not  used  for  the  redemption  of  other 
privately  held  debt,  and 

iii.  An  increase  in  the  note  issue  corresponding  to  the 
acquisition  of  foreign  assets,  e.g.  an  inflow  of  gold  to 
a central  bank  operating  a gold  standard,  provided 
that  this  inflow  was  not  caused  by  the  sale  of  privately 
owned  foreign  assets,  or  the  depletion  of  privately  held 
stocks. 


5.  On  the  other  hand,  increases  in  the  money  supply 
based  on  loans  to  the  private  sector  create  a liability  equal 
to  the  asset;  an  increase  based  on  the  purchase,  directly  or 
indirectly  of  stock  or  other  assets  from  tlie  private  sector 
reduces  one  type  of  asset  by  the  same  amount  as  it  adds  to 
another.  These  types  of  increase  in  the  money  supply, 
therefore,  leave  net  worth  unchanged,  though  they  add  to 
liquidity. 

6.  Another  way  in  which  net  worth  may  change  is,  of 
course,  through  changes  in  asset  values-  This  is  particularly 
evident  in  the  case  of  a stock  exchange  boom.  A rise  in  the 
price  of  stocks  and  shares  makes  no  difference  to  the  assets 
or  flabilities  of  the  issuer,  but  it  raises  the  assets  of  the  holders 
and  adds  to  their  net  worth  and  to  that  of  the  community. 
Owners  of  stocks  and  shares  may  feel  more  inclined  to  spend 
purely  because  their  net  worth  has  increased  even  though 
their  actual  holdings  have  remained  unchanged.  However, 
many  people  who  operate  actively  m the  stock  racket  find 
a considerable  proportion  of  the  increase  in  their  wealth 
passing  trough  their  accounts  in.  cash.  Theoretically,  they 
should  re-invest  this,  but  it  would  be  very  surprising  if  sorne 
of  them  did  not  permit  themselves  a modest  spending  “ spree”. 

7.  Net  worth  has  to  be  measured  in  money,  and  it  is 
necessary  to  relate  this  money  to  the  general  level  of  prices. 
An  increase  in  net  worth  which  merely  keeps  pace  with 
rising  prices  does  not  make  people  better  off  in  any  significant 
sense,  and  there  is  no  reason  to  suppose  that  it  would  have 
any  effect  on  spending. 

8.  Unfortunately  it  is  not  possible  to  calculate  changes 
in  the  net  worth  of  the  private  sector  of  the  British  economy 
from  year  to  year.  It  is  certain,  however,  that  government 
borrowing  caused  a large  rise  in  private  real  net  worth  from 
1939  to  1946,  and  that  private  real  net  worth  was  remarkably 
hi^  at  the  end  of  that  period.  During  most  of  the  subse- 
quent fieriod,  with  the  exception  of  the  1953 — 55  Stock 
Exchange  boom,  it  appears  probable  that  the  increase  in  net 
worth  in  money  terms  rather  less  than  kept  pace,  with  the 
rise  in  prices,  while  since  1955  the  fall  in  security  values 
combined  with  the  rise  in  prices  has  produced  a significant 
reduction  in  real  net  worth. 

in.  Liquidity 

9.  The  essence  of  a liquid  asset  is  that  it  cp  be  mobilised 
for  spending  within  a short  time  and  with  little  or  no  loss. 
Legal  tender  money  and  current  account  deposits  are  per- 
fectly liquid  in  that  they  can  be  spent  at  their  full  face  value 
without  notice.  Deposit  accounts  and  savings  bank  deposits 
are  almost  perfectly  liquid,  and  cieposits  with  building 
societies,  Mendly  and  co-operative  societies  and  hire-purchase 
finance  houses  can  all  be  withdrawn  at  their  full  value  within 
a very  short  time.  From  these  highly  liquid  assets  one  can 
pass  by  the  smallest  possible  steps,  through  finandal  assets 
which  are  redeemable  at  face  value  only  after  an  increasing 
time  interval,  and  so  to  irredeemable  financial  assets  and  real 
property.  All  these  less  liquid  assets  have  one  quality  in 
common,  though  in  very  different  degrees:  if  their  owner 
wishes  to  spend  his  wealth  or  convert  it  into  some  other 
form,  he  must  either  surrender  his  asset  for  less  than  its  full 
value  or  sell  it  in  the  market  with  a risk  of  loss. 

10.  It  follows  that,  in  order  to  assess  the  liquidity  of  the 
economy,  it  is  necessary  to  consider  the  whole  structure  of 
assets,  and  not  merely  the  money  sujjply.  It  a^o  follows  the 
an  increase  or  decrease  in  liquidity  is  not  a simple  concept 
to  which  any  unique  measure  can  be  applied. 

11.  There  have  been  a number  of  influence  operating  on 
liquidity  during  the  past  twenty  years,  which  in  general  had 
the  effect  of  increasing  it  grwtly  during  the  war  and  early 
post-war  years,  and  reducing  it  since.  These  have  been: — 

12.  (i)  The  Money  Supply.  An  increase  in  the  money 
supply  always  increases  liquidity  since,  even  if  it  has  no  effect 
on  net  worth,  it  substitutes  a perfeefiy  liquid  asset  for  one 
less  than  perfectly  liquid.  Increases  which  also  increase  net 
worth  make  the  biggest  additions  to  liquidity.  Increases 
which  have  no  effect  on  net  worth  may  have  a peater  or  less 
effect  on  liquidity  according  to  the  way  in  which  ^ey  come 
about;  for  example,  a rise  in  bank  deposits  associated  with 
a transfer  of  treasury  bills  from  non-bank  holders  to  the  banks 
would  have  a smaller  effect  than  a similar  increase  in  deposits, 
associated  with  the  purdiase  of  seemities  by  the  banks  from 
the  private  sector. 

13.  (ii)  The  Structure  of  the  Public  Debt.  Given  the 
size  of  the  public  debt,  changes  in  the  relafivq  ainQup,ts  qf 
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different  types  of  security  exert  a considerable  influence  on 
the  liquidity  of  the  economy.  The  following  features  of  war 
and  post-war  borrowing  are  important: — 

(a)  The  growth  of  the  volume  of  tender  Treasury  bills.  It 
is  impossible  to  assess  the  importance  of  this  for  the 
private  sector  as  a whole  since  there  is  no  reliable 
evidence  of  the  distribution  of  bills  held  outside  the 
banks  and  the  discount  market,  especially  as  between 
domestic  non-bank  holders  and  foreigners.  Its  special 
importance  for  the  banks  is  discussed  below. 

(A)  The  growth  of  “ small  ” savings.  All  the  small 
savings  securities — savings  certificates,  defence  bonds, 
and  premium  bonds  axe  highly  liquid,  and  the  increase 
in  their  volume  has  produced  a marked  effect  on  the 
overall  liquidity  of  the  personal  sector. 

(c)  The  maturing  of  dated  stocks.  A feature  of  war-time 
borrowing,  and  of  most  subsequent  borrowing  was 
the  issue  of  stocks  with  a fixed  redemption  date, 
though  often  a date  some  long  time  ahead.  During 
the  past  few  years,  there  has  been  a substantial  block 
of  securities  maturing  each  year,  while  others  ^e 
moving  closer  to  redemption  date  and  so  increasing 
in  liquidity.  There  is  now  at  least  one  issue  with  a 
final  redemption  date  in  each  year  until  1973. 

14.  (iii)  The  Position  of  the  Government  as  Borrower. 
The  borrowing  of  the  government  differs  from  the  sale  of 
stocks  and  shares  by  private  institutions  in  one  very  im- 
portant respect.  A sale  of  new  issue  by  a private  institution 
leads  to  a transfer  of  liquidity  but  not  to  an  increase  in 
liquidity.  Even  if  the  issue  is  undersubscribed,  the  tmder- 
writers  who  take  up  the  balnace  have  to  do  so  either  by 
running  down  their  cash  balances  or  by  raising  cash  through 
the  sale  of  other  assets.  The  government,  on  the  othCT  hand, 
ran  boiTOW  in  ways  which  add  to  the  total  supply  of  liquid 
assets  and,  in  some  circumstances,  it  may  be  virtually  forced 
into  such  a course. 

15;  The  government  must  raise  cash  to  meet  its  own 
current  and  capital  expenditure,  to  provide  for  its  loans  to 
local  authorities  and  to  the  nationalised  industries,  to  finance 
any  increase  that  may  occur  in  the  gold  and  dollar  reserves, 
and  to  pay  off  dissident  holders  of  maturing  debt.  A 
government  which  could  cover  all  these  needs  out  of  revenue 
could  never  be  forced  into  increasing  the  liquidity  of  the 
economy,  though  of  course  it  could  still  do  so  as  a matter 
of  policy  if  it  wished.  A government  that  does  not  cover 
its  full  cash  needs  out  of  revenue  must  rely  on  sales  of  illiquid 
securities  to  the  non-banking  part  of  the  private  sector. 
Provided  that  the  total  volume  of  sudi  sales  is  adequate,  it 
does  not  matter  whether  they  are  made  by  means  of  new 
issues  or  from  the  portfolios  of  existing  securities  held  by 
government  agencies.  If  the  total  volume  of  sales  is  inade- 
quate, however,  there  axe  only  two  alternatives — the  sale  of 
gilt-edged  to  the  banks  ox  an  increase  in  the  tender  Tieasup' 
bill  issue.  The  former  leads,  of  course,  to  an  increase  in 
bank  deposits.  An  increase  in  the  Treasury  bill  issue  held 
outside  the  banks  does  not  increase  deposite,  but  does  add 
to  liquidity,  while  an  ina"ease  in  bank  holdings  of  Treasury 
bills  both  adds  directly  to  deposits  and  raises  the  banks’ 
« liquidity  ratio.”  In  this  list  case  there  may  also  be  a 
secondary  increase  in  deposits  tbrou^  increased  bank 
leading  to  the  private  sector. 

16.  Thus,  when  the  government  is  not  covering  its  cash 
needs  out  of  revenue,  the  private  sector  has  only  to  refrain 
from  buying  gilt-edged  or  from  converting  its  holdings  of 
maturing  issues  in  order  to  secure  an  automatic  incre^e  in 
its  liquidity.  The  British  government  has  been  in  this  un- 
fortunate position  during  almost  the  whole  of  the  post-war 
period,  and  the  problem  has  been  greatly  complicated  both 
by  the  size  and  frequency  of  debt  maturities  and  by  the 
rhagnitude  of  government  lending  to  local  authorities  and 
nationalised  industries. 

17-.  '(iv)  The  Growth  of  other  Forms  of  Liquid  Assets. 
There  has 'been  a very  substantial  increase  in  liquid  assets 
apart  from  money  and  liquid  government  obligations.  The 
most  important  contributors  have  been  the  savings  banks 
and  the  building  societies,  but  thra:e  has  also  been  an  increa^ 
in  the  shares  and  deposits  of  co-operative  societies,  and  in 
deposits  with  hire-purchase  finance  holies. 

. 18'.'  • Changes  in  the  main  types  of  liquid  asset  -other  than 
money  and-  bills  are  summaris^^in-the- following  table; — : 


£m. 

1914  1934  1948  1951  1956 
Savings  bank  deposits  . . 256  498  2,779  2,814  2.813 


Savings  certificates,  defence 
bonds  and  premium 

bonds — 384  3,112  3,090  3,250 

Shares  and  deposits  in 

building  societies  ..  62  477  960  1,265  2,107 

Shares  and  deposits  in  re- 
tail co-operative  societies  46  160  351  339  360 


Total  ..  364  1,519  7,202  7,508  8,530 

% of  National  income, . 16  39  61  51  42 

The  National  Income  figures  used  for  1914  and  1934  are  those 
of  Mr.  A.  R.  Prest  (“  Economic  Journal,”  March  1948)  and 
for  the  post-war  years  “ total  domestic  expenditure  at  market 
prices  ” from  the  National  Income  Blue  Book.  The  two 
figures  are,  of  course,  by  no  means  strictly  comparable  and, 
had  it  been  possible  to  perform  the  pre-war  calculation  on 
the  same  basis  as  the  post-war  one,  the  resulting  percentage 
would  probably  have  been  rather  lower.  It  is,  however, 
abundantly  clear  that  the  volume  of  liquid  assets  other  than 
money  and  bills  rose  sharply  during  the  war  but  has  since 
risen  much  more  slowly  so  that  as  a proportion  of  national 
income,  it  is  now  not  much  hi^er  than  in  the  nineteen- 
thirties. 

19.  The  liquidity  of  an  economy  is  important  not  only 
for  its  influence  on  the  desire  to  spend,  but  also  from  the 
point  of  view  of  control.  The  hi^er  the  level  of  liquidity 
the  more  difficult  it  is  to  restrain  spending  by  monetary  or 
fis^  restriction,  and  this  weakness  has  be^  very  important 
in  the  resistance  to  post-war  inflation. 

IV.  The  Rate  of  Interest  and  the  Availability  of  Credit 

20.  There  are,  of  course,  close  links  between  the  supply 
of  liquid  assets,  the  rate  of  interest  and  the  availability  of 
credit,  but  again  the  connection  is  by  no  means  simple,  for 
there  axe  many  imperfections  in  the  capital  market  There 
is  a close  correlation  between  chan^  in  liquidity  and  changes 
in  the  yield  on  government  securities;  some  other  interest 
rates  are,  however,  subject  to  only  infrequent  change,  e.g.  the 
mortgage  rates  of  building  societies  and  the  interest  paymrats 
on  securities  handled  by  the  National  Saving  Movement; 
some  are  rdated  by  convention  to  Bank  rate,  e.g.  the  during 
banks’  deposit  and  overdraft  rates;  and  Bank  rate,  itself, 
is  of  course  varied  as  a matter  of  policy.  It  is  possible  for 
some  rates  to  remain  out  of  line  for  a considerable  time  but 
eventually  the  movement  from  resources  from  less  to  more 
profitable  uses  will  force  a re-adjustment.  This  has_  been 
seen  on  seve^  occasions  in  recent  years,  for  example  in  the 
experience  of  the  building  societies  and  the  National  Savings 
Movement. 

21 . The  Bank  of  England  is  subject  to  similar  prrasures  of 
supply  and  demand  in  its  Bank  rate  policy.  The  maintenance 
of  an  “ artificially”  low  Bank  rate  leads  to  an  e^ansion  of 
the  money  supply,  while  a rise  in  the  rate  at  a time  of  high 
liquidity  would  be  ineffective  unless  steps  were  also  taken  to 
reduce  liquidity.  Again,  however,  these  adjustments  take 
Http,  and  in  the  very  short  run  Bank  rate  and  the  rates  linked 
to  it  by  convention  may  be  largely  independait  of  the  degree 
of  liquiffity. 

22.  It  is  generally  true  that  the  less  flexible  a rate,  the 
more  important  is  the  question  of  ffie  availability  of  credit. 
This  is  particularly  relevant  to  the  clearing  banks,  even  when 
not  subject  to  official  pressure,  but  it  also  applies  to  other 
lenders.  For  example,  some  building  societies  had  to  ration 
the  loans  that  their  local  offices  could  make  in  the  autumn, 
of  1955;  and  hire  purchase  companies  have  foimd  difficulty 
in  raising  all  the  funds  they  could  have  lent  at  their  current 
rates. 

23.  When  one  institution  cannot  satisfy  all  its  would-be 
borrowers,  the  excess  demand  tends  to  be  transfened  else- 
where. Thus,  when  the  building  societies  were  turning  away 
customers,  there  was  an  increase  in  the  demand  for  mortgages 
from  the  insurance  companies  and,  in  turn,  a reduction  in 
the  rate  of  investment  by  these  companies  in  stock-market 
securities.  These  interconnections  are  very  numerous  and 
difficult  to  follow,  but  they  are  very  effective.  If  th^  is 
excess -liquidity  in  one  sector  of  the  economy  and  unsatisfied 
would-be  borrowers  in  another;  the  two  will  sooner  or  later 
come  together. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued] 


27.  Professor  E.  V.  Morgan 


24.  Differences  in  judgment  as  to  the  nature  and  extent 
of  these  imperfections  in  the  capital  market  are  responsible 
for  many  recent  controversies  about  monetary  policy.  Those 
who  like  myself,  are  impressed  with  the  way  in  which  liquid 
resources  flow  round  or  seep  through  obstacles  to  mobility, 
believe  that  only  the  most  general  control  over  liquidity  will 
be  effective,  those  who  believe  in  the  possibili^  of  using 
existing  barriers  or  creating  new  ones,  are  attracted  by  the 
possibilities  of  discriminating  interest  rates  and  various  forms 
of  direct  control  over  particular  types  of  lending. 

V.  The  Rate  of  Interest  and  Monetary  Policy 

25.  There  has  been  much  controversy  during  the  past 
few  years  both  about  the  effectiveness  of  the  rate  of  interest 
as  a regulator  and  about  the  desirable  pattern  of  rates.  The 
extreme  view  which  has  found  a good  deal  of  support  in 
modem  theoretical  literature  is  that  the  rate  of  interest  has 
very  little  effect  wither  on  saving  or  investment  and  that  the 
rates  had  best  be  kept  stable  and  low.  This  problem  is 
beyond  the  scope  of  the  present  memorandum,  and  I can 
only  state  my  opinion,  which  is  that  changes  in  interest  rates 
have  more  effect  both  on  saving  and  on  investment  than  is 
often  supposed. 

26.  Even  among  economists  who  do  not  altogether  deny 
the  effectiveness  of  the  rate  of  interest,  there  has  been  a 
tendency  to  emphasis  the  inconvenience  of  fluctuating  rates, 
(and  particularly  of  high  rates),  and  to  look  for  ways  of 
operating  on  the  availability  of  credit  either  by  direct  controls 
or  by  influencing  the  liquidity  of  the  banking  system. 

27.  In  a perfect  market,  there  would,  of  course,  be  only 
one  rate  consistent  with  given  conditions  of  supply  and 
demand  for  any  particular  type  of  loan.  It  would  ^ im- 
possible (given  demand)  either  to  change  the  supply  without 
changing  the  rate  or  to  alter  the  rate  without  changing  the 
supply.  With  a number  of  conventional  rates,  however,  it  is 
possible,  within  limits  to  change  either  the  supply  or  the  rate 
independently.  In  my  jud^ent,  the  limits  are  generally 
fairly  narrow,  but  tbe  possibility  exists,  and  one  can  reasonably 
ask  which  is  the  better  course. 

28.  A contraction  of  the  supply  of  any  type  of  loan  would 
create  excess  demand  and  leave  a fringe  of  unsatisfied 
borrowers ; a rise  in  the  rate  of  interest  would  curtail  demand 
and  create  a fringe  of  unsatisfied  lenders.  In  a situation 
where  liquidity  is  nicely  adjusted  to  prevailing  interest  rates, 
so  that  no  one  has  liquid  resources  that  he  does  not  actively 
desire,  there  would  be  much  to  be  said  for  the  first  course. 
In  an  economy  that  is  gradually  working  off  the  effects  of  a 
sudden  access  of  liquidity,  however,  the  restriction  of  the 
supply  of  any  one  type  of  credit  is  always  liable  to  be 
frustrated  by  the  unsatisfied  borrowers  turning  elsewhere 
and  discovering  some  new  source  of  funds.  In  that  case, 
the  only  possible  policy  is  to  raise  the  rate  of  interest  to  a 
point  which  chokes  off  demand. 

29.  Againt  this  it  can  be  argued  that  a rise  in  the  rate  of 
interest  increases  the  velocity  of  circulation  of  money,  i.e. 
that  it  speeds  up  the  mobilisation  of  liquid  resources.  In 
my  view,  however,  the  existence  of  an  unsatisfied  demand  is 
a more  important  factor  than  any  particular  interest  rate 
different!^  in  mobilising  idle  resources.  In  any  case  idle 
liquid  resources  can  only  come  into  active  use  if  there  is  a 
demand  for  them.  If  interest  rates  were  raised  to  a point 
which  choked  off  this  demand,  then  the  mobilisation  of  idle 
resources  must  cease,  at  least  until  the  pressure  of  unsatisfied 
lenders  forces  rates  down  again.  My  conclusion,  therefore, 
is  the  rather  paradoxical  one  that  the  larger  the  stock  of 
liquid  assets,  the  more  necessary  it  is  for  the  monetary 
authorities  to  make  vigorous  use  of  their  power  over  interest 
rates. 

30.  The  traditional  pattern  of  interest  rates  has  been  one 
in  which  the  average — over  a period  of  some  years — of  the 
bill  rate  and  the  yield  on  Consols  have  been  much  the  same, 
but  in  which  the  amplitude  of  fluctuations  has  been  about 
three  times  larger  in  the  bill  rate  than  in  the  Consols  yield. 
The  bill  rate  normally  rose  well  above  the  Consols  yield 
when  rates  as  a whole  were  high,  and  dropped  well  below 
it  in  times  of  cheap  money. 

31.  This  relationship  was  maintained  during  the  long 
period  of  cheap  money  from  1932  to  1951,  and  strenuous 
efforts  were  made  to  preserve  it  thereafter.  Until  September 
1953  the  Bank  gave  a preferential  rate  of  -J  per  cent,  below 
Bank  rate  for  loans  to  the  Discount  Market  against  Treasury 
bills;  it  continued  to  buy  bills  heavily  at  market  rate  when 
necessary,  so  that  the  discount  houses  had  to  borrow  on 


penal  terms  only  rarely  and  for  small  amounts,  and  it  still 
gives  7 day  loans  to  the  market  at  Bank  rate,  instead  of  its 
former  practice  of  discounting  only  bills  with  more  than 
15  days  to  run  at  Bank  rate,  and  charging  an  extra  i per  cent, 
for  7 day  loans.  As  a result,  the  gap  between  Bank  rate  and 
bill  rate  remained  very  wide  until  1955,  and  it  was  only  with 
the  rise  in  Bank  rate  to  7 per  cent,  in  September,  1957  that 
the  bill  rate  rose  above  the  Consols  yield. 

32.  The  policy  of  low  short-term  rates  has  obvious 
attractions,  and  a number  of  arguments  have  been  put 
forward  in  support  of  it. 

The  principal  ones  are: — 

1.  That  the  bill  rate  has  little  direct  influence  on  private 
spending,  so  that  there  is  little  reason  for  raising  it  as 
a brake  on  inflation. 

2.  The  budgetary  saving  in  low  short-term  rates. 

3.  The  economy  to  the  balance  of  payments  in  keeping 
down  the  cost  of  the  sterling  balances,  and 

4.  that  low  short-term  rates  encourage  funding  and  so 
contribute  to  the  reduction  of  excess  liquidity,  while 
hi^  rates  discourage  funding. 

33.  The  first  three  of  these  arguments  all  have  some 
substance;  the  last,  in  my  judgment,  very  little.  In  the 
decision  between  short  and  long  dated  assets,  the  important 
thing  is  not  so  much  the  present  relationship  between  rates, 
but  the  way  in  which  rates  are  expected  to  move  in  the  future — 
even  when  short  rates  are  higher  than  long  ones,  it  may  still 
be  very  advantageous  to  go  long  if  both  long  and  short  rates 
are  likely  to  fall  in  the  future.  What  does  inhibit  funding  is 
the  prospect  that  rates  will  rise  still  further  and,  from  this 
point  of  view,  the  worst  possible  policy  is  to  raise  rates 
half-heartedly,  leaving  many  people  expecting  that  a further 
rise  will  be  necessary. 

34.  Whatever  weight  one  may  give  to  the  advantage  of 
keeping  down  the  biU  rate,  there  are  powerful  and,  in  my 
view,  decisive  arguments  in  favour  of  the  traditional  pattern : — 

i.  Despite  their  disadvantage  for  the  current  account, 
high  short-term  rates  are  desirable,  at  times  of  strain 
on  the  reserves,  in  order  to  encourage  the  holding  of 
foreign  balances  in  London  and  to  discourage  foreign 
short-term  borrowing.  Such  periods  of  strain  on  the 
reserves  do  not  always  coincide  with  periods  of 
domestic  inflation,  but  they  very  frequently  do  so. 

ii.  High  short  rates  are  desirable,  at  times  when  it  is 
desired  to  reduce  liquidity  as  part  of  an  anti-inflation^ 
policy,  in  order  to  encourage  the  holding  of  bills 
outside  the  banking  system  and  thus  (given  the  total 
volume  of  tender  bills  in  the  market)  keep  down  the 
volume  of  bank  deposits  and  the  liquidity  ratio  of 
the  banks.  The  effectiveness  of  hi^  rates  for  this 
purpose  partly  depends  on  the  relationship  between 
the  bill  rate  and  the  banks’  deposit  rates,  and  the 
conventional  link  between  deposit  rate  and  Bank  rate 
reduces  the  effectiveness  of  a rise  in  Bank  rate  for  this 
particular  purpose.  However,  the  gap  between  bill 
rate  and  Bank  rate  is  a variable  one,  though  again 
the  range  of  variation  is  limited  by  the  conventional 
rate  charged  by  the  banks  on  a large  part  of  their 
loans  to  the  discount  market.  This  range  of  variation 
is  quite  significant  and  it  is  desirable  that  the  Bank 
should  pursue  open-market  policies  so  as  to  bring 
bill  rate  very  close  to  Bank  rate  (and  so  significantly 
above  deposit  rate)  at  a time  of  inflation. 

iii.  The  yields,  and  therefore  the  prices  of  short-dated 
government  securities  are  very  closely  linked  to  the 
bill  rates.  Hence,  to  keep  low  and  stable  short  rates 
means  loping  down  the  yield  and  keeping  up  the 
price  of  short-dated  gilt-edged  stocks.  So  long  as 
this  policy  is  followed  these  stocks  become  almost 
perfectly  liquid  assets,  since  their  holders  can  always 
sell  them  without  significant  loss. 

35.  This  is  particularly  important  in  relation  to  the  banks. 
The  banks’  investment  used  at  one  time  to  consist  of  long- 
term government  securities  but,  in  tbe  post-war  period,  they 
have  concentrated  more  and  more  on  the  short  end  of  the 
market.  Unfortunately  there  is  no  published  evidence  of 
the  composition  of  the  banks’  investments  but  their  chairmen 
now  regularly  stress  in  their  annual  speeches  the  high  pro- 
portion maturing  within  a few  years.  These  securities  are 
not,  of  course,  classified  as  “ liquid  assets  ” for  the  pu^ose 
of  calculating  the  “ liquidity  ratio”.  Under  a system  of  low 
and  stable  short  rates,,  however,  they  become  in  fact  liquid. 
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Should  any  bank  find  its  liquidity  ratio  under  pressure,  it 
could  always  replenish  its  “ liquid  assets  ” by  selling  short- 
dated  gilt-edged  without  significant  loss.  It  is  only  if  the 
monetary  authorities  are  prepared  to  accept,  or  even  force, 
a rise  in  the  bill  rate,  that  the  prices  of  short-dated  gilt-edged 
will  fall  by  enough  to  impose  a significant  check  on  this 
process.  Thus,  the  idea  that  one  can,  in  present  circum- 
stances, operate  on  the  liquidity  of  the  banks  while  main- 
taining low  and  stable  short  rates  is  a logical  fallacgf.  The 
traditional  pattern  is  not  only  necessary  but  more  necessary 
than  it  was  before  the  war  bwause  of  the  enhanced  liquid!^ 
of  the  banks’  “ investments”. 

36.  Direct  Credit  Controls.  I turn  now  to  some  of  the 
direct  controls  which  are  either  practiced  or  have  been 
advocated  as  supplements  to  traditional  interest  rate  and 
open  market  policies. 

i.  The  Limitation  of  Advances.  Apart  from  specific 
requests  from  the  Chancellor  in  1955  and  1957,  the 
banks  have  been  imder  almost  continuous  exhortation 
to  limit  their  advances.  In  my  view,  far  too  much 
importance  has  been  attached  to  this  form  of  bank 
lending!  a bank  that  discounts  trade  bills  or  buys 
gilt-edged  from  a private  seller,  is  financing  private 
sector  spending  just  as  effectively  as  if  it  had  given  an 
overdraft.  At  the  other  end  of  the  scale,  even  an 
increase  in  deposits  created  by  the  purchase  of  securities 
from  a government  department  or  by  subscription  to 
a new  issue  can  find  its  way  by  many  devious  means 
into  the  hands  of  those  who  wish  to  spend.  Ba.nk 
advances  are,  of  course,  the  most  direct  way  in  which 
the  creation  of  bank  credit  is  associated  with  spending. 
For  this  reason,  direct  action  on  advances  may  be 
useful  when  the  object  is  to  apply  pressure  quickly  and 
maintain,  it  for  only  a short  time;  to  use  the  dfrect 
control  of  advances  as  an  instrument  of  maintained 
pressure,  however,  is  not  only  likely  to  be  ineffective 
but  also  to  do  harm  in  diverting  attention  from  more 
fundamental  remedies,  and  in  blunting  an  instrument 
which  is  quite  useful  for  its  own  limited  purposes. 

ii.  Variable  Liquidity^  Ratios.  The  idea  that  the  Bank 
should  prescribe  liquidity  ratios,  raising  them  at  times 
above  the  present  conventional  30  per  cent,  has 
obvious  attractions  as  a solution  to  the  problem  of 
government  finance  discussed  in  paragraphs  14 — 16. 
In  my  view,  however,  the  device  would  be  of  only 
limited  effectiveness  and  would  have  serious  dis- 
advantages. The  object  would  presumably  be  to 
prevent  excess  liquidity  from  leading  to  an  expansion 
of  bank  lending  to  the  private  sector.  The  realisation 
of  that  object  would,  however,  be  impeded  by  the 
readiness  with  which  the  banks  could  add  to  their 
liquid  assets  by  reducing  their  investments.  Pre- 
occupation with  this  device  could  easily  divert  atten- 
tion from  the  more  fundamental  problem  of  reducing 
the  floating  debt.  Moreover,  it  would  encourage  the 
banks  to  concentrate  even  more  exclusively  on  very 
short-term  securities.  Besides  the  unfortimate  effects 
already  mentioned,  this  concentration  has  a bad 
effect  on  the  gUt-edged  market  in  general.  Among  the 
big  institutional  investors,  the  insurance  companies 
and  pension  funds  are  interested  mainly  in  long-term 
securities,  and  the  banks  and  discount  houses  almost 
wholly  in  short-term  ones.  Between  the  two  is  a gap, 
where  securities  have  little  institutional  support,  and 
these  medium-term  stocks  are  normally  valued  on  a 
yield  basis  higher  than  those  of  either  longer  or 
shorter  term.  This  “ hump  ” in  the  yield  curve  is  an 
obstacle  to  the  lengthening  of  the  national  debt,  in  that 
anyone  buying  longer-term  stocks  has  to  face  the 
prospect  that,  as  they  approach  maturity,  they  will 
go  through  a number  of  years  diuing  which  they  will 
be  valued  on  an  artificially  high  yield  basis. 

iii.  The  Control  of  Hire  Purchase.  This  is  an  extension  of 
monetary  control  that  has,  in  my  view,  proved  its 
usefulness,  though  again  in  a range  of  situations  more 
limited  than  is  sometimes  supposed.  Such  controls 
have,  of  course,  both  direct  effects  on  consumers’ 
durable  goods  and  an  indirect  effect  that  is  diffused 
over  the  whole  of  consumers’  expenditure.  The  direct 
effect  is,  however,  very  much  the  more  powerful.  The 
control  of  hire  purchase  is,  therefore,  a particularly 
useful  method  of  dealing  with  situations  in  which 
there  is  a strain  either  on  the  consumer  durable 
industries  or  on  -pthers  competing  closely  with  them 


for  resources.  As  a means  of  restraining  consumers’ 
expenditure  in  general,  however,  it  is  less  effective. 
Since  the  control  is  complementary  to  other  monet^ 
measures,  there  seems  to  be  a case  for  transferring 
its  administration,  as  in  the  United  States,  to  the 
central  bank. 


iv.  The  Control  of  the  Note  Issue.  This  differs  from  the 
other  measures  discussed  above,  in  that  it  is  not  a 
recent  or  proposed  extension  of  monetary  control, 
but  a return  to  the  principles  which  have  governed 
the  currency  since  the  Act  of  1844,  and  which  are  still 
on  the  statute  book.  Under  the  gold  standard  it  was, 
of  course,  possible  to  have  a fixed  feduciary  issue  and 
stUl  to  ^ow — through  an  increase  in  the  Banks’ 
gold  stock — for  some  increase  in  the  note  circulation 
to  meet  toe  needs  of  an  expanding  economy.  If  the 
whole  note  issue  is  to  remain  fiduciary,  it  would  be 
necessary  to  introduce  some  other  element  of  flexibility, 
and  this  was  provided  for,  in  a suggestion  recently  put 
forward  by  Mr.  T.  Wilson,  through  a limitation  not 
on  the  absolute  size  but  on  the  rate  of  growth  of  the 
note  issue. 


37.  Such  a limitation  would  not,  of  course,  make  any 
difference  to  the  power  of  moneta^  techniques  to  resist 
inflation,  nor  would  it  add  anything  to  the  range  of  techniques 
available  to  the  monetary  authorities.  Nevertheless,  it  would 
have  some  definite  advantages.  It  would  be  another,  and 
striking,  declaration  of  the  governments’  determination  to 
maintain  the  value  of  money ; it  would  strengthen  the  obliga- 
tion of  the  Bank  to  use  its  powers  to  the  full;  and  it  would, 
in  case  of  any  difference  of  opinion  between  the  Bank  and  the 
government,  strengthen  the  hand  of  the  Bank.  It  can,  of 
course,  be  argued  that  there  is  little  point  in  a sovereign 
government  imposing  such  self-denying  ordinances  on  itself, 
since  they  can  always  be  repealed  and  their  strength  is,  there- 
fore, DO  greater  than  toe  of  the  government  to  maintain 
them.  This  argument  seems  to  me  to  be  a considerable 
exaggeration.  There  may  often  arise  circumstances  in  which 
the  need  to  repeal  or  drastically  amend  a statute  may  be 
an  effective  restraint  on  administrative  action.  I know  of  no 
historical  example  of  any  society  in  which  the  quantity  of 
money  has  been  left  to  the  unfettered  discretion  of  the  execu- 
tive, and  in  which  mon^  has  retained  its  value  for  any  con- 
siderable time.  I believe,  therefore,  there  would  be  solid 
advantages  in  the  imposition  of  an  effective  statutory  limit 
on  the  rate  of  growth  of  the  note  issue. 


VI.  Other  Suggestions 

38.  I deal,  finally,  with  a few  other  suggestions,  which 
have  not  yet  been  widely  discussed,  but  which  I should  like 
to  submit  for  the  consideration  of  the  Committee.  They  are 
all  concerned  with  the  related  problems  of  reducing  the 
dependence  of  the  government  on  the  floating  debt  and 
reducing  the  liquidity  of  the  banking  system. 

39.  The  government  will  remain  subject  to  toe  difficulties 
described  in  paragraph  14—16  unless  it  can  either; 

i.  Generate  a much  larger  excess  of  revenue  over  expendi- 
ture. 


ii.  Increase  and  maintain  the  demand  for  government 
securities  from  the  private  sector,  or 

iii.  Divest  itself  of  some  of  its  liabilities  for  the  capital 
expenditure  of  local  authorities  and  the  nationalised 
industries. 


With  present  levels  of  taxation,  it  would  be  very  difficult  to 
argue  that  the  “ above  the  line  ” surplus  should  be  increased. 
An  extension  of  state  contributory  pensions  could  give  the 
National  Insurance  Fund  a large  surplus  for  a number  of 
years,  but  such  a scheme  would  have  to  be  decided  on 
grounds  far  wider  than  its  impact  on  the  monetary  system. 

40  The  market  for  government  securities  has  been 
sevei^y  restricted  by  inflation,  which  has  caused  so  many 
investors,  both  private  and  institutional,  to  wish  to  hold  an 
increasing  proportion  of  their  assets  in  equities.  It  has  also 
been  handicapped,  as  suggested  in  paragraph  33,  by  the 
reluctance  of  the  authorities  to  raise  interest  rates  to  a level 
at  which  there  was  general  confidence  that  no  further  nse 
would  be  necessary.  The  halting  of  inflation  and  toe  im- 
provement in  central  banking  techniques  might  produce  a 
substantial  rise  in  the  demand  for  gilt-edged,  but  even  so_,  it 
is  very  douWul  whether  we  can  rely  on  that  demand 
permanently  sufficient  to  provide  for  the  present  needs  of  the 
government,  and  to  allow  a gradual  reduction  of  the  floating 
debt, 
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41.  I,  therefore,  suggest  the  rather  drastic  step  of  issuing 
a modified  fonu  of  equity  in  some  of  the  nationalised 
industries — gas,  electricity  and,  possibly  airways,  would 
appear  to  be  particularly  suitable.  The  shares  would 
obviously  have  to  be  without  voting  rights,  and  this  would 
raise  the  problem  of  how  to  ensure  that  the  shareholder 
received  due  consideration  in  framing  policy.  Dividends 
could  not  be  linked  to  profits,  and  I suggest  that  they  should 
be  linked  to  the  ^oss  sales  of  the  undertaking.  This  would 
raise  the  further  difficulty  of  providing  for  increases  in  capital 
without  an  undue  increase  in  the  burden  of  charges.  It 
would  be  possible,  however,  to  provide  that  a certain  per- 
centage of  gross  sales  would  be  allocated  to  interest  and 
dividends.  Out  of  this  would  be  paid  interest  on  fixed 
charge  capital,  and  the  remainder  would  be  distributed 
among  “ equity  ” holders.  It  would  probably  also  be 
necessary  to  guarantee  a minimum  return  on  shares,  which 
would  be  a liability  on  the  undertaking,  in  excess  of  the  fixed 
percentage,  if  necessary.  There  would  still  be  the  possibility 
that  the  controlling  authorities  could  vary  the  return  to  share- 
holders by  changing  the  proportion  of  fixed  charge  and  equity 
capital  but,  provided  that  there  was  a minimum  rate,  this 
risk  need  not  prove  too  much  to  accept.  The  shareholder 
would  have  the  advantages,  compared  with  the  holder  of 
fixed  interest  stock  of  a fairly  good  hed^  against  inflation 
and  a prospect  of  sharing  in  an  increase  in  the  sales-capital 
ratio  resulting  from  increasing  efficiency.  The  shares  could 
appeal  both  to  persons  and  institutions  who  are  turning 
increasingly  away  from  fixed  interest  stocks,  and  they  mi^t 
well  be  marketed  on  a yield  basis  comparing  very  favourably 
with  preent  terms  of  borrowing. 

42.  Whether  or  not  this  suggestion  were  adopted,  there 
would  be  advantages  in  the  nationalised  industri«  returning' 
to  the  practice  of  borrowing  in  the  market,  and  in 'their  issues 
being  handled  by  a private  issumg  house  or  consortium  of 
issuing  houses,  as  were  the  steel  denationalisation  issues. 
This  would  enable  underwriting  to  be  arranged  as  for  an 
issue  by  a large  firm  in  the  private  sector,  and  would  have  the 
great  merit  of  freeing  the  “ departments  ” from  their  obliga- 
tion to  support  the  issues,  and  so  avoiding  the  involuntary 
creation  of  liquidity  discussed  in  paragraphs  14 — 16. 

43.  Finally,  I suggest  that  it  might  be  worth  considering 
whether  it  would  be  possible  to  prevent  the  banks  from 
purchasing  stock  with  only  a short  time  to  run.  The  regula- 
tion would  need  to  apply  both  to  subscriptions  to  new  short- 
term issues  and  to  new  purchases  of  stock  nearing  maturity, 
though  of  course  die  banks  would  still  be  allowed  to  hold 
stock,  once  purchased,  to  maturity.  The  limit  within  which 
stock  might  not  be  purchased  should  probably  be  set  at 
somewhere  between  ten  and  fifteen  years.  The  regulation 
would  have  the  advantages  of  bringing  about  a gradual 
reduction  in  the  liquidity  of  the  banlK’  portfolios,  and  of 
giving  some  support  to  the  unpopular  medium-term  section 
of  the  gilt-edged  market. 


Vn.  Summary  and  Conclusion 

i.  During  most  of  the  post-war  period  conditions  have 
been  very  unfavourable  to  monetary  control  both 
because  the  net  worth  of  the  private  sector  in  real  terms 
has  been  very  large,  and  bemuse  an  abnormaLy  large 
part  of  this  net  worth  has  been  held  in  the  form  of 
very  liquid  financial  assets.  The  growth  of  real 
national  income  and  the  rise  in  prices  has,  however, 
lately  reduced  both  real  net  worth  and  effective 
liquidity,  and  the  present  position  is,  therefore,  con- 
siderably more  favourable  for  the  effective  use  of 
monetary  policy. 

ii.  The  stock  of  very  liquid  assets,  other  than  Treasury 
bills,  is  now  not  much  higher,  in  relation  to  nationd 
income,  than  it  was  before  the  war,  but  there  is  still 
an  urgent  need  to  reduce  the  Treasury  bill  issue.  It 
would  also  be  very  desirable  to  bring  about  a gradual 
decline  in  the  volume  of  medium — and  short-dated 
gilt-edged  stock. 

iii.  So  long  as  the  government  maintains  all  its  present 
obligations,  there  will  be  a risk  of  its  being  forced  to 
add  to  the  liquidity  of  the  economy  because  it  cannot 
raise  enough  cash  by  selling  long-dated  stock  to  non- 
banking  private  holders.  It  would,  therefore,  be  very 
desirable  that  some  of  the  nationalised  industries 
should  raise  capital  in  the  market  (either  on  fixed 
interest  stock  or  by  creating  a modified  form  of  equity) 
without  departmental  support. 

iv.  Monetary  policy  has,  until  very  re<»Dtly,  been  inhibited 
by  an  unwillingness  to  permit  high  Treasury  bill  rates. 
This  has  shown  itself  both  in  a reluctance  to  raise 
Bank  rate  early  enough  and  far  enough,  and  in  a 
rather  wide  gap  between  bill  rate  and  Bank  rate. 
High  short-term  rates  are  especially  necessary  in  order 
to  combat  inflation  in  a highly  liquid  economy,  and 
it  is  very  desirable  that  this  should  be  recognised,  and 
that  Bank  rate  should  be  used  with  greater  flexibility, 
both  upward  and  downward. 

V.  Controls  over  hire-purchase  and  over  bank  advances 
are  both  useful  devices  in  special  circumstances,  but 
neither  should  be  regarded  as  means  of  exerting  a 
sustained  deflationary  pressure.  There  are  strong 
arguments  in  favoi'ur  of  a legal  limit  on  the  rate  of 
growffi  of  the  note  issue.  The  regulation  of  the  banks’ 
liquidity  ratio  is  not  desirable;  the  main  instrument 
for  reducing  bank  liquidity  is  the  reduction  of  the 
tender  bill  issue,  but  a limitation  of  bank  purchases 
of  very  short-dated  securities  mi^t  also  be  useful. 

Department  of  Economics, 

University  College  of  Svtansea 
19th  April,  1958 


28.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  PROFESSOR  F.  W.  PAISH,  M.C.* 


The  Fotore  of  British  Monetary  Poucy 

1.  During  the  past  fifty  years  British  monetary  policy 
has  passed  throu^  many  phases,  from  the  pre-1914  gold 
standard  to  the  gold  bullion  standard  of  1925  to  1931,  the 
floating  currency,  its  fluctuations  moderated  by  the  Exchange 
Equalisation  Account,  of  1932 — 39,  the  controlled  economy 
of  the  war  and  immediately  post-war  years,  the  budgetary 
policy  of  1947 — ^51.  and  finally,  since  1951,  the  gradu^ 
return  to  what  is  now  clearly  a form  of  gold  standard.  Today 
the  value  of  the  currency  is  fixed,  if  not  directly  in  terms  of 
gold,  at  least  in  terms  of  another  cuirency  the  value  of 
which  is  fixed  in  terms  of  gold.  With  the  almost  complete 
disappearance  of  the  discounts  on  transferable  and  security 
sterling,  the  official  rate  of  exchange  has  now  become  the 
effective  rate;  the  foreign  exchange  reserves  are  held  wholly 
or  mainly  in  gold;  and,  above  all,  changes  in  the  gold  reserve 
have  been  permitted  increasingly  to  influence  internal  credit 
policy  and  interest' fates. 

2.  While,  however,  these  developments  clearly  indicate 
the  return,  after  many  years,  to  a kind  of  gold  standard,  it  is 
one  which  differs  in  important  respects  from  any  which  has 
existed  in  this  country  before.  Perhaps  the  main  differences 
between  the  present  system  and  that  of  1925 — 31,  and  still 
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more  that  of  the  years  before  1914,  are  caused  by  changes  in 
the  underlying  facts.  Since  1914  the  United  Kingdom  has 
become  a net  debtor  country,  with  the  great  bulk  of  its 
external  liabilities  in  the  form  of  short-term  sterling  balances ; 
and  the  great  bulk  of  the  assets  now  held  by  the  banks  and 
the  money  market  consists  of  debts,  mainly  on  short  or 
medium  term,  owed  by  the  British  Govamment,  To  these 
may  perhaps  be  added  the  great  change  in  the  distribution 
of  personal  incomes  after  tax,  caused  partly  by  very  hi^ 
and  progressive  rates  of  direct  personal  taxation,  but  perhaps 
even  more  by  the  great  reduction  before  tax  in  the  higher 
personal  incomes,  especially  incomes  from  property. 

3.  Almost  as  important  as  the  dianges  in  the  underlying 
facts  are  the  changes  which  have  taken  place  both  in.  the 
mechanism  and  the  objectivM  of  monetary  policy.  EaCh 
successive  phase  has  left  accretions  on  the  original  pre-1914 
framework  which,  like  it,  are  not  always  well  adapted  to 
the  changed  conditions.  As  to  objectives,  the  main  function 
of  the  pre-1914  monetary  system  seems  to  have  been  to 
allow  changes,  however  caused,  in  the  Bank  of  England’s 
microscopic  gold  reserve  to  be  reflected  rapidly  in  short-term 
interest  rates,  thus  attracting  gold  when  needed  from  the 
better  provided  reserves  hdd  abroad.  Today  monetary 
policy  is  regarded  primarily  as  one,  though  only  one,  of  the 
techniques  available  for  dieddng  a tendency  eiffier  towards 
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inflation  or  deflation;  and  it  may  be  doubted  whether  any 
government  would  now  be  prepared  to  allow  an  outflow  of 
gold  to  induce  a serious  internal  monetary  stringency  at  a 
time  when  there  was  no  tendency  towards  excess  demand 
and  when  the  price  level  was  giving  no  sign  of  a rise. 

4.  If -it  is  true  that  today  the  main  function  of  monetary 
policy  is  to  help  to  maintain  internal  price  stability,  it  is 
important  to  investigate  the  channels  through  which  monetary 
policy  exercises  its  effects  upon  demand.  It  is  doubtful 
whether  any  but  the  widest  fluctuations  in  short-term  rates 
have  much  direct  effect  upon  the  willingness  to  borrow  for 
investment,  unless  the  new  rates  are  expected  to  last  for  a 
long  time,  thou^  they  may  well,  in  suitable  circumstances, 
be  taken  as  evidence  of  government  expectations  and  inten- 
tions and  have  a substantial  psychological  effect.  A change 
in  long-term  rates  is,  however,  likely  to  be  more  effective, 
even  or  perhaps  especially,  when  it  is  not  expected  to  persist. 
The  discounted  present  cost  of  a short  period  of  moderately 
high  short-term  rates  is  not  likely  to  be  large  enough  to 
influence  any  but  very  marginal  expenditure^  while  for  long- 
term rates  even  a moderate  change  may  be  significant.  Even 
a large  rise  in  long-term  rates  is,  however,  not  likely  to  be 
effective,  if  it  is  expected  to  be  temporary,  so  long  as  short- 
term loans  are  avaUable,  even  at  moderately  higher  rates,  to 
bridge  the  period  before  long-term  rates  are  expected  to 
fall  again.  To  make  high  long-term  rates  effective  it  is  there- 
fore necessary  either  for  short-term  rates  to  rise  much  more 
than  long-term  rates,  or  for  the  supply  of  short-term  loans 
to  be  inadequate  to  meet  the  demand  at  the  rates  charged. 
In  point  of  fact,  in  the  United  Kingdom,  the  banks,  the  main 
suppliers  of  short-term  commercial  loans,  have  never  even 
before  1914  attempted  to  restrain  demand  for  bank  advances 
merely  by  raising  rates,  but  have  always  supplemented 
higher  rates  by  some  form  of  quantitative  restraint. 

5.  Provided  either  that  short-term  loans  are  quantitatively 
restricted  or  that  short-term  rates  axe  allowed  to  rise  without 
limit,  it  is  always  possible  to  check  demand  by  discouraging 
investment  if  long-term  rates  are  raised  sufficiently;  how 
large  the  rise  willhave  to  be  will  depend  on  business  expecta- 
tions at  the  time.  There  may,  however,  well  be  conditions 
in  times  of  severe  depression  in  whidi  lenders  will  not  be 
prepared  to  provide  long-term  loans  at  rates  low  enough  by 
themselves  to  encourage  a substantial  rise  in  investment.  ' It 
is  also  possible  that,  even  without  the  special  difficulties 
caused  by  large  government  debt  maturities,  the  authorities 
may  be  unwilling  to  rely  entirely  on  high  interest  rates  for 
checking  excess  demand,  on  the  ground  that  it  concentrates 
restriction  primarily  on  investment,  whereas  it  may  be  con- 
sidered wiser  policy  also,  or  instead,  to  restrict  consumption 
through  budgetary  policy. 

• 6.  Given  the  policy  of  restricting  demand  throu^  higher 

interest  rates,  it  remains  to  ask  how  higher  long-term  rates 
be  induced.  Here  the  record  of  past  experience  is  of 
use.  Since  1919  long-term  interest  rates  seem,  broadly,  to 
have  fluctuated  inversely  with  changes  in  the  ratio  of  bank 
deposits  to  national  money  income.  {For  Table  and  Graph 
see  pp.  184  and  18S). 

7.  This  ratio  is  not,  of  course,  the  only  influence  on  long- 
term interest  rates.  Changes  in  expectations  and  in  Liquidity 
prrferences  (if,  indeed,  these  can  be  regarded  as  separate 
factors)  affect  both  interest  rates  and  the  national  money 
income;  but  they  may  do  so  at  very  different  rates  and  with 
different  time-lags.  It  is,  therefore,  quite  possible  to  have 
short  periods  when  the  two  series  are  moving,  not  inversely 
but  in  the  same  direction.  Examples  during  the  period  under 
examination  may  be  seen  in  the  years  1933-34,  1939-40  and 
1952-54.  Nevertheless,  the  most  casual  inspection  of  Chart  1 
cannot  but  reveal  a broad  tendency  for  the  two  series  to  move 
inversely.  While,  however,  there  is  probably  no  limit  to  the 
power  of  a reduced  ratio  of  deposits  to  national  income  to 
force  up  interest  rates,  the  experiment  of  1945—47  seems  to 
indicate  that  there  was  then  a critical  level,  at  between 
2i  per  cent,  and  2f  per  cent.,  at  which  even  a very  large  rise 
in  the  deposits/national  income  ratio  had  difficulty  in  forcing 
down  the  long-term  rate.  After  the  faUure  of  this  experi- 
ment, and  the  subsequent  developments,  it  may  be  that  in 
future,  for  many  years  at  least,  the  critical  point  will  be  higher 
than  this. 

8.  Little  if  any  tendency  is  shown  by  the  note  circulation 
to  show  similar  fluctuations.  Apart  from  the  exceptional 
rise  during  the  war,  attributable  in  part  to  the  increased  need 
to  carry  cash,  but  also  perhaps  to  the  increased  use  of  cash 


for  large  transactions  under  a system  of  physical  controls,  the 
note  circulation  in  peace-time  seems  to  constitute  an  almost 
fixed  proportion  of  national  money  income.  The  rise  from 
a general  level  of  rather  under  10  per  cent,  in  the  inter-war 
years  to  one  of  rather  over  1 1 per  cent,  since  1951  may  perhaps 
be  attributed  to  a shift  in  incomes  away  from  the  cheque- 
using classes.  The  reason  for  the  difference  between  the 
behaviour  of  notes  and  that  of  bank  deposits  is  presumably 
that  interest  rates  are  a phenomenon  almost  entirely  of  the 
capital  circulation,  which  consists  almost  wholly  of  bank 
deposits,  and  not  of  the  income  circulation,  in  which  the  note 
circulation  is  almost  wholly  employed. 

9.  If  it  is  accepted  that  the  effect  of  monetary  policy 
upon  excess  demand  is  exercised  mainly  through  the  long- 
term rate  of  interest,  and  that  in  turn  the  long-term  rate  of 
interest  is  determined  largely  by  the  ratio  of  bank  deposits 
to  national  money  income,  it  remains  to  discuss  possible 
methods  of  preventing  bank  deposits  from  rising  as  rapidly 
as  national  money  income.  One  possibility  is  to  do  as  was 
done  in  the  1920’s  and  limit  the  size  of  the  note  issue.  If 
the  national  money  income  is  rising,  the  demand  for  notes 
will  rise  proportionally,  the  banks  wOl  find  that  withdrawals 
of  notes  exc^  their  deposit  and  their  tills  wOl  be  correspond- 
in^y  depleted.  They  will,  therefore,  be  forced  to  withdraw 
notes  from  the  Bank  of  England,  thus  depleting  the  note 
reserve  of  the  Banking  Department.  At  the  same  time  the 
excess  payments  for  notes  will  deplete  the  banks’  cash 
reserves,  forcing  them  to  call  from  the  discount  market  and 
putting  the  market  into  the  Bank.  Meanwhile  the  Bank, 
precluded  by  the  legal  maximum  from  expanding  the  fiduciary 
issue,  wiU  be  forc^  to  tty  to  check  the  demand  for  notes. 
The  normal  way  to  do  this  is  by  raising  Bank  Rate  in  order 
to  discoina^  the  market  from  borrowing.  If  the  rise  in 
Bank  Rate  is  sufficiently  large,  it  will  no  doubt  force  up  all 
interest  rates  sufficiently  to  check  investment,  the  rise  in 
incomes  and  the  demand  for  more  notes;  but,  at  any  rate 
so  long  as  the  rise  is  expected  to  be  temporary,  the  rise  in 
short-term  rates  will  have  to  be  much  larger  than  in  long-term 
rates  and  may  have  to  be  very  large  indeed.  The  disadvantage 
of  such  a policy,  in  present  conditions,  is  that  by  far  the  largest 
short-term  debtor  in  the  country  is  the  Government,  and  that 
a very  large  rise  in  the  short-term  rate  would  rapidly  add  a 
very  large  amount  to  interest  payments  on  the  national  debt. 
This  would  not  matter  so  mudi  if  the  short-term  govemment 
debt  were  held  by  local  residents,  for  the  additional  interest 
payments  would  be  net  of  large  amounts  of  taxation  and 
would  involve  merely  internal  transfers.  But  in  fact  a large 
proportion  of  the  short-term  debt  is  held  by  overseas  owners 
of  sterling  balances,  so  that  much  of  the  increased  interest 
cost  would  not  only  be  payable  gross  but  would  also  impose 
a heavy  additional  burden  on  the  balance  of  payments.  It 
would  therefore  be  desirable,  if  possible,  to  avoid  the  necessity 
for  very  high  ^ort-term  rates  in  the^irocess  of  checking  an 
excess  of  internal  demand. 

10.  Instead  of,  or  in  addition  to,  raising  Bank  Rate  the 
Bank  of  England  may  try  to  discourage  the  banks  from  with- 
drawing notes  by  selling  assets  and  so  reducing  their  deposits 
with  itself.  In  so  far  as  such  sales  consist  of  bills  and  are 
made  to  the  discount  market  or  the  clearing  banks,  this  polity 
will  be  ineffective,  for  it  increases  the  banks’  reserves  of  liquid 
assets  as  fast  as  it  decreases  their  reserves  of  cash.  They  can, 
therrfore,  afford  to  call  more  from  the  market,  and  the  result 
is  merely  to  increase  the  amount  of  the  market’s  borrowing 
from  ffie  Bank  at  Bank  Rate.  Such  sales  can,  therefore, 
only  make  any  existing  Bank  Rate  more  effective;  they  cannot 
reduce  the  banks’  cash  reserves  or,  except  through  the  effect 
on  incomes  of  higher  short-term  rates,  the  demand  for  notes. 

11.  This  position  would  not  be  substantially  altered  even 

if  the  Bank  of  England  were  to  limit  the  borrowing  powers 
of  the  discount  market.  In  this  case  the  market  would 
merely  cease  to  tender  for  Treasury  bills,  and  unless  the 
Government  was  able  to  sell  more  bills  or  securities  to 
outside  buyers,  it  would  be  forced  to  borrow  from  the  Bank 
of  and  so  re-expand  the  banks’  cash  reserves. 

Unless  we  are  prepared  to  face  the  possibility  that  the 
Government  may  be  unable  to  obtain  the  money  it  needs  to 
meet  its  immediate  obligations  except  by  paying  whatever 
rate  is  necessary  to  raise  it  from  non-banking  sources, 
Treasury  bills  wiU  continue  to  provide  the  banks  with  an 
undoubted  title  to  cash,  and  will  constitute  for  them,  in  fact, 
a form  of  cash  reserve  the  use  of  which  is  limited  only  by  the 
yield  sacrificed  when  it  is  converted  into  Bank  of  England 
liabilities. 
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TABLE  I 


National  Money  Income,  Clearing  Bank  Deposits,  Note  Circulation 
AND  Yield  on  Consols 


Estimated  Net  Average  Ratio  of  Yield 

National  Clearing  Deposits  to  on 

Money  Income  Bank  Deposits  National  Income  Consols 
£ m.  £ m.  % 


Average  Ratio  of  Note 
Note  Circulation 

Circulation  to 

National  Income 


1913  .. 

1919  . 

1920  , 


1923  . 

1924  . 

1925  . 

1926  . 

1927  . 

1928  . 

1929  . 

1930  . 

1931  . 

1932  . 

1933  . 

1934  . 

1935  . 

1936  . 

1937  . 

1938  . 

1939  . 

1940  . 

1941  . 

1942  . 

1943  . 

1944  . 

1945  . 

1946  . 

1947  . 

1948  . 

1949  . 

1950  . 


1953  . 

1954  . 

1955  . 


1956  . 

1957  . 


2,368 

740 

31-2 

5.461 

1,500 

27’5 

5,664 

1,710 

30-2 

4,460 

1,764 

39-6 

3,856 

1,730 

44.9 

3,844 

1,629 

42-3 

3,919 

1,622 

41-4 

3,980 

1,610 

40-5 

3,914 

1,615 

41-3 

4,145 

1,661 

41-0 

4,154 

1,709 

41 -1 

4,178 

1,743 

41-7 

3,957 

1,747 

44-1 

3,666 

1.711 

46-7 

3,568 

1,745 

49-0 

3,728 

1,906 

5M 

3,881 

1,830 

47-2 

4,109 

1,947 

47-4 

4,388 

2,156 

49-1 

4,750 

2,220 

46-7 

4,816 

2.213 

460 

5,160 

2,175 

42’2 

6,120 

2,408 

39-4 

7,080 

2,849 

40-3 

7,800 

3,145 

404 

8,300 

3,544 

42'7 

8,500 

4,012 

47-2 

8,480 

4,541 

53-6 

8,000 

4,922 

61-6 

8,500 

5,454 

64-2 

9,479 

5,703 

60-1 

10,122 

5,761 

56-9 

10,639 

5,800 

54’5 

11,637 

5,918 

50-9 

12,653 

5,844 

46’2 

13,553 

6,012 

444 

14,476 

6,225 

43-0 

15,270 

6,171 

404 

16,465 

5,998 

364 

17,350 

6,122 

35’2 

3- 39  155*  6-5* 

4- 62  413  7-5 

5- 32  449  7-9 

5-21  437  9-8 

4-42  400  104 

4-31  388  10-1 

4-39  391  10  0 

4-44  383  9-6 

4-55  375  9-6 

4-56  373  9-0 

447  372  9-0 

4-60  362  8*7 

44  8 359  9T 

4-39  355  9-7 

3-74  360  10-1 

3-39  371  10-0 

3-10  379  9-8 

2- 89  395  9-6 

2’93  431  9-8 

3- 28  480  10-1 

3'38  486  10-1 

3-72  507  9-8 

3-40  575  94 

3 13  651  9-2 

3-03  507  10-3 

3-10  966  11-7 

3-14  1,136  13*4 

2-92  1,284  15-1 

2-60  1,358  17-0 

2- 76  1.384  16-3 

3- 21  1,254  13’2 

3'30  1,269  1 2-5 

3-54  1,287  12-1 

3-78  1,342  11-7 

423  1,435  11-3 

4'08  1,532  11-3 

3- 75  1,630  11-3 

4- 17  1,760  11-5 

4- 73  1,875  114 

5- 01  1,967  11-3 


• Including  gold  in  circulation 
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12.  If,  however,  the  Bank  of  England  can  sell  non-liquid 
assets  (securities)  to  the  banks,  or  assets  of  any  sort  to  the 
public  (the  banks’  customers),  it  can  reduce  the  clearing 
banks’  cash  reserves  without  at  the  same  time  increasmg 
their  liquid  assets.  It  is  unlikely  that  the  banto  will  be 
buyers  of  securities  at  a time  when  it  is  the  policy  of  the 
Government  to  make  them  short  of  liquid  assets;  it  may  be 
possible  that,  if  short-term  rates  are  already  high,  local  non- 
banking financial  institutions  may  be  buyers  of  Treasury  bills, 
or  that  holders  of  sterling  balances  may  buy  bills  either  with 
Kiisting  deposits  or  with  the  proceeds  of  the  sale  of  securities.^ 
It  is  probable,  however,  that  the  best  chance  of  reducmg  the 
banks’  cash  reserves  without  increasing  their  other  liquid 
assets  is  for  the  Bank  to  sell  securities  to  the  public.  The 
effect  of  this  ^ identical  with  that  of  a Government  issue  of 
securities  to  fund  the  floating  debt — and  is,  in  fact,  the  form 
which  a funding  operation  usually  takes. 

13.  In  practice,  the  Bank  does  not  usually  allow  its  sales 
of  securities  to  reduce  the  level  of  its  deposits,  though  it  may 
do  so  on  occasion  to  make  Bank  Rate  effective.  It  usuaUy 
replaces  the  securities  it  has  sold  with  bills  (or  more  secunn.es 
bought  from  the  Treasury,  thus  providing  the  Treasury  with 
funds  with  which  to  pay  off  some  of  the  bills  held  elsewhere, 
including  bills  held  by  the  market  and  the  banks.  Umess 
non-bank  holders  are  simultaneously  reducing  their  holdings, 
this  wUl  reduce  both  the  total  of  the  banks’  deposits  and  theix 
liquid  assets  ratio.  If  the  process  continues  until  the  banks 


be  a second  answer.  Since  1954,  at  the  end  of  which  year  the 
poUcy  of  tighter  money  was  first  reintroduced,  gross  person^ 
saving,  at  constant  prices,  has  risen  by  over  90  per  cent,  and, 
almost  wholly  as  the  result  of  this,  total  gross  saving  Im  risen 
by  more  than  a third.  A part  of  this  rise  may  have  been  due 
to  the  hire-purchase  restrictions  imposed  m 1956,  thougti 
after  the  partial  relaxation  of  1957  the  residual  resmts  are 
likely  to  have  been  small.  It  is  unlikely  that  it  was  mdu^ 
by  greater  stability  of  prices,  for  it  was  not  until 
rise  in  retail  prices  began  to  slacken  off.  It  is  possible  that  w 
may  have  been  directly  influenced  by  higher  interest  rates  and 
the  consequent  rise  in  the  annual  cost  of  ownership  of  durable 
consumption  goods,  although,  except  for  goods  of  v^  long 
life,  this  effect  is  likely  to  have  been  small.  But  the  most 
probable  explanation  of  this  remarkable  leap  m personal 
saving  is  that  even  a sHght  slackening  in  the  deimnd  for 
labour  brings  with  it  an  increase  of  uncertamty  about  the 
stability  of  future  incomes  and  induces  some  members  of  the 
population  to  prefer  liquidity  to  the  purchase  of  (mainly 
durable)  consumption  goods.  A sirmlar  phenomenon  is 
reported  to  have  recently  become  significant  in  the 
States  If  this  is  so,  it  seems  possible  that  measures  to  check 
inflation,  even  if  directed  primarily  against  investment,  may 
succeed  not  so  much  by  reducmg  investment  as  by  bnngmg 
the  level  of  non-inflationary  saving  up  to  meet  it. 

15  Tne  second  main  line  of  criticism  of  monetary  policy 
through  funding  relates  to  its  secondary  effects.  If  it  is 
known  that  the  Government  is  deliberately  taking  actmn  to 


liquidity  ratios  are  smaUer  tl^  ^y  Son^e™  u^^d  security  prices  down, 

to  assume  a n&d  m^um  for  this  ^ ^ investors,  expecting  a further  decline  in  prices,  may  refuse  to 

either  have  to  bid  bills  away  from  o*er  holders  (which  will  securitised  the  Government  may  be  unable  to  sell  any 
tend  to  bring  short-term  rates  down)  or  failmg  ^s,  to  sell  »^y  breaking  the  market.  From 

securitis  (which  will  force  secunty  pncs  down  and  yields  up)  PP  . . 5-  X vumilH  he  helnfnL  since  the  Government 


securities  (which  wiU  for«  oS  ono  point  of  view  this  would  be  helpful,  since  the  Government 

or  to  try  to  reduce  their  advances.  This  last  effect  is  tne  one  ^ ^ substantial  nse  in  long-term 

likely  to  have  Ae  most  dmect  eff^  on  interi  rates  without  itself  incurring  high  future  costs  for 

iMult  both  of  the  reduced  dem^d  of  “^g  payments  of  interest.  It  is.  however,  raamtamed  that  a very 

obtam  capital  elsewhere  and  the  effect  on  mter^t  rat«  ^tte  security  prices  and  the  temporary  paralysmg 

efforts  of  those  who  c^.  In  the  imUal  of  a ^e^t  have  undesirable  secondary  effects.  One 

squeeze  of  sort  are  ^ of  these  would  be  that  it  might  threaten  gUt-edged  jobl^ 


sSmrities  rather  than  try  to  reduce  advances— indeed,  sin^ 
overdraft  limits  are  likely  to  be  more  fully  used,  they  may  be 
unable  to  do  so  for  a time;  but  as  their  stock  of  shortest- 
dated  securities  is  used  up  and  increasing  losses  have  to  be 

faced  on  the  sale  of  longer-dated  secimties,  ^ey  are  likely  to  amounts  or 

become  increasingly  reluctant  to  force  f^^  sales  of  “ which  ^^  amoim^i 
securities  on  the  market  and  increasmgly  obhged  to  restrict  much  atlectmg  tne  price. 


with  stock  on  their  books  with  bankruptcy,  and  *e  other 
that  it  would  permanently  impair  the  willingness  of  investors, 
especially  of  institutional  investors,  to  hold  government 
securities,  one  main  attraction  of  which  is  a very  free  market 
in  which  large  amounts  of  stock  can  be  bou^t  or  sold  without 


advances. 

14  There  are  three  main  lin^  of  criticism  advanced 
against  this  polity  of  credit  restriction  through  funding. 
The  first  is  really  against  the  use  of  monetary  policy  at  all. 
This  is  that  the  effects  of  the  polio-  are  concentrated  agai^ 


1 6.  The  first  of  these  difficulties  should  not  be  insuperable. 
The  jobbers’  losses  could  not  be  large  in  relation  to  the  total 
amounts  involved,  and  it  should  not  be  impossible,  in^n 
emergency,  to  make  arrangements  for  assisting  them.  The 
second  may,  in  the  long  run,  be  more  serious.  It  reimorces 
the  view  that  it  is  very  important  not  to  allow  inflationary 


,juio  la  mill  iiAw  — f-— -»  ■ , , , f ,1,.  me  view  mat  U is  vciy  mipunaui.  uwi.  IV-  .VWWT. 

investment,  upon  which  the  future  developmrat  oi  me  control  that  it  needs  really  violent 

economy  depends,  rather  than  ag^t  co^umption.  m so  check  them.  If  taken  in  good  time,  the  action  needed 

far  as  this  criticism  means  that  additional  measures  should  control  the  expansion  should  not  need  to  be  so  drastic  as 
have  been  taken  to  stimulate  sai^g,  its  v^otty  must  be  a ^ ^ permanent  effect  on  confidence, 

matter  of  personal  opinion;  but  if  it  means  that,  even  though  _ c n • ,i,„» 

the  level  of  saving  in  the  absence  of  inflation  is  madequate  to  17.  Perhaps  the  most  senous  criticism  of  all  is  that,_  m 
finance  all  the  investment  that  is  thought  desirable,  neverthe-  present  circumstances,  it  is  not  practiMble  to  car^ 
less  nothing  should  be  done  to  restrict  investment,  then  there  operations  far  enough  to  make  the  banks  short  of  liquid 
is  a strong  case  for  believing  that  the  harm  done  by  the  assets.  The  main  difficulty  here  is  tie  veiy  large  volume  of 
inflation  is  likely  to  be  greater  than  the  benefit  derived  from  ^ort-  and  medium-dated  government  securities  which  ma,ture 
tbe  increased  investment.  It  would  seem  that  there  may  also  each  year.  Holders  of  these  can  replenish  their  liquidity 

merely  by  allowing  them  to  mature  without  replacement. 
to  reduce  the  volume  of  Treasury  bills  outsUnding,  the 

iThe  invesunene  oT  wfdiiionai  idling  w Government  must  be  able  to  Sell  Sufficient  Securities  more  than 

flothing  to  p“5  inflow  of  sterling  to  covcT  not  only  the  excess  of  investment  by  public  authorities 

ssofotliercaplialexportaovertlie  balance  of  payments  pygj  budget  SUrpluS  pIuS  Other  means  of  finance,  bUt  alsO 


TABLE  n 


Saving  and  Investment  in  the  Untied  Kingdom,  1951 — 57* 
(£m.  at  1948  prices) 


Gross 

Personal 

Saving 


1951  HZ 

1952  535 

1953  627 

1954  516 

1955  669 

1956  ^ 

1957  1.000 

♦Based  on  official  estimates  to  April  1959. 


Total 

Capital  Transfers 

Total 

Gross 

Gross 

from  Abroad 

Gross 

Fixed 

Saving 

Errors  and  Omissions 

Investment 

Investme, 

1,682 

-1-139 

1,821 

1,672 

1,725 

-1-144 

1,869 

1,692 

1,991 

-H07 

2,098 

1,869 

2,136 

+ 81 

2,217 

2,021 

2,364 

— 64 

2,300 

2,119 

2,643 

— 63 

2,580 

2,222 

2,813 

— 54 

2.759 

2,325 
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the  unconverted  sections  of  maturing  loans.^  It  may,  there- 
fore, be  difficult  to  sell  securities  fast  enou^  to  reduce  the 
banks’  liquidity  ratios  or  even  to  prevent  them  from  rising. 
In  point  of  fact,  there  has  been  only  one  period  since  1954 
when  the  banks’  liquidity  ratios  have  fallen  far  enough  to 
oblige  them  to  restrict  their  holdings  of  non-liquid  assets — 
the  tot  half  of  1955 — and  this  was  due  rather  to  the  purchase 
of  bills  by  non-bank  holders  than  to  any  funding  operations 
by  the  authorities. 

18.  It  is  largely  because  of  its  failure  to  keep  the  banks’ 
liquid  assets  down  to  a level  which  would  oblige  them  volun- 
tarily to  curtail  their  non-liquid  assets  that  the  Government 
has  been  reduced  to  “ requesting  ” the  banks  to  keep  down 
the  totals  of  their  advances,  even  though  their  own  financial 
positions  would  have  permitted  a substantial  expansion.  This 
is  a crude  device,  and  unlikely  to  be  practicable  either  over  a 
prolonged  period  or  except  in  a time  of  obvious  emergent'. 
It  is  for  this  reason  that  the  proposal  has  been  made  that 
there  should  be  instituted  for  the  clearing  banks  a legally 
enforcible  minimum  liquid  assets  ratio  which  could  be 
varied  from  time  to  time  by  order.  With  this  the  Government, 
even  if  it  were  unable  to  reduce  the  banks’  liquid  assets  to  the 
minimum  ratio,  could  raise  the  ratio  sufficiently  to  absorb 
any  level  of  liquid  assets.  If  such  a measure  were  ever  found 
to  be  necessary,  a much  more  convenient  and  flexible  way  of 
achieving  the  same  result  would  be  to  revive  the  suspended 
system  of  Treasury  Deposit  Receipts,  which  would,  in  effect, 
segregate  part  of  the  existing  liquid  assets  into  non-liquid 
form.  One  great  advantage  of  this  system,  the  effect  of  which 
would  be  very  similar  to  that  of  the  Australian  system  of 
“ special  accounts  ” with  the  Commonwealth  Bank,  would  be 
that  the  liquid  assets  ratios  could  be  adjusted  continually  by 
small  amounts,  whereas  the  legal  minimum  ratios  could  be 
adjusted  only  at  intervals  and  by  relatively  large  amounts. 
While  it  would  be  most  desirable  if  possible  to  avoid  all  such 
measures  of  compulsion,  it  is  believed  that  a revival  of  the 
Treasury  Deposit  system  would  have  less  undesirable  effects 
than  either  a system  of  adjustable  minimum  liquid  assets 
ratios  or  the  present  method  of  requiring  the  banks  to  impose 
arbitrary  limits  on  their  advances. 


19.  It  is,  however,  essential  that  the  revived  Treasury 
Deposit  Receipts  should  not  be  regarded  merely  as  a con- 
venient means  of  raising  money,  and  that  their  function 
should  be  strictly  confined  to  enforcing  a reduction  in  the 
banks’  liquidity  ratios  when  more  orthodox  funding  measures 
have  failed  or  are  impracticable.  For  this  reason,  they 
should  cany  a rate  of  interest  appreciably  higher  than  that 
currently  yielded  by  Treasiuy  bills;  indeed,  it  might  be 
advisable  to  make  ffiem  an  obligation,  not  of  the  Treasury 
but  of  ffie  Bank  of  England,  thus  emphasizing  their  function 
as  a piece  of  monetary  mechanism  rather  than  a source  of 
capital  for  the  Government.  It  also  seems  rmnecessary  to 
make  them  redeemable  after  any  fixed  priod;  redemption 
would  be  at  the  Treasury’s  (or  Bank  of  England’s)  option.  It 
would  be  hoped  that  they  would  exist  only  during  periods  of 
emergency. 

20.  When  we  turn  from  monetary  policy  directed  towards 
internal  price  stability  to  policy  concerned  with  the  balance 
of  payments  and  with  international  movements  of  capital 
and  of  goli  we  find  that  both  the  objectives  and  the  methods 
by  which  it  is  sought  to  attain  them  are  even  more  obscure. 
The  original  pre-1914  policy  of  allowing  any  appreciable 
iuQow  or  outflow  of  gold,  however  caused,  to  affect  the  internal 
monetary  position  was  greatly  changed  during  thejinter-war 
period.  Already  in  the  period  1925-31  we  find  the  Bank  of 
England  offsetting  the  monetary  effects  of  inflows  and  outflows 
of  gold,  whUe  wiffi  the  institution  of  the  Exchange  Equalisation 
Account  in  1932,  the  offsetting  of  gold  movements  became 
the  recognised  policy.  As  originally  set  forth,  the  policy 
appears  to  have  been  to  offset  as  completely  as  possible  gold 
movements  caused  by  speculative  movements  of  short-term 
capital,  while  allowing  any  disequilibrium  between  the  supply 
and  demand  for  sterling  at  the  existing  exchange  rate  due  to 
other  causes  to  be  adjusted  by  a change  iu  the  rate.  In 
either  case,  internal  monetary  conditions  were  not  to  be 
affected  by  gold  movements,  but  adjusted  entirely  in  the  light 
of  the  internal  situation.  To  begin  with,  the  lack  of  gold 
reserves  made  it  impossible  to  prevent  withdrawals  of  balances 
from  affecting  exchange  rates,  while  later  on  withdrawals 
were  probably  unintentionally,  allowed  to  make  the  banks 
at  times  very  short  of  liquid  assets.  Over  the  whole  period, 


nalised  industries  o.  . 

he  Bank  of  England  ironunues  uj  unutrwme  ,uc 
se,  the  Bank  has  to  Cake  op  a large  pro 
• as  if  it  had  taken  up  an  issue' 
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the  effect  of  gold  inflows  on  exchange  rates  was  more  com- 
pletely offset  than  that  of  gold  ouffiows,  and  the  stock_  of 
gold  rose  by  considerably  more  than  the  total  of  sterling 
balance,  even  at  constant  gold  prices. 

21.  What  the  present  functions  of  the  Exchange  Equalisa- 
tion Account  are  is  by  no  means  clear.  Until  1951  gains  and 
losses  of  gold,  from  whatever  cause,  were  prevented  from 
affecting  short-term  rates  of  interest,  though  the  effects  of 
the  recurrent  crises  were  clearly  seen  in  m^ium-  and  long- 
term rates.  Since  1951  it  would  seem  that  we  have  return^ 
at  least  part  of  the  way  towards  the  pre-1914  system,  for 
withdrawals  of  short-tom  balances  have  from  time  to  time 
certainly  added  urgency  to  ttie  Government’s  efforts  to  check 
internal  inflation.  So  far,  however,  the  objective  of  internal 
policgf,  to  check  inflation,  has  b«n  fully  consistent  with 
those  of  external  policy,  to  build  up  the  gold  reserves  and 
maintain  the  Stability  of  Sterling.  No  post-war  government 
has  yet  had  to  face  the  problem,  which  faced  the  Government 
of  1931,  of  dealing  with  an  outflow  of  gold  in  a time  of 
severe  trade  depression.  Whether  a British  government  will 
ever  again  have  to  meet  such  a problem  depends  on  develop- 
ment in  the  rest  of  the  world.  If  most  of  the  other  major 
trading  countries  can  avoid  serious  trade  depressions  and 
maintain  stability  of  prices,  then  it  is  very  possible,  though 
by  no  means  certain,  that  it  will  be  possible  to  reconcile  a 
policy  of  price  stability  both  with  a high  level  of  employment 
and  with  stability  of  sterling.  If,  however,  any  probable 
government  had  to  choose  between  importing  serious  deflation 
and  the  devaluation  of  sterling,  it  is  unlikely  that  it  would 
choose  the  former.  On  the  other  hand,  in  the  unlikely  event 
of  the  choice  lying  between  importing  inflation  and  an 
appreciation  of  sterling,  the  issue  would  be  much  more 
doubtful. 

22.  K,  over  a period,  price  stability  in  this  country  proves 
both  attainable  and  compatible  with  a balance  of  payments 
suffidently  favourable  to  ensure  the  stability  of  sterling,  there 
is  a good  deal  to  be  said  for  resuming  the  inter-war  policy 
of  insulating  internal  monetary  conditions  from  gains  or 
losses  of  gold  caused  entirely  by  the  inflow  or  outflow  of 
sterling  balances.  Gold  movements  due  to  other  causes 
could  then  be  allowed  to  affect,  not  exchai^  rates,  which 
are  now  fixed,  but  the  volume  of  bank  deposits  and  the  rate 
of  interest.  To  a considerable  extent,  the  system  already 
works  in  this  way.  When  the  Exchange  Equalisation  Ac^unt 
has  to  buy  foreign  currencies,  it  surrenders  Treasury  bills  to 
the  Treasury,  which  usually  issues  more  bills  by  tender  to 
Udce  their  place.  If  the  incoming  sterUng  balances  are  fully 
invested  in  Treasury  bills,  the  additional  bills  issued  by 
tender  are  fully  taken  up,  and  there  is  no  addition  to  the  supply 
available  for  the  banks.  The  only  effect  is  that,  whereas 
before  the  movement  the  foreigners  held  foreign  currencies 
and  to  ^change  Equalisation  Accoimt  the  Treasury  bto, 
now  the  Exchange  Equalisation  Account  holds  the  foreign 
cunencles  (whidi  it  presumably  converts  into  gold)  and  the 
foreigners  to  Treasury  bills.  The  only  effect  on  the  internal 
economy  is  a rise  in  ffie  Treasury’s  interest  payments  and  a 
fall  in  the  net  income  from  overseas  foreign  investments. 
When  to  balances  are  withdrawn,  the  Account  resumes 
ownership  of  to  bills,  and  the  foreigners  of  their  currencies. 

23.  If,  however,  the  sterling  balances  are  held  in  a form 
other  than  Treasury  bills,  the  effects  on  the  internal  economy 
are  not  fully  offset  unless  deliberate  action  is  taken-  _ If  part 
or  all  of  the  increase  in  balances  is  invested  in  securities,  then 
the  Treasury  must  issue,  not  more  Treasury  bills  by  tender 
but  more  securities;  otherwise  to  ^ect  will  be  expansionist 
both  by  reason  of  the  rise  in  to  price  of  securities  and  also 
of  the  rise  in  to  liquid  assets  of  to  banks.  If,  on  to  other 
hand,  the  additional  sterling  balanrxs  are  held  in  the  form  of 
deposits  with  to  clearing  banks,  then  the  banks  must  be 
enabled  to  increase  to  total  of  their  deposits  correspondingly 
without  changing  the  proportions  of  their  assets;  that  is  to 
say  to  Treasury  must  obtain  about  8 per  cent,  of  to  money 
from  the  Bank  of  England,  about  25  per  cent,  by  the  issue  of 
tender  bills  and  about  two-thirds  by  the  issue  or  sale  of 
securities.  If  and  when  the  sterling  balances  are  withdrawn, 
it  must  use  to  proceeds  of  the  gold  sold  to  repay  or  repurchase 
debt  in  the  same  proportions. 

24.  When  the  Exchange  Equalisation  Account’s  gain  or 
loss  of  gold  is  due  to  other  causes,  either  to  changes  in  the 
balj^nce  of  payments  on  income  account  or  to  other  capital 
movements,  there  is  no  automatic  offsetting  of  effects,  for  the 
Treasury  has  to  find  from  internal  sources  the  whole  of  the 
sterling  with  which  to  buy  the  gold  and  can  use  to  whole  of 
the  proceeds  of  sales  to  repay  internally-held  debt.  If,  as  a 
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usual,  it  obtains  the  sterling  funds  needed  by  issuing  more 
tender  bills  when  it  buys  gold  and  pays  off  lender  bills  when  it 
sells  it,  the  result  is  to  increase  the  liquidity  ratios  of  the  banks 
when  gold  is  flowing  in,  and  to  reduce  it  when  gold  flows  out. 

25.  Similar  results  follow  if  a surplus  or  deficit  on  income 
and  other  capital  account  is  offset  by  a contrary  movement 
in  sterling  balances,  so  that  gold  reserves  are  unchanged.  If 
sterling  balances  rise  without  a rise  in  the  gold  reserves,  the 
increased  competition  for  bills  will  usually  tend  to  reduce  the 
banks’  liquidity  ratios,  while  when  sterling  balances  are 
withdrawn  without  a fall  in  the  gold  reserves,  the  release  of 
bills  from  sterling  balances  will  normally  increase  the  bill 
holdings  of  the  banks.  Again,  if  the  additional  sterling 
balances  are  held  as  deposits,  there  will  be  a rise  in  foreign- 
owned  balances  without  a corresponding  rise  in  total  deposits, 
thus  reducing  the  total  of  deposits  held  by  local  residents; 
while,  when  the  sterling  balances  are  withdrawn,  locally- 
owned  deposits  will  rise  again.  When,  however,  the  inflowing 
sterling  balances  are  invested  in  securities,  their  effects  tend 
to  be  disequilibrating,  since  their  effect  on  interest  rates  tends 
to  offset  the  effect  on  incomes  of  a more  adverse  or  favourable 
balance  of  payments,  or  the  effect  on  interest  rates  of  larger 
or  smaller  long-term  capital  exports. 

26.  While,  however,  the  effects  of  a gold  movement 
without  a change  in  sterling  balances,  or  of  a change  in 
sterling  balances  without  a movement  of  gold,  are  for  the 
most  part  equilibrating,  the  effects  of  even  substantial  move- 
ments are  not  large.  It  takes  the  loss  of  some  £60  m.  of 
gold,  with  sterling  balances  unchanged,  to  reduce  the  bante’ 
liquidity  ratios  by  one  per  cent.,  even  on  the  assumption 
that  the  whole  of  the  reduction  in  the  tender  bill  issue  is 
reflected  in  the  banks’  holdings.  Where,  as  is  not  infrequently 
the  case,  the  banks’  liquid  assets  ratios  are  five  per  cent,  or 
more  above  the  conventional  30  per  cent,  minimum,  it 
would  take  a gold  loss  of  £200  m.  or  more  to  bring  about  a 
reduction  in  liquidity  sufficient  to  have  a signfficant  effect  on 
policy.  There  seems  to  be  a case  for  increasing  the  leverage 
of  these  automatic,  or  semi-automatic,  effects  on  the  liquidity 
ratios  of  the  banks  of  changes  in  gold  reserves  when  sterling 
balances  are  unchanged,  and  of  changes  in  sterling  balances 
when  gold  reserves  ar  unchanged. 

27.  One  possible  method  of  achieving  this  increase  of 
leverage  is  suggested.  At  pr«ent  the  Exchange  Equalisation 
Account’s  reserves  of  gold  serve  a double  purpose.  On  the 
one  hand  they  represent  a banking  reserve  against  the  with- 
drawal of  short-term  sterling  balances  held  in  London  by 
overseas  owners;  and  on  the  other  they  represent  a trading 
reserve  against  fluctuations  in  the  United  Kingdom’s  own 
balance  of  payments  on  income  account  or  in  the  net  volume 
of  long-term  and  other  capital  transactions.  The  Exchange 
Equalisation  Account  is  thus  in  a very  similar  position  to 
that  of  some  ei^teenth  century  merchant  banker  who  keeps 
the  cash  reserve  of  his  bank  and  the  till  money  of  his  shop 
mixed  up  together  in  a single  strong-box.  There  is  then  the 
danger  that,  because  his  cash  reserve  is  rising,  he  will  believe 
that  he  can  afford  to  re-equip  or  re-stock  his  shop,  even  though 
the  extra  money  has  come  from  the  additional  deposits  of  his 
customers.  If  his  customers  then  proceed  to  draw  down 
their  deposits  to  their  previous  level,  the  merchant  banker 
may  weU  suffer  a liquidity  crisis.  An  exact  parallel  to  this 
occurred  in  the  United  Kingdom  in  1951.  During  the  first 
half  of  that  year,  large  increases  in  sterling  balances  brought 
a substantial  increase  in  gold  reserves  in  spite  of  the  fact 
that  the  United  Kingdom  itself  was  running  an  adverse 
balance  of  payments  at  a time  of  seasonal  surplus,  as  well  as 
exporting  capital  on  long  term.  As  a result,  sterling  balances 
rose  by  over  £400  m.,  while  gold  reserves  rose  by  only  £200  m. 
Owing  to  the  rise  in  gold  reserves,  measures  to  correct  the 
United  Kingdom’s  own  position  were  delayed,  and  when, 
in  the  second  half  of  the  year,  a further  increase  in  the 
second  half  of  the  year,  a further  increase  in  the  United 
Kingdom’s  own  adverse  balance  coincided  with  a heavy 
withdrawal  of  sterling  balances,  a major  exchange  crisis 
ensued. 
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28.  To  prevent  the  possible  recurrence  of  such  develop- 
ments, it  would  be  desirable  to  devise  mactoery  which  at 
the  earliest  possible  moment  would  distinguish  clearly 
between  gold  movements  due  to  changes  in  sterling  balances 
and  those  due  to  other  causes,  and  to  identify  changes  m 
sterling  balances  un-accompanied  by  changes  in  gold  reserves. 

It  is,  therefore,  suggested  that  the  gold  reserve  be  divided 
into  two  parts,  the  larger  being  retained  by  the  Exchange 
Equalisation  Account  and  the  smaller  transferred  to  the 
Bank  of  England  in  exchange  for  Treasury  bills.  Thereafter 
the  Account  would  continue  to  operate  as  at  present;  but 
at  intervals,  preferably  monthly,  the  Account  would  transfer 
to  the  Bank,  in  exchange  for  bills,  any  amount  by  which  the 
rise  in  gold  reserves  exceeded  the  rise  in  sterling  balances 
or  by  which  the  fall  in  sterling  balances  exceeded  the  fall  in 
gold  reserves;  alternatively,  the  Account  would  receive  from 
the  Bank  any  amount  by  which  the  fall  in  gold  reserves 
exceeded  the  fall  in  sterling  balances,  or  by  which  the  rise  in 
sterling  balances  exceeded  the  rise  in  gold  reserves.  Thus  the 
effects  on  the  gold  reserves  of  changes  in  sterling  balances 
would  be  absorbed  by  the  Exchange  Equalisation  Account, 
while  the  effects  of  ail  other  changes  would  be  passed  onto 
the  Bank  of  En^and.  Since  changes  in  the  Bank’s  gold 
reserves  would  be  automatically  offset  by  opposite  changes 
in  its  bill  holdings  there  would  be  no  direct  effects  on  the 
si2e  of  the  note  issue.  The  size  of  this  would  be  controlled, 
not  in  terms  of  a fiduciary  issue  but  of  absolute  amounts. 

29.  The  Bank  of  England  would  be  charged  with  the 
responsibility  of  preventing  its  gold  reserve  from  falling 
to  an  undesirably  low  level.  It  would,  of  corurse,  be  useless 
for  it  to  attempt  to  restore  it  by  attracting  short-term  balances 
from  abroad,  for  these  would  increase  the  gold  reserves  only 
of  ffie  Account.  It  is  possible  that  a rise  in  Bank  Rate  and 
other  short-term  rates  might  have  an  effect  on  other  short- 
term movements,  such  as  those  connected  with  the  delays 
in  payment  for  imports  and  exports;  but  in  the  main  the 
Bank  would  have  to  seek  to  influence  either  the  balance  of 
payments  on  income  account  or  the  volume  of  long-term 
capital  movements,  and  for  this  operations  on  the  long-term 
market  would  usi;ally  be  more  effective.  The  Bank  would 
thus  be  under  pressure  to  conduct  its  open  market  policy 
in  securities  rather  than  in  short  loans  or  bills.  Thus  funding 
policy  woudd  be  made  dependent  not  only  on  the  Govern- 
ment’s judgment  about  the  internal  economic  position  but 
also  on  the  balance  of  payments  on  income  and  long-tenn 
capital  accounts,  and  the  direct  effects,  outlined  earlier,  of 
changes  in  the  assets  of  the  Exchange  Equalisation  Account 
would  be  reinforced  by  those  of  changes  in  the  assets  of  the 
Bank  of  England.  It  could  be  hoped  that  the  internal 
economic  policy  of  the  Government  and  that  imposed  on 
the  Bank  by  the  need  of  protecting  its  gold  reserves  would 
normally  be  consistent;  if,  on  some  occasion,  they  were  not, 
it  would  pose  in  the  clearest  possible  way  the  need  for  a 
decision  about  whether  internal  or  external  politg?  should  be 
given  priority. 

30.  It  is  unlikely  that,  for  many  years  to  come,  the  Bank 
of  England's  actions  following  a rise  in  its  gold  reserves 
would  be  symmetrical  with  those  following  a fall.  Since 
the  amount  of  gold  which  could  at  present  be  left  with  the 
Exchange  Equalisation  Account  is  much  smaller  than  is 
desirable  to  ensure  the  unquestioned  position  of  sterling  as 
an  international  currency,  it  would  be  desirable  to  use  any 
substantial  gains  of  gold  by  the  Bank,  not  for  the  expansion 
of  internal  credit  but  to  re-inforce  the  holdings  of  the  Account. 
Any  excess  over  the  Bank’s  essential  needs  could  be  re- 
transferred to  the  Account,  perhaps  at  half-yearly  or  yearly 
intervals,  as  an  act  of  policy.  Only  when  the  gold  reserve  of 
the  Exchange  Equalisation  Account  had  reached  a proportion 
of  the  outstanding  sterling  balances  which  made  it  possible 
to  aUow  the  holders  of  the  balances,  not  merely  to  spend 
them  but  to  withdraw  them  at  will,  would  the  time  have 
come  to  allow  the  Bank  to  use  a rise  in  its  gold  reserves  as 
a reason  for  deliberate  credit  expansion. 

London  School  of  Economics 
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MR.  GRAHAM  HUTTON  AND  MR.  L.  W.  ROBSON* 


A Study  of 

Britain’s  Monetary  and  Fiscal  Policies  Since  1945, 

AND  Recommendations 

Terms  of  Reference 

1.  The  object  of  this  survey  was  to  make  a study  of  the 
monetary  and  fiscal  policies  of  the  successive  British  Govern- 
ments since  the  war  and  to  prepare  a brief  on  this  subject 
suitable  for  presentation  to  the  Radcliffe  Committee  on 
Monetary  and  Credit  Policy.  To  this  end,  a study  was  made 
of  these  policies  in  relation  to  the  dominating  economic 
events  and  trends  over  the  same  period,  and  conclusions 
were  drawn  as  to  the  success  or  otherwise  of  these  policies. 
From  these  conclusions  suggestions  have  been  made  which, 
it  is  believed,  might  help  towards  the  establishment  of  a 
constructive  monetary  and  fiscal  policy  in  the  future. 

2.  The  methods  used  to  carry  out  this  survey  were  as 
follows.  First,  a study  was  made  of  a niunber  of  documents 
and  published  works  on  this  subject  provided  by  Mr.  Robson, 
including  memoranda  prepared  by  Professor  Paish  and 
Mr.  Grtiiam  Hutton.  Second,  the  respective  budgets  and 
monetary  policies  of  the  various  Governments  were  con- 
sidered in  the  li^t  of  the  aims  put  forward  in  the  official 
publications  of  the  time.  Special  attention  was  paid  to  the 
methods  used  to  finance  the  nationalised  industries,  althou^ 
in  a brief  survey  of  this  nature  it  is  not  possible  to  study  this 
subject  in  detail.  Finally,  agricultural  and  housing  subsidies 
were  examined,  in  order  to  discover  whether  any  alterations 
could  be  suggested  in  the  light  of  the  preceding  survey. 
Introduction 

3.  For  the  pxirposes  of  this  survey  the  post-war  period 
falls  into  two  distinct  periods.  The  itot  runs  from  the  end 
of  the  war  until  the  defeat  of  the  Labour  Government  in 
October  1951;  and  the  second,  under  Conservative  Govern- 
ments, from  1951  onwards  to  the  present  day.  There  were, 
of  course,  certain  policies  common  to  both  Governments 
throu^out  the  whole  ^riod,  but  the  change-over  in  1951 
was  a definite  turning  point  in  monetary  policy  with  the  return 
to  monetary  controls  marked  by  the  first  increase  in  the 
Bank  Rate  (with  the  exception  of  the  changes  at  the  beginning 
of  the  war)  for  some  twenty  years.  The  change  was  less 
marked  in  fiscal  policy,  but  certain  differences  did  appear  as 
will  be  shown  in  the  following  sections  of  our  report. 
1.1945—51 

4.  The  fiscal  and  monetary  policies  of  the  Labour  Govern- 
ment in  the  immediate  post-war  period  were  devised  as  part 
of  a general  economic  policy  to  maintain  full  employment 
during  and  after  the  transition  from  a war  to  a peace-time 
economy.  Much  of  the  thinking  of  the  Labour  Government 
appears  to  have  stemmed  from  the  White  Paper  on  Employ- 
ment Policy  published  in  May  1944,  which  dealt  with  the 
problem  of  a likely  recurrence  of  unemployment,  such  as 
was  experienced  in  the  1920’s  and  1930’s,  after  the  end  of 
of  the  war.  The  second  main  objective  of  fiscal  policy  was 
to  transfer  wealth  from  the  richer  to  the  poorer  sections  of 
the  community — through  state-provided  social  services  in 
combination  with  hi^  rates  of  war-time  taxation— in  order 
to  establish  a more  egalitarian  society. 

5.  In  order  to  carry  out  this  policy  the  system  of  war- 
time controls  was  carried  over  into  the  peace-time  economy. 
In  the  financial  sphere,  three  broad  and  wide  ranging 
measures  were  passed  in  order  to  maintam,  and  in  some 
cases  to  extend  Government  control. 

These  were  : — 

Bank  of  En^and  Act— 1946.  This  nationalised  the 
•Rank  of  England  and  extended  its  control  over  the 
joint  stock  banks.  In  fact,  it  gave  a greater  measure  of 
control  to  the  Treasury. 

Borrowing  (Control  and  Guarantees)  Act — 1946.  This 
was  a comprehensive  statute  (as  its  name  suggests) 
whidi  gave  the  Government  wide  powers  to  regulate 
and  control  most  types  of  borrowing  and  the  raising 
of  capital.  The  present  Capital  Issues  Committee 
was  set  up  imder  this  Act. 

Exchange  Control  Act— 1947.  A second  wide-ranging 
statute  which  dealt  with  all  aspects  of  financial  tran- 
sactions carried  out  with  overseas  countries. 

6 In  the  event,  fiiese  controls  were  not  needed  to  prevent 
unemployment,  as  the  transition  from  a war  to  a peaM-tirae 
economy  was  carried  out  remarkably  smoothly  (aided  by 
substantial  loans  from  America),  and  was  not  characterised 
by  an  immediate  post-war  boom  followed  by  a depression 


as  occurred  after  the  1914 — 18  War.  One  of  the  chief 
measures  to  counter  unemployment,  however,  that  of  cheap 
money,  continued  to  be  a main  instrument  of  Government 
policy  at  this  time.  This  was  partly  justified  on  grounds  of 
expeffiency,  for  by  the  end  of  the  war  the  National  Debt  was 
some  three  times  larger  than  in  1939,  and  low  interest  rates 
helped  to  keep  the  cost  of  servicing  this  Debt  at  a minimum. 
For  the  most  part,  however,  a policy  of  cheap  money  appears 
to  have  been  considered  necessary  for  the  prestige  of  the 
Labour  Party  and,  in  particular,  for  that  of  the  then 
Chancellor  of  the  Exchequer,  Dr.  Dalton,  althou^  it  may 
also  have  been  adopted  to  facilitate  the  nationalisation  of  the 
basic  industries. 

7.  This  policy  of  cheap  money  which  aimed  at,  and  for  a 
short  time  achieved,  the  stabilisation  of  the  iong  term  rate 
of  interest  at  about  2^  per  cent.,  necessitated  the  continued 
use  of  controls,  for  the  demand  for  capital  greatly  outweighed 
the  supply  thiDughout  this  period.  The  Government  soon 
achieved  a balance  on  the  current  account  of  the  budget,  but 
remained  a large  net  borrower  to  meet  deferred  liabilities 
to  the  public  such  as  war  damage  compensation  and  partial 
refunds  of  war-time  taxation,  and  to  finance  the  capital 
expenditure  of  state  undertakings  and  local  authorities. 
Industry  and  trade  also  required  capital  to  finance  reorganisa- 
tion and  development  schemes,  whilst  consumers  wanted  to 
run  down  their  savings  in  order  to  replace  goods  worn  out 
during  the  war. 

8.  In  order  to  contain  this  demand  for  capital,  the  re- 
quirements of  the  private  sector  were  severely  curtailed. 
Physical  controls  such  as  building  licences  made  many  pro- 
jects impossible,  whilst  the  C.I.C  prevented  many  would-be 
borrowers  from  even  entering  the  capital  maiket.  Banks 
were  requested  to  curtail  their  loans  and  only  to  finance 
projects  that  would  help  in  some  way  to  reduce  the  demand 
for  foreign  currencies — ^particularly  dollars.  In  the  consurner 
sphere,  rationing  and  purchase  taxes  were  aimed  at  preventing 
a bu3'ing  spree.  Yet  despite  these  restrictions,  and  the 
liberal  drawings  on  American  and  Canadian  credits,  it  was 
still  only  possible  to  finance  the  permitted  capital  expenditure 
programme  by  expanding  the  supply  of  money. 

9.  The  Government  obtained  finance  by  borrowing  on  a 
short  term  basis  from  the  banks,  both  directly  through 
Treasury  deposit  receipts  and  indirectly  through  Treasury 
bills.  In  order  to  make  thus  possible,  the  Bank  of  England 
was  always  ready  to  purchase  bills  at  the  market  rate,  arid 
thereby  supply  the  banks  with  cash  should  they  need  it. 
It  is  thought  that  both  the  Bank  of  England  and  the  Govern- 
ment departments  were  substantial  purchasers  of  longer  term 
securities  during  this  period.  This  was  done  in  order  to 
keep  the  long  tram  rate  of  interest  low,  which,  further  increased 
the  need  to  resort  to  inflationary  short-term  loans  to  finance 
both  these  purchases  and  the  capital  expenditure  programmes 
to  whi^  they  were  committed. 

10.  Until  early  1947  the  system  of  cheap  money  was 
successfully  maintained,  though  only  at  the  cost  of  causing 
heavy  inflation  of  the  money  supply.  During  this  period,  ^e 
interest  rates  on  Treasury  deposit  receipts  and  Treasury  bills 
were  cut  from  roughly  one  to  a half  per  cent.,  and  even  the 
rates  on  defence  boncls  and  savings  certificates  were  reduced. 
The  long  term  rate  of  interest,  as  a result  of  substantial 
Government  purchases  of  securities,  was  reduced  to  between 
2i  and  3 per  cent,  and  this  trend  was  reinforced  by  the 
conversion  terms  offered  when  Government  stocks  matured. 
In  fiscal  matters,  the  high  war-time  rates  of  taxation  were 
virtually  maintained,  such  reductions  as  were  made  were 
offset,  for  the  most  part,  by  the  increase  in  incomes.  Purchase 
taxes  were  maintained,  and  in  some  cases  increased,  as  part 
of  the  general  system  of  controls,  and  the  United  Kingdom 
continued  to  foDow  a fairly  protectionist  policy  with  most 
industries  receiving  a greater  measure  of  protection  than 
the  genera]  “ ad-valorem  ” duty  of  10  per  cent. 

11.  The  first  dieck  to  the  policy  of  cheap  money  came 
in  the  first  six  months  of  1947.  It  then  became  generally 
realised  that  the  capital  programme  that  had  been  approved 
was  too  large  in  aggregate  in  relation  to  the  capital  and 
physical  resources  available  for  its  execution.  The  position 
was  brought  to  a head  by  the  convertibility  crisis  in  the 
summer,  when  the  United  Kingdom’s  attempt  to  establish 
virtual  convertibility  of  the  currency  before  the  Ameri<^ 
loan  was  exhausted,  ended  in  near  daaster.  The  echaustion 
of  the  loan  also  meant  that  one  of  the  main  sources  of  capital 
dried  up  which,  in  itself,  tended  to  aggravate  the  position. 

* See  Mioutes  of  Evidence  On.  10425. 
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12.  With  the  realisatioE  that  owing  to  the  inflationary 
pressures  the  supply  of  money  could  no  longer  be  expanded 
to  finance  capital  expenditure,  a fundamental  change  in 
Govemment  polity  took  place.  So  far  as  the  long  term  rate 
of  interest  was  concerned  cheap  money  was  abandoned, 
and  the  Govemment  ceased  to  force  down  the  long  term 
rate.  Instead,  a series  of  stroi^  disinflationary  budgets 
were  introduce,  which  were  designed  to  cover  Government 
spending  on  both  current  and  capital  accoimt,  and  to  yield 
a substantial  surplus.  Thus,  the  attempt  to  raise  money 
cheaply  was  partially  abandoned,  in  favour  of  a system  of 
enforced  saving  through  budgeta^  surpluses.  In  the  short 
term,  however,  cheap  money  remained  the  rule,  and  the  Bank 
of  ^gland  continued  with  its  “ open  back-door  ’’  poliQ' 
of  providing  toe  money  market  with  cash  at  market  rates 
whenever  it  was  required, 

13.  The  year  1947  marked  the  first  of  the  odd-year  crises 
which  have  become  almost  an  established  feature  of  post-war 
Britain.  The  convertibility  crisis  only  served  to  aggravate 
toe  balance  of  payment  difficulties  and  the  dollar  shortage 
which  arose  partly  from  toe  ending  of  the  American  loan. 
The  methods  used  to  meet  the  crisis  were  broadly  an  intensi- 
fication of  toe  use  of  physical  controls;  a return  to  a siege 
economy.  Cuts  in  public  capital  spending  were  reinforced  by 
a tighter  control  on  toe  private  sphere  through  the  Capital 
Issues  Committee  (C.I.C.).  The  banks  were  requested  to 
reduce  their  advances  and  appeals  for  restraint  were  made  to 
all  sectors  of  the  econcany,  and  these  were  followed  by  a 
period  of  dividend  and  wage  restraint. 

14.  During  the  following  year,  an  effort  was  made  to 
obtain  a balance  between  national  income  and  expenditure  on 
current  consumption  and  investment.  The  balance  of  pay- 
ments just  moved  into  a surplus,  and  a degree  of  confidence 
was  restored  in  sterling.  In  1949,  however,  there  was  a 
further  balance  of  payments  crisis  which,  due  to  a falling 
off  of  dollar  earnings  by  the  rest  of  toe  Sterling  Area  and 
toe  maintenance  of  high  dollar  imports,  contributed  to  a 
loss  of  confidence  in  sterling  and  through  the  operation  of 
“leads  and  lags”  to  a drastic  reduction  in  the  gold  and 
dollar  reserves,  which  led  to  toe  devaluation  of  the  pound  by 
30  per  cent.,  agaiiut  toe  dollar,  on  September  18th.  ThB  was 
purely  a dollar  crisis,  as  the  United  Kingdom  was  in  surplus 
with  the  remainder  of  the  world,  and  was  in  part  caused  by 
the  recession  in  toe  United  States.  In  addition,  and  partly 
as  a result  of  toe  devaluation,  a cut  was  made  in  public 
capital  expenditure,  and  toe  C.I.C.  again  intensified  its 
control  over  private  capital  sending.  As  in  1947,  an  appeal 
was  made  to  toe  banks  to  limit  their  advances  to  projects 
likely  to  reduce  the  country’s  dependence  on  imports,  particu- 
larly those  from  toe  dollar  area. 

15.  Once  again  these  measures  were  successful  in  toe 
external  sphere,  and  during  1950  toe  United  Kingdom  earned  a 
substantial  balance  of  payments  surplus,  but  in  1951  toe 
balana.  swung  sharply  in  the  opposite  direction.  The 
deterioration  was  caused  by  a re-stocking  boom — ^partly  the 
result  of  defence  needs — at  a time  when  toe  terms  of  trade 
moved  adversely  to  toe  United  Kingdom,  because  of  the 
post-Korean  increase  in  commodity  prices,  and  toe  with- 
drawal of  funds  by  toe  rest  of  toe  Sterling  Area.  In  toe  latter 
part  of  1951  this  led  to  doubts  as  to  the  authorities’  ability 
to  maintain  the  external  value  of  toe  pound  and  the  drain  on 
toe  gold  and  dollar  reserves  again  reached  alarming  propor- 
tions. 

n.  1951—58 

16.  The  Conservative  Government  which  was  elected  in 
the  autumn  of  1951  was,  therefore,  faced  with  the  problem 
of  restoring  confidence  in  sterling,  and  it  met  this  problem 
in  roughly  the  same  way  as  toe  previous  Labour  Governments 
had  done.  Import  controls  were  imposed  and  efforts  were 
made  to  expand  exports,  whilst  the  familiar  pattern  of  more 
stringent  control  by  toe  C.IC  and  appeals  to  toe  banks  to 
limit  their  advances  was  also  foUowed.  One  further  step 
was  taken,  however,  which  marked  an  entirely  new  stage  in 
post-war  monetary  and  fiscal  policy.  This  was  toe  raising 
of  toe  Bank  rate  from  2 to  2J  per  cent,  on  November  8to, 
1951. 

17.  In  itself,  this  increase  was  little  more  than  a gesture, 
and  was  more  important  as  an  indication  of  intention  to 
revert  to  monetary  controls  than  as  a measure  to  meet  the 
current  crisis.  It  soon  became  clear  that  it  was  the  Govern- 
ment’s intention  to  return  to  a policy  of  greater  flexibility  in 
interest  rates,  and  to  re-establish  control  by  the  monetary 
authorities — the  Bank  of  En^and  acting  for  toe  Treasury — 
over  toe  supply  of  money  and  thereby  over  toe  level  of  bank 


advances.  To  this  end,  the  increase  in  toe  Bank  rate  was 
followed  by  toe  enforced  funding  of  £1,000  milfion  of 
Treasury  bills  (held  by  toe  banks  and  the  other  institutions 
in  the  money  market)  into  one,  two,  and  three-year  I J per  cent. 
Serial  Funding  Stock. 

18.  Despite  this  quite  drastic  initial  step,  the  full  return 
to  monetary  control  came  about  only  gradually,  and  for  a 
long  period  after  toe  Bank  rate  was  first  increased  the  Bank 
of  England  continued  to  assist  the  discount  houses  by  supply- 
ing funds  at  toe  market  rate  of  interest  and  not  at  the  penal 
Bank  rate.  The  tendency  was,  however,  always  towards 
tighter  monetary  control  and  a further  step  in  this  direction 
was  toe  unification  of  toe  special  rate  for  lending  on  Treasury 
bills  with  toe  Bank  rate  in  September  1953,  and  the  diminution 
of  the  difference  between  toe  discount  rate  on  fine  commercial 
bills  and  that  on  Treasury  bills. 

19.  With  toe  return  to  monetary  controls  and  the  rise 
in  defence  costs,  the  policy  of  relying  on  forced  savings 
through  large  Budget  surpluses  was  difficult  to  realise.  In 
addition,  toe  system  of  war-time  physical  controls  was 
gradually  dismantled,  as  the  authorities  became  more  confi- 
dent in  their  use  of  monetary  weapons.  In  the  fiscal  field,  toe 
burden  of  taxation  was  reduced  slightly,  though  owing  to 
the  increase  in  prosperity  and  continued  inflation,  total 
revenue  continued  to  increase.  The  Conservative  Govern- 
ments. like  their  predecessors,  retained  the  purchase  tax  and 
used  it  as  a weapon  to  restrain  home  demand  and  to  divert 
goods  to  the  export  market.  To  this  end  they  also  introduced 
a new  measTire  of  direct  control  in  toe  monetary  field,  of 
regulating  toe  use  of  hire  purchase  facilities.  They  retained 
toe  C.I.C.  to  regulate  private  investment  and,  because  control 
over  bank  advances  in  the  strictly  monetary  sense  was  never 
achieved,  they  continued  to  appeal  to  toe  banks  to  regulate 
their  advances  in  the  public  interest.  Little  change  was  made 
in  tariff  policy  although  toe  proposal  for  a Free  Trade  Area 
in  Europe  has  been  under  discussion  for  more  than  a year. 
After  an  initial  setback  the  policy  of  liberalising  quota 
restrictions  was  continued. 

20.  The  measures  taken  in  1951  achieved  their  immediate 
object  of  restoring  confidence  in  sterling.  Although  the  drain 
on  the  reserve  was  not  checked  until  well  into  1952  a sub- 
stantial balance  of  payments  surplus  was  nevertheless  achieved 
in  that  year,  aided  by  a favourable  movement  in  the  terms  of 
trade.  This  was  a year  of  two  important  Commonwealth 
Conferences,  at  which  the  need  for  the  United  Kingdom  to 
provide  capital  for  toe  Commonwealth  was  stressed.  A 
target  of  a balance  of  payments  surplus  of  some  £300 — 350 
million  was  put  forward,  and  this  was  to  be  backed  by  a 
higher  level  of  internal  saving.  In  toe  domestic  sphere, 
however,  the  overall  budget  deficit  was  much  larger  than 
expected,  and  toe  Government  had  to  meet  this  deficit  by 
recourse  to  short  term  borrowing  which  led  to  an  increase  in 
toe  floating  debt,  thereby  defeating  its  earlier  efforts  to  reduce 
bank  liquidity. 

21.  in  1953,  the  pattern  of  odd-year  crises  was  broken, 
and  although  the  balance  of  payments  surplus  fell  from  toe 
level  of  toe  previous  year,  there  was  no  loss  of  confidence  in 
sterling  and  the  pld  and  dollar  reserves  mounted  steadily. 
During  toe  financial  year  1953 — 54  many  of  the  direct  controls 
on  toe  British  economy  were  removed,  and  in  Mardi,  1954,  a 
great  simplification  was  effected  in  the  foreign  exchange 
regulations.  In  toe  second  half  of  1954,  however,  toe  balance 
of  payments  began  to  deteriorate  again,  whilst  talk  about  the 
possibili^  of  sterling  being  made  fully  convertible,  foUowed 
by  official  denials,  caused  a loss  of  confidence  in  sterling. 
As  a result  the  discount  between  transferable  account  sterling 
and  the  official  rate  widened  to  2 — ^3  per  cent.,  at  which  level 
“ commodity  shunting  ” became  profitable.  In  February 
1955,  toe  extension  of  the  Exchange  Equalisation  Account’s 
activities  to  support  transferable  sterling  checked  this  practice, 
and  led  to  a general  recovery  in  sterling. 

22.  The  external  position  soon  deteriorated  again  how- 
ever, as  the  investment  boom  at  home  led  to  an  excessive 
demand  for  imports,  especially  from  the  dollar  area.  In 
addition  at  the  O.E.E.C.  meeting  in  June  1955,  toe  idea  that 
toe  pound  was  soon  to  be  made  convCTtible  again  came  into 
prominence  and  led  to  intensive  speculation  against  sterling, 
which  was  only  checked  by  a firm  denial  at  toe  I.M.F.  meeting 
in  the  following  September.  During  1955,  the  present 
credit  squeeze  was  begun  with  two  increases  in  the  Bank  rate, 
appeals  to  toe  banks  and  an  intensification  of  hire  purchase 
restrictions.  These  were  reinforced  in  toe  Autumn  Budget  of 
1955  when  purchase  taxes  and  the  distributed  profits  tax 
were  increase. 
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23.  Early  in  1956  a further  intensification  of  the  credit 
restrictions  occurred,  and  the  power  of  the  C.I.C.  was 
extended.  As  regards  fiscal  polio',  investment  allowances  were 
stopped  and  were  replaced  by  initial  allowances,  and  profits 
taxes  were  again  increased.  Following  this,  some  doubts  were 
expressed  as  to  the  efficacy  of  monetary  controls,  and  it  was 
thought  that  more  emphasis  should  be  placed  on  direct 
wntrols.  For  example,  the  Chancellor  of  the  Exchequer 
is  quoted  as  having  said  at  a meeting  of  the  I.M.F. 
that  “ evjn  if  accompanied  by  high  taxation  and  budget 
surpluses,  monetary  policy  may  not  be  able  to  deal  with  all 
the  problems  of  a buoyant  economy  ”.  Appeals  to  the  banks 
were  intensified  during  the  year,  and  in  the  1957  Budget, 
C.I.C,  control  over  bank  advances  was  extended.  In  the 
external  sphere,  the  measures  were  successful  in  producing 
a substantial  balance  of  payments  surplus,  but  the  loss  of 
confidence  in  sterling  and  the  outflow  of  capital  caused  by  the 
Suez  Canal  troubles,  made  it  necessary  to  draw  $561  million 
from  the  I.M.F.  in  order  to  reinforce  the  gold  and  dollar 
reserves. 

24.  The  reduction  in  the  Bank  rate  from  to  5 per  cent, 
in  February  1957,  foUowed  the  general  trend  in  interest  rates, 
and  indeed  the  Bank  of  England  departed  somewhat  from 
its  former  policy  in  that  it  explained  the  decrease  broadly  in 
these  terms.  This  was  followed  by  some  tax  concessions  in 
the  Budget — mainly  to  the  benefit  of  the  higher  income 
groups.  The  position  deteriorated  after  this,  however,  and 
in  the  summer  there  was  a further  sterling  crisis,  this  time 
resulting  from  the  devaluation  of  the  franc  and  the  strength 
of  the  West  German  mark.  This  was  checked  by  a two  point 
increase  in  the  Bank  rate  from  5 to  7 per  cent.,  cuts  in  the 
capital  programmes  of  the  public  sector  and  a request  to  the 
banks  to  keep  their  advances  down  to  the  average  level  of  the 
previous  twelve  months.  These  measures  proved  so  success- 
ful in  the  overseas  sphere  that  the  authorities  felt  able  to 
reduce  the  Bank  rate  to  6 per  cent,  in  March,  1958,  and  to 
Si  per  cent,  in  May,  1958. 

III.  Conclusions 

25.  One  general  conclusion  that  follows  from  the  study 
of  the  policies  considered  in  the  above  analysis  is  that  they 
failed  to  check  inflation,  and  that  in  some  cases  (e.g.  cheap 
money)  they  were  highly  inflationary  in  themselves.  It  should 
be  mentioned  here  that  it  is  too  early  yet  to  tell  whether  or  no 
the  policies  at  present  being  pursued  will  eventually  prove 
successful.  In  our  opinion,  the  main  reason  for  the  general 
failure  to  check  inflation  was  that  spending  by  the  public 
sector  of  the  economy  has  been  largely  insulated  from  the 
anti-inflationary  policies  of  successive  Governments,  and  has 
been  financed  not  by  genuine  savings  but  by  resort  to  short- 
term borrowing,  mainly  on  Treasury  bills  but  also  directly 
from  the  banks. 

26.  This  has  been  particularly  the  practice  of  the 
nationalised  industries,  all  of  whici  have  undertaken  vast 
capital  expenditure  schemes  without  having  the  resources  to 
carry  them  out.  With  the  exception  of  the  coal  industry, 
the  pattern  has  been  first  to  build  up  large  overdrafts  from 
the  banks  to  ^ance  capital  projects  and  current  business. 
When,  these  overdr^ts  have  become  too  large  the  nationalised 
industries  have  reduced  them  by  raising  capital  on  a long 
term  basis,  by  issuing  stock  in  the  capital  market.  In  certain 
cases,  where  the  conditions  for  an  issue  of  this  nature  were 
not  propitious,  a temporary  short-term  issue  has  been  placed 
wi^  the  National  Debt  Chmmissioners  and  replaced  by  a 
long  term  stock  issue  at  a later  date.  The  Treasury  is  em- 
powered to  guarantee  these  issues,  and  in  practice  has  always 
done  so,  which  gives  them  the  status  of  a Government 
Security.  These  issues  have  then  largely  been  taken  up  by 
the  Bank  of  England  and  the  Departments,  for  sale  to  the 
market  at  a later  date,  the  money  to  do  this  being  raised 
throu^  the  sale  of  Treasury  bills;  that  is  by  expanding  the 
supply  of  money  and  the  credit  base  of  the  joint  stock  banks. 
In  the  case  of  the  coal  industry,  because  only  the  physical 
assets  were  acquired  and  not  the  coal  mining  undertakings 
as  such,  finance  for  development  and  working  capital  has 
always  been  obtained  direct  from  the  Exchequer.  Where 
the  Budget  surplus  on  current  account  is  insufficient  to  meet 
this  “ below-line  ” expenditure,  however,  the  effect  of  obtain- 
ing capital  by  this  method  is  the  same  as  when  the  other 
n&onalised  industries  raise  money  by  the  sale  of  stock  to 
the  Government  departments. 

27.  In  1956,  a temporary  measure  was  put  into  effect  by 
the  Conservative  Government,  whereby  all  the  nationalised 
industries  were  to  obtain  their  finance  for  capital  develop- 


ments direct  from  the  Exchequer.  This  move  was  taken 
because  it  was  said,  issues  of  public  corporation  stocks 
impede  “the  whole  operation  of  our  monetary  control”. 
It  was  considered  that  these  frequent  issues  on  the  basis  of 
Government  credit  prejudiced  “ the  national  programme  of 
borrowing,  re-financing  and  funding”.  However,  as  this 
move  was  not  followed  by  the  building  up  of  massive  Budget 
surpluses  to  meet  this  expenditure,  nor  by  direct  Government 
funding  operations,  it  does  not  constitute  any  fundamental 
change,  but  merely  a slight  alteration  in  the  methods  used. 
Strangely  enou^  the  opposite  polio'  was  enforced  upon 
local  authorities  who  were  directed  to  the  money  market  for 
their  requirements. 


28.  The  need  to  find  some  method  of  financing  the 
capital  expenditure  programmes  of  the  nationalised  industries 
out  of  genuine  savings  should,  therefore,  be  a major  considera- 
tion of  monetary  and  fiscal  policy.  It  is  doubtful  whether 
this  could  in  fact  be  achie\^  by  forced  saving  through 
massive  Budget  surpluses,  as  in  the  time  when  Sir  Stafford 
Cripps  was  Chancellor  of  the  Exchequer.  Not  only  were  the 
conditions  at  the  time  and  the  personal  prestige  of  the 
Chancellor  an  important  element  in  the  success  of  this 
policy,  but  the  high  level  of  taxation  that  would  be  involved 
would,  by  penalising  effort  and  reducing  the  incentive  to 
work,  have  an  inflationary  effect  that  would  probably  out- 
wei^  the  advantages  of  the  surpluses,  even  if  it  proved 
politically  possible  to  achieve  such  surpluses. 


29.  An  alternative  to  this  would  be  to  devise  some  method 
whereby  the  nationalised  industries  would  have  to  obtain 
their  finance  without  the  aid  of  official  support.  It  must  be 
pointed  out,  however,  that  any  such  policy  would  almi^t 
certainly  mean  that  these  industries  would  be  unable  to  raise 
the  money  required,  and  that  their  capital  devdopment 
programmes  would  have  to  be  postponed  or  cancelled.  It 
would  seem,  therefore,  that  the  only  method  of  financing 
these  industries  without  recourse  to  inflationary  short-term 
loans,  would  be  by  direct  Government  loans  and  for  the  most 
part  by  funding  operations  carried  out  by  the  Government. 
These  would,  of  course,  have  to  be  “ true  fundings,”  and  not 
just  bookkeeping  operations  by  the  Bank  of  England  ^d 
the  Departments.  Another  suggestion  is  that  the  nationalised 
industries,  especially  electricity,  should  charge  prices  sufficimt 
to  earn  profits  adequate  to  finance  a part  of  the  industries’ 
capital  requirements. 

30.  It  is  only  possible  to  consider  very  iDriefly,  in  a survey 
of  this  size,  the  other  main  points  which  arise  from  a study  of 
monetary  and  fiscal  policy  since  the  war.  First,  there  is  no 
doubt  that  the  policy  of  cheap-money  adopted  j^t  after  the 
war  was  completely  out  of  touch  with  the  conditions  of  the 
time.  To  have  worked  successfully,  without  recourse  to 
expansion  of  the  money  supply,  it  would  have  taken  a degree 
of  physical  controls  unacceptable  in  a democratic  soaety. 
In  addition,  there  seems  no  reason  why  a Socialist  Chancellor 
of  the  Exchequer  should  feel  boimd  to  adopt  such  a pou^ 
in  a condition  of  high  employment  and  excessive  demands 
for  capital  (as  appeared  to  be  the  case  with  Dr.  Dalton),  and 
therefore  there  is  no  pohtioal  reason  why  such  a policy  would 
have  to  be  adopted  in  the  future. 


31.  It  should  be  emphasised  that  for  the  most  part 
monetary  controls  never  worked  sufficiently  well  to  redu(» 
bank  liquidity  to  a level  where  the  banks  themselves  felt 
bound  to  reduce  their  advances  (the  chief  exception  to  mis 
was  a bri^  period  after  the  enforced  funding  of  £500  nullion 
of  Treasury  bills  held  by  the  banks  out  of  a total  fundmg  of 
£1,000  million,  at  the  end  of  1951).  This  is  be«i^  the 
Government  has  continually  had  to  borrow  on  a short-texin 
basis  from  the  money  market  by  expanding  the  supply  of 
money  and,  thereby,  has  increased  bank  liquidity.  iMthough 
in  the  long  term  it  would  be  better,  as  su^ested  above,  to 
reduce  this  dependence  on  short-term  loans,  in  the  riiort  rm  it 
might  prove  politically  impossible.  For  this  re^on,  iherwore, 
instead  of  relying  on  high  interest  rates  which  have  to  be 
enforced  by  exhortations  to  the  banks,  it  might  well  prove 
more  advantageous  to  fix  the  Uquidily  ratio  of  the  banks  by 
law,  and  to  vary  this  ratio  in  order  to  regulate  the  level  ot 
bank  advances. 

32.  Finally,  one  point  that  emerged  with  great  force  frorn 
this  survey  was  that  even  where  individual  policies  proved 
reasonably  successful  in  the  domestic  economy,  they  wre 
never  sufficient  to  solve  the  problems  which  arose  irom 
external  factors.  These  problems  are,  m part,  due  to  the 
running  down  of  the  overseas  assets  and  the  reserve  ot  the 
United  Kingdom  during  the  war  and  the  accumulation  of 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


192 


COMMITTEE  ON  THE  WORKING  OF  THE  MONETARY  SYSTEM 


Continued]  29.  Professor  F.  W.  Paish,  m.c.,  Mr.  Graham  Hutton  and  Mr.  L.  W.  Robson 


vast  external  debts,  but  they  have  been  aggravated  by  policies 
such  as  cheap  money,  the  return  to  convertibility  in  1947 
and  the  investment  boom  in  1954 — 55.  However,  even,  when 
domestic  policies  were  proving  successful,  as  during  1957, 
and  when  the  United  Kingdom  was  earning  a substantial 
balance  of  payments  surplus,  the  reserves  were  insufficient  to 
meet  the  loss  of  confidence  caused  by  the  devaluation  of  the 
French  franc  and  the  strength  of  the  German  mark.  To  this 
end,  a large  balance  of  payments  surplus  (of  at  least  the 
£300 — 350  million  set  as  a target  in  1952 — equivalent  to  £400 
million  now)  and  the  steady  rebuilding  of  the  gold  and  dollar 
reserves  would  seem  a pre-requisite  for  any  Government 
which  wished  to  obtain  freedom  to  manoeuvre  in  its  domestic 
economic  policy.  The  overall  emphasis  should,  therefore,  be 
to  foster  exports  and  widen  the  scope  and  basis  of  the  United 
Kingdom’s  international  trade.  In  this  respect  the  protec- 
tionist policy  adopted  in  varying  degrees  by  all  the  Govern- 
ments since  the  war,  by  helping  to  create  a sheltered  home 
market,  has  been  at  variance  with  the  official  efforts  to  foster 
foreign  trade.  We  believe  that  the  present  proposa.ls  for  a 
European  Free  Trade  Area  are  a step  in  the  ri^t  direction, 
but  it  is  to  be  hoped  that  a freer  trade  policy  will  also 
be  pursued  on  a reciprocal  basis  with  the  world  as  a whole. 
Recommendations 

33.  We  tiierefore  wish  to  make  the  following  recom- 
mendations : 

(1)  We  would  give  overriding  priority  in  national  economic 
.policy  to  stopping  inflation,  since  we  believe  the 
greatest  measure  of  social  justice  for  all  citizens  is 
thereby  attainable — ^for  earners  by  monetary  and  other 
policies  which  can  achieve  stable  (or  falling)  prices 
consequent  upon  expansion  and  rising  productivity, 
and  for  pensioners  and  others  with  fixed  money 
incomes  (or  earners  not  in  trade  unions)  at  the  same 
time.  To  this  end  we  would  rely  on  the  regular 
reports  of  such  bodies  as  the  new  Council  on  Prices 
and  Productivity,  the  new  Court  on  Restrictive 
Practices  in  trade  and  industry,  the  annual  Economic 
Survey,  andpossiblysomenew  body  to  report  regularly 
on  the  policies  and  practices  of  trade  unions. 

(2)  We  recommend,  to  this  among  other  desirable  ends, 
cessation  of  the  governmental  practice  (followed  by 
all  governments  since  the  war)  of  financing  the 
nationalised  industries  fay  inflationary  short-term 
borrowing  v/hich,  on  top  of  aU  other  investment,  has 
been  a major  cause  of  the  uninterrupted  post-war 
inflation.  Such  financing  in  future  should  be  by 
“ true  ftrading,”  undertaken  by  the  Treasury  and 
other  authorities  in  the  normal  manner  of  govern- 
mental long-term  borrowing.  Therewith  the  financing 
of  these  nationalised  industries  by  creation  of  Budget 
Surpluses  (out  of  the  heaviest  taxation  system  in  the 
free  world)  would  become  unnecessary.  In  future, 
such  financing  should  come  from  the  long-term 
capital  market,  in  competition  with  other  borrowers 
there.  We  would  not  preclude  the  Government’s 
ri^t  to  afford  such  loans  spedal  or  favourable  terms — 
but  we  would  want  to  see  such  policies  argued  out  in 
Parliament  and  elsewhere,  so  t^t  such  bodies  men- 
tioned in  1.  above  might  comment  on  the  wudom  of 
such  proposab  and  their  probable  effects  on  the 
economy  and  the  sterling  area. 

(3)  We  think  monetary  controls  should  be  retained,  but 
that  they  should  be  reinforced  by  much  fuller  use  of 
Treasury  deposit  receipts.  The  quantity  of  these,  and 
the  rates  of  interest  they  bear,  can  be  raised  or  lowered 
at  any  time  to  suit  economic  policy. 

(4)  We  would  recommend  that  in  future  the  council-house 
building  programme  should,  as  far  as  possible,  be 
made  to  vary  in  size  in  inverse  ratio  to  the  (tegree  of 
investment  and  other  pressures  on  the  national  re- 
sources. In  short,  its  drain  on  public  funds  and 
resources  should  be  minimised  when  these  are  already 
at  full  stretch,  but  when  there  is  slack  in  the  rope  the 
house-building  on  public  monies  (including  clearance 
of  slums)  should  expand.  The  pro^amme  has  been 
one  of  the  major  causes  of  overstrain  on  the  nation’s 
post-war  resources  (and  has  held  up  more  immediately 
necessary  productive  investments).  It  should  in  future 


be  treated  as  a national  and  local  compensatory 
investment  programme,  to  minimise  booms  and  to 
overcome  recessions. 

(5)  We  are  convinced  that  in  future  " tke”  national  gold 
and  doUar-reserve — winch  is  not  the  nation’s  but 
partly  that  of  the  sterling  area,  partly  that  of  our 
creditors — should  be  divided  into  two  portions: — 

(а)  that  properly  attributable  to  the  sterling  area  and 
support  of  sterling  internationally,  which  could 
be  made  the  property  pro  tern  and  ad  interim  of 
the  Exchange  Equahsation  Fund; 

(б)  another  “ national  ” or  domestic  gold  and 
dollar  reserve  of  the  Bank  of  En^and. 

Thereafter,  policies  aimed  at  building  up  the  reserves 
of  the  sterling  area  should  take  first  priority;  but 
once  those  (and  other)  policies  have  proved  successful 
— as  we  thhik  our  own  and  other  recommendations 
would  ensure — sterling  internationally  would  possess 
enough  of  a reserve  to  weather  all  expectable  inter- 
national storms,  and  internal  U.K.  economic  and 
financial  policies  would  eiyoy  more  latitude  for 
manoeuvre,  both  in  time  and  in  objective.  We  think 
it  would  be  dangerous  for  our  own  people,  and  dis- 
honest to  our  creditors  and  associates  in  the  sterling 
area,  if  in  future  any  government  tried  to  pursue 
domestic  inflationaiy  policies  behind  a barrage  of 
fiscal  and  financial  controls  while  trying  to  maintain 
the  international  value,  dependability,  and  efficacy  of 
sterling. 

(6)  To  reduce  Budgetary  expenditure  and  taxation  as 
much  as  possible,  and  to  concentrate  aid  to  agriculture 
where  it  is  most  needed,  we  think  that  tiie  long- 
continuing  system  of  agricultural  subsidies  on  particu- 
lar products  (irrespective  of  farmers’  comparative 
efficiencies  in  producing  them)  should  be  replaced  by 
a system  of  block  grants  to  needy  farmers  and/or 
long-term  loans  to  such  farmers  as  need  and  can 
profitably  use  them.  We  would  even  be  prepar^  to 
consider  the  buying-out  or  pensioning-off  of  willing 
small  farmers  (owners  or  tenants)  by  some  new  State 
farming  fund,  which  might  have  powers  to  amalgamate 
small  holdings  (as  owno:  or  tenant),  sell  them  to  larger 
ones  nearby,  etc.  We  are  sure  that  the  entire  com- 
munity (owners  or  tenants)  including  the  efficient  big 
and  small  farmers’  families  alike  (as  owner  or  ten^t), 
would  materially  gain  from  the  cessation  of  subsidies 
on  lists  of  specific  products  (without  any  relation  of 
subsidy  to  comparative  efficiency).  1^®  taxpayer 
scarcely  does  this  for  any  other  section  of  the  com 
munity,  except  perhaps  the  coalminers  and  railway 
workers — and  those  are  nationalised  industries,  which 
farmers  do  not  wish  to  become. 

(7)  We  recommend  that  the  authorities  should  bring  to 
the  public’s  attention  the  country’s  need  to  attain  an 
average  year-to-year  surplus  on  balance  of  payments 
of  the  order  of  £400  million  today.  This  is  the  present 
equivalent  of  the  1952  target  of  o^y  £300 — 350 
million,  and  it  measures  the  rate  of  decline  in  the  value 
of  the  poimd.  We  owe  more,  on  balance  and  in  real 
terms,  now  than  we  did  then.  For  the  same  reason, 
we  recommend  that  “ our  ” figure  of  gold  and  dollar 
reserves  only  be  published  net  of  short-term  borrow- 
ing from  ffie  International  Monetary  Fund,  and 
Export-Import  Bank  of  the  United  States. 

(8)  Finally,  we  recommend  that  Governments  pursue  a 
policy  of  living  within  their  means  from  ye^  to  year, 
abstain  from  ruiming  short-term  borrowings  over 
from  one  year  to  the  next,  do  not  expand  their  short- 
term borrowings,  but  depend  far  more  on  long-term 
borrowings  (funding)  in  the  capital  markets.  We 
believe  mudi  of  the  Government  medium-term  debt 
should  be  converted  into  long-term  debt.  This  way, 
and  with  the  other  recommendations,  monetary  and 
fiscal  controls  can  be  made  to  function  for  the  good 
of  the  economy  and  the  sterling  area  better  than  and 
other  means  we  can  imagine. 

May,  1958 
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29.  Professor  F.  W.  Paish,  m.c.,  Mr.  Graham  Hutton  and  Mr.  L.  W.  Robson  [Continued 


APPENDIX 

1.  Notes  on  Housing  Policy 

Between  1948  and  1956  central  and  local  government 
expenditure  on  house  building  totalled  £2,895  million, 
whilst  a further  £244  million  was  spent  by  the  public  corpora- 
tions. To  the  extent  that  this  money  was  raised  by  short 
term  loans,  this  was  one  factor  in  the  continued  inflation 
since  the  war.  Probably  more  important,  however,  was  the 
timing  of  the  main  advance  in  house  building  in  the  post-war 
period,  and  the  demands  this  made  on  the  limited  capita! 
resources  of  the  community  as  a whole.  For,  in  addition  to 
the  sum  stated  above,  some  £1,313  million  was  spent  by  the 
private  sector  of  the  communi^  on  house  building  over  the 
same  period. 

The  heaviest  volume  of  house  building  after  the  war  came  in 
the  years  1953 — 1955,  at  the  same  time  as  the  major  capital 
investment  boom  in  industry  flnaUy  got  under  way.  The 
inaease  in  house  building  was  chiefly  aimed  at  fulfilling  an 
election  pledge  to  build  300,000  houses  and  flats  a year,  and 
was  undertaken  with  little  reference  to  the  availability  of 
resources  or  the  condition  of  the  economy  as  a whole.  It  is 
virtually  impossible  to  pick  out  one  factor  as  being  the  main 
cause  of  excess  demand  ig  any  one  period,  but  there  can  be 
little  doubt  that  the  house  building  boom,  coming  when  it 
did,  tended  to  aggravate  the  economic  disequilibrium  of  the 
period.  As  a general  rule,  therefore,  it  seems  unwise  to  make 
house  building  policy  adhere  to  closely  to  any  rigid  pattern 
and,  if  possible,  it  should  be  made  complementary  to  the 
level  of  activity  in  the  industrial  building  sphere;  rising  when 
this  is  falling  and  vice-versa. 

2.  Notes  on  Agriculture 

The  Agriculture  Act  1947,  required  the  Government  to 
provide  guaranteed  prices  and  assured  markets  for  the  main 
products  “ for  the  purpose  of  promoting  and  maintaining 
...  a stable  and  efficient  industry  ”.  New  and  similar 
long  term  price  assurances  were  continued  under  the  Agri- 
culture Act  1957,  which  also  provided  for  a farm  improve- 
ments scheme  under  which  grants  of  33i  per  cent,  are  avail- 


able from  the  Government.  These  guaranteed  prices  and 
assured  markets  apply  to  all  farmers  regardless  of  the  quality 
of  the  land  they  farm  or  the  conditions  under  which  they  work, 
and  they  have  in  fact  been  paid  out  to  many  farmers  quite 
capable  of  carrying  on  without  them. 

A second  difficulty  that  arises  from  such  a scheme  has  been 
shown  up  by  the  recent  review  of  a^cultural  prices.  The 
Government’s  efforts  to  reduce  spending  in  all  spheres  have 
led  to  a cut  in  agricultural  subsidies.  In  such  circumstances, 
it  is  natural  to  reduce  the  subsidies  on  commodities  which 
are  in  over-supply  such  as  milk,  pigs  and  eggs,  but  these 
are,  in  ffie  main,  commodities  produced  by  the  large  number 
of  small  farmers  who  most  need  the  subsidies  if  they  are  to 
stay  in  production  and  to  be  able  to  modernise  and  re-equip 
their  farms. 

The  present  method  of  paying  subsidies  thus  tends  to 
defeat  rather  than  promote  the  aim,  put  forward  in  the 
Agriculture  Act,  of  promoting  a stable  and  efficient  industry. 
Indeed,  it  must  in  part  at  least  be  a realisation  of  this  fact 
which  has  prompted  the  Government  to  look  for  new  methods 
to  help  the  small  farmer.  Under  the  present  Act,  the  year  to 
year  adjustments  that  can  be  made  are  relatively  small  and, 
as  stated  above,  will  not  necessarily  coincide  with  the  require- 
ments of  the  farmer  most  in  need  of  help.  It  would  seem 
logical,  therefore,  to  reverse  the  present  system  of  guaranteed 
prices,  and  replace  it  by  selective  grants  to  needy  fanners 
once  a year  (at  the  time  of  the  review).  These  payments 
could  be  made  conditional  on  improvemenEs  being  carried  out 
and  a concentration  of  production  on  the  commodities  which 
were  most  in  demand,  with  the  intention  of  making  the 
farmer  self-supporting  in  the  future,  and  could  perhaps  be 
best  administered  by  the  local  authorities.  Eligibility  for 
these  grants  could  be  determined  with  reference  to  a standard 
minimum  income  appropriate  to  the  type  and  scale  of  the 
farms  concerned,  ''^ere  production  is  too  low  for  a reason- 
able income  to  be  obtained,  then,  in  the  long  rrm.  it  would  be 
better  to  provide  financial  encouragement  for  the  purchase 
and  amalgamation  of  small  unprofitable  farms,  in  cases  where 
improvements  to  the  buildings  and  land  could  not  be  economi- 
cally justified. 
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Lord  Pibrcy,  c.b.e. 


30.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  LORD  PIERCY,  C.B.E.  * 


The  Finance  of  Medium  and  Small  Businesses 

1.  The  aim  of  this  paper  is  to  assist  in  informing  the 
Committee  on  the  present  state  of  facilities  for  small  and 
medium  sized  companies  requiring  capita],  and  in  relation 
to  that,  to  report  on  the  fortunes  of  ICFC. 

I.  The  Macmillan  Gap 

2.  I have  printed  as  Appendix  I to  this  memorandum,  for 
its  possible  interest,  a paper  on  the  Macmillan  Gap  which  I 
wrote  in  1954;  but  the  general  points  which  it  is  desired  to 
make  here  on  the  present  features  of  the  market  for  industrial 
capital  can  be  stated  somewhat  shortly. 

3.  In  considering  the  extent  and  direction  of  recent  change, 
the  Committee  can  hardly  have  failed  to  be  impressed  by  the 
transformation  since  the  twenties  of  the  position  in  the 
investment  market  of  industrial  issues,  and  the  improvement 
which  has  taken  place  in  the  standards  and  the  efficiency  of 
the  new  issue  market  as  developed  since  then  for  handling 
industrial  issues. 

4.  The  securities — ^loan  stocks,  preference  shares  and 
ordinary  shares — of  U.K.  registered  and  managed  com- 
panies quoted  on  the  Stock  Exchange,  London,  at  the  end  of 
1957  amounted,  at  market  value,  to  more  than  40  per  cent,  of 
the  value  of  all  the  securities  listed;  ordinary  shares  (£8,834 
million)  alone  were  about  35  per  cent,  of  all  securities.  This 
group  of  company  securities  consists  as  to  about  90  per  cent, 
of  some  5,000  securities  of  about  3,000  home  industrial 
companies.  The  representation  of  industry  is  much  more 
complete  than  it  was  in  the  twenties,  when  it  was  very  patchy. 

5.  The  present  day  group  of  agencies  (merchant  bankers, 
finance  houses,  issue  houses  whose  business  is  mainly  issue, 
and  stockbrokers  acting  as  issue  houses)  which  is  collectively 
described  as  the  issue  market,  is  well  recognised,  and  access 
to  it  is  well  trodden  by  the  professional  advisers  of  companies. 
The  standards  applied  to  the  business  of  issue  are  in  general 
high  and,  at  the  least,  respectable.  The  Companies  Act, 
1948,  the  Prevention  of  Fraud  (Investments)  Act  and  the 
comprehensive  and  meticulous  requirements  for  quotation 
developed  by  the  Stock  Exchange,  London,  have  played 
their  part,  hut  so  has  the  professional  development  of  the 
market  itself.  An  association  of  issuing  houses  was  formed 
in  1945  and  numbers  56  members. 

6.  As  compared  with  the  twenties — and  the  thirties  too — 
there  is  an  appearance  of  maturity  about  the  new  issue  market 
for  industrial  securities.  It  can  be  reasonably  described  as 
an  organised  system  of  market  machinery.  Its  techniques 
show  adaptability  to  changing  circumstances — on  the  whole 
in  the  direction  of  greater  efficiency  and  economy.  Criticism 
of  the  market  macWnery  is  likely  to  be  concerned  rather  with 
structural  features  of  the  Stock  Exchange  and  with  some 
aspects  of  the  general  arrangements  for  the  distribution  of 
securities  than  the  efficiency  of  the  new  issue  market.  It 
mi^t  reasonably  be  held  that,  in  respect  of  efficiency  in 
channelling  available  savings  to  industry,  the  throughput 
of  the  new  issue  market  does  not  fall  notably  short  of  what 
is  possible,  having  regard  to  all  the  conditions.  The  order 
of  magnitude  of  the  contribution  made  by  the  market  to 
industry  is  roughly  shown  by  comparing  the  average  of 
£233  million  of  capital  raised  annually  for  industry  by  new 
issues^  in  the  three  years  1955 — 57  with  the  average  gross 
investment  in  industry^  in  the  same  years  of  £1,389  million. 

7.  It  is  very  necessary  to  realise,  however,  that,  efficient 
as  is  the  combined  system  of  new  issue  market  and  stock 
exchanges,  there  are  sharp  limits  to  the  ambit  of  its  effective- 
ness. 

8.  To  begin  with,  the  new  issue  market  by  definition  does 
not  cater  for  the  requirements  of  private  companies,  large  or 
small.  It  is  willing  to  float  such  companies  as  public  com- 
panies if  they  can  fulfil  the  somewhat  exacting  requirements 
of  a successful  issue;  and  no  doubt  the  major  part  of  existing 
quoted  companies  has  been  recruited  from  foe  ranks  of  private 
companies;  nevertheless,  typically,  the  private  company 
prefers  to  retain  its  private  status. 

9.  By  numbers,  private  companies  still  form  the  great 
majority  of  the  company  population.  It  is  difficult  to  say 
what  the  ag^egate  number  should  be  put  at  for  the  present 
purpose:  it  is  possibly  in  six  figures;  and  to  this  category 

* See  Minutes  of  Evidence  Qm.  12641  to  12752. 

iThe  figures  in  each  case  are  for  aU  companies  escspi  baniciDg,  insurance, 
invesUncDt,  finance,  and  (in  Che  case  of  new  issues)  property. 


should  be  added  a few  thousand  unquoted  public  companies. 
The  importance  of  this  group  in  the  aggregate  as  users  of 
capital  is  suggested  by  its  earnings.  Mr.  Prais  has  computed 
the  share  of  the  average  gross  trading  profits  earned  in  manu- 
facturing, building  and  distribution  in  the  five  years,  1949 — 53 
(£1,936  million)  taken  by  the  “ hundred  largest  and  all  other 
quoted  industrial  companies  ” (2,900  in  all)  as  63  per  cent,  or 
£1,217  million;  the  remaining  37  per  cent.,  or  £719  million, 
presumably  could  be  imputed  mainly  to  private  companies 
and  unquoted  public  companies.  This  sector  in  the  aggre- 
gate is  prima  facie  a substantial  source  of  demand  for 
additional  capital. 

10.  Witiiin  the  sphere  of  quoted  public  companies,  the 
controlling  condition  of  the  effectiveness  of  the  new  issue 
market  is  the  specifications  of  the  types  and  the  grades  of 
investments  that  the  investor,  institutional  or  otherwise,  will 
absorb. 

11.  These  specifications  have  become  increasingly  exact- 
ing. Marketability  is  one  of  them,  meaning  in  substance  a 
probability  that  there  will  be  a reasonably  free,  that  is,  a 
reasonably  continuous,  market  in  the  issue.  This  is  a question 
mainly  of  size  of  issue.  Another  point  which  raises  the 
question  of  size  is  that  while  an  institution  requires  a holding 
of  substantial  size,  it  does  not  want  a holding  which  is  a really 
significant  percentage  of  the  total  issue,  more  than,  say  5 per 
cent.  For  these  reasons  it  is  difficult  nowadays  to  handle  an 
issue  that  is  less  than  £250,000,  unless  regionally,  where  th^ 
may  be  a local  public  for  a small  local  issue,  and  a quotation 
is  obtained  on  the  local  stock  exchange.  The  bar  of  size  is 
rising  rather  than  falling.  Some  insurance  companies  will 
not  take  a holding  in  an  issue  smaller  than  about  £500,000. 
Besides  the  question  of  the  size  of  issue,  reflecting  back  on  the 
size  and  scale  of  ffie  company,  there  are  the  requirements  in 
respect  of  current  earnings  and  dividends,  the  profit  record 
and  so  forth.  There  are  fashions  too  in  the  investmait 
markets — frequently  dictated  by  fiscal  considerations — as 
regards  the  form  of  securities  and  the  types  of  underlying 
business,  which  from  time  to  time  are  favoured.  More  and 
more  the  views  and  requirements  of  the  institutions  with 
their  professional  investment  managers  are  tending  to  be 
decisive.  They  tend  nowadays  to  slim  their  portfolios  by 
numbers  of  holdings  not  to  fatten  them;  and  they  concen- 
trate on  the  higher  grades  of  securities  and  the  larger  issues. 
The  number  of  securities  listed  on  the  stock  exchMges  in 
which  there  is  no  real  market,  tends  probably  to  increase; 
it  is  anyhow,  very  large.  Thus  while  the  new_  issue  market 
and  the  stock  exchanges  constitute  today  an  instrument  of 
great  efficiency,  it  is,  in  relation  to  the_  total  demand  for 
capital  for  industry,  an  instrument  of  a limited  scope.  The 
machinery  of  public  issue  is  tending  to  become  less  and  less 
available  to  the  smaller  industrial  undertaking. 

12.  The  structure  of  the  company  population,  and  the 
nature  of  the  issue  market,  and  the  investment  demand  for 
marketable  securities,  being  what  they  are,  there  is  an  im- 
portant part  of  the  company  world  which  necessarily  remams 
outside  tiie  ambit  of  the  new  issue  market.  One  other  point 
remams  to  be  developed,  that  is,  that  the  progress  in  the 
one  part  of  the  field  has  adversely  affected  conditions  in  the 
other.  In  the  area  of  demand  which  has  just  been  described, 
there  has  been,  in  recent  decades,  a species  of  continual 
desiccation  of  the  traditional  sources  of  capital.  At  one  time 
it  was  not  too  difficult  for  a company  to  raise  a few  thousands, 
or  tens  of  thousands,  of  pounds  from  private  investors, 
directly  or  through  lawyers  and  accountants.  This  was 
widely  true.  In  a manner  of  speaking,  there  was  everywhere 
present  in  the  economy  a kind  of  financial  vascular  tissue 
which,  struck  anywhere,  was  likely  to  ooze  some  money. 
It  is  a commonplace  that  this  situation  has  changed.  Money 
of  that  kind  is  not  non-existent  now,  but  it  is  rare.  The 
reason  mainly  given  is  that  heavy  and  progressive  taxation  has 
stripped  the  surplus,  alike  of  the  “ comfortable  ” man  and 
of  the  rich.  This  is  a major  point  But  the  vogue  of  stock 
exchange  securities,  especially  of  ordinary  shares,  and  the 
immense  development  of  financial  journalism,  probably  had 
almost  as  much  to  do  with  it.  This  goes  for  the  many 
thpusands  of  individual  investors  who  remain,  and  is  displayed 
in  the  large  number  of  small  shareholdings  on  the  registers  of 
large  companies.  The  community’s  savings  nowadays  come 
up  in  large  proportion  through  insurance  compa.nies,  pension 
funds,  and  other  institutions;  and  these  do  their  business  in 
systematic  ways  and  prefer  quoted  securities. 

13.  The  needs  for  growth  in  this  sector  of  the  economy 
as  in  other  sectors,  have  been  met  in  recent  years  very  largely 
from  “ generated  funds  ” — that  is,  depreciation  provision^ 
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and  the  accumulation  of  reserves  made  out  of  taxed  profits.’ 
There  remains  the  problem  of  the  supply  of  capital  for 
financing  developments  which  cannot  be  paid  for  from 
reserves,  as  where  growth  is  very  rapid,  or  heavy  fixed  invest- 
ment is  essential  for  progress;  or  the  periodical  needs  for  a 
major  re-organisation  of  buildings  and  equipment;  and, 
over  all,  the  increased  money  cost  of  new  industrial  develop- 
ment; and  of  course,  the  demands  of  new  and  very  young 
companies. 

14.  This  problem  can  be  approached  by  asking  what 
facilities  for  financing  investment  are  available  to  the  small 
industrialist  ? They  are  not  non-existent,  but  they  are 
miscellaneous,  dispersed,  and  not  very  obvious  to  the  indus- 
trialist, or  his  advisers.  Mere  bald  enumeration  does  less 
than  justice  to  their  varied,  nor  can  an  enumeration  be 
exhaustive;  but  they  include: 


inconspicuously  abandoned.  The  need,  howev«,  is  rather 
widely  felt;  and  by  a process  of  dead  reckoning,  it  must  be 
assumed  to  exist;  and  there  is  no  doubt  that  evidrace  will  be 
submitted  from  more  than  one  quarter  to  show  that  “ the 
smaller  and  medium  sized  companies  ” still  “ find  a difficulty 
in  raising  capital  If  it  be  asked  where,  in  the  range  of  size 
and  age,  the  difficulty  is  mainly  located,  it  may  be  sug^sted 
that  it  is  experienced  most  of  all  in  two  places — ^the  new  and 
rapidly  growing  venture,  which  is  probably  quite  small — 
a net  worth  of  perhaps  £5,000  to  £20,000 — and  the  £150,000 
to  £250,000  company  which  needs  additional  resources  which 
are  heavy  in  relation  to  its  net  worth.  Growth,  and  tech- 
nological advances  and  a desire  to  take  advantage  of  them, 
are  certainly  two  of  the  main  factors  at  work.  The  overall 
effects  of  iriflation  and  of  company  taxation  must  not  be  left 
out  of  account. 


(i)  Insurance  companies  for  mortgages  on  industrial  pro- 
perty and  certain  other  types  of  capital  loans  and  for 
purchase  and  lease-back  facilities,  often  associated 
with  the  placing  of  the  borrower’s  insurance  business 
with  the  lending  company;  this  source  must  be  rated 
in  the  aggregate  as  important. 

(ii)  A few  investment  trusts  for  an  occasional  investment 
in  an  unquoted  security.  Though  there  is  one  group 
of  investment  trusts  which,  as  a policy,  has  invested 
substantially  in  unquoted  securities,  this  source  carmot 
be  rated  as  significant. 

(iii)  Some  merchant  bankers,  finance  houses  and  stock- 
brokers, for  an  occasional  investment — typically  for 
developing  a new  idea  or  a novel  venture.  Not  much 
weight  of  money  from  these  quarters. 

(iv)  One  or  two  issuing  houses  for  loans  to  unquoted 
companies  by  way  of  “ nursing  ” them  for  a com- 
paratively near  issue.  Not  very  important ; and  prima 
facie  very  selective. 

(v)  Sundry  suppliers  or  customers  in  industry  for  o^- 
sional  loans  made  with  the  object  of  tying  a connection. 


Some  of  these  sources  have  been  stimulated  to  some  degree 
by  the  entry  of  ICFC  into  the  field.  The  Corporation  itself 
has  “ laid  off  ” a certain  amount  of  business  with  institutions 
who  will  view  favourably  a proposition  looked  after  by 
ICFC;  and  the  Corporation  could  do  more  of  this.  What 
is  missing  from  the  picture  is  easily  recognised  and  directiy 
accessible  channels  for  raising  capital  or  long  term  fuiids. 
The  new  issue  market  is  the  organised  part  of  the  capit^ 
market  so  far  as  the  industrialist  is  concerned  and  the  only 
organised  part.  Because  of  this  lack  the  flow  of  capita^ 
this  large  sector  is  uncertain  and  probably  inadequate.  The 
nearest  approach  to  a general  facili^  is  Ae  acquisition  of 
machinery  on  hire  purchase.  The  use  of  this  is  increasing.  It 
may  be  reckoned  a sort  of  medium  term  facility. 

15.  One  agency  which  is  in  contact  with  the  industrialist 
and  trader  everywhere  is,  of  course,  the  banks ; and  some- 
thing must  be  said  on  the  role  of  the  banks  in  its  beamg  on 
the  question  of  insufiiciency  of  capital  resources  in  tins 
sector.  Here,  two  developments  may  be  noted.  The  first 
is  a reversal  over  the  last  fifty  years  of  the  old-fasnioned 
repugnance  of  private  companies  towards  being  indebted  to 
the  bank.  The  other  is  a change  of  attitude  by  the  bpks 
generally  in  regard  to  what  constitutes  eligible  borrowmg : 
less  avoidance  of  lock-up  less  discrimination  as  to  the  purpose 
for  which  money  is  borrowed  as  long  as  the  balance  ^_eet 
as  a whole  is  relatively  substantial  and  profits  are  being 
earned.  This  applies  to  small  and  large  companies  alike.  In 
principle  the  banks  supply  working  capital;  this  is  still  toe 
doctrine,  but  current  practice  has  somewhat  outrun  it.  Dus 
trend,  nevertheless,  has  been  criticised  by  banking  autlmntiM , 
and  on  the  other  side  of  the  counter  a large  unshiftable 
overdraft  and  an  acute  shortage  of  net  liquid  aswts  are  a 
weakness  in  a company,  and  well  managed  companies  dislike 
such  a situation.  While,  therefore,  both  developments  have 
a bearing  on  the  size  of  any  “ gap,”  and  the  second  of  them 
is  particularly  relevant,  they  do  not  together  amount  to  a 
remedy  and  no  doubt  an  analysis  of  bank  credit  on  the 
basis  of  private  companies’  accounts  would  soU  show,  as  a 
sample  investigation  did  in  1951,  that  the  banks  adv^^ 
on  the  average  are  well  within  the  figure  of  net  current  assets. 

16.  The  difficulty  of  the  subject  is  to  give  it  quantiUtive 
expression.  A satisfactory  measure  is  harffiy  P°®s*l^f 
projects  or  aspirations  for  additional  means  which  have  been 


s Aetually  4J.6  p«  e*nt.  In  1949-JO  on  » of  l.Sl*  compuucs. 


17.  Support  is  given  to  the  general  case  by  the  fact  that 
such  a situation  is  not  confin^  to  this  country.  In  ^ 
U.S.A.  the  problem  of  financing  the  small  plant  is  a recurring 
theme,  of  which  Congress  at  various  times  has  taken  note. 

A Committee  of  Congress  sat  upon  it  again  this  year.  The 
agendes,  which  are  or  have  been  set-up  to  d^  with  it 
indude  the  R.F.C.  (which  had  outstanding  lo^  to  small 
companies  at  the  end  of  1951  of  about  5700  million)  ; and, 
since  June  1954,  the  Small  Business  Adrninistration,  a 
permanent  independent  federal  agency,  which  had  funds  of 
$300  million  (more  probably  at  the  present  time)  and  b 
empowered  to  grant  individual  loans  up  to  $350,000.  The 
Prudential  Insurance  Company  has  lately  moved  into  this 
field  with  the  idea  partly  of  keeping  the  federal  govranmat 
from  moving  too  far  into  it,  and  partly  because  they  believe 
they  earn  a profit.  In  Canada,  the  Industrial  Develop- 
ment Bank,  a subsidi^  of  the  Bank  of  Canada,  incorporate 
in  1944,  has  done  successful  work  in  the  same  field,  and  at  the 
30th  September,  1957,  had  loans  of  $72  million  outstanding 
divide  among  1,028  companies.  This  institution  concen- 
trates typically  on  very  snia!l  loans.  In  various  European 
countries — Germany,  Sween,  Holland,  Denmark,  Bel^um, 
Italy — ^institutions  of  a sirail^  kind  have  been  establish^, 
the  Danish  one  in  the  present  year.  All  this  helps  to  establish 
a presumption  that  a Macmillan  Gap  is_a  feature  of  private 
enterprise  or  mixed  economy  where  capital  for  gross  invest- 
ment, so  far  as  not  accreted  within  the  concern  out  of  pro- 
visions and  profits,  is  raised  (and  is  raisable)  mainly  by  way  of 
an  organised  market  in  industrial  securities. 

n.  Industrial  and  Commercial  Finance  Corporation 
Origin 

18.  The  origin  of  ICFC  was  a recommoidation  in  the 
report  to  the  Government  of  the  Steering  Committee  on 
Post-War  Employment  in  January,  1944.  Another  recom- 
mendation in  the  same  report  1^  to  the  foundation  of 
Finance  Corporation  for  industry.  Sir  John  Anderson,  as 
Chancellor  of  the  Exchequer,  moved  both  matters  through 
the  Governor  of  the  Bank  of  England,  Lord  Catto.  The 
project  which  resulted  in  ICFC  was  embraced  with  some 
reluctance  by  the  English  and  Scottish  banks;  a drafting 
Committee  of  five  Chief  General  Managers  appointed  by  the 
aeaiing  Banks  gave  it  form.  Its  design  is  set  out  cle^ly  in 
the  Announcement  to  the  Public  and  the  Aide  Memoire  for 
the  Press,  whidi  are  printed  as  Appendix  2 to  this  memoran- 
dum. 

Points  of  Construction 

19.  A few  comments  on  points  of  design  may  be  us^il: 

(i)  The  principal  object  of  the  company  is  expressed  in 
the  Memorandum  as  being; 

“ To  provide  credit  and  finance  by  means  of  loans 
or  the  subscription  of  loan  or  share  capital  or  other- 
wise for  industrial  and  commerical  businesses  or 
enterprises  in  Great  Britain  particularly  in  ca^ 
where  the  existing  facilities  provided  by  banking 
institutions  and  the  Stock  Ex^ange  are  not  readily 
or  easily  available”. 

(ii)  The  shareholders  are  the  eleven  aearing  Banks  and 
the  eight  (at  this  date,  six)  Scottish  Banks,  subscnbmg 
in  proportion  to  their  resources  as  gauged  by  tbwr 
deposits  at  the  time,  and  the  Bank  of  England,  which 
came  in  with  a token  subscription.  There  were,  and 
are,  no  outside  shareholders. 

(iii)  The  Corporation’s  resources  are  to  be  provided 
entirely  by  the  shareholders.  The  Corporation  is  not 
allowed  to  borrow  in  other  directions  nor  to  accept 
deposits. 
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(iv)  These  resources,  however,  are  to  be  £45  million;  and 
a statement  was  made  in  Parliament  by  the  Chancellor 
of  the  Exchequer,  in  announcing  its  formation,  that 
the  total  resources  of  the  comapny  would  be  £45 
million. 

(v)  The  capital  structure  of  the  Corporation  is  in  two  tiers ; 
£15  million  of  share  capital  and  up  to  £30  million  of 
loan  c^^pital  This  is  on  the  same  plan  as  F.C.I., 
formed  a little  earlier.  The  banks,  however,  are  not 
shareholders  in  F.C.I.:  their  relation  to  F.C.I.  is  that 
of  banker  and  customer;  and  it  is  not  absolutely  clear 
why  part  of  the  capital  of  ICFC  should  be  share  and 
part  loan  capital.  This  imports,  of  course,  an  element 
of  flexibility;  and  in  the  event  of  the  Corporation’s 
raising  funds  in  the  market  (though  this  was  not 
contemplated)  it  would  provide  gearing.  Of  more 
practical  importance,  probably,  it  provided  a way  for 
the  banks  to  obtain  some  return  from  the  outset, 
since  the  first  £30  million  of  resources  was  to  be  called 
up  in  slices  of  £!i  milUon  on  the  shares,  plus  £14 
million  on  loan,  in  that  order.  This  order  was  modifi^ 
at  an  early  date  so  as  to  increase  the  return  to  the 
banks;  and  payment  up  on  the  shares  stopped  at 
£7i  million  in  1949.  The  figures  at  3Ist  March,  1958, 
were  £7^-  million  paid  up  on  the  shares,  £25  inillion 
drawn  down  from  loan  capital,  together  £32}  miUion, 
leaving  in  principle  £12}  million  of  the  original  pro- 
vision available. 

A view  seems  to  have  been  taken  by  some  bankers  of 
late  years  that  the  loan  part  is  not  capital  funds  m 
any  sense,  but  a banking  advance,  and  in  principle 
callable  at  short  notice.  As  one  banker  put  it  recently, 
ICFC  borrovre  short  and  lends  long.  I do  not  think 
this  view  can  be  maintained  as  a point  of  history  or 
principle,  but  pragmatically  it  affords  some  justifica- 
tion for  the  banks’  practice  since  1952  of  charging  the 
Corporation  on  the  loan  capital  a variable  rate  of  a 
half  of  one  per  cent,  above  Bank  Rate.  The  Corpora- 
tion necessarily  invests  at  fixed  rates  in  the  preference 
shares  which  constitute  31  per  cent,  of  its  portfolio, 
and  as  a matter  of  principle  its  loans,  which  are  60 
per  cent  have  always  been  made  at  fixed  rates  for  the 
whole  period  of  the  loan.  The  Corporation  as  a 
purveyor  of  permanent  or  quasi-permanent  capit^  at 
fixed  rates  has  been  paying,  on  a large  part  of  its 
funds,  the  fluctuating  rates  applicable  to  liquid  or 
working  capital.  This  is  an  imcompatibOity  which 
would  be  tolerable  if  applied  to  a moderate  part  of 
the  Corporation’s  capital,  but  which  poses  very 
severe  problems  when  applied,  as  is  now  the  case,  to 
the  greater  part.  When  recently  Bank  Rate  stood  at 
7 per  cent.,  the  Corporation  for  six  months  paid  its 
shareholders  7}  per  cent,  on  £17}  million  of  capital 
which  it  had  lent  or  invested  at  an  average  of  rate 
5-8  per  cent. 

(vi)  The  Memorandum  and  Articles  of  the  Corporation 
ate  drawn  very  carefully  in  such  a way  as  to  give 
the  shareholders,  in  the  words  of  the  drafting  Commit- 
tee, “ full  shareholders’  control  On  the  other  hand, 
it  was  laid  down  that  the  shareholders  would  not 
interfere  with  the  day  to  day  management  of  the 
Corporation,  and  the  shareholders  in  fact  have  not 
participated  in  any  way  in  the  conduct  of  the  business, 
which  has  remained  entirely  separate  and  independent 
throughout. 

(vii)  While  the  objects  and  powers  are  widely  drawn,  the 
Corporation  has  operated  within  a somewhat  restric- 
tive set  of  understandings  or  conventions,  one  of 
which  is  that  it  does  not  lend  sums  smaller  than 
£5,000  nor,  in  general,  larger  than  £200,000.  The 
figure  of  £200,000  is  perhaps  an  echo  of  the  Macmillan 
Committee  who  mentioned  (in  1931)  “ small  sums  up 
to  say  £200,000  or  more  ” as  “ amounts  not  sufficiently 
large  for  a public  issue”.  The  banks’  drafting  Com- 
mittee (in  1944)  was  more  absolute  in  saying  that  for 
” large  ” capital  requirements  (say  over  £200,000)  the 
Stock  Exchange  and  other  credit  institutions  provide 
adequate  facilities.  This  view,  however,  is  hardly 
warranted  by  experience,  to  say  nothing  of  the  sub- 
sequent fall  in  the  purchasing  power  of  money;  and  the 
restriction  laid  down  fourteen  years  ago  is  found  to  be 
hampering. 

(viii)  The  relations  between  the  Corporation  and  its  share- 
holders on  matters  of  policy  (including  the  calling  up 


of  funds)  are  conducted  by  the  Chairman  of  the 
Corporation  with  the  Chairman  for  the  time  being  of 
the  Committee  of  London  Gearing  Bankers.  At  the 
operative  level,  each  bank  has  appointed  a liaison 
officer  who  is  available  to  the  correspondmg  officers 
of  the  Corporation  for  exchange  of  information  about 
customers’  affairs— when  authorised  by  the  customer- 
problems  of  sharing  security,  and  the  like.  This  ^a 
mutual  (or  indeed  tripartite)  convenience.  The 
Articles  provided  for  the  setting  up  of  a Scottish 
Committee  nominated  by  the  Scottish  banks,  to  have 
such  duties  or  delegated  powers  as  the  Corporation 
rai^it  decide;  and  this  was  done. 

The  Corporation's  Policy 

20.  The  policy  which  the  Corporation  has  followed  can 

be  set  out  in  a few  points: 

(i)  It  has  regarded  it  as  a prime  duty  to  make  its  business 
and  its  objects  as  widely  known  as  possible,  and  to  be 
accessible  to  all  comers. 

(ii)  It  works  somewhat  on  the  lines  of  a public  utility. 
Thus,  in  providing  share  capital  or  loans,  it  has  no 
ulterior  objects;  does  not  aiin  at  exercUmg  any 
influence  on  the  management;  is  not  motivated  by 
the  prospects  of  a future  public  issue,  nor  of  rnaiung 
combinations  of  one  company  with  another.  It  has 
no  spedi  propensity  for  new  industries  or  ” gro'^ 
industries  ”;  but  endeavours  to  make  funds  available 
wherever  there  are  reasonable  standards  of  competence, 
and  the  purposes  for  which  the  capital  is  required  are 
reasonable.  The  customer  must  obtain  for  hirnself 
Treasury  consent  through  the  Capital  Issues  Committee 
where  this  is  necessary. 

(iii)  Funds  are  provided  on  the  most  economical  basis; 
the  expenses  are  low  (originally  no  expenses  were 
charged);  the  rates  are  market  rates,  typically  on  the 
low  rather  tlian  the  high  side  of  the  current  market. 

(iv)  On  the  other  hand,  the  footing  is  strictly  commercial. 
The  Corporation  takes  risks,  sometimes  large_  nsks, 
but  they  are  assessed  as  carefully  as  possible,  with  the 
help  of  an  experienced  technical  staff,  including 
engineers  and  market  experts.  It  follows  that  there  u 
much  business  that  the  Corporation  tods  itself 
unable  to  accept;  and,  of  course,  an  institution  can 
never  in  all  respects  replace  a private  venturer;  it 
will  have  a different  sense  of  responsibility  in  regard 
to  some  sorts  of  risk.  The  practice  of  the  Corporation 
has  been  to  endeavour  to  provide  finance  m the  form 
best  suited  to  the  circumstances  of  the  individual  case. 
Over  the  years  this  has  resulted  in  a fairly  stable  pattern 
as  follows  (average  of  portfolio  at  31st  March,  1958); 


Secured  loans 
Unsecured  loans 
Preference  shares 
Ordinary  shares 


40-7  per  cent. 
19-2 
30-8 
9-3 


100-0-per  cent. 


The  small  proportion  of  ordinary  shares  in  this 
folio  has  led  some  commentators  to  feel  that  ICFC 
“ falls  far  short  of  meeting  the  needs  of  small  busies 
[in]  the  provision  of  risk  capital  ” or  even  that,  “ while 
the  crucial  need  of  many  firms  is  equity  capital,  the 
policy  of  ICFC  is  and  must  be,  not  to  undertake  such 
risky  finance”.  The  fact  is  that  there  is  the  greatest 
possible  repugnance  on  the  part  of  the  smaller  ^d 
medium  sized  concerns  towards  parting  with  any  share 
of  the  equity,  even  though  there  are  some  propositions 
which  the  Corporation  would  finance  on  a partnership 
basis,  but  which  are  not  suitable  for  loans.  ICFC  would 
lose  the  greater  part  of  the  business  offered  to  it,  if 
it  were  made  a condition  that  the  Corporation  must 
have  a participation  in  the  equity,  or  provide  the  finance 
in  equity  form.  Risk-bearing  does  not,  of  courre, 
attach  only  to  equity  investment;  but  it  Is  certainly  the 
case  that  some  compensating  profits  are  needed  for 
offsetting  capital  losses;  and  the  Coiporationis  fortu- 
nate in  having  succeeded  to  a limited  extmt  m 
investing  in  equity.  Actually  the  true  proportion  is 
higher  than  9-3  per  cent,  since  among  the  fixed  interest 
loans  are  some  that  carry  options  on  equity,  and  some 
of  the  preference  shares  have  participating  rights. 
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(v)  As  to  organisation,  thougii  the  Corporation  was 
somewhat  slow  to  set  up  a branch  organisation  (the 
first  branch  was  opened  in  Birmin^am  in  1951)  the 
advisability  of  bringing  its  facilities  as  near  as  possible 
to  the  industrialist’s  door  in  his  own  region  has  not 
been  overlooked.  Branches  now  nutnber  five: 
Edinburgh,  Birmingham,  Manchester,  Leicester  and 
Leeds. 

(vi)  As  to  methods,  the  Corporation,  in  the  main,  conducts 
its  investigations  with  its  own  accountants  and  tech- 
nicians, with  the  aim  of  building  up  experience  within 
the  business.  A feature  which  seems  to  have  attracted 
attention  is  the  Corporation’s  practice  of  maintaining 
rather  close  contact  with  customers  after  a loan  or 
investment  has  been  made.  This  function  is  now 
called  Loan  Administration — a name  borrowed  from 
R.F.C.— instead  of  After  Care  as  at  first. 

Results 

21.  A summary  of  the  financial  results  to  date,  and  some 
other  figures,  are  given  in  Appendix  3. 

(i)  As  regards  the  purely  financial  outcome,  the  annual 
interest  on  the  loan  capital  has  been  paid  regularly  from 
the  outset  in  July,  1945,  and  a dividend  on  the  share 
capital  for  the  last  six  years,  i.e.  for  the  year  1952/53 
onwards.  The  portfolio  is  written  down  to  provide 
for  all  doubtful  loans  and  investments;  the  preliminary 
expenses  have  been  written  off;  and  reserves  have 
been  built  up  (£3-4  million  at  31st  March,  1958). 

(ii)  As  regards  the  mechanics  of  the  business,  a total  of 
£56  million  has  been  lent  or  invested ; there  is  a regular 
return  flow  of  capital;  and  at  31st  March, 1958,  the 
portfolio  (as  written  down)  stood  at  £34  million.  In 
the  latest  year,  the  net  volume  of  new  business  trans- 
acted was  £3-8  million,  which  compares,  however, 
with  what  experience  suggests  as  a normal  of  £7 
million  or  £8  million.  The  number  of  customers  on 
the  books  at  31st  March,  1958,  was  629  and  a total  of 
170  accounts  had  been  closed  on  completion.  The 
number  of  applications  which  the  Corporation  has 
examined  since  the  start,  however,  is  6,161;  it  has 
conducted  negotiations  on  2,327  of  these,  some 
resulting  in  business,  some  in  withdrawal  by  one  side 
or  the  other.  The  Corporation  h^  had  losses: 
amounts  actually  written  off  and  provisions  in  suspense 
indeed  aggregate  £2-7  million.  On  the  other  hand, 
it  has  made  profits  in  a number  of_  cases  where 
customers  have  floated  their  undertakings  or  com- 
bined profitably  with  other  companies.  These,  of 
cour.-e,  are  cases  where  the  Corporation  has  held 
ordinary  shares.  The  Corporation  is  taxed  as  a 
finance  company,  and  losses  and  gains,  whether  of 
the  nature  of  income  or  capital,  alike  go  into  the 
Revenue  Account.  The  Corporation’s  portfolio 
includes  a number  of  holdings  of  shares,  mainly 
preference  shares,  which  are  quoted  but  have  no  market 
and  only  nominal  prices.  These  are  mainly  securities 
of  small  companies  which  have  floated.  It  is  not  the 
policy  of  the  Corporation  to  hold  marketable  securities. 

(iii)  Two  observations  should  perhaps  be  added.  The  first  is 
that  the  Corporation,  as  will  already  have  been  reahsed, 
has  not  made  profits  by  charging  high  rates.  In 
general,  the  earnings  available  on  the  share  capital 
have  arisen  from  operating  on  a very  large  scale. 
The  second  observation  concerns  the  volume  of 
business  done.  Some  commentators  have  found  ^is 
disappointing.  Some  argument  may  be  put  against 
this  view;  but  it  may  be  broadly  stated  here  that  the 
Corporation  over  most  of  its  history  has  been  operat- 
ing with  a restricted  flow  of  means,  and  to  that  extent 
the  aggregate  amount  of  business  done  could  have 
been  greater. 

The  Present  Situation  of  the  Corporation 

22.  For  the  precise  role  which  ICFC  has  filled  (holding 
itself  out  as  a general  provider  of  capital  to  eligible  concerns 
of  small  and  medium  siie)  it  was  necessary  that  the  chosen 
instrument  should  start  with  massive  resources,  preferably 
resources  which  could  be  called  up  by  stages  as  required — 
this  for  reasons  of  economy — and  that  the  promoters  should 
be  willing  to  face  and  to  sustain  an  experimental  period,  in 
which  success,  or  at  any  rate  a satisfactory  commercial 
outcome,  might  be  doubtful.  These  two  conditions  were 
satisfied.  And  the  independence  conceded  to  the  manage- 
ment was  a major  advantage  and,  indeed,  was  a bold  policy. 


Thus  the  banks  have  made  a contribution  of  striking  v^ue 
to  the  organisation  of  the  post-war  capital  market.  The 
banks,  however,  did  not  initiate  the  project,  nor  did  they,  as 
a whole,  adopt  it  heartily.  The  results  have  been  twofold;  a 
feeling  that  the  undertaking  to  provide  the  funds  was  burden- 
some, which  showed  itself  early  (1948)  and  in  recent 
has  been  a matter  of  difficulty  for  the  Corporahon,  and  has 
restricted  the  amount  that  could  be  done;  an  insistence  on 
keeping  the  Corporation’s  activities  strictly  within  the  some- 
what narrow  bed^  laid  down  for  it  at  the  outset  in  advance  of 
experience  of  the  business.  I say  nothing  further  about  the 
method  of  assessing  rates  of  interest  on  the  loan  capital;  it 
is  a difficulty  which  has  had  to  be  faced  and  so  far  has  bew 
overcome.  The  fact  that  the  commercial  results  of  the 
venture  cannot  be  said  to  have  been  unsatisfactory  has  not 
mollified  this  attitude.  It  is  fair  to  say  that  the  genial 
attitude,  while  definite  enou^,  does  not  nei^sarily  reflect 
the  view's  of  individual  bankers.  What  this  amounts  to 
perhaps  is  that  the  time  is  approaching  for  a new  look  at 
the  financial  structure  and  perhaps  a new  deal  under  which, 
when  market  rates  are  reasonably  favourable,  the  Corporation 
will  be  permitted  to  raise  some  of  its  funds  from  the  market,  a 
proposal  which  has  been  discussed  on  various  occasions.  In 
the  meantime  it  must  necessarily  rely  upon  the  availability  oi 
the  balance  of  the  agreed  resources  which  still  remams. 

Estate  Duties  Investment  Trust 

23  The  difficulty  for  substantial  shareholders  in  private 
companies  is  that  their  executors,  if  obhged  to  raise  some  part 
of  the  duty  on  the  shares,  are  apt  to  find  a difficulty  in  selhng 
them,  or  at  least,  in  selling  them  at  a fair  price,  or  mto  safe 
hands'  and  surviving  shareholders  will  probably  be  anxious 
that  control  should  not  pass  away  from  them.  The  result  is 
that  there  is  a tendency  to  try  to  raise  the  money  somehow 
out  of  the  company  by  a bonus  issue  or  otherwise;  and 
difficulties  attend  upon  this  kind  of  course.  The  Corporation 
found  itself  doing  a certain  amount  of  business  arising  out  of 
these  circumstances,  and  as  early  as  1950  contemplated  the 
formation  of  an  investment  trust  whose  business  would 
consist  of  holding  minority  interests  in  private  companies, 
affording  a safe  home  for  securities  of  this  sort,  and  a reason- 
ably profitable  investment.  The  strength  of  the  project  was 
that  ICFC  was  in  a position  to  supply  the  management  which 
would  be  necrasary  in  a fund  consisting  of  securities  of  this 
kind  It  proved  a difficult  project  to  achieve  and  it  was  not 
untfl  the  end  of  1952  that  the  company  was  registered  with  a 
capital  of  £1  million.  This  company  has  been  known 
familiarly  as  Edith.  ICFC  manages  it,  but  the  Company 
has,  too,  a highly  expert  board.  ICFC  has  a small  holding 
in  the  share  capital,  which  is  now  £2  million,  wfith  loan 
capital  of  £500,000;  the  balance  is  held  by  27  investment 
trusts  and  16  insurance  companies.  The  volume  of  business 
offered  on  the  whole  has  been  below  expectations;  but  the 
portfolio  at  31st  March,  1958,  together  with  the  commitments 
outstanding,  amounted  to  £2,390,000,  and  it  is  steadUy 
Besides  securities  which  it  takes  on  its  portfolio, 
the  company  places  securities  of  small  companies,  mostly 
of  the  fixed  interest  type,  among  its  shareholders  and  other 
institutions. 

ni.  The  Conditions  and  Outlook  in  the  Corporation’s  Field 
of  Employment 

24.  The  prime  question  for  this  memorandum  is  whether 
there  is  today  an  important  part  of  the  bu^ess  community 
which  has  needs  for  capital  and  cannot  raise  it  by  the  standard 
mode  of  selling  a freely  marketable  security  to  investors.  I 
suppose  that  the  answer  to  the  question  framed  in  this  way 
is  in  no  doubt;  indeed  this  situation  is  more  clear-cut  than 
at  the  date  of  the  Macmillan  Report. 

25.  Though  the  major  part  of  British  industry,  measured 
by  resources,  including  nearly  all  the  larger  companies,  raises 
additional  capital  nowadays  by  the  issue  of  quoted  securities 
and  is  accustomed  to  avail  its^  of  the  services  of  the  new 
issue  market,  there  remains  an  important  part,  very  large  in 
numbers,  which  does  not  follow  this  method,  and  whose 
securities,  though  sound  enough,  are  not  suitable  for  the 
general  investor  (having  regard  to  his  other  opportunities) 
and,  broadly,  are  not  wanted  by  the  institutions.  This  is  a 
lively  and  viable  and,  in  large  measure  a prosperous  part  of 
toe  business  world.  Its  numbers  are  constantly  reduced  by 
various  causes,  including  flotation  as  public  quoted  com- 
panies : on  toe  other  hand  they  are  continually  augmented 
by  toe  formation  of  new  companies.  There  ate  plenty  of 

litis  inUrtstlns  to  observe  that  theT.U.C.  has  put  itsiitiger  upon  this  point  la 
paragraph  40  of  its  evidence  (Memoranda  ofBvideDCe  Ft.  vU.  No.  15). 
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new  and  young  companies  and  a fair  supply  of  “ fertiJe  nmds 
and  adventurous  wUJs”.  The  fiscal  position  of  the  private 
company  in  some  respects  is  not  happy,  as  for  instance  its 
jeopardy  from  surtax;  and  the  often  harsh  incidence  of 
estate  duty  on  the  proprietors  may  have  reactions  on  the 
stability  of  some  companies.  The  deterrent  effect  of  these 
conditions  could,  however,  be  exaggerated.  The  small  com- 
pany is  economically  useful  and  therefore  can  be  successful; 
the  motives  and  ambitions  which  bring  it  into  existence 
show  no  weakening;  therefore,  in  a mixed  economy,  there 
seems  no  reason  to  doubt  its  continuance. 

26.  Some  contemporary  conditions  have  a bearing  on 
the  prospects  of  the  small  and  medium  sixed  company.  As 
a type  it  can  succumb  in  some  industries  to  other  types : the 
smaller  bakery,  for  example,  is  tending  to  disappear.  Again, 
there  is  a tendency  at  the  present  time  for  prosperous  com- 
panies of  a medium,  or  a medium  to  large,  size  to  be  bou^t 
up.  This  is  happening  from  two  directions — large  companies 
pursuing  a policy  of  so-caEed  diversification,  perhaps  a 
passing  fashion,  and  doubtfully  good — and  the  vogue  of 
holding  companies,  which  range  from  a fortuitous  coUection 
brought  together  with  speculative  stock  market  motives  to 
responsible  designs  of  forraing  groups  of  a more  or  less 
homogeneous  type  based  on  the  provision  of  common 
services  and  managerial  or  policy  guidance.  Amalgamations 
and  mergers,  too,  have  been  numerous  in  recent  times.  The 
effects  of  these  operations  on  the  ranks  of  small  and  medium 
sized  companies  are  not  negligible,  neither  are  they  at  present 
revolutionary.  Some  part  of  what  they  take  reduces  the 
flotations  which  would  otherwise  occur,  subject  to  market 
conditions  being  favourable. 

27.  The  question  whether,  for  the  part  of  industry,  which 
is,  so  to  speak,  without  benefit  of  the  issue  market  and  the 
Stock  Exchange,  the  range  of  opportunities  for  raismg 
capital  is  adequate  therefore  stiU  remains.  This  paper  has 
argued  that  there  is  a quantity  of  opportunity  but  it  is  dis- 
persed, occasional,  limited,  in  part  fortuitous,  and  not 
farrdliarly  known.  It  is  in  this  situation  that  there  arises  the 
constant  representation  that  it  is  difficult  for  the  small 
concern  to  obtain  capital.  There  can  hardly  be  a doubt  that 
this  difficulty  is  genuine,  nor  that  a great  deal  of  potential 
investment  comes  to  nothing  for  this  reason.  The  question  of 
its  extent  from  time  to  time  is  more  difficult.  Actually  the 
difficulty  is  felt  acutely  by  the  medium  sized  concern — the 
£200,000  or  £300,000  company  which  is  still  too  small,  and 
perhaps  for  other  reasons  too,  is  not  in  a position  to  attempt 
public  issue.  ICFC  may  be  looked  at  as  a limited  experiment 
in  providing  an  organised  opportunity  for  the  smaller  and 
medium  siz^  industrialist  to  raise  capital. 

28.  Recent  experience  has  shown  how  vulnerable  in  a 
credit  squeeze  capital  supply  in  this  sector  is  if  the  banks 
restrict  their  facilities  and  ICFC  too  is  short  of  funds.  And, 
more  broadly,  large  issues  of  nationally  known  companies 
and  tanker  drals  must  attract  resources  in  preference  to  the 
undistinguished  financing  of  smaU  scale  ^companies  where 
there  is  no  market  and  the  investment  is' in  small  packets. 
The  institutions  need  at  least  an  intermediary  which  will  take 
off  some  of  the  work  and  responsibility.  It  has  been  argued 
that  the  volume  of  business  which  ICFC  has  attracted  in 
twelve  years  shows  that  the  genuine  core  of  the  need  is  modest. 
Reasons  have  already  been  given  to  suggest  that  this  argument 
would  not  be  firmly  based. 

29.  I find  it  difficult  to  make  any  striking  positive  sugges- 
tions to  the  Committee.  It  would  be  to  the  public  advantage 
that  the  clamp  on  the  resources  pledged  to  ICFC  should  be 
removed;  and  no  doubt  ICFC  should  be  aEowed  to  raise 
part  of  its  funds  in  the  market  when  long  term  rates  have 
faUen  sufficiently.  The  restrictions  on  the  amounts  which 
ICFC  may  provide,  or  in  which  it  may  participate,  should  be 
released:  and  there  are  other  points,  some  of  which  have 
been  mwitioned,  which  need  readjustment.  The  imaginative 
plan  drawn  up  fourteen  years  ago  can  hardly  be  expected  to 
fit,  in  aU  its  detail,  the  facts  of  the  present  time. 

30.  There  wiU  always  be  a fringe  of  unsatisfied,  or  rejected, 
aspirants  in  the  field  of  capital  supply,  as  in  banking.  This 
will  be  increased  by  the  principles  of  selection  which  are 
applied  inevitably  whenever  funds  are  restricted;  the  margin 
of  risk-taking  so  to  speak,  is  set  higher.  But  even  with  ample 
funds  avaEable  there  wEl  be  a fringe.  It  is  at  this  point  that 
the  arguments  about  the  need  for— and,  one  may  add,  the 
poEcy  of— more  risk-taking  arises.  The  factors  involved. 


needless  to  say,  are  not  purely  financial.  The  approach  of 
ICFC  in  general  is  strictly  financial,  though  it  handles  pro- 
positions, at  aU  their  stages,  with  industrial  as  well  as  financial 
techniques  and  has  frequently  supplied  managerial  services 
to  customers.  Other  forms  of  approach  than  the  strictly 
financial  are,  however,  possible,  and  might  have  merit  from 
the  point  of  view  of  economic  policy.  All  that,  however, 
would  to  my  mind  be  somewhat  aside  from  the  general  theme 
of  this  memorandum. 

31.  The  foregoing  may  not  appear  to  yield  very  concrete 
repEes  to  three  specific  questions  which  were  formulated  by 
Lord  RadcEffe.  These  are: 

1.  Are  there  any,  and  if  so  what,  vestiges  of  the  Macmillan 
Gap  still  left  in  the  system  ? 

In  the  sense  that  smaEer  and  medium  sized  companies 
stUl  find  difficulty  in  raising  the  capital  that  they  may  require 
from  time  to  time,  the  Gap  remains.  There  is  no  easy  flow 
of  capital  investment  from  savers  towards  the  smaU  and 
medium  sized  company,  and  very  little  convenient  or  ready 
access  to  capital  for  ffiem.  This  is  a permanent  situation 
wliich  has  by  no  means  been  reduced  to  vestiges.  It  is 
probably  true  that  increased  bank  faculties  have  eased  the 
situation  of  all  this  class  of  concern;  but  the  banks  do  not 
provide  what,  to  coin  a phrase,  might  be  described,  as 
" structural  ” capital  for  companies.  Hire  ptirchase  u a 
form  of  credit,  not  a provision  of  capital.  ICFC  as  a provider 
of  structural  capital  does  not  claim  to  have  done  all  that  could 
be  done;  it  has  done  as  much  as  its  resources  aUowed. 

2.  How  far  can  a credit-worthy  firm  be  sure  of  getting  the 
finance  it  requires  from  the  City,  or  from  ICFC  ? 

The  answer  involves  some  analysis  of  the  question. 

If  the  finance  required  is  for  a capital  project  (including 
perhaps  an  appropriate  provision  for  the  necessary  working 
capital)  a good  deal  wiE  depend  upon  the  size  of  the  project, 
and,  of  course,  its  relation  to  the  net  worth  and  the  proved 
capacities  of  the  concern.  Even  so,  the  City  (a  nebulous  term) 
is  unlikely  to  do  much  for  the  private  company  unless  it  is 
willing  to  consider  being  floated  or  (perhaps)  if  the  project 
leads  in  that  dhection.  The  prospects  for  financing  such  a 
project  in  the  Qty,  granted  the  proper  introductions,  must 
be  reckoned  uncertain. 

For  finance  of  a temporary  kind,  or  of  the  nature  of 
working  capital,  the  firm  would  go  naturaUy  to  its  banker 
(though  it  mi^t  find  its  way  to  the  City  for  acceptance 
credits)  and  the  credit-worthy  firm  in.  ordmary  times  would 
meet  wiffi  Ettle  difficulty,  always  supposing  that  the  amount 
required  had  a proper  relation  to  net  worth. 

For  finandng  a D6W  capital  project,  only  the  customer’s 
own  bank  would  come  into  question ; there  would  be  no  kind 
of  certamty  fiiat  the  bank  would  provide  all  or  any  of  the 
money  required;  and  if  it  provided  a part,  that  would  be, 
formaEy  anyhow,  callable  at  short  notice. 

With  ICFC,  the  firm  could  be  certain  of  having  its  require- 
ments considered,  and  would  have  a reasonable  prospect  of 
obtaining  them.  As  already  observed,  the  answer  can  hardly 
be  disassociated  from  the  question  of  what  the  requirements 
actually  are,  their  purpose,  relative  scale,  and  so  forth. 
Credit-worthiness,  in  its  plain  sense,  is  not  the  whole  question 
in  a capital  proposition ; the  risk  of  the  project  comes  into  it. 

If  neither  the  bank  nor  ICFC  were  prepared  to  do  anything, 
the  firm’s  difficult  might  be  considerable. 

3.  Are  there  any  special  problems,  such  as  the  shortage  of 
funds,  a lack  of  suitable  institutions,  or  difficulties  in  the 
lending  terms  stipulated  for  ? 

It  is  the  stickiness,  rather  perhaps  than  an  ultunate  shortage 
of  ffinds,  which  creates  the  difficulty,  thou^  on  a broad  view 
there  is  some  anaemia  of  capital  supply  in  this  sector.  Lack 
of  suitable  institutions  could  be  alleged;  it  is  to  some  extent 
in  the  nature  of  file  case.  Lending  terms  are  not,  I would  say, 
the  nub  of  the  difficulty;  though,  apart  from  ICFC  on  the 
one  side  or  the  banks  on  the  other,  they  could,  if  a capital 
provider  were  found,  be  usurious.  An  obstacle,  which  is  apt 
to  crop  up  on  the  discussion  of  a capital  project,  is  that  small 
companies  and  private  companies  do  not  Eke  to  relinquish 
any  equity;  and  this  might  be  decisive  in  a particular  context 
if  the  prospective  capitalist  insisted  on  equity. 

25th  September,  1958- 
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Appendix  I 

The  Macmillan  Gap  and  the  Macmillan  Report 


Extract  from  Lord  Piercy’s  inaugural  address  as  President  of 
the  Royal  Statistical  Society,  17th  November,  1954:  see 
Journal  of  the  Royal  Statistical  Society,  Series  A (General), 
Vol.  118,  Part  I (1955),  pages  1 to  11.  Not  reprinted  in  this 
record  of  evidence. 


Appendix  II 

ANNOUNCEMENT  to  the  Public  respecting  Proposals 
for  the  creation  of  a Company  Owned  Collectively  by  the 
Banks  whose  purpose  would  be  to  provide  Medium  and 
Long  Term  Capital  for  Small  and  Medium  Sized  Businesses. 

The  Clearing  Banks  and  the  Scottish  Banks  in  conjunction 
with  the  Bank  of  England  have,  for  some  time  past,  had  under 
consideration  measures  calculated  to  assure  that  adequate 
finance  shall  be  made  available  for  industry  and  commerce 
in  the  immediate  post-war  period. 

The  provision  of  credit  in  “ small  “ sums  (say  under 
£5,000)  by  means  of  banking  advances  provides  no  difficulty 
so  long  as  the  projects  for  which  such  credits  are  sought  be 
economically  desirable  and  commercially  justifiable.  For 
“ large  ” Capital  requirements  (say  over  £200,000)  the  Stock 
Exchanges  and  other  Credit  Institutions  already  provide 
adequate  facilities. 

The  post-war  finance  requirements  of  industry  and  com- 
merce may  nevertheless  cil  for  the  formation  of  a new 
institution  specifically  designed  to  provide  medium  term 
finance  or  long  term  Capital  for  the  smaller  and  medium 
sized  industrial  or  commercial  businesses,  where  the  amounts 
involved  (ranging  between  £5,000  and  £200,000)  would  not 
justify,  or  even  possibly  permit  of,  the  making  of  a public 
issue  of  Capital. 

Accordingly  the  Clearing  and  Scottish  Banks  in  conjunction 
with  the  Bank  of  England  announce  their  decision  to  form  a 
new  Company  the  main  object  of  which,  indicated  in  its 
Memorandum  of  Association,  is: — 

“ To  provide  credit  by  means  of  loans  or  the  sub- 
“ scription  of  loan  or  share  capital  or  otherwise  for 
“ industrial  and  commercial  businesses  or  enterprises 
“ in  Great  Britain  particularly  in  cases  where  the 
“ existing  facilities  provided  by  banking  institution 
“ and  the  Stock  Exchanges  are  not  readily  or  easily 
“ available  ”. 

The  Company  will  thus  supplement,  but  not  supersede, 
the  activities  of  other  lenders  and  financial  institutions. 

The  nominal  and  fully  subscribed  Capital  of  the  Company 
will  be  £15.000,000  which  will  be  paid  up  as  and  when 
required;  the  Company  will  further  be  enabled  to  borrow 
from  the  Shareholding  Banks  up  to  £30,000,000;  thus  it 
wUl  be  placed  in  the  position  to  provide  c^it  up  to  a total 
of  £45,000,000. 

The  Board  will  be  nominated  by  the  shareholding  Member 
Banks  and  its  first  Chairman  by  the  Governor  of  the  Bank  of 
England. 

The  Member  Banks  will  not  interfere  in  the  day  to  day 
management  of  the  Company. 

A Scottish  Committee,  nominated  by  the  Scottish  Banks, 
will  be  appointed  to  assist  the  Board  on  all  matters  apper- 
taining to  Scotland. 

The  Company  will  not  cany  on  a banking  business;  as 
already  statwi  its  activities  will  be  complementary  to  those  of 
the  existing  banking  system.  It  will  o;^rate  on  commercial 
lines  and  ^thou^  a Private  Company  its  Balance  Sheet  and 
Profit  and  Loss  Account  will  be  published  and  thus  be  avail- 
able for  inspection  by  the  general  public. 

The  Company,  which  is  designed  as  a post-war  reconstruc- 
tion measure,  will  not  function  as  at  present  envisaged  until 
the  cessation  of  hostilities  in  Europe. 

The  Lords  Commissioners  of  H.M.  Treasury  have  intimated 
that  should  regulations  controlling  Capital  Issues  still  be 
in  force  when  the  Company  is  set  up  the  subscription  of 
Capital  and  subsequent  bonowing  within  the  limitation 
imposed  by  its  Memorandum  and  Articles  of  Association 
be  sanctioned. 


AIDE  MEMOIRE  for  the  Press  to  accompany  the  Announce- 
ment to  the  Public  supplying  additional  details  for  the  purpose 
of  assisting  press  comment. 

Shareholders 

The  Bank  of  England  with  the  Gearing  and  Scottish  Banks 
win  be  the  only  shareholders.  While  the  exact  figures  of  the 
individual  participations  remain  to  be  fixed  they  will  be 
approximately  as  follows: — 


Bank  of  England £500,000 

Bank  of  Scotland 205,000 

Barclays  Bank  Ltd 2,638,000 

British  Linen  Bank 165,000 

Clydesdale  Bank  Ltd.  ..  ..  190,000 

Commercial  Bank  of  Scotland  Ltd.  254,000 

Coutts  & Co.  119,000 

District  Bank  Ltd 509,000 

Glyn,  Mills  & Co 173,000 

Lloyds  Bank  Ltd 2,338,000 

Martins  Bank  Ltd 580,000 

Midland  Bank  Ltd.  ..  ..  2,761,000 

National  Bank  Ltd.  . . . . 100,000 

National  Bank  of  Scotland  Ltd.  . . 195,000 

National  Provincial  Bank  Ltd.  ..  1,674,000 

North  of  Scotland  Bank  Ltd.  ..  125,000 

Royal  Bank  of  Scotland  . . 333,000 

Union  Bank  of  Scotland  Ltd.  . . 162,000 

Westminster  Bank  Ltd 1,740,000 

Williams  Deacon’s  Bank  Ltd.  . . 239,000 


Total  £15,000,000 


Directors 

The  first  Directors  will  be  8 in  number  and  will  be 
nominated  as  follows: — 


1 (being  the  first  Chairman)  by  the  Bank  of  England 
1 by  Barclays  Bank  Ltd. 

1 by  Lloyds  Bank  Ltd. 

1 by  Midland  Bank  Ltd. 

1 by  National  Provincial  Bank  Ltd. 

1 by  Westminster  Bank  Ltd. 

1 by  the  Scottish  Banks 
District  Bank  Ltd. 

Glyn,  Mills  & Co. 

1 by  - Martins  Bank  Ltd. 

National  Bank  Ltd. 

. Williams  Deacon’s  Bank  Ltd. 


Management 

The  shareholders,  while  furnishing  the  very  substantial 
sums  indicated  and  accepting  risks  of  loss,  will  retain  only 
the  normality  of  Shareholder  Control  over  the  Board.  They 
win  not  interfere  with  the  conduct  of  the  business  of  the 
Company  by  the  Board. 

The  ripAring  and  Scottish  Banks,  as  Subscribing  Share- 
holders, do  not  wish  to  have  any  direct  control  over,  or 
responsibility  for,  the  Management  of  the  Company  and  will 
not  themselves  be  represented  in  the  Management  of  the 
Company  which  wiU  be  entirely  independent. 

Scottish  Committee 

In  order  that  the  special  needs  of  Scotland  may  be  ade- 
quately met  provision  is  made  in  the  Articles  of  Association 
for  the  constitution  of  a Scottish  Committee,  viz. : — 

“ A Siv>tti-!h  Committee  shall  be  appointed  to  assist 
“ the  Board  on  all  matters  relating  to  Scotland.  The 
“Committee  shall  consist  of  persons  appointed  by 
“ those  Member  Banks  whose  registered  offices  are 
“ situate  in  Scotland  (hereinafter  called  ‘ Scottish 
“ Banks  ’).  Each  Scottish  Bank  shall  have  the  ri^t 
“ to  appoint  one  member  of  the  Committee  who  shall 
“ serve  on  the  Committee  until  he  resigns  by  notice 
“ in  writing  to  the  Board  or  until  he  be  removed  by 
“ the  Scottish  Bank  appointing  him  who  shall  Ire 
“ entitled  to  appoint  his  successor.  Unless  and  until 
“ otherwise  determined  by  the  Company  in  General 
“ Meeting  the  number  of  the  Committee  shall  not  be 
“ less  than  5 nor  more  than  8.  If  the  number  fall  below 
“ the  minimum  so  fixed  and  the  vacancy  shall  not  be 
“ filled  up  by  the  Scottish  Bank  entitled  to  appoint 
“ to  the  vacancy  the  Board  shaU  appoint  such  persons 
“ as  they  may  think  fit  to  bring  the  number  up  to  the 
“ miniiTuim  who  Shall  retain  office  until  the  vacancies 
“ are  filled  by  the  Scottish  Banks.  The  Board  may 
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“ delegate  any  of  their  powers  to  the  Scottish  Com- 
" mittee  which  shall,  in  the  exercise  of  the  powers  so 
“ delegated,  conform  to  any  regulations  that  may  be 
“ imposed  on  it  by  the  Board.  The  members  of  the 
“ Committee  shall  receive  such  remuneration  if  any 
“as  the  Board  shall  determine  provided  that  no 
“ member  of  the  Committee  who  is  known  to  be  an 
“ official  of  any  Member  Bank  may  receive  any 
“remuneration  from  the  Company.” 

This  provision  for  the  setting  up  of  a Scottish  Committee 
will  enable  appropriate  machinery  to  be  created  for  the 
receipt,  in  Scotland,  of  applications  for  medium  and  long 
term  capital  from  small  and  medium  sized  businesses  in 
Scotland. 

Advisory  Panel 

The  Clearing  and  Scottish  Banks  have  always  in  their 
employ  trained  personnel  who,  by  reason  of  the  experience 
acquired  in  the  ordinary  course  of  banking  business,  are 
qualified  to  advise  the  Board  and  Management  of  the 
Company;  they  have,  furthermore,  a fund  of  information 
available  respecting  the  character  and  history  of  applicants 
for  cr^t.  The  fullest  use  can  be  made  of  their  services  in 
both  these  respects. 

Should  the  Board  of  the  Company  so  desire  they  can  t^e 
advantage  of  the  provision  which  is  made  for  the  constitution 
of  an  Advisory  Panel  (without  executive  powers)  whose  duty 
it  would  be  to  assist  the  Board  and  Management:  the  relative 
Clause  of  the  Articles  of  Association  reads  as  follows: — 

“ If  the  Board  so  desire  an  Advisory  Panel  of 
“ liaison  officers  may  be  appointed  to  assist  the  Board. 

“ Each  Member  Bank  other  than  the  Bank  of  England 
“ shall  be  obliged  at  the  request  of  the  Board  to 
“ appoint  one  officer  (with  a deputy)  to  act  as  a 
“ member  of  such  panel.  Such  persons  shall  act  in  a 
“ purely  advisory  capacity  for  the  purpose  only  of 
“ enabling  the  Board  to  make  use  of  infoimation  in 
“ the  possession  of  or  available  to  the  Member  Banks. 

“ No  member  of  ffie  Panel  may  receive  any  remunera- 
“ tion  from  the  Company 

In  short,  the  function  of  the  advisory  Panel  would  be  to 
help  and  they  would  not  impinge  upon  the  responsibility  of 
the  Directorate  or  Management  of  the  Company. 

“ Gaps  ” in  the  Credit  Machinery 
The  “ gaps  ” which  are  frequently  alleged  to  exist  in  the 
present  arrangements  for  the  provision  of  credit  are  the 
absence  of  ffiiancial  machinery  specifically  designed  to 
provide: — 

(a)  businesses,  large  or  small,  with 

(i)  temporary  finance  in  anticipation  of  an  issue  of 
capital  and/or 

(ii)  medium  term  finance  (say,  up  to  periods  of  five 
years)  in  connection  with  long  contracts  at  home 
or  abroad; 

(fc)  smaller  and  medium  sized  industrial  or  commercial 
businesses  with  long-term  capital  where  the  amounts 
involved  (say  up  to  £200,000)  would  not  justify,  or 
possibly  permit  of,  the  making  of  a public  issue. 

Given  solvency  and  credit-worthiness,  the  small  man  is 
adequately  catered  for  by  the  Joint  Stock  Banks. 

The  provision  of  intermediate  credits  for  periods  ranging  up 
to  the  quoted  “ five  years  ” presents  no  problem  provided 
commercial  justification  and  reasonable  safety  can  be  demon- 
strated. 

The  existing  Banking  machinery  is  adequate  for  all  require- 
ments apart  from  the  provision  of  long-term  capital. 

As  a matter  of  principle  a Deposit  Bank  should  not  advance 
money  on  long  term  but  its  lending  policy  should  have  as  its 
main  object  the  temporary  augmentation  of  a borrower’s 
floating  Capital  rather  than  the  provision  of  funds  to  be 
invest^  in  permanent  assets.  The  strength  of  the  Deposit 
Banks  in  this  country  and  the  public  confidence  in  them 
has  been  such  that  they  have  bem  able,  in  many  cases,  to 
assist  tiieir  customers  by  advancing  funds  in  a manner  and 
for  purposes  somewhat  outside  these  normal  functions;  they 
fiffiy  intend  to  continue  this  practice  after  the  war  but  in  the 
situation  which  is  then  likely  to  exist  it  would  appear  that 
the  medium  and  long  term  requirements  of  industry  and 
commerce  may  be  so  ^eat  that  it  would  be  advisable  to 


provide  an  additional  channel  for  this  type  of  borrowing. 

It  is  with  this  factor  largely  in  mind  that  the  Banks  have 
decided  to  form,  capitalise,  and  lend  substantial  sums  to, 
the  projected  Company. 

New  Company 

Purpose,  Functions,  Borrowing  Powers,  Commencing  Date 
The  Clearing  and  Scottish  Banks  will  give  fuU  effect  to 
their  already  expressed  intention  and  determination  to  help 
the  “small  trader”  and  in  this  connection  would  have 
regard  to  economic  justification  rather  than  to  the  probable 
duration  of  the  advance  when  considering  individual  applica- 
tions for  credit  for  small  or  moderate  amounts.  The  volume 
of  their  resources  and  their  long  experience  enables  them  to 
cover  this  ground. 

Capital  requirements  for  small  sums  whether  at 
short,  medium  or  long  term,  can,  if  economically 
and  commercially  desirable,  be  fully  dealt  with  by  the 
Ranking  system  and  the  new  Company  would  not  need 
to  maintain  the  organisation  and  staff  necessary  to 
sift  and  consider  applications  for  small  amounts  which 
will  in  fact  be  treated  in  liberal  manner  by  each  and 
all  of  the  subscribing  Bankas. 

Ccq>itai  requirements  above  £200,000  should  con- 
tinue to  be  dealt  with  by  the  Stock  Exchange  or  other 
Credit  Institutions. 

There  will  be  no  legal  limitations  upon  the  powers  of  the 
Company  or  upon  the  powers  of  the  Directors  respecting 
the  upper  and/or  lower  limits  of  credit  which  may  be  furnished 
by  the  Company. 

The  normal  activities  of  the  Company  would,  howeva, 
ordinaily  extend  only  to  the  provision  of  medium  and  long 
term  capital  for  small  and  medium  sized  businesses  whae  the 
requirements  of  the  applicants  range  between  (say)  £5,000 
and  £200,000.  The  industrial  and  commercial  businesses 
or  enterprises,  in  Great  Britain,  which  it  would  be  proposed 
to  assist  within  the  scope  of  the  Company’s  activities  would 
include  those  which  have  been  closed  as  a result  of  the 
concentration  of  industries  during  war-time  and  other 
businesses  adversely  affected  by  the  war. 

In  the  ordinary  course  applications  for  credit  would  be 
introduced  to  the  Company  by,  or  would  reach  the  Company 
through  the  intermediary  of,  the  existing  Bankers  of  the 
applicants  but  this  convenient  arrangement  would  not  in  any 
way  preclude  direct  approach  to  the  Company. 

The  sponsoring  and  subscribing  Bankers  deem  it  essential 
that  the  new  Company  should  remain  unable,  in  the  legal 
exercise  of  its  borrowing  powers,  to  borrow  money  upon  the 
strength  of,  or  the  security  provided  by — 

(a)  the  association  of  the  Company  with, 

(i)  the  paid-up  Capital  provided  by,  and 
(c)  the  uncalled  Capital  liabilities  of 
the  subscribing  Banks.  Accordingly  the  Company  is,  by 
the  Memorandum  and  Articles,  prohibited  from  exercising 
borrowing  powers  other  than  by  means  of  Loans  and 
Advances  obtained  from  subscribing  Banks  pro-rata  to  their 
shareholdings. 

The  Company  wDl  not  ca^  on  a Banking  business ; its 
function  will  be  the  provision  of  medium  and  long  term 
Credit  and  not  the  grant  of  revolving  or  self-liquidating 
advances;  it  will  operate  on  commercial  lines;  it  will  com- 
mence business  with  a debit  item  in  its  Balance  Sheet  of 
about  £78,500  for  formation  expenses  (Capital  Duty  £75,000: 
Registration  Fees  approximately  £775);  its  assets  will  be 
carried  in  its  published  Balance  Sheet  (available  to  the 
general  public)  at  justifiable  values;  and  the  results  of  its 
trading  will  be  exhibited  in  its  published  Profit  and  Loss 
Account, 

These  features  connote  that  its  business  will  be  carried  on 
with  normal  prudence  and  that  the  Company  can,  and  will, 
be  self-supporting  provided  that  the  Credits  which  it  furnishes 
are  based  upon  economic  justification. 

The  provision  of  funds  without  reasonable  regard  to  the 
degree  of  risk  or  loss  will  not  be  a function  of  the  new  Institu- 
tion. 

Like  any  other  Company  whose  accounts  are  submitted 
to  the  public  gaze,  it  will  need  sufficient  gross  earnings  to 
enable  it  to  provide  for — 

(a)  the  costs  of  its  operations, 

(b)  the  costs  of  obtaining  the  requisite  finance, 
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(c)  the  provision  for  losses  in,  and  depreciation  of,  its 
assets  and 

[d)  provision  for  reasonable  contingencies,  having  regard 
to  the  character  of  its  assets  and  risks. 

The  subscribing  Banks  are  prepared  to  constitute  this 
Company  forthwith  and  to  bring  it  into  formal  existence  with 
a subscribed  Share  Capita!  of  £15,000,000  while  undertaking 
the  provision  of  further  Capital  in  the  way  of  Loans  to  the 
Company  of  £30,000,000. 

It  is  however,  possible,  that  the  facts  that: — 

(a)  the  Banking  system  provides  all  the  credit  facilities  for 


which  war-time  justification,  within  the  spirit  of  the 
Capita!  Issues  Orders,  exists; 

(i)  the  Company  is  designed  as  a post-war  reconstruction 
measure  and  will  not  be  able  effectively  to  function 
until  after  the  cessation  of  hostilities  in  Europe; 
may  operate  to  delay  the  commencement  of  business  by  the 
new  Company. 

It  remains,  nevertheless,  the  intention  of  the  sponsoring 
Banks  to  proceed  to  the  Registration  and  formation  of  the 
Company  at  the  earliest  moment  it  can  be  expected  to 
function. 


Appendix  III 

Cumulative  Total  of  Invested  Funds 
£’000  £'000 


Gross 

Net 

Gross 

Net 

At  31st  March,  1946 

178 

178 

At  31st  March,  1953 

. . 34,625 

26,286 

1947 

3,125 

3,070 

1954 

. . 38,288 

27,827 

1948 

8,191 

7,760 

1955 

. . 42,716 

28,622 

1949 

..  13,982 

12,398 

1956 

. . 49,440 

32,193 

1950 

..  18,616 

15,668 

1957 

. . 52,353 

33,109 

1951 

..  24,651 

20,252 

1958 

. . 55,714 

34,288 

1952 

. . 29,987 

23,689 

Gross  investment  is  the  total  sum  paid  out  to  the  dates  mentioned;  net  investment  is  gross 
realisations  and  provisions. 

investment  less  repayments. 

Abridged  Summary  of  Trading 

Results  for  Twelve  Years  and  Six  Months  to  March, 

1958 

ProfiilLOss 
before  interest 
and  Tax 

Interest  Paid 

Net 

Profitjt-oss 

Tax 

Dividend 

Profit  Retained 

£ 

£ 

£ 

£ 

£ 

£ 

Year  to  September,  1946 

13,727 

- 

13.727 

- 

- 

13,727{Dr) 

„ 1947 

50,895 

19,344 

70,239 

- 

- 

70,239[Dr') 

18  months  to  March,  1949 

197,194 

138,782 

58,412 

- 

- 

58,412 

Year  to  March  1950 

504,562 

143,931 

360,631 

154,258 

- 

206,373 

.. 

777,145 

196,480 

580,665 

219,468 

- 

361,197 

» 1952 

1,091,938 

337,097 

754,841 

366,809 

~ 

388,032 

» 1953 

1,341,127 

450,146 

800,981 

383,050 

165.000 

252,931 

1954 

1,481,237 

627,151 

854,086 

387,594 

206,250 

260,742 

1955 

1,976,504 

676,364 

1,291,140 

572,285 

215,625 

503,230 

1956 

2,276,664 

890,849 

1,385,815 

590,000 

215,625 

580,190 

1957 

2,348,634 

1,076,645 

1,271,989 

513,000 

215,625 

543,364 

1958 

2,457,972 

1,317,309 

1,140,663 

488,000 

215,625 

437,038 

3,507,043 

Less  Preliminary  Expenses  written  off  76,300 


3,430,743 
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31.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  LORD  PIERCY,  C.B.E.  AND  MR.  L.  G.  WHYTE* 


The  Principle  of  the  Unit  Trust  and  ns 
Development  up  to  Date  in  the  U.K. 

I.  Analytical 

1.  The  Unit  Trust  in  Outline 
The  unit  trust  is  a device  by  which  an  investor  may  buy, 
widi  a single  investment,  an  interest  in  a group  of  securities ; 
in  the  vernacular  employed,  it  is  a method  of  making  a 
“ spread  ” investment  in  shares.  It  has  been  applied  almost 
exclusively  to  investment  in  equity  shares. 

The  essential  features  of  the  device  are  : 

(i)  The  Unit.  A unit  trust  starts  by  the  setting  up  of  a 
group  (or  portfolio,  or  fund)  of  shares.  This  fund  is 
divided  notionally  into  x units.  The  value  of  each 
unit  as  an  interest  in  the  fund  is  arrived  at  by  valuing 
the  fund  at  the  current  Stock  Exchange  prices  of  the 
component  securities  (the  “ underlying  securities  ”) 
and  dividing  the  aggregate  value  by  x,  the  number  of 
units.  As  the  value  of  the  underlying  securities  varies 
from  time  to  time  according  to  the  movements  of  prices 
on  the  Stock  Exchange,  so  will  the  total  value  of  the 
fund  vary,  and  by  consequence,  the  value  of  the  unit. 
It  is  easy  to  see  that  units  can  be  added  to  &e  fund  by 
adding,  in  respect  of  each  new  unit,  securities  to  the 
current  value  of  the  existing  units.  Thus,  if  the 
number  of  units  is  to  be  doubled,  the  value  of  the 
underlying  securities  at  the  time  of  the  operation 
must  be  doubled.  The  value  of  new  and  old  units 
will  thus  be  the  same;  there  is  no  unfairness  as 
between  the  sitter  and  the  incomer.  Units  can  be 
subtracted  from  the  fund  on  the  same  principle.  If 
the  number  of  units  is  cut  down  by  one-half,  one-half 
of  the  value  of  the  underlying  securities  must  be  taken 
out.  The  value  of  the  remaining  units  will  thus  not  be 
altered.  Of  course,  there  is  a good  deal  of  technical 
detail  about  this — some  of  it  dealt  with  later — but 
this  is  the  principle. 

(ii)  The  Trust  and  the  Trust  Deed.  The  property  of  the 
unit  holders,  i.e.  the  shares  which  constitute  the  fund, 
is  deposited  on  trust  with  trustees  (usually  one  of  the 
joint  stock  banks)  when  the  original  fund  and  units  are 
created.  The  terms  of  trust  are  set  out  in  a trust  deed, 
which  prescribes  the  composition  of  the  fund  and 
safeguards  the  unit  holders’  interest  both  in  the 
custody  of  the  property,  and  in  all  dealings  with  the 
capital  and  the  income  of  the  fund  at  any  time— in  both 
the  underlying  securities  and  their  produce,  in  short. 
Among  other  important  matters,  the  trust  deed  pre- 
scribes the  method  of  pricing  units  in  the  various  con- 
texts in  which  pricing  is  needed,  the  charges  permitted 
to  the  managers,  and  other  like  details.  The  form  of 
trust  deed  has  been  undergoing  a steady  evolution 
under  the  impact  of  many  minds,  and  hardly  any  two 
trust  deeds  are  quite  alike.  It  has  been  the  policy  of 
trustees  to  get  everything  duly  taped  and  to  eliminate 
elements  of  discretion  or  surprise  for  them.  The 
unit  holder  normally  is  entitled  to  a copy  of  the  trust 
deed  in  return  for  a small  payment. 

(iii)  The  Managers.  In  relation  to  the  trust  and  the  fund, 
the  managers  normally  are  the  entrepreneurs  who 
initiated  and  created  the  trust,  and  who  aim  at  making 
a profit  by  operating  the  fund.  Within  the  framework 
of  the  trust  deed,  they  do  all  business  of  selling  units, 
buying  them  back,  and  maintaining  a two-way  market 
in  the  units ; preparing  the  unit  certificates ; keeping 
a duplicate  of  the  register  if  they  axe  registered  units ; 
preparing  the  annual  or  semi-annual  accosts,  and 
the  dividend  warrants;  and,  of  course,  buying  (or  in 
some  circumstances,  selling)  underlying  securities, 
•which  are  the  stuff  of  the  units,  as  required.  The 
duties  of  managers  make  quite  a list,  and  they  have 
rights  as  well  as  duties. 


2.  Unit  Trusts  and  Investment  Trust  Companies 
It  is  natural  to  compare  the  unit  trust  with  another  device 
by  which  the  investor  can  obtain  an  interest  in  a spread  of 
securities — the  investment  trust  company.  The  word  “ trust  ” 
in  this  title  is  meaningless,  but  perhaps  was  originally  a 
persuasive  word.  The  investment  trust  company  is  a limited 
Liability  company  of  ordinary  form  with  a share  capital  and 
perhaps  borrowed  funds  as  well,  which  invests  in  stocks, 
shares  and  securities  without,  as  a rule,  any  restrictions — 
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except  in  the  matter  of  maximum  holdings — on  its  powers  of 
investment  within  the  field.  The  price  of  the  shares  in  such 
a company  is  settled  by  supply  and  demand  on  the  Stock 
Exchange,  and  does  not  bear  any  necessary  or  determinate 
relation  to  the  value  of  the  equity  in  the  company’s  portfolio 
valued  at  current  prices  for  the  actual  securities.  It  is  always 
a point  of  interest  in  fact,  to  see  whether  the  “ break-up 
value  ” of  tlie  equity  stock  in  such  a company  exceeds  or 
falls  below  the  market  price.  Nonetheless,  the  shares  of 
investment  trust  companies  are  a favourite  form  of  invest- 
ment. 

The  chief  advantages  of  unit  trusts  compared  with  invest- 
ment trust  companies  are: 

(i)  The  trust  unit  is  an  extremely  convenient  form  of  invest- 
ment and  is  always  in  a somewhat  small  denomination, 
around  about  £1,  for  example.  Investment  trust 
company  shares  come  frequenffy,  though  not  so  much 
as  foimeriy,  in  larger  denominations,  and,  marketwise, 
are  not  altogether  easy  to  deal  in.  It  may  fairly  be 
claimed,  on  the  basis  of  experience,  that  it  is  easy  and 
simple  to  buy  or  seU  units,  but  somewhat  difficult  and 
complicated  to  buy  investment  trust  companies’  stodcs. 
This  ease  of  dealing  in  units  is  an  advantage,  especially 
for  the  small  investor. 

(ii)  The  value  of  the  unit  is  always  in  strict  relation  to  the 
vdue  of  the  underlying  securities  as  priced  in  the 
market,  a very  great  advantage  whether  the  investor 
is  buying  or  selling. 

(iii)  The  unit  holder’s  property  is  safe,  and  the  pattern  of 
investment  into  whidh  he  has  bought  hinuelf  and 
which  is  set  out  in  the  trust  deed  and  the  literature, 
cannot  be  departed  from.  He  is  safe  from  “ monkey- 
ing,” and,  in  the  most  important  respects,  from  the 
effects  of  incompetence. 

(iv)  Expenses  of  management  in  the  unit  trust  are  fixed, 
and  in  very  many  cases,  are  lower  than  in  the  invest- 
ment trust  company  of  moderate  size. 

(v)  On  the  other  hand,  it  has  been  held  that  the  investment 
trust  companies  offer  advantages  of  superior  manage- 
ment skill  and  experience.  It  is  fair  to  say  that 
opinions  as  to  the  value  of  management,  whether  in 
investment  companies  or  in  unit  trusts,  has  varied 
from  time  to  time. 

(vi)  The  capital  structure  of  an  investment  trust  company 

can  be  “ geared  ” by  the  issue  of  debentures  and/or 
preference  shares,  and  this  device  is  calculated  to 
increase  the  prospects  of  high  dividends  and/or 
capital  appreciation  for  the  holders  of  the  equity. 
There  ha<  been  one  important  geared  unit  trust;  but 
a geared  unit  trust  may  be  thought  to  be  rather  a 
bastard  affair.  ... 

(vii)  A company,  in  principle,  is  a permanent  institution. 
A trust,  however,  is  created  for  a period  only — depend- 
ing on  the  law  against  perpetuities.  A umt  trust, 
therefore,  is  commonly  made  for  21  years.  It  can,  of 
course,  be  renewed,  subject  to  the  consent  of  the 
existing  holders;  but  various  arrangements  about 
charges  and  so  forth,  which  in  current  practice  are 
keyed  to  the  original  trust  period,  must  then  start 
again. 

3,  Unit  Trusts,  Fixed  and  Flexible 

Unit  trusts  are  classified  in  this  country  as  fixed  or  flexible 
(the  latter  term  was  suggested  by  Lord  Bryce’s  essay  on 
Rigid  and  Rexible  Constitutions).  In  the  former,  iii  its 
strictest  type,  the  fund  is  made  up  of  blocks  of  specified 
securities,  in  specified  quantities  of  each,  with  powers  to 
the  trustees  or  managers,  as  a rule,  to  eliminate  a secmity 
or  securities  in  certain  events,  and  perhaps  to  substitute 
others  (either  specified  or  of  specified  characteristics)  for 
those  which  have  been  eliminated.  This  is  the  aboriginal, 
rigid,  ^ed  trust  as  invented  in  America  ro^d  about  19!^. 
In  a flexible  trust,  the  quantities  of  the  individual  securities 
may  be  varied  (usually  within  a maximum  per«ntage  of  the 
trust  fund)  and  the  specified  range  of  securities — ^the  port- 
folio or  permitted  list,  in  other  words-p-may  be  large,  with 
powers,  perhaps,  even  then,  of  introducing  additional  securi- 
ties. This  would  be  an  extreme  example : in  a flexible  trust, 
the  element  of  discretion — exercisable  be  it  noted  by  the 
managers  with  the  consent  of  the  trustees-p-may  be  trifling 
or  it  may  be  extensive;  and  at  the  latter  point,  there  is  some 
comparison  with  the  characteristic  feature  of  the  investment 
trust  company.  The  description  “ managed  unit  trust  ” has 
even  been  employed.  There  may  be  special  reasons  for 
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designing  a unit  trust  as  a flexible  trust,  as  in  the  case  of  the 
trusts  of  the  Bank  Insurance  group,  or  the  Foreign  Govern- 
ment Bond  Trust  and  some  others — usually  reasons  arising 
from  the  conditions  of  the  market  in  the  un^rlying  securities 
— though  also  it  may  be  fancy,  or  a belief  on  the  managers’ 
part  that  they  can  so  mana^  the  fund  as  to  beat  the  stock 
market  indices.  The  structure  of  a flexible  trust  may,  in  this 
country,  follow  one  of  two  models,  the  appropriation  fund, 
or  fte  cash  fund.  This  is  a matter  of  professional  preference 
which  has  been  made  to  appear  abstruse. 

4.  Technicalities  of  the  Unit  Trust 

The  principle  of  the  unit  trust,  once  it  is  grasped,  is  simple. 
The  technicalities  are  somewhat  intricate  and  can  be  des- 
cribed here  in  broad  terms  only. 

(i)  The  (sale)  price  of  the  unit  to  the  unit  holder.  This  is 
made  up  of  several  elanents  based  primarily  on: 

(a)  the  cost  of  the  underlying  securities  ^uired  to 
constitute  the  unit,  at  maricet  offer  prices; 

(b)  the  brokerage,  stamp  duty  and  transfer  fees 
involved  in  purchasing  them; 

(c)  the  managers’  remuneration  in  the  form  of  a 
service  charge  (normally  set  out  in  the  trust  deed) 
which  usually  is  a percentage  on  the  cost  of 
securities. 

The  actual  figuring  is  done  on  the  basis  of  the  fund  as  a 
whole,  and  the  (loaded)  value  of  the  fund,  thus  arrived 
at,  when  divided  by  the  number  of  units  may  come  out 
at  an  odd  figure  per  unit — to  a or  a id.  say.  The 
managers,  usually,  are  entitled 

(d)  to  “ round  off”  the  price  on  some  formula. 

The  sale  or  offer  price,  therefore,  is  made  up  of  Value 
of  underlying  securities  at  current  offer  prices  4-Stock 
Exchange  dealing  costs  4-service  charge  4-rounding  up. 

(ii)  Managers'  Service  Charge.  This  was  intended  pri- 
marily to  remunerate  the  managers  for  their  work  and 
enterprise  and  the  continuing  duties  which  managere 
have  to  perform  for  a trust  in  being;  but  out  of  it 
come,  too,  a sale  commission  for  brokers  or  banks, 
and — a major  point — the  annual  remuneration  and 
charges  of  the  trustees  for  which  the  mana^rs  (and 
not,  formerly,  the  trust  fund)  were  responsible.  At 
a certain  date,  the  problem  of  secure  provision  for  the 
cost  of  future  management  over  the  long  balance  of 
the  trust  period,  came  into  sight,  involving,  of  course, 
the  assurance  to  the  unit  holders  of  the  benefits  of 
the  trust  de^,  and  in  addition  (from  the  trustees’  part) 
the  tenninal  costs  if  any.  Several  solutions  of  ^is 
problem  were  propounded,  such  as  the  accumulation 
of  an  escrow  fund  out  of  the  manners’  service  charge. 
The  solution  devised,  and  rather  widely  adopted  in  the 
end  for  new  trusts,  was  to  impose  in  addition  to  the 
managers’  initial  service  charge,  a very  small  levy 
on  the  trust  fund,  which  would  be  applied  year  by 
year  to  provide  for  these  responsibilities  of  future 
management. 

(iii)  Repurchase  of  Units.  If  a unit  trust  fund  is  valued  in 
the  manner  described,  but  at  the  market  bid  (instead  of 
offer)  prices,  and  debited  with  the  Stock  Exchange 
expenses  of  dealing,  the  value  of  the  unit  may  come 
out  materially  below  the  value  based  on  offer  price. 
But  if  Ae  sale  of  units  is  reasonably  continuous,  the 
managers  may  expect  to  resell  units  taken  back,  perhaps 
at  once  anyhow  before  long,  and  in  normal  times  they 
may  be  willing  to  bear  a certain  amount  of  risk  in 
holding  them.  Consequently,  managers  usually 
quote,  for  repurchase  of  units,  a moderate  turn  below 
the  offer  price,  thus  a double  price,  offer/bid,  of  say 
20s./19s.  Nevertheless,  under  the  trust  deed,  a holder 
may  demand  what  is  called  the  “ liquidation  ” value 
of  his  imits— determined  in  case  of  need  by  the  actual 
realisation  in  the  market  of  his  share  of  the  trust 
property — and  although,  in  this  example,  that  would 
be  less  than  19s.,  still  it  represents  a minimum  below 
which  the  value  cannot  fall;  and  it  is  derived,  in  the 
manner  described  above,  from  the  actual  realisable 
market  value  of  the  underlying  securities. 

II.  Historical 

(The  Movement  from  1931  to  1939) 

1 Development  of  the  Business:  by  Managers  and  Trusts 

The  first  unit  trust  to  be  introduced  in  the  U.K.  was  the 
First  British  Fixed  Trust,  managed  by  Municipal  and  General 
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Securities  Limited,  in  April,  1931.  This  was  a replica  of  the 
American-invaited  fixed  trust,  which  had  sprung  up  in 
America  in  the  early  months  of  the  depression  in  1929,  in 
violent  reaction  against  the  so-called  management  type  of 
investment  company,  which  had  enjoyed  immense  popularity 
from  1926  to  1929.  The  fixed  trust,  for  its  part,  swept  the 
field  from  late  1929  to  late  1931,  though  its  popularity  subse- 
quently declined.  M.  & G.,  as  a subsidiary  at  one  remove, 
of  an  American  firm.  White  Drummond  and  Company,  had 
access  to  this  experience,  and  at  the  end  of  1929,  or  the 
beginning  of  1930,  they  had  sent  Mr.  G.  F.  Faber  to  America 
to  study  the  technique  and  the  sales  methods.  This  trust  was 
immediately  succes^ul,  and  the  managers  followed  it  with 
others.  In  April,  1934,  they  introduced  the  first  flexible 
trust,  the  Foreign  Government  Bond  Trust,  following  once 
more,  American  practice  in  its  design. 

Fairly  close  on  the  heels  of  M.  & G.,  the  National  Group 
of  Fix«i  Trusts,  in  June,  1932,  issued  National  "A”  Fixed 
Trust.  The  National  ^oup  introduced  registwed  certifi- 
cates; the  M.  & G.  units,  following  American  practice,  had 
been  in  bearer  form.  From  this  time,  registered  certificates 
became  British  practice.  Continuing  the  chronology.  Second 
British  Fixed  Trust  and  National  “ B ” followed  during 
1933;  three  other  trusts  appeared  in  1933.  Two  other 
leading  ^oups  made  their  debut  in  1934;  Dawnay  Day  and 
Company  with  Investors  General  Fixed  Trust  in  February, 
and  Allied  Investors  with  British  Industries  Fixed  Trust  in 
March.  1934  was  the  wonder  year  for  the  introduction  of 
the  unit  trusts.  No  less  than  nine  were  issued  in  March, 
1934;  over  the  year  twenty-four  came  out. 

The  most  notable  feature  of  1934  was  the  appearance  in 
June,  1934,  of  the  Trust  of  Insurance  Shares,  managed  by 
Trust  of  Insurance  Shares  Limited,  now  Bank  Insurance 
Trust  Corporation  Limited.  This  trust,  and  the  others  of 
this  group  which  followed,  were  all  flexible  tmsts  of  a design 
which  owed  nothing  to  the  American  pattern;  the  portfolios 
w«e  all  of  bi^  ^de  securities  in  spedal  fields,  which  fre- 
qu^tly  had  a restricted  market 
The  years  from  1935  to  1939  saw  the  leading  groups  intro- 
ducing new  trusts  and  a good  many  smaller  newcomers,  but 
by  1934  the  movement  had  taken  on  its  complete  pre-war 
complexion.  Many  new  ideas  were  put  forward  sub- 
sequently— including  savings  sdiemes,  sales  through  the 
Co-operative  Movement,  trusts  with  reserve  provisions,  and 
an  instalment  plan  with  cancellation  of  unpaid  balance  on 
death;  but  no  striking  novelty  materialised  except  the 
Comhill  Trust  manag^  by  Trust  of  Insurance  Shares 
Limited,  which  was  a geared  trust,  floated  off  on  a large  scale. 
The  public  offer  of  units  in  bulk  had  been  introduced  by 
Trust  of  Insurance  Shares  Limited  in  1935.  Sales  probably 
decreased  after  1936  for  the  movement  as  a whole,  but  not 
necessarily  for  individual  groups. 

The  first  trust  concentrating  mainly  on  shares  of  Scottish 
companies  (Scotbits)  was  introduced  by  a Scottish  subsidiary 
company  of  Trust  of  Insurance  Shares  Limited  in  1937,  with 
a lading  Scottish  bank  as  trustee. 

2.  The  External  Vicissitudes  of  the  Movement 
(A)  The  Animus  against  Unit  Trusts.  The  striking,  and 
indeed  strange,  thing  about  the  reception  of  this  new 
type  of  investment  instrument,  once  it  has  really  been 
put  over,  was  the  intense  prejudice  created  against  it 
in  the  Gty.  This  probably  was  not  evident  as  eariy 
as  April,  1931,  nor  June,  1932,  but  it  was  well  estab- 
lished by  the  early  part  of  1933.  The  centre  of  this 
prejudice  was  the  Stodc  Exchange;  how  far  it  extended 
beyond  that  circle  is  uncertain.  Two  of  the  big  five 
banks,  for  one  reason  or  another,  formed  the  decision 
not  to  undertake  the  trusteeship  of  any  unit  trusts  and 
adhered  to  this  up  to  the  end  of  the  war.  The  reasons 
for  this  decision  are  unknown.  Some  reasons  more 
or  less  conjectural,  can  be  assigned  for  the  antagonism 
to  unit  trusts:  though  it  may  be  said  at  once  that  it 
never  had  any  substantial  or  sufficient  foundation: 

(i)  The  Stock  Exchange  felt  rather  obscurely  that 
the  unit  trusts  encroached  upon  their  proper 
business.  This  point  in  a way  was  nonsense, 
since  all  the  underlying  securities  had  to  be  bought 
through  the  Stock  Exchange,  and  stockbrokers 
got  the  business.  They  did  not  like  the  idea_  of 
a market  in  shares  at  one  remove— the  dealing 
apparatus  for  units  operated  by  the  trust  managers 
—being  allowed  to  grow  up  and  flourish  outside 
the  Stock  Exchange.  And  some  of  them  argued 
that  the  fixed  trust  itself  was  a bad  thing  because 
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in  the  event  of  a.  slump  the  unit  holder  would 
rush  to  sell,  and  the  underlying  securities,  thrown 
recklessly  on  the  markets,  would  knock  them  to 
bits.  No  good  to  counter  with  a belief  that  the 
unit  holder  was  likely  to  be  a sedentary  holder. 

(ii)  It  was  pointed  out  (and  this  was  rather  a lawyer’s 
or  banker’s  point)  that  in  principle  anybody 
could  be  the  trustee  of  a unit  trust.  This  criticism, 
of  course,  went  direct  to  the  central  nerve  of  the 
whole  thing;  but  it  was  academic.  In  practice 
it  never  did  happen  that  trustees  of  mere  straw 
were  propounded  as  trustees  of  a unit  trust.  On 
the  contrary,  it  became  obvious  that  the  success 
of  any  trust  depended  upon  getting  a first-rate 
trustee  almost,  indeed,  upon  getting  a first-rate 
bank  trustee,  because  experience  showed  that 
sales  coming  up  from  banks’  branches  were  a 
major  component  of  all  sales. 

(iii)  it  was  alleged,  and  it  seemed  rightly,  that  anybody 
could  start  a unit  trust  with  a very  little  capital 
and  this  was  an  opportunity  for  adventurers. 
This  was  not  an  unreasonable  argument. 

It  must  be  admitted  that  looking  at  the  management 
companies  that  came  into  existence,  they  appeared 
to  be  not  very  substantial  entities.  Municipal  and 
General  Securities  Limited  paid  up  capital  was  given 
in  1 935  as  £24,000.  Its  respectability  was  well  vouched 
for  by  having  on  its  Board  Mr.  G.  M.  Booth,  a director 
of  the  Bank  of  England.  The  paid  up  capital  of  the 
National  Fixed  Investment  Trust  Limited  was  £20,810; 
it  had  two  or  three  people  of  position  on  ite  Board. 
Investors  Specialised  Fixed  Trusts,  a subsidia^  of 
Dawnay  Day  and  Company  Limited,  with  a paid  up 
capital  of  £5,000,  had  a Board  consisting  of  directors  or 
associates  of  Dawnay  Day  and  Company,  ^ed 
Investors  Fixed  Trusts  Limited,  with  £26,700  paid  up, 
had  two  directors  of  insurance  companies  (including 
an  eminent  K.C.)  and  an  expert  in  the  shape  of  Mr. 
Hartley  Withers.  Trust  of  Insurance  Shares  Limited, 
had,  by  contrast,  substantial  resources  of  £10,000  in 
paid  up  share  capital  and  £75,000  loan  capiti,  with 
a board  of  City  names.  On  the  other  hand,  three 
management  companies  established  in  1934  and  1933 
had  each  a capital  of  £100.  By  1939,  the  capital 
structures  of  the  successful  groups  had  for  the  most 
part  become  more  substantial.  It  could  be  said,  no 
doubt,  that,  in  principle,  a management  group  could 
be  started  with  £100.  But  the  chances  of  success 
would  be  slender  unless  a first-class  trustee  could  be 
obtained;  the  prospect  of  this  would  be  negligible. 
Also,  the  ante  in  fact  had  been  raised,  because  the 
scale  of  advertising  and  its  expensiveness  had  enor- 
mously increased. 

(iv)  Amore  down  to  earth  complaint  of  unit  trusts  was 
the  alleged  excessive  charge  and  the  suspected 
malpractices  of  some  managers.  Nothing  under 
this  head  goes  to  the  root  of  the  matter,  since  in 
any  unit  trust  the  deposited  property  must  be  as 
prescribed  by  the  trust  deed  and  all  dealings  with 
it,  by  way  of  capital  or  income  are  controlled 
by  the  trustees  in  terms  of  the  trust  deed. 

As  to  charges,  this  strictly  is  a question  of  the 
service  charge.  The  permitted  service  charges  were 
always  visible.  They  range  in  the  case  of  the  earlier 
fixed  trusts  from  the  7 per  cent,  of  the  First  British 
Fixed  Trust  and  the  Second,  Third  and  Fourth  British 
Fixed  Trusts  (for  a maximum  life  of  20  years)  to  a usual 
5 per  cent,  (for  20  to  21  years)  in  later  trusts— in  all 
cases  without  an  annual  charge.  An  aberration  was 
the  four  Keystone  Gold  Share  Trusts  with  a service 
charge  of  10  per  cent,  (for  a 10  year  life).  The  once 
for  all  initial  charge  was  later  superseded.  On  the 
basis  of  opening  charge  plus  annual  charge,  the  figures 
ranged  from  the  Foreign  Government  Bond  Trust,  6 
per  cent,  of  offered  price-t-i  per  cent,  annually  on  the 
mid-monthly  value  of  deposited  property,  maximum 
life  21  years,  to  the  4 per  cent,  initial  and  J per  cent, 
per  annum  of  the  Scottish  Trust  of  Bank  Insurance  and 
Investment  Trust  Shares  (Scotbits)  with  a 25  year  life. 
All  this,  of  course,  is  pre-war.  There  is  not  a great  deal 
to  be  said  on  all  this,  except  that  in  some  cases  the 
charges  were  lower  than  in  others.  The  alleged  mal- 
practices centred  round: 

(a)  the  daily  pricing  of  units.  The  charge  was  that 
this  in  some  cases  was  done  loosely,  but  so  that 


the  managers  got  an  advantage  either  on  rounding 
up  the  price,  or  on  the  actual  purchase  of  securities 
at  a lower  price  than  that  taken  into  the  pricing 
of  the  unit.  This  is  the  sort  of  insinuation  which 
it  is  difficult  to  pin  down  at  any  time.  However, 
several  management  groups  from  the  start  had 
their  pricing  done  by  members  of  the  Stock 
Exchange;  shortly  before  the  outbreak  of  war,  the 
pricing  for  about  30  trusts  covering  perhaps  one 
third  of  the  total  investment  in  unit  trusts  was 
done  by  a single  firm  of  stockbrokers,  which  had 
set  up  an  expert  department  for  the  pmyose.  At 
that  date,  a clause  in  trust  deeds  providing  that 
price  calculations  must  be  certified  by  a member 
of  the  London  Stock  Exchange  was  not  un- 
common. The  abuse,  if  it  existed  at  all,  cannot 
have  been  important.  Rounding  up  was  provided 
in  trust  deeds  and  set  out  in  the  literature.  A 
rounding  up  to  the  nearest  3d.  of  price  was  some- 
times allowed,  and  it  may  well  be  that  prices 
tended  more  often  to  be  rounded  up  than 
rounded  down.  But  the  sting,  if  any,  arose 
only  if  pricing  was  abused. 

(f>)  Deceptive  calculations  of  yield.  This  complaint 
turned  more  than  anything  on  a point  of  design. 
Are  bonuses  and  ri^ts  to  be  sold,  and  the  pro- 
ceeds added  to  income,  or  are  they  to  be  dealt 
with  in  such  a way  as  to  stren^hen  the  capital 
position  of  the  trust  ? The  all-in  current  yield, 
obviously,  will  differ  according  to  the  method 
adopted.  Full  disclosure,  no  doubt,  is  an  answer 
to  criticisms  of  the  first  method;  but  the  point 
is  technical,  and  the  unit  holder  probably  would 
be  hardly  likely  to  understand  it.  Professional 
views  as  to  which  is  intrinsically  the  better  alterna- 
tive varied.  Ilie  sting  of  this  point  arose  from 
the  degree  in  which  competition  between  rival 
groups  (offering  in  fixed  trusts,  it  must  be  con- 
fessed, much  the  same  commodity)  _ turned  on 
advertised  yield.  From  this  competiton  indeed 
arose  a more  subtle  mischief  than  deliberately 
misleading  published  calculations  of  yield  (if  such 
occurred)  or  the  abuse  (if  abuse  it  was)  of  dis- 
tributing the  proceed  of  rights  and  bonus^. 
This  mischief  was  two-fold;  the  deterioration  in 
die  make-up  of  new  fixed  portfolios  and  the 
“ escape  ” which  began  to  appear  into  new 
flexible  trusts  with  a very  large  number  of 
securities  where  the  managers,  by  selection  could 
(temporarily  anyhow)  increase  the  apparent  pros- 
pective yield.  From  that  angle  it  would  be 
possible  to  say  that  the  managed  unit  trust  may 
easily  become  a second-rate  device;  at  any  rate 
it  can  move  far  from  the  native  virtue  of  no 
monkeying.  But  to  pursue  this  far  would  be  to 
impugn  the  basic  principles  of  the  investment 
trust  company,  which  is  by  no  means  the  present 
intention. 

(B)  Investigation  and  Common  Action 

(i)  The  Stock  Exchange  Enquiry.  The  Committee  for 
General  Purposes  of  the  Stock  Exchange  in  May, 
1934,  laid  on,  through  a sub-committee,  an 
enquiry  into  unit  trusts.  This  was  ^ enquiry  on 
a wide  basis;  it  was  prompted,  obviously,  by  the 
large  sales  which  unit  trusts  had  achieved  and  the 
possible  repercussions  upon  Stock  Exchange 
interests;  and  it  centred,  as  was  natural,  on  the 
problem  as  to  whether  or  how  the  unit  trusts 
should  or  could  be  fitted  into  the  Stock  Exchange 
sphere.  Hence,  the  chief  product  of  the  mvestiga- 
tion  was  a set  of  proposed  conditions  on  which  it 
was  thought  to  be  possible  to  permit  dealing  in 
trust  units  on  the  floor  of  the  Stock  Exchange. 
There  was  no  note  of  enthusiasm  in  the  recom- 
mendations, and  more  than  a hint  of  the  rewgni- 
tion  of  the  fact  that  managers  might  prefer  to 
retain  their  own  dealing  arrangements.  This,  in 
fact,  was  the  nub  of  the  matter;  and  subsequent, 
as  well  as  contemporary  experience  has  shown  that 
the  retention  of  dealing  in  units  by  the  managers 
is  desirable,  not  only  on  account  of  wperlor 
efficiency,  but  also  of  economy.  The  General 
Purposes  Committee  of  the  Stock  Exchange  did 
not,  however,  adopt  the  proposed  rules.  It  took 
the  view  that  it  would  be  desirable  that  the  precise 
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status  and  form  of  the  unit  trust  should  first  be 
defined  by  legislation. 

The  report  contained  no  animadversion  on 
unit  trusts  as  such,  nor  on  the  current  practices 
of  management  groups. 

(ii)  The  Board  of  Trade  Enquiry.  The  notion  of  a 
consideration  of  the  unit  trust’s  legal  status 
materialised  in  the  shape  of  the  appointment  by 
the  Board  of  Trade  of  a strong  Committee  in 
March,  1936,  with  wide  terms  of  reference.  This 
Committee  reported  in  August,  1936.  It  pro- 
pounded a comprehensive  code  of  regulations  to 
establish  and  control  the  pattern  and  administra- 
tion in  ah  points  of  unit  trusts.  It  suggested  that 
this  should  be  given  legislative  embodiment.  The 
underlying  concepts  of  the  report  were  legal,  and 
influenced  by  an^ogies  with  the  Companies  Acts 
and  the  law  relating  to  insurance  companies.  It 
would  have  enclosed  the  unit  trust  in  an  iron 
carapace,  albeit  at  the  risk  of  smothering  it.  It 
might  be  thought  that  these  recommendations 
were  a case  of  demand  producing  supply.  How- 
ever that  may  be,  the  Government  aimounced, 
after  no  long  interval,  that  it  did  not  propose 
to  introduce  legislation. 

The  investigation  had  not  shown  anything  to 
be  wrong  wiSi  the  unit  trust  movement  or  its 
management. 

(iii)  The  Unit  Trusts  Association.  In  the  contemporary 
climate  of  opinion,  the  responsible  leading  con- 
cerns in  the  movement  were  apt  to  be  nervom  and 
apprehensive.  They  were  annoyed  and  indignant 
too,  of  course ; but,  also,  they  were  anxious  to 
preserve  a btisiness  which  was  a good  and  profit- 
able business  for  the  efficient.  Hence  the  steps 
taken  to  form  an  association  of  unit  ^st 
managers,  which  at  one  and  the  same  lime, 
would  set  up  standards  of  practice  and  would 
safeguard  the  movement.  The  tentatives  were 
well  received.  A Fixed  Trusts  Joint  Advisory 
Committee  was  formed  in  April,  1935.  It  was 
succeeded  in  1936  by  the  Association  of  Fixed 
Trust  Managers,  later  renamed  the  Unit  Trusts 
Association  (revised  constitution  30th  September, 
1943).  An  excellent  Chairman  was  found  in  the 
person  of  Sir  Cassie  Holden.  But  a certain  rift 
in  the  lute  appeared  on  one  point — ^which  had 
several  roots — namely  the  tendency  of  the  asso- 
ciation to  try  to  standardise  too  much  some  of 
the  details  of  practice,  and  to  prescribe  the  wording 
of  trust  deed  clauses.  For  this  and  other  reasons 
the  Trust  of  Insurance  Shares  remained  aloof. 
The  association  is  stiU  in  existence,  but  in  abey- 
ance. As  compared  with  some  of  the  other 
associations — the  Issuing  Houses  Association  is 
a good  example — the  Unit  Trusts  Association 
perhaps  tried  to  do  the  impossible,  and  as  a 
result  it  never  became  comprehensive. 

(iv)  Legislation.  In  1939  the  Government  introduced 
a long-expected  bill  for  dealing  with  share  push- 
ing. At  the  same  time  it  reiterated  its  decision 
not  to  introduce  legislation  concerning  unit  trusts. 
Nevertheless,  a drive  from  a Stock  Exchange 
quarter,  at  a somewhat  late  stage  of  the  bill, 
resulted  in  the  inclusion  of  provisions  for  the 
regulation  of  unit  trusts— a bald  list  of  provisions  as 
compared  with  the  elaborate  recommendations  of 
the  Committee  of  1936,  but  containing  certatn 
seeds  of  future  vexation,  as  explained  later  in  this 
paper. 

3.  The  State  of  the  Movement  about  the  middle  of  1939 
At  this  date  the  total  investment  in  trust  units  was  estimated 
at  £80  million.  98  trusts  were  in  adstence,  of  which,  how- 
ever 36  were  closed.  Management  companies  numbered 

29'  but  ofthese.someweresubsidiariesofothermanagement 

comDarfies;  nevertheless,  there  were  15  “ groups.”  TJemain 
contMtants  for  the  business  had  been  sorted  out.  Trust  of 
Insurance  Shares  Limited  with  its  impressive  management 
and  substantial  resources  had  trust  funds  outstanding  of 
^ween  £20  and  £25  million.  Next  to  them,  or  perhaps 
S ^th  them  came,  probably,  the  Nponal  group  and 
Smbined  associated  groups;  and  then  Municipal  and 
General  who  had  pioneered  the  first  fixed  trust.  Allied 
Sv«toi«  followed  some  way  behind.  The  fixed  trust  m its 


original  form  was  outdated;  and  even  with  an  element  of 
what  might  be  called  plasticity,  it  was  no  longer  in  favour. 
The  flexible  trust  bad  become  the  dominant  type.  The 
flexible  trust  permitted  the  exploitation  of  classes  of  shares 
which  had  a difficult  market;  and  in  this  way,  the  specialised 
flexible  trusts  offered  a particular  advantage  to  investors  large 
or  small,  but  especially  to  the  small.  The  trust  based  upon 
industrial  and  commercial  securities  was,  however,  still  much 
to  the  fore;  in  this  sector  there  had  begun  the  vogue  of  the 
” managed  ” unit  trust,  perhaps  a dubious  horse.  The 
emphasis  throughout  the  movement  was  on  ^uities;  and 
except  as  a mixer  to  bring  up  the  yield  it  was  difficult  to  find 
a preference  share  or — unless  to  cover  callable  liability — a 
fixed  interest  security.  The  methods  of  dealing  with  sale  and 
repurchase  had  been  fully  explored;  and  dealing  on  the 
whole  was  efficient  and  satisfactory.  It  was  done  best,  of 
course,  in  cases  where  sales  were  large  and  continuous.  The 
arts  and  methods  of  publicity  had  become  stabilised.  The 
banks,  and  above  all  the  larger  banks,  had  become  predomi- 
nant as  trustees;  and  the  part  which  bank  branches  played 
in  sales  was  extremely  significant.  Provincial  stockbrokers 
produced  a certain  quantity  of  sales,  but,  next  to  the  banks, 
it  was  the  direct  application  of  the  public  in  response  to 
advertising  which  bulked  largest.  It  had  become  clear  that, 
based  on  the  range  of  charges  which  was  customary  (and 
which  to  a certain  extent  was  squeezed  down  by  competition) 
the  management  group  with  a very  large  turnover  could  make 
a very  substantial  profit;  on  the  other  hand  the  small  group 
with  the  small  turnover  would  be  hard  put  to  it  to  make  any 
profit  at  all.  One  or  two  managements  disappeared  probably 
for  this  reason;  several  mergers  and  amalgamations  had  taken 
place  for  riiig  or  other  reasons.  A substantial  number  of 
trusts  had  been  closed,  mostly  because  they  had  inched 
their  maximum  size,  or  under  other  trust  deed  provisions. 
The  movement  had  had  its  shar^  and  more  than  its  share,  of 
invidious  attention  from  the  City  and  from  the  authorities. 
Finally,  it  has  been  subject  to  legislation  which,_  again  invi- 
diously, as  some  thought,  has  been  embodied  in  a statute 
entitl^  Prevention  of  Fraud  (Investments)  Act.  This  laid 
down,  for  regulation  by  rules  to  be  made  by  the  Board  of 
Trade,  besides  certain  matters  which  were  already  common 
form,  two  possible  sources  of  contention.  These  were  the 
manner  in  which  the  sale  price  of  imits  and  yield  are  to  be 
calculated,  and  the  form  of  accounts  to  be  circulated  to  unit 
holders  relating  to  the  trust  and  to  the  managers’  accounts 
and  remuneration  in  relation  to  the  trust.  These  rules,  in 
1939,  had  still  to  be  framed.  In  1937,  one  group,  British 
Empire,  offered  to  unit  holders,  in  one  or  two  instalments,  a 
conversion  of  the  units  of  the  six  trusts  managed  by  them 
into  shares  of  investment  trust  companies  to  be  formed  for 
the  purpose.  The  National  group  followed  with  an  offer 
similarly  to  convert  the  units  of  their  National  “ A ” Fixed 
Trust.  Two  of  these  offers  were  withdrawn;  and  the  National 
group’s  offer  met  a poor  response.  It  was  generally  felt  at  the 
time  that  ffiese  moves  were  an  aberration ; and  the  subsequent 
price  history  of  the  shares  of  the  five  companies  which  were 
formed  seemed  to  show  conclusively  that  holders  would  have 
done  better  to  stay  in  units. 

4.  Unit  Trusts  in  War  Time 

The  issue  of  trust  units  was  included  in  the  Treasury  ban 


on  new  issues  in  1939,  that  is  to  say,  it  was  swept  into  the 
general  control  of  new  issues;  and  it  did  not  at  any  “jne 
qualify  for  the  favourable  consideration  of  the  C.I.C.  This 
meant  that  the  creation  of  new  units  in  any  year  was  limited 
to  £10,000  worth  for  each  existing  trust.  There  was  no  ban 
on  the  resale  of  units  which  had  been  purchased  by  the 
managers.  The  managers,  with  depicted  staffs,  difficult 
stock  market  conditions,  and  new  busmess  substotially  cut 
off,  were  in  a difficult  situation,  since  they  had  duties  towards 
unit  holders  to  make  the  distributions  on  the  due  dates,  and 
to  circulate  the  statutory  information  when  required,  ^ides 
(what  was  still  more  fundamental)  providing  facilities  for 
repurchase  or  Uquidation  of  units.  The  fact  that  the  manage- 
ment groups  were  able  to  carry  on  in  these  conditions  is  a 
tribute  to  the  soundness  of  the  underlying  financial  set-up  of 
the  trusts  as  developed  in  the  preceding  years;  and,  of 
course,  to  the  quality  of  the  management  groups  them»lves, 
newcomers  though  they  might  be  in  the  general  comity  of 
the  <3.ty.  The  crux  of  the  roanafeers’  situation  and  the 
measuring  rod  by  which  their  war  time  record  should 
judged  is  their  success  in  maintaining  a market  tor  the 
realisation  of  units.  In  this  it  may  be  said  that  they  were  on 
the  whole  remarkably  successful.  In  the  case  of  the  smaller 
groups,  liquidation  of  units  was  hardly  avoidable;  but  ffie 
seller  got  his  liquidation  proceeds  and,  as  the  holder  ot  a 
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spread  investment,  in  fact  did  better  very  often,  than  he 
would  have  done  had  he  had  his  money  in  a single  Stock 
Exchange  security.  The  larger  trusts  with  more  resources 
were  able,  at  any  rate  in  certain  cases,  to  pursue  a policy  of 
bolding  the  units  repurchased,  marrying  these  units  with 
new  units  created  from  time  to  time  within  the  permitted 
limit,  and  preserving  in  this  way,  the  ability  to  sell  a certain 
number  of  new  units  to  match  repurchases.  This  gave  the 
retiring  unit  holder  a better  deal  than  liquidation  proceeds. 

The  formulation  of  the  Board  of  Trade  rules  took  place 
at  a leisurely  pace  in  the  first  war  years.  Of  the  more  difficult 
points,  the  question  of  accounts  was  settled  by  consultation 
with  managers  and  the  Association  after  conflicting  and 
metaphysical  discussions.  Pricing  (which  included  service 
charges)  and  calculation  of  yield  were  more  perhaps  a dic- 
tated settlement.  It  was  felt  by  many  that,  in  the  di^ussions 
and  negotiations,  the  Board  of  Trade  displayed  an  un- 
favourable attitude  towards  unit  trusts  and  that  this  made 
its  impress  on  the  regulations.  The  management  groups,  bit 
by  bit  entered  into  amending  deeds  to  incorporate  the  pro- 
visions of  the  Act  and  the  rules.  One  group  proceeded  a 
little  further  in  the  direction  of  converting  unit  trusts  into 
investment  trust  companies,  inspired  in  this  case  by  doubts 
about  the  future  viability  of  the  movement. 

The  unit  trust  movement,  however,  or  at  least  its  major 
components,  emerged  from  the  war  lean  and  sobered,  with 
colours  flying,  but  a somewhat  bleak  prospect  ahead. 

5.  Post  fVar  Development  1945  to  1958 

(i)  The  re-start.  While  the  control  of  new  issues  re- 
mained, the  one  mode  in  which  any  sizeable  business 
• in  sale  of  units  could  be  done  was  by  bulk  offers  along 
the  lines  of  the  pre-war  technique  of  Trust  of  Insurance 
Shares  Limited  made  up  mainly  fay  accumulations  as 
already  described.  Thus  in  1951  M.  & G.  Securities 
Limited  offered  500,000  M.  & G.  General  Trust  Funds 
at  20s.  This  trust  was  a consolidation  of  four  of  their 
previously  existing  trusts.  A new  feature  was  that  a 
Stock  Exchange  quotation  was  obtained  for  these 
units.  This  gave  room  for  much  debate. 

The  proponents  of  a Stock  Exchange  quotation  for 
trust  units  aver  that  it  adds  to  the  prestige  of  the 
unit  trust.  Again,  the  investment  powers  of  several 
private  or  public  trusts  stipulate  that  investments 
must  be  confined  to  securities  quoted  on  the  Stock 
Exchange;  so  the  sphere  of  potential  purchasers  for 
the  units  may  be  enlarged.  There  are  arguments  on 
the  other  side.  Jobbing  in  the  Stock  Exchange  is 
essenti^y  a risky  business.  The  jobber  quotes  a 
price  so  as  to  make  a turn;  but  he  must  always 
estimate  the  supply  and  demand,  and  he  can  at  times 
miscalculate  and  make  nasty  losses.  But  as  far  as 
jobbing  on  the  Stock  Exchange  in  unit  trust  prices  is 
concerned,  there  is  no  risk  for  the  jobber,  because  the 
managers  are  always  in  the  backgroimd  as  reinsurers 
at  no  cost,  or,  at  worst,  at  a negligible  cost.  Thus  the 
safe  core  of  the  jobbing  turn  is  available  to  the  Stock 
Exchange  jobber  at  the  expense  of  the  manager,  whose 
profits  are  accordingly  diminished,  thus  making  it 
more  difficult  for  him  to  cut  bis  cost  to  his  own 
customer,  i.e.  the  unit  holder.  Many  experts  believe 
that  the  dealing  service  traditionally  offered  by  trust 
managers  is  thorou^y  satisfactory  and  can  be  only 
impaired,  not  improved,  by  bringing  in  the  Stock 
Exchange.  There  are  thus  arguments  on  both  sides, 
though  nothing  prejudices  the  vital  point  that  all  the 
underlying  investments  of  a unit  trust  should  be 
quoted  investments. 

The  Comhill  Trust  was  the  first  and  only  experi- 
inent  in  a geared  unit  trust,  and  its  demise  became 
certain  when  in  1952  the  debentures  fell  due  for 
repayment,  and  a new  trust  was  formed  to  take  over 
the  interests  of  the  deferred  unit  holders.  The  new 
trust,  named  Consolidated  Units,  was  offered  first 
as  a conversion  issue  and  later  in  1952  as  a cash  offer. 
Within  a fortnight  of  the  opening  of  the  cash  offer  over 
800,000  units  were  sold  at  the  price  of  16s.  Here  was 
another  demonstration  that  new  life  was  returning  to 
the  unit  trust  world. 

In  1953  Treasury  control  was  relaxed  and  C.I.C. 
consent  could  be  obtained  for  new  issues  of  unit 
trusts.  Experience  seems  to  show  that  no  applications 
have  been  refused  since  then,  not  excepting  applica- 
tions for  issues  of  £500,000  or  more. 


Compared  with  the  pre-war  position,  however,  the 
unit  trust  movement  is  subject  to  severe  disabilities. 
Settlement  duty  of  -1  per  cent,  on  deposited  property  is 
unchanged  from  pre-war.  Service  charges  are  now 
controlled;  the  maximum  service  charges  prescribed 
by  Board  of  Trade  are  of  the  order  of  13i  per  cent, 
over  the  life  of  20  years.  This  quantum  may  be  dis- 
tributed in  various  ways.  A common  form  is  2 per  cent, 
initial  charge  plus  li  per  cent,  brokerage  plus  i per 
cent,  per  annum  for  a trust  of  20  years  life.  Rounding 
up  is  limited  to  3d.  per  unit  with  a maximum  of 
1 per  cent,  of  the  unit  price.  Stamp  duty  on  units  re- 
purchased is  now  2 per  cent.,  and  there  is  also  an 
issue  duty  charged  on  reissued  units  if  tliey  have  been 
held  by  the  managers  for  more  than  two  months. 
Repurchase  duty  is  not  new,  but  is  at  a higher  rate 
than  pre-war.  Issue  duty  is  a new  charge,  but  is 
levied  only  on  reissued  units,  and  not  on  the  issue 
of  new  units.  Stamped  contract  notes  are  now  re- 
quired. Trustees  remuneration  has  increased  five-fold. 
Auditors  fees  and  brokerage  charges  have  increased. 
The  overhead  costs  of  management  have  increased. 
Thus,  the  expenses  of  the  business  are  up,  and  the 
margin  allowable  is  down.  Fiscal  charges  on  unit 
holders  are  up,  even  if  service  charges  on  balance — 
possibly — are  down. 

Nevertheless,  at  the  present  time,  October,  1958, 
the  wheel  seems  to  have  turned  full  circle.  The  unit 
trust  is  favoured  in  august  quarters  as  the  best  method 
of  interrating  the  general  public  in  investment  in 
equity  shares  and  new  trusts  are  being  formed  or 
projected. 

(ii)  Some  New  Developments  Associated  With  Unit  Trusts. 
The  primary  purpose  of  a unit  trust  is  the  investment 
of  the  savings  of  persons — or  corporate  bodies — of 
small  or  limited  means.  An  interesting  auxiliary 
development  is  in  cormection  with  Pensions.  When 
the  1956  Finance  Act  gave  taxation  relief,  within 
certain  limits,  for  the  self-employed  man  who  wanted 
to  provide  for  his  retirement,  it  became  evident  that 
many  professional  men  if  they  had  the  option,  would 
choose  a contract  which  either  participated  generously 
in  profits  throughout  the  whole  term  of  the  contem- 
plated retirement  annuity,  or  in  which  aE  or  part  of 
the  benefits  was  express^  in  terms  of  an  index  of 
ordinary  shares.  The  experience  in  America  of  the 
College  Equities  Retirement  Fund,  which  was  formed 
as  an  associated  body  of  the  Teachers’  Insurance  and 
Annuity  Association,  and  where  premiums  and  benefits 
were  expressed  in  terms  of  units  of  a Common  Stock 
investment  fund,  was  examined  carefully.  To  meet 
the  expected  demand,  and  with  the  ^^erican  ex- 
perience as  a useful  guide,  one  life  assurance  company 
has  issued  a Retirement  Annuity  Policy  where  the 
premiums  and  benefits  were  expressed  in  terms  of  a 
unit  trust,  namely,  Investment-Trust-Units.  This 
particular  unit  was  chosen  because  it  had  the  widest 
possible  spread  over  the  economies  of  the  English- 
speaking  world. 

Another  insurance  company  has  used  a unit  trust  as 
a yardstick  for  an  endowment  assurance  policy;  but 
here  a guaranteed  sum  assured  is  payable,  and  the  life 
assured  participates  in  any  appreciation  of  the  units 
only  to  the  extent  of  the  proportion  of  premiums  paid 
before  the  claim  arises. 

m.  The  Outlook 

From  the  broadest  point  of  view,  it  is  reasonable  to  believe 
that  unit  trusts  have  a valuable  part  to  play  not  simply  in 
the  ^owth  of  personal  savings,  but  in  giving  a tangible 
meaning  to  the  aim  of  a share-owning  democracy;  and  it 
may  be  hoped  that  the  authorities  are  about  to  do  something 
positive  in  this  direction.  Among  the  things  needed  is  fiscil 
relief  in  the  matter  of  stamp  duty  and  facilities  for  payment 
of  dividends  before  deduction  of  income  tax.  From  the 
purchaser’s  point  of  view,  an  additional  requirement  is 
simplified  forms  of  purchase  or  sale. 

The  managers  of  unit  trusts  can  do  nothing  about  fiscal 
measures,  but  they  can  do  a lot  about  simplifying  purchase 
and  sale.  Instalment  purchase  is  one  way.  Several  unit  trust 
managers  have  provided  facilities  for  buying  units  on  the 
instalment  plan,  by  making  payments  of  regular  or  irregular 
amounts  at  regiilar  or  irregular  intervals.  It  should,  however, 
be  observed  that  anything  less  simple  than  a Banker’s  Order 
for  a fixed  amount  at  fixed  periods  adds  greatly  to  the  cost  of 
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[Continued 


administration  and  accordingly  makes  it  difficult  for  the 
management  to  operate  at  a low  management  fee. 

Over  the  counter  sale  is  another  way.  In  Scotland,  a 
year  ago,  the  Scottish  subsidiary  company  of  the  Bank 
Insurance  Corporation  inaugurated,  with  the  co-operation  of 
all  the  Scottish  banks,  a new  scheme  for  selling  Scotbits 
units  over  the  counters  of  all  the  banks.  The  scheme  is  as 
simple  as  buying  National  Savings  Certificates.  It  applies  to 
anyone,  whether  or  not  he  is  a bank  customer;  all  he  has 
to  do  is  to  walk  into  any  branch  bank  in  Scotland,  fill  up  a 
simple  form,  pay  his  money  and  receive  over  the  counter, 
there  and  then,  the  appropriate  certificate.  The  number 
of  units  which  can  be  purchased  in  this  way  is  limited  to  100 
for  any  one  person  on  any  one  day. 

This  scheme  is  undoubtedly  succeeding  in  its  main  purpose, 
which  is  to  attract  the  smaU  saver,  and  the  type  of  person 
also  who  has  been  frightened  away  from  any  kind  of  equity 
investment,  partly  because  he  does  not  understand  it,  and 
partly  because  of  the  many  formalities  involved.  During  the 
first  year  of  operation  the  number  of  unit  holders  in  these 
units  increased  from  4,800  to  10,100.  Perhaps  one  of  the 
most  interesting  aspects  is  the  effect  on  the  normal  sales  of 
units  through  the  agency  of  the  banks.  These  sales  increased 
more  than  three-fold  compared  with  the  previous  year.  Qose 
examination  no  doubt  will  be  given  to  the  possible  extension 
of  the  plan  to  England;  the  feasibility  of  doing  so,  the  costs, 
and  other  relevant  factors.  There  is  probably  no  single  act 


which  would  give  a greater  immediate  impetus  to  the  expan- 
sion of  unit  trust  sales  than  an  extension  of  the  over-the- 
counter  system  to  all  the  banks  in  England. 

The  unit  trust  movement  in  Great  Britain  in  all  probability 
is  on  the  verge  of  a very  great  expansion.  When  compared 
with  the  corresponding  p^oimances  in  other  countries,  the 
British  effort  looks  puny.  In  America,  the  amount  at  present 
invested  is  approximately  £20  per  head  of  the  population, 
compared  with  about  30s.  per  head  of  the  population  in 
Great  Britain.  As  regards  actual  figures,  the  total  amount 
invested  in  Great  Britain  is  believed  to  be  somewhere  between 
£70  rnillion  and  £80  million ; yet  in  Germany,  which  launched 
out  only  a year  or  so  ago,  unit  holders  have  already  invested 
over  £40  million. 

The  unit  trust  is  ideally  fitted  to  the  economic,  industrial 
and  social  conditions  of  the  20th  Century,  whether  from  a 
personal  or  national  angle.  It  is  probable  that  this  country 
will  need  a high  level  of  personal  savings  almost  indefinitely, 
and  because  of  the  redistribution  of  incomes  it  must  look  to 
people  of  small  or  moderate  means  for  these  savings.  They 
themselves  desire  a form  of  saving  which  can  be  expected 
to  maintain  its  real  value  and  participate,  also,  in  the  general 
expansion  of  the  economy.  The  unit  trust  is  designed  to 
meet  just  those  needs  and  there  are  good  grounds  for  hoping 
that  in  the  not  too  distant  future  the  unit  trust  movement 
wOl  at  last  do  full  justice  to  its  responsibilities  and  its  hopes. 


32.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  I.  J.  PITMAN,  M.P.* 


1.  At  my  University,  and  particularly  in  preparation  for 
assuming  the  post  as  toe  first  Director  of  Organization  and 
Methods  at  H.M.  Treasury,  I read — so  far  as  I could  tell — 
aU  the  books  on  Organization  which  were  then  known. 
Since  then  I have  taken  a continuing  interest:  I am  a member 
of  the  Royal  Institute  of  Public  Administration. 

2.  The  point  which  was  universally — and  is  still  uni- 
versally— ^propounded  as  the  point  of  first  importance  in 
any  properly  planned  organization  is  that  responsibili^ — 
and  most  particularly  at  the  top — ^musl  lie  on  only  one  set 
of  shoulders,  and  that  it  must  be  clearly  known  by  the  man 
who  is  thus  responsible  that  he  alone  is  responsible — and  by 
those  who  are  not  responsible  that  they  either  sub-rerve  or 
advise,  but  are  responsible  only  so  to  serve  or  to  advise. 

3.  It  appears  to  me  that  in  the  development  of  nationaliza- 
tion in  this  country  in  1945—48,  and  particularly  in  the  case 
of  nationalization  of  the  Bank  of  Engird,  there  has  been 
introduced  both  that  divided  responsibility  which,  it  is  said, 
must  be  avoided,  and  ffiat  beclouding  of  functions  which 
ought  to  be  precisely  defined,  clear  and  respected. 

4.  It  would,  for  instance,  be  accepted  as  axiomatic  by 
any  objective  student  of  organization  that  any  situation  in 
wliach  detailed  “ directives  ” could  be  handed  down  to  the 
man  oveitly  responsible  is  doubly  wrong ; because  it  transfers 
responsibility  from  the  man  overtly  responsible  to  the  man 
empowered  to  issue  authoritative  directions,  and  because  it 
at  the  same  time  interposes  between  the  man  who  gives  the 
directions  (and  is  thus  really  responsible)  and  the  operating 
unit  for  which  he  is  responsible,  another  person,  and  because 
the  effect  of  such  interposition  is  inevitably: — 

(a)  to  blur  the  responsibility  of  the  person  really  res- 
ponsible; 

(b)  to  undermine  the  authority,  even  as  No.  2,  of  the  man 
who— but  for  the  “ directives  ’’ — appears  to  be  No.  1. 

(c)  to  separate  the  man  who  is  really  responsible  from  the 
day-to-day  contact  with  the  unit  which  anyone  in  the 
top  and  responsible  position  ought  most  certainly  to 
have. 

(d)  to  take  away  from  those  in  the  unit  ttie  psychological 
necessities  of  leadership  by  the  person  really  res- 
ponsible. 

5.  It  is  well  known  that  this  theory  of  a division  of 
responsibility  was  one  which  oriented  during  those  few 
formative  years  (or  months)  when  it  came  to  be  accepted  as 
a premise  for  nationalization  that  “ policy  ” might  be 
separated  from  “ day-to-day  detail”. 

6.  However,  all  the  classical  authorities  on  organization 
hold  that  this  is  not  so  because  responsibility  is  indivisible. 
Moreover,  subsequent  experience  of  this  relatively  novel  and 
opposite  theory  has  shown,  I believe  to  the  satisfaction  of  any 


student  of  organization,  that  the  classical  authorities  were 
right,  if  only  because  policy  never  arises,  nor  can  be  set  up 
and  dianged,  in  vacuo.  It  is  always  the  very  petty  detail  of 
day-to-day  management  that  erupts  as  the  context  in  whicffi 
big  issues  of  policy  demand  attention  and  decision.  It  u 
always  the  detailed  task  of  execution  which  imposes  upon 
policy  the  need  to  modify  itself.  An  unpolished  brass  button 
on  the  uniform  of  a lift  attendant  at  Hobart  House  could 
become  the  “ policy  issue  ” whether  discipline,  to  the  extent, 
in  the  last  resort,  of  dismissal  is  or  is  not  policy.  Clearly  the 
need  for  discipline  weighed  against  a national  coal  strike  is  a 
high  policy  decision,  and  thus  even  a durty  button,  the  most 
trivial  of  detail,  can  become  an  inseparable  part  of  the  most 
major  policy. 

7.  The  attempt  to  isolate  detail  and  to  isolate  policy  and 
-to  give  different  people  the  responsibility  for  the  separate 
elements  which  are  inseparable,  has  produced  what  might 
be  expected  from  a violation  of  the  principles  of  classical 
organization.  Moreover  it  has  produced  an  unexpected 
inversion  of  the  usual  relationships.  In  the  classical  organiza- 
tion, the  person  (maybe  the  State)  whose  interests  and 
property  were  entrusted  to  a particular  head  man  (both  as 
to  poli(^  and  detail)  dismisses  the  head  man  because  he  is 
held  to  have  been,  or  to  be  about  to  be,  inefficient  in  carrying 
out  his  total  responsibilities— namely  policy  plus_  de^,  the 
two  as  an  iutegrated  whole:  in  the  new  dispensation  it  is  the 
charged  with  only  the  detail  part  of  the  responsibility 
who  threatens  to  resign  or  resigia  because  he  finds  that  he  is, 
in  fact,  not  at  ail  responsible  even  for  det^,  and  that 
” directives  ” purporting  to  be  directives  of  polio'  take  away 
from  him  what  responsibility  he  had  for  detail  and  force 
him  into  the  position  of  a No.  2 who  has  bis  No.  1 a Minister 
of  the  Crown— a person  in  these  days  so  remote,  so  over- 
burdened with  full-time  jobs  in  another  sphere,  so  obswsed 
with  considerations  other  than  the  conduct  of  the  business 
that  he  (the  Minister)  is  in  practice  unable  to  carry  out  the 
full-time  duties  of  a No.  1 man.  After  all,  we  must  not 
forget  that  the  background  to  the  discharge  of  responsibility 
demands  full-time  attention  and  a daily  man-to-unit  contact 
if  that  No.  1 post  is  to  be  satisfactorily  filled. 

8.  To  say  all  this  is  to  be  critical  not  of  nationalization, 
nor  of  nationalization  of  the  Bank  of  England — only  of  the 
organization  through  which  such  nationalization  has  worked, 
and  above  all  of  the  theory  that  responsibility  can  be  divided— 
and  of  the  supposition  that  this  may  be  so  because  responsi- 
bility for  policy  can  be  divided  from  responsibility  for  detail. 
Of  course  an  organization  of  nationalization— and  of 
nationalization  of  the  Bank  of  England — ^with  undivided 
responsibility  at  the  top,  on  classical  lines,  is  possible, 
there  remains  therefore  to  be  judged  whether  such  a classics 
organization  would  be  more  efficient  and  (if  the  Committee  s 
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or  advice  so  dependent  upon  up-to-the-minute  judgments  as 
it  is  in  finance.  Credit  is  emotional.  What  people  will  do 
today  is  not  necessarily  what  they  would  do  tomorrow. 
Emotions  and  opinions  change — and  change  from  day  to 
day.  As  I see  it,  the  Governor  of  the  Bank  of  England  is 
obliged  to  arm  himself  with  a team  of  outside  assistants  who 
will  supplement  his  internal  assistants,  because  the  latter 
will  necessarily  be  (if  they  are  to  concentrate  on  their  internal 
functions)  out  of  touch  wi&  much  of  that  up-to-the-minute 
information  which  the  Governor  must  have,  and  be  out  of 
step  with  current  judgments  being  taken  by  others  in  the 
light  of  that  up-to-the-minute  information. 

33.  I dismiss  as  unreal  the  suggestion  that  so  far  as 
“ leaks  ” may  be  alleged,  there  can  be  any  difference  in 
danger  of  leaks  where  the  Governor  obtains  this  information 
from  Mr.  A.,  the  best  man  as  a source  for  the  Bank’s  purpose, 
whether  Mr.  A’s  status  is  that  of  an  adviser  or  of  Director. 
In  either  case,  the  man  will  necessarily  be  informed  of  a great 
deal,  if  not  all  tiie  situation  and  context  in  which  his  informa- 
tion and  advice  is  sought:  in  either  case,  if  he  is  the  best 
manandiscurrently  in  touch  with  information  and  judgment, 
he  is  likely  to  be  in  effect  permanently  a consultant;  I would 
suggest,  therefore,  that  to  admit  such  a Mr.  A.  to  the  Parlour 
and  Court  and  to  give  him  a sense  of  responsibility,  a team- 
interest  in  secretiveness  (and  much  else  brides)  is  a far  more 
reliable  way  of  achieving  the  desired  reliabili^,  and  that  to 
consult  him  otherwise  would  be  per  contra  to  tend  to  en- 
courage, rather  than  discourage,  chattiness — and  indeed  to 
undermine  the  view  that  it  would  be  dishonourable  to  make 
use,  for  personal  ends,  of  information  received  from  the 
Governor,  or  in  the  course  of  working  for  the  Bank.  Indeed 
this  is  no  idle  point : most  men  would  feel  in  honour  somewhat 
less  bound  to  refrain  from  using  information  not  received 
but  only  deduced  in  the  course  of  consultation — or  perhaps 
I ought  rather  to  put  it  that  such  men  would  be  even  more 
strongly  aware  of  the  need  for  discretion  and  reliability  were 
they  admitted  to  the  privity  of  the  Court,  and  to  all  the 
camaraderie  which  goes  with  it.  Moreover  we  must  not  over- 
look the  value  of  such  camaraderie — man  is  a gregarious  and 
talkative  animal  and  one  of  the  best  safeguards — and  safety 
valves — is  to  supply  him  with  others  with  whom  he  is  invited 
to  hold  discussion  and  to  share  information. 

34.  Necessarily,  being  the  recipient  of  information  has  ite 
own  difficulties — no  doubt,  in  some  cases,  it  imposes  a strain 
of  temptation;  but  this  be  so  in  essence,  as  has  been 
argued  above,  whatever  the  status  of  the  individual,  even  if 
they  are  less  for  a man  as  director  than  as  adviser.  In  effect, 
however,  it  is  inherent  in  the  achievement  of  the  positions 
from  which  directorate  of  the  Bank  is  selected  that  the 
persons  eligible  will  always  be  men  who  have  been  habituated 
to  being  recipients  of  secret  information — and  of  temptation- 
loaded  information  at  that. 

35.  Other  Bankers  too  Qilte  auditors,  valuers  and  no 
doubt  occasionally  Ovil  Servants  and  even  Privy  Counsellors) 
as  professional  men  and  leaders  of  their  generation  are  neces- 
sarily recipients  of  secrets  which  are  temptation-loaded. 
Doctors  si^arly  need  to  be  trustworthy  in  their  secret^',  but 
arc  usually  spared  temptation  in  that  few  of  such  secrets  could 
be  turned  to  personal  value,  and  those  few  have  necessarily  a 
criminal  application  before  they  can  become  valuable.  Again, 
Civil  Servants  and  Privy  Counsellors  could  turn  to  personal 
advantage  the  top  secrets  ” which  they  necessarily  handle, 
but  here  again  ffiey  would  be  acting  criminally  and  are  thus 
subjected  to  less  strain.  TTie  point,  however,  is  that  in  all 
these  cases  the  situation  is  inevitable  and  ^t  there  has  been 
a natural  selection  at  work  which  promoted  and  still  further 
selected  only  those  who  were  habituated  by  experience  to  be, 
and  were  commonly  known  to  be,  capable  of  discriminating 
between  information  which  must  not  be  disclosed  or  even 
acted  upon  (and  above  all  must  not  be  so  applied  to  personal 
ends)  and  that  which  may  be  disclosed  and  indeed  may  be 
applied  for  any  legal  pu^ose.  In  other  words,  such  men 
come  to  regard  such  partiatiar  information  coming  to  them 
in  virtue  of  their  post  as  limited  in  its  appUcation  to  the 
interests  of  the  post  in  question. 

36.  It  must  be  admitted  that  it  will  be  only  by  emphasizing 
the  high  standards  of  integrity  normal  to  professional  men 
and  by  recognition  of  the  force  of  natural  selection  of  those 
habituated  and  widely  respected  that  the  public  may  become 
satisfied  that  self-discipline  is  in  fact  active  where  in  the 
essence  of  things  it  cannot  be  seen  to  be  active. 

37.  It  win  be  generally  conceded  too  that  no  honomable 
man  as  a director  or  ptherwise  is  embarrassed  by  particular 


information.  As  banker  he  may  know  that  firm  B is  in 
financial  difficulties,  but  he  would  not  sell  its  shares  either 
for  his  own  account  or  for  that  of  a Trust  which  held  such 
shares  of  which  he  happened  to  be  a Trustee.  Difficulty, 
however,  arises  where  a fellow  Trustee  approaches  him  and 
suggests  a sale  on  the  grounds,  perhaps,  that  there  are 
rumours  of  difficulty:  in  such  a case  an  honourable  man’s 
action  would  be  neither  encouraging  nor  discouraging  of 
the  contemplated  sale,  but  while  avoiding  officiously  disso- 
ciating himself  from  any  decision,  to  ask,  quite  naturally,  that 
ffie  decision  should  be  taken  by  others,  because  of  his  official 
position.  No  doubt  this  line  of  dissociation  is  taken  widely, 
and  the  wise  director  does  not  take  the  Chair  on  Sub- 
committees in  which  the  detail  business  is  closely  related  to 
special  knowledge  which  it  would  not  be  proper  to  disclose 
and  which  it  may  be  foreseen  that  he  will  tend  to  have. 

38.  These  are  particular  cases;  the  real  difficulty  arises 
not  over  them  but  over  general  cases — e.g.  whether  fixed 
interests  or  equities  ought  to  be  favoured;  sterling  or  dollars; 
shorts  or  longs;  capital  goods  or  consumer  goods  In  these 
generalized  cases  it  is  virtually  impossible  for  the  individual 
to  disintegrate  himself  firom  the  overall  comprehending 
oivironment  in  which  be  acts  as  adviser,  as  debater,  as 
decider,  and  elsewhere  as  private  thinker  and  possibly  also 
actor.  I myself  would  feel  it  wrong  to  emerge  from  a Board 
and,  shedding  my  dbectorship  and  putting  on  my  indi- 
viduality, to  decide  and  to  act  forthwith  in  the  like  general 
direction.^  I would,  however,  not  hold  myself  limited  from 
deciding  and  acting  in  that  general  direction  whether  indi- 
vidually, or  as  a Trustee  or  as  a director  on  some  other  board, 
provided  the  initiative  was  “ triggered  ” by  some  event  not  so 
closely  connected  with  the  first  decision  as  to  be  in  a causal 
relationship  and  provided  it  was  clear  to  my  conscience  that 
the  origin^  board  decision  was  part  of  an  even  larger  group 
view  in  which  I was  a constituent  element:  in  other  words, 
that  ttie  original  board  decision  was  a generalized  one  and 
not  a particular  one. 

39.  If  generalized  group  views  exist,  if  too  they  are 
important  in  counsel  and  are  taken  into  account  for  action, 
then  if  the  Bank  or  any  other  entity  wishes  to  be  included  in 
the  group  view  it  is  inevitable  that  its  views  will  be  integrated 
with,  as  well  as  influenced  by,  the  views  of  the  others  in  the 
group.  The  corporal  who  hears  the  rhythm  from  the  band 
at  the  head  of  the  column  not  only  marches  in  step  himself, 
but  also  cries  out  “ Left,  right,  left  ” to  his  section,  and  the 
rhj'thm  of  their  marching  accentuates  his.  The  very  organiza- 
tion of  a group  at  all  presupposes  the  effective  collaboration 
of  the  group  when  aU  have  been  brought  to  one  mind.  In 
my  view  it  would  be  as  proper,  as  it  is  inevitable,  for  me  to 
tend  to  put  into  effect,  in  aU  the  different  aspects  of  my  life, 
any  generalized  view — say  that  office  real  estate  were  (or 
were  not)  a desirable  investment  asset,  and  I would  be 
unable  in  such  a situation  to  disintegrate  what  parts  of  me  it 
was  that  took  that  view  and  at  what  time:  moreover  I would 
be  helpless  to  differentiate  whether  it  had  been  as  consultant, 
auditor,  valuer,  trustee,  individual  or  director  that  I had 
received  one  or  more  of  those  elements  which  had  made  up 
my  total  view:  indeed  it  would  be  as  director  (or  auditor — 
which  I am  not)  that  I would  feel  most  obliged  to  apply  the 
greatest  stringency.  In  the  end  it  must  be  conceded  that 
temptation  is  inevitable,  claimed  that  it  may  be  mastered,  and 
asserted  that  it  is  least  severe  and  may  be  most  easily  mastered 
where  the  position  is  that  of  most  trust — a formal  directorial 
relationship. 

40.  But  there  are  other  reasons  why  outside  Directors — 
if  they  are  the  right  men  who  would  otherwise  be  chosen  as 
advisers — are  valuable  in  the  Bank. 

41 . Here  again,  may  I go  back  to  the  fundamentals  of 
organization — that  the  functions  of  a Board  of  Directors  are: 

(1)  To  influence  the  man  who  is  indivisibly  responsible 
by  advice  and  judgment,  and,  in  the  crunch,  by  with- 
(toawing  their  support  to  force  his  resignation  and 
secure  his  replacement. 

(2)  To  act  individually  and  collectively  as  a source  of 
outside  information  and  advice  based  on  outside 
judgment,  and  to  support  the  man  indivKibly  res- 
ponsible in  his  onerous  task  by  being  available  to 


l PutidSu  mformstion  is  yet  diS'eruit  wbea  it  bas  a i«natal  appU^on- 
If  I were  a director  of  Company  A and  of  Cosnpany  B,  and  if  Company  A were 
contempialing  a porchasa  of  a computor,  and  Company  B had  bought  one  and 
found  it  unsatisfactory,  I w^d  not  b«iiate — on  leaving  Board  B — to  luform  « 
once  Company  A,  It  would  be  only  considerations  ot  damage  to  Company  B 
which  would  be  acceptable  as  limiting  my  discretion  to  pass  on,  or  to  act  upon, 
such  mfoibiation. 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


32.  Mr,  I.  J.  Pitman,  m.p. 


[Continued 


share  his  confidences,  his  worries,  his  successes,  and 
to  act  as  Mend,  counsellor  and  companion:  to  act  as 
“chopping  block”  for  his  ideas,  and  to  import  fresh 
outside  ideas,  and  to  be,  within  reason,  an  irritant  to 
him  which  may  produce,  in  the  man  responsible,  the 
pearls  of  a lively  and  weU-directed  leadership. 

(3)  To  be  something  more  than  the  legal  entity  in  the 
name  of  which,  and  by  virtue  of  the  support  of 
which,  the  man  indivisibly  responsible  exercises  the 
powers  with  which  his  responsibility  needs  to  be 
matched. 

(4)  To  be  the  forum  in  which  even  more  may  be  safely 
disclosed  and  uninhibited  debate  take  place. 

Inside  directors  are  eccellent,  but  I believe  they  ought  to 
be  supplemented  by  men  from  outside  who  at  any  rate  are 
less  susceptible  to  the  pervading  personality  of  a day-to-day 
No.  1,  and  able  to  be  fresher  and  more  independent  in 
outlook. 

42.  For  my  part,  as  a citizen  I would  wish  to  know  that 
the  Chancellor  of  the  Exchequer  were  supported  in  the 
control  of  the  Governor  by  outside  men  capable  of  fulfilling 
these  functions,  because  I would  take  confidence  from  the 
knowledge  that  the  actions  of  the  Governor  would  need  to 
win  and  to  retain  the  support  of  such  a band  of  men.  As 
Chancellor  of  the  Exchequer,  I would  ^ appaDed  were  the 
Governor’s  powers  not  to  be  so  limited  and  potentially 
restrained  by  a Court  containing  at  least  a substantial  leaven- 
ing of  outside  men.  For  my  part,  too,  were  I Chancellor  I 


1.  In  responding  to  this  invitation  I wish  to  make  clear 
the  severe  limits  on  my  qualifications  to  say  anything  of  use 
to  the  committee.  I am  not  a financial  expert.  I have  no 
special  knowledge  of  the  detailed  business  of  financial  insti- 
tutions nor  can  I claim  any  intimate  acquaintance  with  the 
more  technical  side  of  financial  statistics.  As  a public  servant 
I was  concerned  only  with  the  more  general  aspects  of 
financial  poli^ ; and  as  a professional  economist  my  approach 
has  been  similar. 

2.  Accordingly,  in  what  I have  to  say  I have  confined 
myself  to  the  broader  aspects  of  the  problems  with  which  the 
committee  is  concerned.  I propose  to  discuss  the  aims  of 
monetary  policy  in  the  context  of  the  theory  of  economic 
policy  in  general.  I shall  discuss  the  means  of  achieving  them 
in  terms  of  very  broad  economic  categories.  Hence  I have 
no  illusion  that  I can  say  very  much  that  will  not  already  be 
familiar  to  the  committee.  TTie  most  I can  hope  is  that  there 
may  be  some  purpose  served  by  posing  the  various  questions 
in  a more  or  less  systematic  order. 

n 

The  Aims  of  Monetary  Policy 

3.  In  attempting  to  define  the  aims  of  monetary  policy 
much  difficulty  arises  from  the  facts  that  we  live  in  an  open 
community;  that  our  monetary  authority  is  only  one, 
although  doubtless  a very  important  one,  in  a world  of  many 
monetary  authorities  and  that,  whether  we  like  it  or  not, 
what  we  do  at  home  has  to  take  at  least  some  account  of  what 
other  people  do  abroad.  This  introduces  fundamental  compli- 
cations both  of  riiought  and  of  exposition.  If  we  formulate 
our  aims  as  if  we  were  legislating,  so  to  speak,  for  a closed 
Utopia  on  the  planet  Saturn  or  for  the  world — or  at  least 
the  free  world — as  a whole  we  run  the  danger  of  leaving  out 
some  of  the  most  important  practical  duties  of  an  actual 
monetary  authority.  If  we  try  to  discuss  everything  at  once 
we  run  fiie  danger  of  confusion  and  unclarity. 

4.  In  what  follows,  having  thus  acknowledged  the  existence 
of  this  difficulty,  I shall  begin  by  discussing  the  general  objec- 
tives of  monetary  policy  without  taking  account  of  inter- 
national comphcations.  Then  I shall  go  on  to  ask  to  what 
extent  any  conclusions  which  result  from  this  enquiry  have 
to  be  modified  by  these  exigencies. 

5.  A procedure  of  this  sort  is  nothing  novel  in  theoretical 
analysis.  Indeed  it  is  the  order  which  is  probably  adopted  in 
the  majority  of-  text  books-  or  dassroom-  discussions  at  the 


would  consider  that,  provided  my  predecessors  and  I had 
chosen  objectively  and  well  a band  of  men  with  access  to 
information,  with  experience  of  judgments  being  currently 
taken  within  relevant  fields,  and  with  integnty,  I and  my 
successors  would  never  need  to  use  our  reserved  powers  in 
order  to  replace  the  Governor.  In  short,  as  citizen  and  as 
Chancellor  of  the  Exchequer,  I would  wish  very  strongly  that 
the  Governor  should  be  supported  by,  and  need  to  carry 
with  him,  a Court  and  that  the  latter  should  be  constituted  in 
part  of  fully  independent  persons  rather  than  only  of  em- 
ployees of  the  Bank— that  they  should  be  a form^  bo^d  of 
responsible  colleagues  rather  Man  a loose_ bunch  of  individuals 
having  no  responsibility  and  nothing  in  common  but  the 
submission  of  the  occasional  advice  which  might  be  invited 
from  them. 

43.  Since  up-to-the-minute  knowledge,  current  experience, 
independence  and  judgment  are  the  very  requisites  which 
would  be  required  of  any  comparable  “ adviser,”  it  may  be 
assumed  that  such  men  are  no  less  available  as  potential 
Directors.  If  so,  there  are  good  reasons  why  a formal  Court 
of  Directors  is  organizationally  preferable  to  an  inform^ 
panel  of  advisers.  Much  of  what  is  relevant  to  the  above  is 
set  out  in  the  speech*  which  I made  in  the  House  of  Commons 
on  the  3rd  February,  1958.  I was  at  great  pains  to  be  objec- 
tive and  not  partisan  in  that  speech,  and  since  1 believe  I 
succeeded,  and  since  it  contains  much  that  is  relevant  as 
background  to  a consideration  of  what  I have  here  written, 
I hope  that  it  may  be  regarded  as  part  of  my  evidence. 

2nd  December,  1958 
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present  day;  and  anticipations  of  such  habits  are  to  be  found 
a good  way  back.  NeverMeless,  it  should  be  ralized  Mat, 
in  more  practical  discussion,  it  is  a comparatively  recent 
development.  The  great  debates  of  a hundred  years  ago  were 
essentially  concerned  wiM  Me  relation  of  local  monetary 
systems  to  Me  value  of  a fixed  weight  of  one  or  other  (or  boM) 
of  the  precious  metals  in  international  use  as  money ; and 
alMough  Me  use  of  Me  precious  metals,  as  distinct  from  paper 
standards,  would  doubtless  have  been  defended  in  terms  of  a 
probable  greater  stability  in  value,  all  this  was  very  much  in 
Me  background.  It  is  only  in  quite  recent  times  Mat,  m 
relation  to  practical  policy,  discussion  has  focussed  on  Me 
more  abstract  aim  of  stable  money,  or  some  such  oMer 
objective,  as  desowing  consideration  prior  to  Me  maintenance 
of  convertibility,  the  security  of  the  reserve  and  so  on  and 
so  forth. 

(a)  General  Objectives 

6 If  Men  we  project  ourselves  to  Mis  somewhat  rarified 
level,  Me  first  objective  which  suggests  itself  for  consideration 
is  the  objective  of  stable  money.  And,  alMough  Me  use  of 
Me  strongly  emotive  adjective  may  be  held  somewhat  to 
pre-judge  Me  issue,  yet  explicit  statement  of  Me  advantages 
claimed  does  seem  to  put  Me  burden  of  proof  upon  those 
who  would  call  it  in  question.  To  be  able  to  plan  production 
in  terms  of  a unit  of  constant  value,  to  be  able  to  fix  contracts 
extending  over  time— rent  contracts,  loan  contracts,  salary 
contracts — in  terms  which  do  not  fluctuate — these,  surely,  are 
solid  advantages  which  it  would  seem  Morou^y  worM 
attempting  to  obtain.  There  may  be  objections  to  comp^g 
Me  value  of  Me  medium  of  exchange  to  units  of  length  or 
wei^t.  But  Me  presumption  against  change  which  cie^ly 
holds  in  Me  latter  instances,  seems  a reasonable  presumption 
in  regard  to  Me  former. 

7.  On  examination,  however.  Me  idea  of  stable  money 
proves  to  be  ambiguous.  If  we  ask  what  value  of  money  is 
to  be  held  stable,  we  find  ourselves  confronted  by  a great 
number  of  alternatives— as  many,  indeed,  as  Mere  «e  ways 
of  compiling  index  numbers.  A great  many  of  Me  differerices 
here  are  comparatively  unimportant  from  Me  point  of  view 
of  Mis  discussion.  But  we  cannot  dismiss  as  unimport^t 
Me  distinction  between  stability  in  terms  of  some  collection 
of  commodities  and  sUbility  in  terms  of  some  collection  of 
productive  services.  To  put  Me  problem  very  broadly, 
when  we  speak  of  stable  money  as  a desirable  aim,  do  we 
thiTilf  of  a stable  level  of  commodity  prices  or  a stable  level 
of  rates  of  income  ? It  was  upon  Mis  question  Mat  many 
of  Me  earlier  discussions  of  stable  money  were  focussed. 


•Hansard,  3rd  Febraary,  19SS;  Vol.  S81.  No.  44,  Cola.  912  to  920.  Not 
reprinted  in  tliis  record  of  evidence, 
t See  Miputps  of  Evidence,  Qns.  10190  to  10254. 
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8.  There  can  be  no ‘doubt  of  the  important  advantages 
which  can  be  conceived  to  be  associated  with  the  stabilization 
of  the  prices  of  productive  services.  Under  such  a system 
vicissitudes  of  productivity  would  be  reflected  in  the  level  of 
commodity  prices.  In  an  advancing  system,  prices  would 
fall  as  productivity  improved:  constant  money  incomes 
would  therefore  procure  increasing  real  incomes.  This  would 
mean  that,  so  far  as  the  value  of  money  was  concerned,  all 
classes  of  income  receivers  would  have  an  equal  chance  of 
participating  in  the  fruits  of  progress;  and  debtors  and 
creditors  would  be  able  to  arrange  their  transactions  in  terms 
of  constant  command  over  the  factors  of  production.  If 
we  add  to  this  the  general  stimulus  to  efficiency  which  may 
be  expected  from  a regime  in  which  the  only  sources  of 
increased  profit  are  innovation,  cost  reduction  or  harder 
work,  it  is  easy  to  understand  the  attraction  which  such  a 
policy  has  had  for  many  powerful  thinkers  from  Marshall 
onwards. 

9.  Nevertheless  there  are  certain  practical  arguments 
which,  in  my  judgment,  weight  fairly  heavily  in  favour  of 
the  alternative  conception — the  stabilization  of  commodity 
prices  in  some  form  or  other.  If  the  income  level  as  a whole 
is  to  be  stabilized,  that  means  that,  if  some  rates  of  income 
rise,  others  have  to  fall  correspondingly.  Now  I should 
be  sorry  to  give  countenance  to  the  view  that  no  rate  of  pay 
should  ever  be  allowed  to  fall — even  in  a regime  of  stabilized 
commodity  prices  in  which,  on  an  average,  wage  and  salary 
rates,  could  rise  with  productivity,  there  might  ^ily  arise 
situations  calling  for  some  downward  modifications  some- 
where. But  there  can  be  little  doubt  that  a system  in  which 
any  rise  anywhere  had  to  be  coimterbalanced  by  a com- 
mensurate fall  somewhere  else,  would  give  rise  to  considerably 
more  friction  than  a system  in  which,  the  general  tendency 
being  upwards,  a relative  fall  in  value  could  usually  be 
brought  about  by  slationariness  or  by  advancing  rather  less 
rapidly  than  elsewhere.  This  is  not  a merely  conjectural 
conclusion.  There  is,  I think,  some  empirical  evidence  to 
show  that  the  unemployment  percentage  tends  to  be  less 
when  prices  are  stationary  than  when  they  fall  with  produc- 
tivity. 

10.  For  this  and  for  somewhat  similar  reasons  relating 
to  loan  contracts,  I am  inclined  to  argue  that,  in  so  far  as 
stable  money  is  to  be  regarded  as  an  objective,  it  should  be 
stability  in  some  contmodity  price  level  rather  than  in  the 
level  of  ultimate  rates  of  pay  which  should  be  aimed  at. 
There  are  perhaps  subtle  theoretical  grounds  for  believing 
that,  in  certain  circumstances,  such  a policy  may  be  accom- 
panied by  “ inflationary  ” distortions — unwarranted  booms 
in  security  markets  and  unduly  low  rates  of  interest  leading 
eventually  to  certain  kinds  of  over-investment.  I used  myself 
to  attach  importance  to  these  apprehensions;  I sympathized 
with  the  view  which  attributed  the  pre-1929  boom  in  the 
United  States  to  such  influeitces.  But  I now  doubt  the 
validity  of  the  application  and  believe  that  the  practical 
danger  of  consequences  of  this  sort  following  a policy  of 
price  stabiliation  can  be  greatly  exaggerated.  In  any  case, 
in  societies  in  which  collective  bargaining,  however  en- 
lightened, is  likely  to  produce  some  pressure  for  upward 
adjustment  of  money  wages,  I should  be  prepared  to  run  the 
slight  possible  risks  of  a regime  of  incomes  rising  with  pro- 
ductivity for  the  solid  advantages  of  the  greater  absence  of 
the  type  of  friction  discussed  already. 

11.  But  now  account  has  to  be  taken  of  the  fact  that  in 
recent  years  this  conception  has  come  under  criticism,  not 
so  much  on  its  own  merits,  but  rather  as  an  objective  which 
may  stand  in  the  way  of  others  which  are  regarded  as  more 
important.  In  certain  circumstances,  it  is  argued,  the 
pursuit  of  stable  money  may  stand  in  (he  way  of  growth  or 
of  the  maintenance  of  full  employment;  and  in  such  circum- 
stances it  should  be  disregarded.  Such  arguments  inform 
many  of  the  current  disputes  regarding  the  detailed  conduct 
of  policy;  they  therefore  call  for  examination  at  some 
len^. 

12.  The  simplest  of  these  arguments  relates  to  accumula- 
tion and  has  no  necessary  connection  with  considerations  of 
employment.  A moderate  rate  of  fall  in  the  value  of  money, 
it  is  argued,  is  favourable  in  itself  to  enterprise  and  accumula- 
tion. This  shows  itself  in  two  ways;  (i)  The  fact  of 
inflation  brings  it  about  that,  initially  at  any  rate,  enterprise 
has  more  resources  at  its  disposal  than  would  otherwise 
have  been  available,  (ii)  The  lag  in  the  determination  of 
contract  payments  means  that  profits  are  greater  than  they 
otherwise  would  have  been  and  that  consequently  the  power 
to  accumulate  on  the  part  of  those  most  likely  to  use  it  is 


commensurately  strengthened.  These  are  the  famous 
theories  of  " forced  savings,”  well  explained  more  than  150 
years  ago  by  Henry  Thornton  and  Jeremy  Bentham;  and 
something  of  this  sort  is  obviously  involved  in  much  that  is 
said  nowadays  regarding  the  unimportance  of  monetary 
stabili^  for  the  so-cahed  underdeveloped  countries.  And 
althou^,  in  discussion  of  our  own  problems,  the  reference 
is  usually  more  oblique,  it  is  pretty  clear  that  in  an  unob- 
trusive way  it  is  there. 

13.  Now  I have  no  wish  to  deny  the  analytical  validity 
of  this  case — given  certain  assumptions  to  be  examined 
shortly.  Nor  do  I dispute  that  sometimes  in  history  this  kind 
of  development  may  have  occurred,  Keynes  thought  that 
the  glories  of  the  Elizabethan  age  were  the  by-product  of  a 
profit-inflation  due  to  the  inflow  of  the  precious  metals  with 
the  discovery  of  the  new  world.  Many  writers  have  dwelt 
upon  the  briskness  and  progress  which  came  into  economic 
life  with  the  rising  prices  due  to  the  Australian  and  Californian 
gold  discoveries  of  the  middle  of  the  last  century.  Early 
stages  of  inflation  seem  often  to  be  associated  with  bouts  of 
investment  activity.  All  historical  generalizations  of  this 
kind  are  very  hazardous.  But  they  do  not  seem  to  be  absurd. 
Things  mi^t  happen  that  way. 

14.  But  let  us  note  carefully  the  assumptions  which  give 
validity  to  this  point  of  view.  It  is  assumed  very  definitely 
that  the  inflation  is  not  expected  and  that  there  is  something 
of  a lag  before  people  become  aware  of  what  is  happening. 
Otherwise  everything  goes  wrong.  Lenders  wiU  not  lend 
save  at  rates  which  discount  the  fall  in  the  value  of  money ; 
borrowers  therefore  no  longer  enjoy  the  advantages  which 
accrue  when  the  process  is  unperceived.  As  the  process  goes 
on  people  in  general  begin  to  distrust  money  as  a store  of 
value;  they  try  more  and  more  to  turn  their  money  into 
goods  as  soon  as  it  is  received.  Hence  larger  and  larger  doses 
of  inflation  are  needed  even  to  get  the  impact  effect  of  a 
transfer  of  command  of  resources  to  governments  or  to 
enterprise.  And — to  descend  for  a moment  to  a less  abstract 
level~if  the  local  inflation  is  greater  than  simOar  movements 
elsewhere,  balance  of  payments  difficulties  develop  in  an 
acute  form. 

15.  All  this  has  just  as  much  confirmation  in  history  as 
the  more  optimistic  view.  In  their  later  stages  at  least 
periods  of  declining  value  of  money  have  not  been  favourable 
to  saving  and  growth.  Again  and  again  as  savers  become 
aware  of  what  is  happening  there  is  to  be  witnessed  the 
dosing  of  the  gap  between  real  and  money  rates  of  return; 
the  decline  of  the  gilt-edged  market  here  in  1957  is  yet  another 
example  of  a frequently  recurrent  phenomenon,  And  we  all 
know  about  balance  of  payments  crises  due  to  inflation. 
Unless,  therefore,  the  policy  of  destabilizing  the  value  of 
money  in  the  interests  of  growth  can  be  kept  a dead  secret,  any 
beneficial  effect  it  may  have  is  likely  to  be  short-lived.  Con- 
temporary exponents  of  this  policy  should  keep  their  plans 
in  closely  guarded  safe-deposits  and  only  show  them  to 
ministers  suitable  disguised  and  under  cover  of  darkness,  if 
they  really  want  them  to  be  effective.  The  more  they  are 
discussed  in  the  press  and  in  parliament,  the  worse  they  are 
likely  to  work.  This  is  a very  apposite  instance  of  the  truth 
of  the  maxim  that  you  can  fool  some  of  the  people  some  of 
the  time  but  you  cannot  fool  all  the  people  all  the  time. 

16.  But  if  this  is  so,  is  it  not  arguable  that  it  is  a kind  of 
policy  better  not  adopted  at  all  ? I would  not  deny  that 
some  develo^ent  may  have  come  this  way.  I would  not 
deny  a certain  possible  effectiveness  as  shock  tactics.  But 
the  broad  maxims  of  policy  are  best  framed  on  the  assumption 
that  life  goes  on  and  that  in  the  long  run  men  are  capable  of 
learning  from  experience.  And  if  this  is  so,  I submit  that 
there  is  a greater  probability  of  solid  growth  on  a stable 
rather  than  on  a depreciating  medium,  the  current  rate  of 
voluntary  saving  is  less  than  what  is  considered  to  be  desirable, 
then  the  best  way  of  augmenting  it  is,  not  by  a surreptitious 
watering  of  the  medium  of  deferred  payments,  but  by  straight- 
forward budgeting  for  a surplus  and  seeing  that  the  surplus  is 
not  dissipated.  The  free  world  will  not  outdo  the  unfree  by 
legerdemain  with  the  value  of  money. 

17.  This  view,  too,  has  some  historical  justification.  If 
we  compare,  for  instance,  the  development  of  some  of  the 
countries  of  Latin  America,  where  ffie  whole  economy  is 
tuned  up  to  continuing  depreciation,  wifii  the  development 
of,  say,  the  United  States  or  Canada,  the  comparison  does 
not  seem  to  favour  instability.  Of  course,  the  comparison  is 
necessarily  complicated  by  the  presence  of  disturbing  factors : 
other  factors  b«ides  the  decline  in  the  value  of  money  have 
obviously  affected  development  in  these  countri«.  Neverthe- 
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less,  taking  a broad  view,  it  is  difficult  to  believe  that  progress 
would  have  been  less  if  the  value  of  inoney  had  been  stabler; 
and  there  are  many  reasons  to  suppose  that  it  might  easily 
have  been  greater. 

18.  In  any  case,  if  we  are  to  appeal  to  experience  at  all, 
it  is  just  as  well  to  remind  ouiselves  that  quite  solid  rates  of 
process  have  been  achieved  in  conditions  of  monetary 
stability.  There  was  a rapid  rate  of  growth  of  production 
per  head  here  in  the  United  Kingdom  in  the  last  quarter  of 
the  nineteenth  century  when  the  price  level  of  commodities 
was  actually  falling — it  was  contemplation  of  this  which, 
doubtless,  led  MarshaU  to  his  preference  for  a stable  income 
level.  In  Germany  recently  there  have  been  spectacular 
increases  on  a more  or  less  stationary  price  level.  I do  not 
know  any  theoretical  way  of  proving  that  growth  in  con- 
ditions of  stability  must  always  be  greater  than  growth  in 
conditions  of  mild  depreciation;  and  I should  not  like  to 
pledge  myself  to  so  far-reaching  a proposition.  But  when 
one  tots  up  all  the  long-nm  effects  of  depreciation,  I find  it 
hard  to  believe  that  it  should  be  deliberately  chosen  as  a 
general  principle  of  policy. 

19.  All  this,  however,  does  not  yet  bring  us  to  the  heart 
of  contemporary  discussion.  This  is  concerned  not  so  much 
with  the  possibility  of  accelerating  the  rate  of  accumulation 
in  conffitions  of  brisk  employment,  but  rather  with  the 
avoidance  of  loss  due  to  the  insufficient  use  of  capacity — 
both  of  men  and  machines — in  conditions  of  under-employ- 
ment. It  is  contended  that  the  pursuit  of  stable  money  may 
not  be  by  itself  enough  to  avoid  this  loss.  It  is  contended 
further  than,  to  secure  adequate  levels  of  employment,  it 
may  be  necessary  to  resort  to  policies  which  involve  secular 
depreciation. 

20.  I have  put  the  argument  in  these  two  forms;  for 
obviously  they  have  different  implications.  It  may  well  be 
contended  that  to  formulate  the  aims  of  monetary  policy 
solely  in  terms  of  stabilizing  the  price  level  is  to  conceive 
the  problem  altogether  too  simply;  and  1 can  see  nothing 
inconsistent  in  urging  that  the  aim  of  monetary  policy  must 
be  at  once  to  maintain  stability  in  the  value  of  money  and  to 
facilitate  the  achievement  of  appropriate  levels  of  activity 
and  employment.  Stable  money  is  usually  recommended  as 
a condition  favourable  to  saving  and  an  avoidance  of  general 
fluctuations.  As  I shall  try  to  show  later  on.  it  is  perfectly 
possible  to  formulate  an  active  employment  policy  m tenns 
which  involve  no  depreciation  of  the  monetary  standard. 

21.  But  the  attitude  that  I am  discussing  may  easily  go 
further  than  this.  It  may  be  argued  that,  in  modem  circum- 
stances, it  is  almost  inevitable  that  there  should  be  conflict 
between  these  two  aims— that  to  maintain  full  employment 
it  is  necessary  to  pursue  monetary  policies  which  involve 
rising  prices,  i.e.  a falling  value,  of  money.  In  such  circum- 
stances, it  is  argued,  the  pursuit  of  stable  mon^  is  a snare 
and  a delusion,  inimical  to  growth  and  to  the  healthy  develop- 
ment of  the  economy. 

22.  Now  this  is  a serious  problem.  I will  not  pause  at 
this  point  to  enquire  how  serious  it  is  with  unemployment 
in  this  country  at  the  levels  of  recent  years— i.e,  below  2.5 
per  cent.— there  will  be  a little  more  to  be  said  about  this 
later  But  I am  perfectly  prepared  to  admit  that  situations 
are  easily  conceivable  when,  in  spite  of  under-employment, 
an  increase  of  demand  may  lead  to  rising  prices.  And  I 
equally  admit  the  possibility  of  situations  when,  employment 
being  reasonably  high,  wage  claims  in  excess  of  an  increase 
in  the  value  of  the  product  lead  to  a position  m whiiffi  unem- 
ployment will  occur  if  an  increase  of  circulation  which  will 
sustain  higher  wages  and  prices  is  not  permitted  by  the 
monetary  authorities.  In  such  circumstances  clearly  there 
is  a certain  conflict  between  the  claims  of  monetap'  stability 
and  the  claims  of  employment  and  production.  It  is  there- 
fore important  to  discover  whether  it  is  something  ultimate. 

23.  From  one  point  of  view  this  problem  is  a problem  of 
what  Keynes  caUed  “ bottlenecks  In  the  first  approxima- 
tion in  the  theory  of  output,  we  can  think  of  t^der- 
emnloyment  as  a state  in  which  expansion  is  possible  at 
coiMtant  prices  and  of  “ full  ” emplo^nnent  as  a state  m 
which  if  expansion  continues,  all  prices  go  up  together. 
But  in  real  life  there  is  not  this  sharp  contrast.  Before  aU 
resources  are  fully  employed,  some,  eiffier  by  reason  of  real 
Umitation  or  by  reason  of  monopolistic  action,  begin  to 
rise  in  price.  This  is  where  the  problem  emerges. 

24  It  is  doubtful,  however,  whether  outside  the  sphere 
of  collective  bargaining  and  the  labour  market  it  is  a ve^ 
Statable  problem.  In  principle  at  least  it  would  not 


seem  to  be  insoluble  within  the  framework  of  general  mone- 
tary stabilization.  If  there  is  a temporary  limitation  of  supply 
and  no  monopoly,  the  problem  is  obviously  transitory: 
supply  will  eventually  increase  and  will  bring  down  the  prices 
concerned.  Alternatively,  if  the  increase  is  due  to  monopo- 
listic action,  then,  if  the  Trade  Unions  are  not  concerned,  the 
climate  of  opinion  is  not  hostile  to  severe  corrective  measures. 

25.  The  really  tough  problem  arises  in  the  labout  market. 

If  before  “full”  employment  is  reached,  wage  rates  begin 
to  rise  more  than  productivity,  should  aggregate  demand  be 
allowed  to  continue  to  increase?  Or  if  when  full  employment 
has  been  achieved,  wage  rates  go  on  rising  in  a similar 
manner,  should  aggregate  demand  be  increased  yet  a^in  to 
take  up  the  slack  in  employment  that  otherwise  would  inevit- 
ably arise  ? 

26.  This  brings  us  to  the  famous  problem  of  the  so-called 
wage  inflation — inflation  whose  proximate  cause,  so  to  speak, 
is  to  be  found  in  the  pushing  up  of  wage  rates  where  the 
conditions  of  demand  do  not  bring  about  such  a movement, 
as  distinct  from  inflation  whose  proximate  cause  is  a pressure 
to  develop  on  the  part  of  ente^rise  and  a pressure  to  spend 
on  the  part  of  consumers.  It  is  a problem  which  would  not 
exist  in  an  economy  in  which  rates  of  pay  were  fixed  in  open 
markets  as  distinct  from  the  conditions  of  collective  bargain- 
ing. 

27.  May  I say  at  once  that  I believe  that  this  is  a very 
important  problem.  I do  not  happen  to  believe  that  the 
inflation  which  has  prevailed  in  this  country  in  the  last 
two  decades  has  been  predominantly  of  this  picture.  1 
think  that  there  was  probably  something  of  this  sort,  a by- 
product of  the  rise  in  import  prices,  in  1951  and  1952;  and 
it  is  obvious,  now  that  the  demand  inflation  of  1954  onwards 
has  been  brought  to  an  end,  that  a cost  inflation  is  a real 
danger.  In  the  main,  however,  I am  clear  that  our  troubles 
have  arisen  on  the  demand  side  from  a strong  disposition 
to  consume  and  invest  operating  in  a milieu  of  excessive 
money  supply  and  artificially  low  rates  of  interest.  But  I 
have  no  doubt  whatever  of  the  reality  of  the  problem  and  I 
have  insisted  upon  it  again  and  again  in  what  I have  written 
on  the  subject  since  the  war. 

28.  Nevertheless,  I think,  it  is  important,  in  judging  the 
point  at  which  the  difficulty  is  likely  to  become  acute,  that 
we  should  preserve  some  sense  of  proportion:  and  I am 
bound  to  say  that  a good  deal  of  the  recent  talk  about  the 
dangers  of  under-employment,  with  an  unemployment  per- 
centage of  under  2-5,  seems  to  me  very  unrealistic.  In  the 
past,  I think  it  would  be  true  to  say  that  percentages  of  this 
order  have  only  occurred  in  circumstances  of  considerable 
inflationary  pressure.  Before  the  war,  when  Keynes,  in 
forecasting  the  effects  of  rearmament  expenditure,  assumed 
a possible  reduction  of  unemployment  to  three-quarters  of 
a million — in  those  days  a percentage  of  about  6 — he  warned 
that  we  should  be  confronted  with  a labour  problem  exactly 
the  reverse  of  the  problem  of  “ abnormal  unemployment  ’’ 
(Jimes,  April  17th,  1939).  In  his  Full  Employment  in  a 
Free  Society,  published  in  1944,  the  result,  one  is  always 
given  to  understand,  of  consultations  with  economists  whose 
conception  of  what  was  possible  and  desirable  went  Mn- 
siderably  beyond  that  of  Keynes  himself.  Lord  Beveridge 
thought  an  average  of  3 per  cent  a suitable  target;  and.  at 
that  time,  a great  many  economists  thought  this  too  opti- 
mistic. In  the  fight  of  what  has  happened  since,  it  Itmks  as 
if  we  may  have  been  too  pessimistic;  doubtless  this  is  a 
warning  against  premature  attempts^  at  quantification  of 
conraptions  of  the  possible.  But  I still  think  that  to  franie 
general  financial  policy  on  the  assumption  that  anything 
more  thim,  say,  1-5  per  cent,  is  under-employment  is  to 
invite  secular  inflation  in  an  eventually  acute  fomi. 

29.  In  this  connection,  it  is  not  irrelevant  to  emphasize 
the  high^  misleading  implications  of  the  term  full  employ- 
ment. To  the  lay  mind  the  term,/«//  employment,  inevitably 
suggests  zero  unemployment.  But  a very  little  consideration 
should  show  that,  in  a moving  economic  system,  when 
demand  is  expanding  in  some  places  and  contracting  in 
another  and  the  labour  force  is  responding  appropriately,  at 
any  moment  of  time  an  instantaneous  photograph  must 
reveal  some  workers  who  are  changing  jobs  and  are  tem- 
porarily unemployed.  Only  if  the  pressure  of  aggregate 
demand  is  so  great  that  all  are  held  by.  a process  of  suction, 
so  to  speak,  in  their  present  positions,  is  there  no  such  move- 
ment; and  in  su^  an  economy  the  capacity  for  adaptation 
to  diangbg  circumstances  has  ceased — or  at  any  rate  is 
greatly  reduced.  It  should  be  said  at  once  that  recognition 
pf  this  fact  does  not  imply  in  the  least  the  soporific  proposi- 
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tion  that  all  unemployment  is  of  this  nature — a natural  by- 
product of  change;  it  is  the  great  problem  of  employment 
policy  to  distinguish  the  unemployment  which  results  from 
desirable  adaptation  from  the  unemployment  which  is  waste- 
ful and  unnecessary.  But  it  does  imply  that,  if  we  regard  all 
unemployment  above  zero  as  departure  from  the  ideal  of 
Keynesian  full  employment,  we  make  the  business  of  running 
the  economy  uimecessarily  difficult.  “ Full  employment,” 
in  the  sense  in  which  this  temi  is  used  in  rational  discussion 
of  policy,  is  noi  zero  unemployment.  I suppose  that  in  politics 
we  shah  never  get  away  from  rather  base  debating  points 
arising  from  exploitation  of  this  ambiguity.  But  in  dispas- 
sionate examination  of  the  possibilities  of  policy  it  is  essential 
to  bear  it  in  mind. 

30.  To  return  to  the  main  problem.  It  must  surely  be 
generally  agreed  that,  if  it  be  true  that  before  some 
reasonable  conception  of  fuU  employment  is  reached,  wage 
rates  inevitably  rise  more  than  productivity,  or  if  at  the 
point  of  full  employment  the  same  result  follows,  then  we 
should  indeed  be  confronted  with  the  dilemma  that  either 
we  could  keep  the  value  of  money  stable  at  the  cost — in 
that  period  at  least — of  less  production,  or  we  could  have 
more  production  at  the  cost  of  a falling  value  of  money. 
And  no  one  could  find  that  agreeable.  It  is  not  agreeable 
to  have  less  production  than  possible.  It  is  not  agreeable  to 
have  continuous  inflation  with  its  injustice  to  the  recipierits 
of  fixed  incomes,  its  recurrent  exchange  crises  and  its 
eventual  undermining  of  efficiency  and  die  stability  of  the 
capital  market.  And  let  no  one  attempt  to  comfort  him- 
self by  the  thought  that  the  stimulating  effect  of  the 
early  stages  of  inflation  can  be  relied  upon  to  increase 
production  more  than  the  increase  in  aggregate  demand, 
so  that  prices  will  eventually  fall  and  there  is  no  long-run 
harm  anywhere.  It  might  conceivably  so  happen  once  in  a 
blue  moon.  But  the  whole  setting  of  the  problem  constitutes 
a strong  presumption  against  it.  If  demand  has  to  increase 
in  order  to  prevent  a cost  inflation  aeating  unemployment, 
it  is  really  hi^y  unlikely  that  the  end-product  will  be  a 
reduction  of  costs.  If,  in  conditions  of  full  employmrat,  the 
average  wage  level  always  rises  more  than  productivity,  our 
dUemma  exists  in  a stark  and  inescapable  form. 

31.  But  is  this  fundamental  assumption  necessary  ? Is 
it  true  that  we  must  inevitably  assume  a disposition  of  the 
Trade  Unions  to  act  in  this  way  and  thus  to  confront  financial 
policy  with  the  alternative  of  unemployment  or  inflation  ? 

32.  Personally  I see  no  such  necessity.  Of  course,  if 
it  is  accepted  as  a fixed  maxim  of  policy  that  full  employment 
is  to  be  sought  whatever  the  movement  of  incomes,  then 
such  a development  is  highly  probable.  But  tiiis  is  not  the 
only  alternative  to  laisser-faire;  and  it  is  only  our  inveterate 
habit  of  thinking  of  policy  in  terms  of  single  aims  which  leads 
us  to  believe  that  it  is.  The  government  can  adopt  the 
double  aim  of  high  employment  and  stability  of  money.  It 
can  endeavour  to  provide  a flow  of  expenditure  which,  with 
average  rates  of  pay  rising  with  productivity,  will  maintain  a 
proper  level  of  employment,  and  it  can  leave  the  rest  to  the 
process  of  bargaining.  In  such  circumstances,  I can  well 
believe  that,  from  time  to  time,  the  rates  emerging  might  be 
pitched  too  high— in  which  event  there  will  be  temporary 
trouble.  But  I see  no  inevitability  about  it.  I see  no  reason 
to  believe  that  the  representatives  of  the  Trade  Unions  will 
necessarily  wish  to  create  unemployment.  I do  not  think 
that  the  history  of  Trade  Unionism  in  this  country  suggests 
this;  and  I do  not  think  that  at  this  stage  of  the  debate  it  is 
reasonable  to  assume  that  they  cannot  leam  from  experience 
or  be  convinced  by  disinterested  reasoning. 

33.  I conclude  then  that  while,  even  on  the  present  level 
of  abstraction,  to  formulate  Qie  aims  of  monetary  policy  solely 
in  terms  of  stability  of  prices  is  to  oversimplify  the  problem, 
yet  there  is  nothkig  fondamentally  incompatible  between 
such  an  aim  and  the  aim,  to  which  surely  all  men  of  humanity 
and  good  sense  must  also  subscribe,  of  so  managing  affairs 
as  to  provide  high  levels  of  employment  at  rates  of  pay 
rising  on  an  average  with  productivity. 

in 

(fi)  International  Complieations 

34.  We  must  now  leave,  so  to  speak,  the  planet  Saturn 
and  come  down  to  our  poor  earth,  divided  among_  many 
sovereignties  and  monetary  authorities,  where  the  mms  of 
policy  in  any  one  area  have  to  take  account  of  the  main- 
tenance of  workable  relationships  with  the  others. 

35.  At  first  sight  it  might  be  thought  that  what  has  been 
said  already  exhausted  the  problem.  Let  each  monetary 


authority,  it  may  be  said,  pursue  the  joint  aims  of  constant 
prices  and  a hi^  level  of  employment  and  all  will  be  well. 
Only  let  them  avoid  inflation  and  deflation  and  the  purpose 
of  monetary  policy  is  a^eved. 

36.  Unfortunately  this  is  not  true.  The  business  of 
international  exchange  introduces  an  important  complica- 
tion. In  a closed  community,  assuming  an  appropriate 
adjustment  of  rates  of  pay,  etc.,  the  absolute  level  of  prices 
does  not  matter — provided  that  it  does  not  change.  A level 
of  100  with  money  incomes  at  1,000  means  the  same  real 
income  as  a level  of  1,000  with  money  incomes  at  10,000. 
But  in  an  open  community  with  fixed  rates  of  exchange  it 
matters  very  much  indeed;  for  the  relation  of  the  height  of 
local  prices  and  incomes  to  the  height  of  prices  and  incomes 
elsewhere  detennin.es  what  can  be  bought  and  sold  in  inter- 
national markets,  i.e.  the  level  of  real  income  in  so  far  as 
it  consists  of  goods  produced  elsewhere.  With  prices  and 
incomes  elsewhere  given  and  rates  of  exchange  fixed,  it  is 
therefore  not  a matter  of  indifference  whether  local  prices  and 
incomes  are  hi^er  or  lower  in  terms  of  the  local  money  unit. 

37.  It  follows  from  this  that,  if  rates  of  exchange  are 
fixed,  the  undeviating  pursuit  of  policies  of  local  price 
stabilization  on  the  part  of  the  different  monetary  authorities 
may  involve  inappropriate  relationships  betwem  their  res- 
pective price  and  income  structures  and  may  indeed  be  a 
cause  of  continuing  monetary  disequilibrium. 

38.  The  nature  of  the  problem  may  perhaps  be  illustrated 
by  a series  of  hypoAetical  instances  relating  to  the  discovery 
of  valuable  mineral  resources  in  an  area  not  hitherto  export- 
ing such  a product.  We  may  suppose  that  these  resources 
can  be  exploited  without  the  import  of  vast  capital  installa- 
tions and  that  for  one  reason  or  another  there  is  not  much 
labour  mobility  between  the  area  concerned  and  other 
regions. 

39.  Let  us  suppose  fii'st  that  the  area  in  question  is  part 
of  a larger  area  with  a common  monetaiy  system.  In  such 
circumstances,  the  discovery  and  production  of  the  valuable 
material  will  almost  certainly  lead  to  higher  incomes  for  the 
local  inhabitants.  By  hypothesis  the  product  which  they 
are  now  producing  is  more  valuable  than  anything  which 
they  had  it  in  their  power  to  produce  before.  If  they  aU 
switch  over  to  this  kind  of  production  and  import  all  their 
consumption  goods  from  elsewhere,  that  is  the  end  of  the 
matter  so  far  as  our  analysis  is  concerned:  their  money 
incomes  and  their  real  incomes  will  have  risen.  . 

40.  It  may  be,  however,  that  because  of  costs  of  transport 
it  is  still  convenient  to  produce  locally  some  of  the  cons- 
tituents of  real  income.  In  this  case  since  we  should  not 
expect  the  producers  of  these  products  to  be  content  with 
lower  incomes  than  the  producers  of  the  new  product  which 
is  being  sold  elsewhere,  there  would  be  a rise  in  ^e  prices 
of  domestic  goods  parallel  with  the  general  rise  in  money 
income.  This  would  mean  that,  so  far  as  local  goods  were 
concerned,  the  situation  was  as  before;  the  inhabitants  have 
higher  incomes  but  they  have  to  pay  coramensurately  higher 
prices.  But  so  far  as  goods  procured  from  elsewhere  were 
concerned,  the  position  would  be  different;  with  their 
higher  money  incomes  the  inhabitants  could  buy  more 
goods.  Their  real  incomes  would  therefore  be  hi^er. 

41.  If  this  all  took  place  within  one  large  community  with 
a common  money  supply,  it  would  probably  pass  without 
very  much  notice  as  a change  in  the  relative  prosperity  of  a 
certain  part  of  the  area.  We  tend  to  think  it  is  “ natural  ” 
if  a group  of  producers  produce  more  of  a valuable  product, 
or  if  those  who  buy  from  them  come  to  put  higher  price  on  a 
given  supply,  that  they  should  eiyoy  hi^er  money  incomes. 

42.  Now  suppose  that  the  area  in  question  is  an  indepen- 
dent state  with  a money  of  its  own  and  an  independent 
monetary  authority.  If  the  rate  of  exchange  is  fixed,  and  if 
the  monetary  authorities  are  prepared  to  allow  the  favoiuable 
balance  of  payments  to  be  r^ected  in  an  api>ropriately 
higher  level  of  money  incomes,  then  the  description  which 
we  have  given  already  is,  roughly  speaking,  adequate  to 
describe  this  position  also.  The  net  effect  of  the  favourable 
discovery  will  be  a higher  level  of  money  incomes  and 
domestic  prices  but  a greater  command  of  goods  produced 
elsewhere.  There  is,  of  course,  nothing  new  about  this  analysis. 
It  is  the  traditional  explanation  of  the  fact  that  the  rich^t 
countries  of  the  world  are  also  the  most  expensive  to  travel  in, 
for  people  deriving  their  incomes  from  other  parts. 

43.  But  now  let  us  assume  that  the  monetary  authorities 
are  determined  to  stabilize  the  local  level  of  prices — to 
prevent  what  some  would  call  an  inflation.  The  increased 
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value  in  the  world  market  of  the  local  product  is  prevented 
from  affecting  incomes  or  prices.  There  is,  therefore,  no 
ino^ased  margin  for  purchase  abroad;  real  incomes  do  not 
rise.  But  the  balance  of  payments  continues  to  be  positive; 
mid  the  net  effect  of  the  favourable  change  in  productivi^ 
is  a continuing  accumulation  of  reserves — ^which,  according 
to  the  graeral  conditions  of  mon^  supply  ffffoughout  the 
world,  may  or  may  not  have  destabilizing  effects  elsewhere. 

44.  At  first  sight  it  would  seem  to  follow  from  all  this 
that  the  appropriate  poEcy  for  monet^  authorities,  whose 
aim  is  to  maintain  harmonious  relationships  with  the  rest 
of  the  world,  is  to  let  the  flow  of  incomes  and  cxpmditure 
be  governed  by  the  state  of  the  balance  of  payments.  When 
the  balance  is  favourable  they  should  expand,  when  it  is 
unfavourable  contract  Clearly  this  is  what  actually  does 
happen,  othra  things  bong  equ^  within  a unified  monetary 
system — there  is  an  automatic  e^b  and  flow  of  interlocal 
payments  according  to  the  relative  value  of  local  services 
and  the  disposition  to  spend  the  proceeds  thereof.  And  in 
order  to  maintain  equilibrium  at  fixed  rates  of  exchange 
between  different  monetary  systems,  something  of  the  same 
sort  would  seem  to  be  called  for. 


45.  Unfortunately  there  are  complications  here  which  may 
be  held  greatly  to  impair  the  attractiveness  of  the  conception. 
At  this  stage  of  the  discussion  we  may  neglect  the  complka- 
lions  which  arise  in  connection  with  capital  movements, 
although  many  of  the  greatest  difficulties  arise  in  this  par- 
ticular connection.  But  we  cannot  neglect  the  fact  that,  in 
certain  not  impossible  circumstances,  compliance  with  the 
rule  suggested  may  involve  the  inhabitants  of  whole  areas  in 
a positive  contraction  of  money  income.  It  is  easy  enou^ 
to  conceive  of  this  in  a world  of  simple  metallic  systems: 
if  the  total  supplied  of  metallic  money  were  constant,  then, 
in  default  of  offsetting  changes  in  money-using  habits,  a 
favourable  expansion  in  one  part  must  be  accompanied  by 
an  unfavourable  contraction  elsewhere.  Mutatis  mutandis, 
the  same  conception  can  be  elaborated  in  terms  of  advanced 
credit  systems : if  for  some  reason  the  total  of  world 
cash  and  credit  were  stationary,  much  the  same  sort  of  _di^ 
turbing  occurrences  might  be  expected.  And,  although  it  is 
perfectly  valid  to  argue  that,  as  we  have  seen  above  (para,  9), 
the  same  result  would  follow  in  different  parts  of  a unified 
monetary  system  if  the  poliQ'  pursued  at  the  centre  were  the 
stabilization  of  average  money  incomes,  yet  it  is  not  to  be 
expected  that,  where  there  is  monetary  autonomy  in  the 
different  areas,  the  same  effects  will  always  be  allowed  to 
develop.  It  is  true  enough  that  if  the  general  conditions  of 
and  supply  are  unfavourable  and  if  there  is  no 
alleviation  in  other  ways,  then,  in  the  end,  there  is  no  escaping 
from  a downward  adjustment  of  real  incomes  and  that 
attempts  to  do  so  are  simply  a useless  kicking  against  the 
pricks.  Nevertheless  we  know  that  in  practice  such  proposi- 
tions are  likely  to  be  disregarded. 

46.  I have  stated  the  difficult  baldly:  for  I think  it  is  apt 
to  be  assumed  that  it  is  not  recognized  by  exponents  of  the 
point  of  view  which  I am  developing.  But  it  should  be 

emphasized  at  once  that  it  is  not  a necessary  difficulty.  If  the 

world  suppEes  of  cash  and  credit  are  mcreasing,  then  probably 
most  adjustments  of  this  kind  can  be  brought  about  in  a much 
easier  manner.  The  areas  with  unfavourable  balances  can 
mark  rimft  or  expand  less  slowly:  and  then  if  the  areas  with 
favourable  balances  expand  appropriately  aU  wiU  be  weU.  It 
is  possible  to  be  too  optimistic  in  this  respect.  It  would  be 
unwise  to  assume  that  circumstances  would  never  occur 
which  did  not  involve  some  positive  contraction 
if  developments  elsewhere  were  not  to  be  positively  mfla- 
tionaiy.  But  I suspect  that  such  cases  would  be  me  exception 
rather  than  ffie  rule,  and  it  is  not  difficult  to  think  of  excep- 
tional measures  to  deal  with  them. 

47  Unfortunately,  in  the  present  state  of  the  world, 
there'  is  no  apparatus  to  ensure  that  the  aggregate  of  money 
supoEes  behaves  in  this  optimal  manner.  There  a no  central 
organ  of  money  supply.  The  gold  base  depends  upon  ffie 
vagaries  of  mining  engineering  and  the  histo^  and  expecto- 
tirins  of  the  price  of  gold.  The  doEar  and  sterlmg  tpdit 
components  depend  on  local  poEaes.  The  ^erent  national 
authorities  have  no  assurance  that,  if  they  behave  according 
to  the  international  rules,  there  is  in  operation  some  supra- 
national poEcy  which  bring  it  about  that  the  aggregate 
effect  of  ffieir  poEcies  conforms  to  some  commonly  acceptable 
aim.  We  jog  along  hoping  that  gold  and  the 
systems  wEl  somehow  or  other  behave  reasonably  well.  But 
there  is  no  guarantee  that  this  wiU  happen  automaticafly  and 
?o  SoS  ground  in  the  experience  of  the  last  forty  years 
to  suggest  that  it  happens  very  frequently. 


48.  In  the  preset  state  affair^  there  is  yet  a farther 
complicatioci,  arising  from  the  existence  of  independent 
centres  of  money  supply,  which,  in  my  judgment,  is  more 
serious  than  any  that  we  have  y^  examiDcd.  The  rule  that 
centres  with  favourable  balances  of  payments  should  expend, 
ivhile  centres  with  unfavourable  balances  should  mark  time 
or  expand  less  rapidly,  rests  on  the  assumption  that  changes 
in  the  demand  and  supply  for  different  currencies  have  their 
origin  in  cban^  in  underlying  real  conditioos — that,  if  the 
balance  of  paymoits  of  a particular  centre  changes  in  a 
favourable  direction,  that  is  because  there  has  been  some 
fundamental  change  in  the  ctmditions  of  production  or 
coDsumpticMi  or  investment  preference  which  manifests  itself  in 
this  way.  But  this  is  not  the  only  way  in  which  changes  in 
the  trade  balance  can  arise.  Thm  may  be  an  increase  of 
demand  for  local  exchange  because  there  is  inflation  in  some 
other  important  centre;  there  may  be  a contraction  of 
demand  because  dsewb^  there  is  deflation.  And  in  such 
drcumstances  there  can  be  no  question  of  obedience  to  rules 
of  an  international  game.  The  centre  whidi  is  inflating  or 
deflatir^  in  this  sense  is  playing  a game  of  its  own:  and 
there  is  no  obligation  whatever,  from  any  point  of  view,  for 
the  other  centres  to  import  inflation  or  deflation  for  the  sake 
of  keeping  in  step.  We  in  the  United  Kingdom  should 
certainly  not  feel  under  any  obE^tion  to  inflict  on  ourselves 
an  aU-round  contraction  if  the  United  States  went  mto  a nose- 
dive of  deflation.  Similarly,  although  we  often  speak  as  if 
this  were  not  so,  there  is  no  obEgation  on  the  authorities  in 
the  United  Stales  to  inflate  because  of  inflationary  develop- 
ments in  the  United  Kingdom  or  France.  It  may  be  difficult 
for  the  authorities  m any  one  area  to  escape  adverse  rqw- 
cussions  from  inflationary  or  deflation^  developments 
elsewhere:  complete  insulation  is  sc»nething  more  Ekely  to 
be  found  in  poEtical  q>ee<hes  than  in  real  life.  But  that  is 
certainly  no  reasmi  fev  not  making  the  attempt 

49.  It  is  scMD^imes  suggested  that  these  difficulties  can 
be  avoided  by  t^  abandonmeot  eff  fixed  exchange  rates. 
Lei  the  monetary  authorities  pmsue  the  internal  objective 
of  high  anploymeat  at  stable  prices,  it  is  urged,  and  let  the 
vidssitudes  of  the  external  position  be  dealt  with  by  appro- 
{siate  movaneats  of  rates  of  exchange.  Such  an  attitude 
may  involve  merely  an  insistence  on  freedom  fm:  occasional 
adjustments  m circumstances  of  fundamental  diffioiity,  as 
is  provid^  by  the  present  statutes  of  the  Intematiooai 
Monetary  Fund.  It  may,  however,  go  beyond  this  and  seek 
the  estabEshmoit  erf  floating  rates,  responsive  from  day  to 
day,  or  at  least  at  very  short  interv^  to  the  changing 
pressures  of  the  exchan^  markets. 

50.  In  my  judgment,  in  the  present  circumstances  of  the 
world,  occasional  adjustmeats  of  rates  of  exchange  are 
definitely  necessary;  and  it  is  desirable  that  thee  should 
exist  msKhinery  whereby  they  can  be  carried  out  in  an  orderly 
manner.  If  a country  finds  itseff  in  a fundamental  disequiU- 
brium  whose  cure  at  fixed  rates  of  exchange  would  involve 
severe  internal  contractioiL  then  surely  it  is  obvious  common- 
sense  that  it  should  se^  and  be  allowed,  this  way  out.  It 
may  be  t^t  the  disequiEbrium  is  due  to  faulty  poEcy  in  the 
past,  internal  inflation  or  a faEure  to  respond  in  time  to 
some  worsening  of  the  external  position.  But  two  wrongs  do 
not  make  a right;  and,  if  the  disequlEWnim  exists,  to  seek 
to  remedy  it  by  deflation  rather  than  by  devaluation  is  not 
y,ncihlft  Similarly  it  ts  easy  to  ctmeeive  cases  where  an 
upward  adjustment  of  the  rate  of  exthange  is  pnfeaWe  to 
intemal  mflation.  In  practice,  of  course,  devaluation  is 
much  more  Ekely  than  revahiaticm;  but  the  general  pcincif^ 
is  the  same.  ^ long  as  there  is  no  comm<m  centre  of 
monetary  supply  and  management,  so  long  it  is  probably 
that  from  rimft  to  time  relations  between  different  mcmeys  m 
different  centres  wiE  need  to  be  readjusted  by  changes  m the 
rate  of  exchange. 

51.  But  changes  of  this  sort  are  changes  whidi  are  only 
likely  at  long  intend.  The  statutes  of  the  International 
Monetary  Fund  contemplate  alterations  of  exchange  rates 
where  there  exists  a fimdamaital  disequilibtium — and  funda- 
mental disequEibria  do  not  emerge  eveiy  day  of  the  week  nor, 
when  they  have  emerged,  are  the  measures  necessary  to  d^ 
with  them  immediatdy  perceived  and  adopted.  The  exis- 
tence of  an  apparatus  of  this  sort,  therefore,  does  not  m 
itself  provide  a solution  of  the  problems  of  day  to  day  poli^. 
Should  internal  policy  be  conducted  with  seme  r^ard  to  the 

of  cxtcmal  cquiEbrium  ? O are  there  other 
expedients  available  7 It  is  in  this  connection  that  tl» 
areument  for  the  so-caEed  floating  rate  is  devek^ied.  It  is 
not  enough,  it  is  argued,  that  there  should  be  oecasi«ial 
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Xa®  in  ;hT«oh»ge  markets. . In'thh  way  we  fluotnation  ot  weak  euttendes. 
shall  avoid  crises,  encourage  early  adaptation  of  production  analysis,  therefore,  the  choice  between  a 

and  consumption  to  change,  and  leave  the  monet^  authon-  ^ qj  exchange  rates  which  are  fixed  (or  only  changed  in 
ties  free  to  pursue  the  internal  goal  of  stabihty  of  prices  and  j.,j^n,gtances  of  fundamental  difficulty)  and  rates  which 
activity.  fluctuate  is  not  a choice  between  a system  which  requires 

<•?  Th..  rtiriiirp  15  an  attractive  one  And  I should  be  internal  management  to  preserve  exterml  equilibrium  and  a 
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payments  was  turning  violently  adverse  bee  readv  to  take  action  to  prevent  undue  fluctuations  of  the 
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nes  more  apparent.  And  I do  the  views  of  some  at  least  of  those  who  adc.  _ 
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areas  whose  financial  structure  and  position  m world  trade  exch^ge  fluctuations  a 
may  make  such  mechanisms  especially  appropriate.  are  dangerous. 

, t.  • 1 r-AAViiit,,  nf  58  On  top  of  all  this,  there  is  a special  reason  why  the 

53.  But  1 doubt  very  much  the  umvers^  apphcabihty  of  : ^ inappropriate  expedient  for  a centre  such 

this  solution  and  I have  still  further  doubts  concerning  its  fundamental  financial  position  is  strong, 

suitability  for  our  own  position.  indeed,  unless  it  is  considered  to  be  stronger  than  that  of 

54.  Before  approaching  the  more  practiwl  ob^tions,  it  other  avaUable  centtes  ‘?la?KS 

is  perhaps  worth  noting  what  an  extremely  artificial  con-  banking  busings.  It  is  not  be  tw  ex^ewa  mat,  year  m y 
rAndnnSris  is  There  is  nothing  “ natural  ” about  a system  out,  the  inhabitants  of  other  parts  of  the  world  are  Ukeiy  to 
of'diiteiSit  moneys  existing  side®  by  side,  each  fluctuating  in  continue  to  do  business  in  a curtency  whose  international 


jirSfSleTtX  'SeXXS^’X'dX  whioh“S;®ays  rairUni^rTaiinm  would  it  1»  “ej-™ 

stSmitsdf  unless  forcibly  prevented  is  for  the  money  which  volontarily  to  leave  funds  in  such  a “ntre.  ^DonMess_fl  th_ 


ne  money  wuik.u  voiuumiuy  lu  icatv  ai*ssv.A  ^ - 

ir^^ted  to  fluctuate  Iwst  to  come  more  and  more  into  expectation  of  fluctuation  were  m an 
gene^use  and  for  the  others  to  lose  value  and  be  discarded,  would  be  different;  there  would  be  a ,^‘i®  j,_i„ 

This  is  what  was  happening  between  gold  and  silver  in  the  direction.  But  if  the  expectation  is  the  ^ 

nffietSnffi  a“d  it  is  what  hjjpened  between  gold  a degree  of  altruismnot  to  be  expected  of  financial  man  could 

and  ^per  in  the^  inflations  of  the  twenties  before  govern-  prevent  a deterioration  of  the  situation, 
ments  perceived  what  was  happer^g  59  Nqw  I am  quite  prepared  to  concede  that  it  may  be 

clauses  in  contracts  local  dealings  “ 9[  po2ible  to  exaggerate  the  advantages  to  the  United  Kingdom 

currenaes.  Nor  can  it  be  represented  as  l^ig,  as  it 's  often  poss  0 Sterling  Area  in  exactly  its  present 

represented,  a particularly  liberal  ^ form  • and  I certainly  think  that  those  who  would  impose  a 

have  just  seen,,  in  order  that  >t  may  work  « « has  to  ^ fo^.  and^l^«mm  J. an  arr^gement 


riorS  of  one  kind  or  another.  A system  in  wUch  cinrens  show  a^«nam  be  a positive 

are  compelled  to  make  contracts  in  terms  of  a advantaL  if  we  went  out  ofinternational  finance  altogether 

they  distrust  can  certainly  not  be  regarded  as  being  particu-  advama^  u we  w^ni  ou  advantage  to  this 

lurly  nututal  or  o1  °h  SnnlJy  S ac.Xi  »ankur  it  not  to  be 

take  us  very  far.  There  is  nothing  in  me  nature  01  n , of  ,^jrect  commissions,  althou^ 

economic  universe  which  obhges  us  to  believe  a prion  under-estimated  It  is  to  be  considered  also  in 

spontaneous  actions  and  free  economic  relationships  neces-  the  export  trade,  particularly  the 

sarUy  always  conduce  to  the  pubhc  good.  ^Jrt  of  capital  equipment.  If  London  were  to  c^e  to  do 

55  Much  more  important  from  our  point  of  view  is  ffie  international  banking  busings  I have  little  doubt  ffiat  a good 
lack  of  automatism  of  the  system.  In  current  discussion  the  ^any  of  our  manufacturing  rerittes  would  have  ^ 
floating  rate  is  often  recommended  on  the  ground  that  it  difficulty  m findmg  export  markets.  And  I cannot  believe 
functions  without  the  need  of  further  control— the  rate  just  that  this  would  be  good  for  anybody. 

Eoes  up  or  down  and  brings  the  balance  of  payments  into 

® ....  • __j  ic  ay^MAttiAyl  tlflflt  rtftrhans 


foXafeXrix'Xri  occ„x  wb,™  J 

situation. 


This  belief  is  an  illusion  based  upon  the  conternplation 
of  over-simple  models.  It  is  probably  true  that  if  the  internal 

. ^ i_  envArtlt; 


irrea  wnenevw  11  iiau  uccu  Buoi.vk.vw-  — ..  . 

our  ultimate  intentions,  should  be  a warning  of  soine  of  th 
consequences  to  which  a move  in  that  direction  might  give 


61.  From  my  point  of  view,  much  more  attractive  as  a 
solution  for  the  complications  I have  been  discussing  is  the 
suggestion  that  we  should  gradually  move  towards  a greater 
unification  of  international  monetary  arrMgemente  via  an 
endowment  of  the  International  Monetary  Fimd  with  pows 
to  create  credit  and  its  eventual  transforrnation  mto  some- 
thtag  like  an  mtemational  eent»l  b^_ 


circulation  were  a pure  cash  circulation  limited  in  supply 
like  Marshall’s  hard  bright  meteoric  stones,  and  there  was 
no  credit  superstructure  with  any  great  scope  for  elasticity, 
then  fluctuations  of  the  exchange  rates  might  be  relied  upon 
to  do  what  is  claimed  for  them  in  the  more  general  situation. 

But  given  elasticity  in  the  internal  cash  and  credit  situation, 

this’ expectation  is  faulty  and  action,  or  rather  lack  of  acuon,  ® '^Srwiih“adTquate  powers  to  influence  aggre- 

based  upon  it  is  likely  to  lead  to  trouble.  A d?^w^d  ® 

fluctuation  of  the  e«bange,  _»uaec_°mp™^^^  ngtog  ^ aiffleultics  diacussed  in  this 
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[CVwiMtr^ 


section  would  automatically  disappear;  and  the  objectives 
of  high  Muployment  at  stable  prices  could  be  pursued  without 
the  compilations  which  arise  when  the  supply  of  money  is 
in  the  hands  of  a multiplicity  of  centres.  And  that  surely 
would  be  a development  more  in  harmony  with  the  needs  of 
the  modem  world  than  the  perpetuation  of  monetary  national- 
ism via  the  exp^ent  of  floating  rates. 


public  finance,  may  be  undesiraUe.  In  both  these  cases, 
what  is  needed  is  a conjunction  of  monetary  and  hsca) 
measures.  And,  speaking  generally,  it  may  be  suggested  that, 
in  the  modem  a^,  a state  of  affairs  in  which  monetary  policy 
alone  is  deemed  adequate  to  deal  with  all  the  complexities 
uf  the  situation  must  be  resided  as  the  exception  rather  than 
the  rule.  Again,  all  that  is  implied  by  the  emt^usis  upon  the 
importance  of  money  supply  is  an  insistence  that  this  is  one 
oftbefactorsdirectlyundcrthecontrtrfofiheauthoriliei;  and 
that  both  theory  arid  experience  suggest  that  it  has  an  indts- 
pensabie  role  to  play. 

69.  But  what  constitutes  an  effective  control  of  the  supply 
of  money  ? 'Ihis  question  leads  to  the  heart  many  <rf  our 
present  difficulties. 


70.  Fw  a long  time  it  was  held  that  sudi  control  was 
provided  by  power  to  control  the  su[H>iy  of  currerBy  in  the 
narrow  sense.  The  framers  erf  the  Bank  Act  of  1844  held 


62.  But  while  there  are  reasons  for  believing  that  we 
could  move  more  quickly  in  this  direction  if  only  our  hearts 
and  minds  were  so  inclined,  we  oversimplify  the  problems 
of  our  own  day  if  we  believe  that  it  would  be  easy  to  get  that 
far  all  at  once.  Many  things  must  happen  before  we  can 
create,  as  it  were,  a Federal  Reserve  System  for  the  free 
world.  There  must  be  greater  unification,  not  only  of  political 
and  military  affairs  but  also  of  other  financial  and  economic 
arrangements,  before  monetary  integration  can  be  compiete. 

National  authorities,  which  are  liable  to  be  involved  in  

independent  wars,  are  unlikely  to  surrender  completely  the  wished  that  fluctuations  in  general  expcndi- 

power  of  independent  money  creation.  If  the  unrestricted  ^ mixed  system  of  cash  and  credit  should  conform  to 

play  of  inter-reponal  financial  transfer  is  to  be  accepted  as  would  have  been  the  fluctuations  in  a system  in  whidi 

tolerable,  there  must  be  at  least  reserve  arrangements  for  jjjg  circulation  was  wholly  metallic;  and.  although  some  of 

jnter-xegional  relief  and  migration  where  the  incidence  of  number  recognized  that  the  power  erf  depowt-banks  to 

change  is  severe.  None  of  this  will  happen  overnight,  though,  jgans  constituted  an  additional  source  of  money 

ifit  does  not  happen  over  the  next  century,  we  may  confidently  supply,  t^  were  content  to  assume  that  the  neceaities  of 

conclude  that  the  human  species,  at  any  rate  of  the  free  keeping  an  ad^uate  reserve  of  cash  would  be  sufficient  to 

• ’ ■ preserve  due  proportionality  between  cash  and  credit,  so  that 

control  of  the  former  would  in  faa  be  effective  control  of 
the  latter  also. 


Western  type,  has  handed  back  the  ticket. 

Meanwhile,  we  have  to  live  from  (toy 


71.  Both  experience  and  theory  have  demonstrated  the 
shortcomings  of  this  view.  We  ki»w  now  that  cor«iderttk»ns 


w_.  ...VUO.T.UU.W  and  I 

am  afraid  that  we’ have  to  reconcile  ourselves  to  a diversity 
of  objectives.  We  must  certainly  aim  at  high  levels  of 

employment  and  the  avoidance  of  inflation  and  deflauon.  , — . , 

But  we  must  also  have  regard  to  the  complications  of  the  of  the  safety  of  a cash  reserve  are  insufiToeia  to 
international  situation  and  make  reasonable  efforts  to  mam-  fluctuations  of  the  supply  erf  bank  credit  which,  m the  short 
tain  equilibrium  in  the  balance  of  payments  at  fixed  exchange  period  at  least  bear  no  necessary  rdaiionship  to  the  supfrfy  of 
rates  These  objectives  may  not  always  be  mutually  com-  ^ash  and  may  be  acutdy  deaabQiziog.  In  modem  iuim, 
patible-  and  there  may  be  diflfcult  decisions  to  make.  But  I tberefcHe,  power  to  ctmtrol  the  money  supfrfy  m the  wwlc 
see  no ’reason  to  suppose  that  in  our  particutor  position,  if  jjgs  always  postulated  CMitrcrf  of  the  credit  w a 

we  can  avoid  the  inflation  of  recent  years,  the  rranainmg  ^tole.  i.e.  cash  and  the  deposits  erf  the  banks  at  the  tonk  erf 
problems  should  be  too  difficult.  For  the  next  few  decacte  En^and.  It  is  recognized  that  to  attanpi  to  awtroUhe  total 
at  least  for  one  reason  or  another,  I suspect  that,  despite  volume  via  amtroi  only  of  the  volume  erf  currency  c to  rak 
occasional  recession,  the  bias  of  world  financial  devde^tnrats  positions  in  vnhkh  the  ceanpremising  wpansiems  have  taken 
will  be  in  an  iiffiationary  direction.  If  we  in  the  United  p|^  before  action  is  taken  and  in  which  a«*on  «»  currency 
Kingdom  can  only  solve  the  problems  of  internal  stabilization,  alone  may  even  aggravate  the  difficulties  of  the  siiuatioii. 

r do  not  think  the  international  problem  need  present  in-  Nevertheless,  I am  sometimes  led  to  wondm  .hoher, 

tolerable  complications.  in  (xjneentrating  soWy  on  the  ctmtrol  erf  the  credit  bo*  m 

64  But  granted  this  multiplicity  of  objectives,  what  are  ^ leaving  the  su^rfy  of  cash  to  ^pt  it»f 

the  ineans  of  achieving  them  ? This  brings  us  to  the  problem  passively  to  whatever  riluatkais  may  be  crated  teireing 
of  the  next  section.  poliqy  in  gcnwal,  there  has  not  been  a tend^  to  u» 

TV  far  against  the  eaiher  position.  It  a (juttt 

advanced  systems  the  initiative  hes  m the  field  « 

"irr;oL“  i:^m^he  definition  of  the  subject  l?t£"own»^^ 

that  the  ultimate  mS  te  it  toown 

^"iSr  vary  the  °f  the  ^ !S^th.s 

power  of  the  monetary  authorities  must  reside.  ^ d ^ ^ ^ 

66  In  onto  that  this  proposition  may  be  property  unto-  old  Bank  Act.  woiiki  be  map^^t^ 

stood  it  is  necessary  to  state  its  limitation.  But  I have  sometime  wondei^ 

67.  Fitst.  it  does  not  imply  that  nations the  supply  wiSto  S'tS  Id 

of  money  ate  the  toy  infltoo!,  ,“*f  ™ unconvincing  Stjority  of  the  atguttumts  «hidi  are  usually 

level  of  activity.  The  mimediate  mfluena  on  th^  van^^^  ^ ^ proposal. 

fomtoate  to  “Spaon’o” he  determining  factors  here,  „ ^.^ete  should  be  ■“  ^^St' 

ShSher  in  tetms  of  the  dispositions  to  consume  and  to  credit  base  as  a whole 

S^CSt  Ind  all  that  lies  behind  these  notions,  or  in  te^  of  cmrency  issue  mua  be 

SrstiS  of  money  and  its  velocity  of  circulation,  vanations  minforeemenls.  But  it  i^n  jua 

rth*=  tonWauthortties  and  the  othe,  vanab.es  ate  not.  «g  p^^ke^he^»  m^tSto^ 

68  Secondly,  it  d(>es  riot  imply  that  moiietaiy  SSie  of  tenk  deposits.  This  was  cei^y  w (rf  the  mm 

this  sense  is  or  should  be,  the  only  mstrument  of  poh^  a«umDtiotis  of  the  Macmillan  Comimtiee  ^ up  to  ^ 
directed  to  the  aims  that  have  been  formulated.  parativelv  recently  it  was  accepted  alm«t 

nre^rong  reasons  for  supposmg  that,  by  itself,  it  now  appears,  as  has  been  most  forcibly  dcmcmOT^ 

ff  S supply  may  prove  mad^uate^^^^^  J^Uofessor&aTrfMr  Da^'.  tha^ 

certain  quite  possible  situations.  It  is  well  mvvn  inaq  r we  have  been  living  m a fool  s paradw. 

^rtain  stages  of  economic  depression,  a very  s^tonti^  in  the  size  of  the  floating  debt,  in  par^laro^  vol^  of 


the  size  ot  the  noaiing  ucoi,  lu  jAaiw-.—  — - 

bills  outstanding,  has  brou^l  imo  being  ® ° 


tnay  result  in  a 


TeXof  iSS  mto  which,  for  reasons  of 


central  authorities. 
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Treasury  Bills  to  run  off,  the  banking  system  can  a^ays 
rehabilitate  its  reserve  position,  is  a situation  in  which  the 
ultimate  control  of  the  credit  base  has  passed  from  the 
hands  of  the  Central  Bank  into  the  hands  of  the  Treasury, 
and  if  the  policy  of  the  Treasury  in  regard  to  Ae  floating 
debt  is  directed  to  ends  other  than  the  control  of  the  supply  ol 
money— the  minimuation  of  debt  charge,  the  financing  ot 
nationalize  industry  and  the  like — ^than  it  is  no  wonder  mat 
traditional  monetary  policy  yields  disappomtmg  results,  ihe 
gears  may  be  pulled  in  the  ri^t  direction;  but  the  machine 
now  obeys  other  mechanisms, 


With  much  of  all  this  I find  myself  in  agreement.  But  I have 
three  substantial  reservations  which,  cumulatively  I think 
involve  some  divergaice  from  the  theory  of  policy  of  those 
who  would  put  ail  their  money,  so  to  speak,  on  the  long 
term  rate. 


74  A situation  of  this  sort  is  clearly  one  of  considerable 
danger  and  calls  for  deliberate  action  to  put  it  nght;  other- 
wise we  are  at  the  mercy  of  pure  accident.  The  obvious 
remedy  is  a reduction  of  the  floating  debt  to  a pomt  at  vvhi^ 
the  Bank  of  England  once  more  has  dear  command  ol  the 
situation.  1 welcome  the  institution  of  " special  deposits 
recently  announced  by  the  Chancellor  and  regard_  it  ^ a 
powerful  instrument  for  dealing  with  an  abnormal  situation. 
But  1 should  not  like  it  to  be  regarded  as  a permanent  substi- 
tute for  funding.  The  actual  magnitude  at  any  given  monient 
of  the  funding  operatious  necessary  to  restore  complete 
power  to  the  Bank  is  a technical  question  on  which  I would 
not  claim  competence  to  give  a precise  answer.  I can  only 
say  that  I have  formed  the  impression  that  it  is  not  an  ra- 
Dossible  figure;  and  that  given  confidence  m the  market 
in  the  future  purchasing  power  of  money  the  necessary 
operations  should  not  involve  undue  difficulty. 


78.  First,  although  it  is  dear  that  it  is  movements  in 
the  long  term  rate  which  chiefly  affect  business  plans,  both 
by  their  direct  capitalization  effects  and,  if  they  are  not 
expected  to  continue,  by  their  effects  on  the  timing  of  new 
expenditure,  I am  not  clear  that  we  are  right  in  assuming 
that  movements  in  short  term  rates  via  the  effect  on  inven- 
tories are  entirdy  negligible.  Furthermore,  the  effects  on 
general  psychology  and  on  the  general  willingness  of  ban^s 
to  grant  advances  must  not  be  left  out  of  the  picture.  The 
view  of  history  which  attributes  the  ups  and  down  of  business 
activity  entirely  to  the  direct  effects  of  movements  of  Bai'^ 
Rate  and  the  associated  structure  of  short  term  rates  is 
unacceptable.  But  1 find  it  difficult  to  believe  that  there  has 
not  been  more  connection  than  some  current  speculation 
would  have  us  believe 


75  It  will  be  observed  that,  in  what  I have  writteri  alrwdy, 

I have  said  nothing  about  rates  of  interest.  This  h^ 
quite  deliberate.  If  there  were  only  one  rate  p^d  for  the 
use  of  money  for  short  or  for  long  penods,  then  disquisitions 
on  monetary  poUcy  in  temis  of  alterations  of  the  rate  ot 
interest  would  be  unobjectionable.  In  such  circumstan^ 
indeed  control  via  the  rate  of  interest  or  control  via  the 
volume  of  money  could  be  regarded  as  bemg  more  or  1ms 
on  all  fours  from  the  analytical  pomt  of  view.  A rnqnopolist 
producer  of  a homogeneous  product  can  puisiie  his  P^icy 
(whatever  that  may  be)  either  by  deciding  on  the  amount  he 
produces  and  then  letting  the  market  decide  the  price,  or  by 
Ling  a price  and  then  letting  the  market  decide  the  amoimt 
that  it  will  take.  But,  in  the  circumstances  relevmt  to  ^ 
discussion,  financial  markets  have  a greater  complexity  than 
this  There  is  not  one  rate  but  a multiphcity  of  rates  of 
interest— and  some,  though  not  complete,  cq^umcation 
between  the  different  sections  of  the  market.  To  fastern  on 
any  one  element  in  the  structure  of  interest  rates  and  to 
regard  the  connection  betwen  it  and  the_  volume  of  money 
as  something  which  can  be  regarded  as  pivotal  seems  to  me 
to  be  likely  to  confuse  counsel.  I suspect  that,  s^e  at  least, 
of  the  scepticism  regarding  the  possible  eff^veness  of 
monetary  policy,  whidi  is  to  be  encountered  m 
quarters,  springs  from  revulsion  at  the  over-sunphci^of  ?ro- 
«^es  of  thS^  kind.  From  my  point  of  view  ffie  right 
**  r*f  the  credit  base  and 


79.  Secondly,  even  if  the  view  be  accepted— and  I do 
accept  it — that  the  main  direct  influence  on  business  plans 
comes  via  the  long  term  rate,  I think  it  must  also  be  accepted 
as  a necessary  coroUary  that  short  term  rates  must  to  sotM 
extent  move  in  harmony— whatever  exactly  that  means,  In 
a stituation  in  which,  by  various  manipulations,  long  term 
rates  were  pushed  up,  I find  it  difficult  to  believe  that  the 
DoliCT  would  be  particularly  successful  if  at  the  same  tune 
short  term  rates  were  held  down  or  if  there  were  not  a 
stantial  increase  of  the  rationing  of  short  term  loans— the 
alternative  to  a rise  of  rates.  By  this  I do  not  mwn  to 
suggest  any  particular  necessary  relationship  between  the  two 
sets  of  rates,  This  is  one  of  the  matters  of  pure  theory  on 
which  I feel  most  ignorance.  Any  confidence  that  I have  is 
limited  to  the  view  that  it  cannot  be  assumed  that  short 
rates  can  be  neglected  or  held  down  at  some  mmunum  figure 
dictated  only  by  convention  or  the  requirements  ot  govern- 
ment policy.  I am  sure  that  if  that  were  done,  then  it  would 
would  not  be  long  before  business  found  a way  round  the 
difficulties  of  long  term  financing. 


ceduies  of  this  kmd.  from  my  poiut 

Sint  from  which  to  begin  is  the  siffi  of  tte  oteit  base  and 

te  variations.  What  follows  in  different 


its  variations.  What  louows  m oinereui  _ , 

either  by  way  of  changes  in  rates  or  by  way  of  chan^  m 
availability,  can  be  regarded  as  m a sense  consequent!^. 
This  in  itself  may  be  an  over-simplification:  we  know  ffiat 
there  are  reciprocal  influences  operatmg  ea^  way 
policy  is  initiated  through  a variety  of  techmquM.  But  at 
least  we  can  be  sure  of  this,  that,  without  control  of  the 
credit  base,  all  other  manipulations  are  liable  to  8°  'vwng^ 
Movements  of  rates  are  nugatory  without  the  power  to  make 
them  effective. 


76.  Having  said  this,  I have  no  desne  avoid  some 
discussion  of  the  influence  of  interest  rates  and  ^nmter- 
connections,  though  I must  say  at  once  t^  if 
me  a branch  of  the  subject  where  our  *rifomat  on  is  as  yet 
very  incomplete.  I do  not  know  any  account  of  the  mten^ 
tions  between- short  and  long  rates  of  intwest  give^ 

anv  sense  of  finality.  In  the  present  state  of  toqwledp— 
winch  I hope  to  see  considerably  advanced  by  f ® 
tions  of  th^committee— it  seems  to  me  that  aU  Pr°aoun<» 
ments  on  this  subject  are  to  be  regarded  as  merely  provisional. 


80  Thirdly  even  if  we  could  assume  that  there  was  no 
internal  purpoW  to  be  served  by  the  mqvemente  of  short 
term  rates,  it  would  stUl  be  true  that  it  has  a fuitetion  m 
regard  to  external  equilibrium,  the  importance  of  which  ^ 
hidly  be  exaggerated.  Whatever  we  may  think  of  the 
effectiveness  of  such  movements  in  relation  to  domesUc 
prices  and  the  level  of  internal  activity,  it  is  not  open  to 
Lestion  that  in  relation  to  the  movement  of  mtemation^ 
funds  it  is  very  effective  indeed.  We  should  all  acknowledge 
its  effectiveness  as  a signal  ot  policy;  tte  “te'|Sc'RatrM 
peots  inffation  regards  tte  movement  of  the  ““  “ 
L almost  infallible  index  of  policy . But  it  is  also  nwottmt  to 
remember  that  differences  of  rates  in  different  centres  can  be 
in  themselves  an  important  influence  on  the  movemmt  of 
funds  into  and  out  of  particular  rentrM.  It  is  not 
find  a simple  formula  to  descibe  the  way  tos  works^ 
^viously  tL  decision  to  leave  money  longa:  m a certam 
place  or  to  accelerate  its  withdrawal  depends  not  offiy  upon 
relative  rates,  but  also  upon  expectations  of  change  and  upon 
considerations  of  the  risk  factor.  But 
of  relative  rates,  and  their  effectiveness  if  ^ed  with  sufficient 
resolution,  is  not  to  be  questioned.  The  nmxim  seven 
per  cent  will  draw  gold  from  the  moon  was  coined  by  a pracUral 
faXr  and  although  some  practical  bankers  and  a good 
many  speculative  writers  may  have  recent  events 

seem  to  suggest  that  it  has  some  applicability. 


77.  There  has  been  much  discussion  ^ ]^*t 
years  of  the  relative  roles  of  movements  of  shorted  lo^ 
rates  in  influencing  the  tempo  of  expenditure  and  tienc®  t“ 
SJg  of  economic  activity ; .and  r«ently  the 
becoming  accepted  that  it  is  the  long  term  rate  which  retmy 
mtSSr  m effect  on  business  plans  of  chaogM  m short 
term  rates  is  said  to  be  very  small,  whereas  the 
exercise  in  the  arithmetic  of 

effect  -yw-y-nnsB  in  tVip.  Innc  term  rate  must  be  consideraoie. 


81  For  these  reasons— and  some  others— I conclude  that 
we  should  be  unwise  to  rely  whoUy  upon  movements  of  long 
term  rates  as  instruments  of  interest  pohey  and  to  assize 
that  movements  of  short  term  rates  have  no  further  fimcuon 
to  oerform,  The  recent  emphasis  on  long  term  ratM.is  good 
in  that  it  serves  to  correct  errors  of  perspective  wffich 
Ipad  to  important  omissions  of  policy.  But  it  will  not  be 
good  if  it  induces  us  to  throw  overboard,  at  a moment  wh^ 
ttiev  have  served  us  very  well,  a whole  apparatus  of  tech- 
Sques  which  a great  weight  of 
many  times  has  shown  to  have  use  and  effectiveness. 


. . . etiect 

ted  image 


ise  in  the  arithmetic  of  capitalization  snows 
of  changes  in  the  long  term  rate  must  be  considerable. 
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82  I will  conclude  with  three  general  observations  wWch. 
if  monetary  poUcy  is  to  be  used  at  all,  seem  to  me  to  deserve 
to  be  kept  prominently  in  view. 

83  The  first  relates  to  the  height  of  interest  rates.  In 
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by  which  they  should  be  judged— high  interest  rates  are  bad,  emphasized  almost  ad  maaeam  already,  namely,  the  deunt- 
low  interest  rates  are  good,  and  so  on.  Now,  of  course,  Wliw  of  adequate  reserves. 


it  IS  not  impossible  to  conceive  of  universes  of  discourse  in 
which  such  pronouncements  are  not  nonsense.  But  in  the 
context  of  monetary  policy  they  may  be  seriously  misleading. 
For,  in  this  context,  the  question  whether  a pven  rate  or 
structure  of  rates  is  too  low  or  high  is  to  be  decided  by  refer- 
ence to  the  question  whether,  in  the  situation  under  dis- 
cussion, it  produces  inflationary  or  deflationary  developments. 

If  the  incentive  to  invest  is  very  high,  then  rates  of  interest, 
which  are  high  but  not  high  enou^  to  prevent  inflationary 
borrowing,  may  be  too  low.  If  it  is  very  low,  then  rates 
which  are  low  but  not  low  enough  to  arrest  a decline  in 
borrowing  may  be  too  high.  And,  afthough  at  first  si^t 
such  refinonents  may  appear  hi^ifalutin,  yet  they  have  the 
most  solid  basis  not  only  in  logic  but  also  in  expenence.  It 
is  just  not  true  that  there  is  any  simple  ctHrelatioo  between 
the  absolute  height  of  interest  rates  and  prosperity  and 
depression  growth  and  stagnation.  There  are  abundant 
examples  of  rapid  growth  and  prosperity  with  high  interest 
rates  and  of  dead  stagnation  and  depression  with  low 
interest  rates — and  also  of  the  reverse  state  of  affairs.  If 
interest  rates  are  to  be  redded  as  regulators,  it  is  essential 
that  they  should  be  judged  in  relation  to  what  they  have  to 
regulate — the  incentive  to  invest  and  the  demand  for  capital 
in  general. 

84.  My  second  observation  relates  to  the  desirability  of 
speed  in  matters  of  monetary  policy.  Mechanical  mataphors 
are  apt  to  be  misleading:  but  I do  not  think  we  go  far  wrong  if 
in  this  connection  we  lUcen  the  task  of  the  monetary  authorities 
to  that  of  the  driver  of  some  wheeled  vehicle.  Now  we  all 
know  That,  in  such  matters,  a small  turn  of  the  wheel,  made 
quickly,  is  likely  to  be  much  more  effective  than  a large  turn, 
if  action  has  been  slow.  And  I am  convinced  that  similar 
considerations  apply  in  this  sphere  of  finaTO'al  polk^:  a 
comparatively  small  movement  made  sufficiently  promptly 
in  response  to  changmg  conditions  has  much  more  rhance 
of  keeping  the  system  on  an  even  keel  than  comparative 
large  movements  when  response  has  been  delayed.  In  thh 
respect  I cannot  believe  that  our  habits  in  regard  to  Bank 
Rate  since  the  war  have  been  an  alto^ther  fortunate  devek^ 
ment.  If  every  chan^  of  the  official  rale  of  discount  is  to  be 
regarded  as  an  event  of  such  high  importance  that  it  has  to 
be  announced  and  explained,  not  merely  by  some  subordinate 
personality  at  the  Bank,  but  also  by  Ministers  m Parliament 
then  changes  are  likely  to  be  much  less  frequent  and  much 
more  belated  than  is  appropriate  to  the  function  they  are 
supposed  to  perform.  And  since  I think  that  policy  dunng 
this  period  has  repeatedly  suffered  from  just  these  deficien- 
cies I cannot  refrain  from  a suspicion  (which  may,  of  <»ur«, 
be  unjustified)  that  the  two  things  have  something  to  do  with 
each  other.  I fancy  that  there  has  been  some  irnprov^m 
in  this  respect  just  recently.  I can  only  hope  that  it  will  be 
maintained. 


36.  It  is  a long  time  ago  that  this  point  was  first  stresaed 
by  Tooke:  and  when  it  was  so  stressed,  it  was  brushed 
aside  on  the  ground  that  reliance  oa  the  reserve  m^i  lead 
to  delayed  response  to  adverse  portions — the  aacRic  cure 
for  bad  habits.  It  was  abo  sometimes  felt,  although  perhaps 
not  often  explicitly  stated,  that,  in  our  pne-1914  position,  we 
were  so  strong  generally  that  the  expense  was  not  warranted. 
But  whatever  justification  there  may  have  been  then  for 
such  an  attitude— and  it  ^K>uid  go  on  reewd  that,  as  tune 
went  on,  it  was  rejected  by  an  increasing  number  of  the  best 
authorities  on  the  subjea— there  can  be  no  concenabte 
justificatkm  for  it  at  the  present  day . With  our  babditas  and 
the  general  unentainties  of  our  external  position,  to  carry  on 
with  reserves  of  the  size  we  have  had  since  the  war  is  to 
invite  continual  embarrassment  and  frequent  danger  t^' 
crisis.  It  is  not  cmly  because  we  have  inadequate  provjsioo 
against  su<k^  adverse  change — changes  in  current  trade 
or  changes  in  the  attitudes  of  our  creditors— « « abo  because 
the  very  inadwjuacy  of  the  provbion  increases  the  probabilily 
that  such  changes  will  occur.  In  such  circumsuiKes  adverse 
rumours  whidi.  were  our  position  stremg,  would  exhaust 
tbernselves  in  idle  gossip,  become  the  basis  of  powerful 
speculative  trends  only  to  be  defeated  by  the  invocation  of 
foreign  aid  or  by  drastic  measures  of  internal  financta! 
reorganization.  How  many  of  our  embarrassments  since 
the  war  should  we  have  been  spared.  Iww  much  more  dberw 
room  for  political  and  economic  initiative  diould  w«  have 
had,  had  our  reserves  borne  even  the  same  reUtien  to  oar 
import  bill  as  they  had  in  1939. 

87.  It  may  be  that,  in  time  to  come,  this  difficulty  will  be 
ovacome  by  more  geaeral  measures  for  the  provision  of 
international  liquid^;  and  nodung  dut  1 say  in  ths  coonec- 
tioo  should  imp^r  anything  but  the  stron^st  support  for 
developments  ctf  that  kind.  But  as  w<  should  have  feamt 
by  now  the  buflding  of  satisfactory  international  insututkxB 
takes  time,  while  the  need  for  ad^uate  insurance  against 
adverse  extenial  developirrenis  is  widi  us  coniinuatty.  It  is 
to  be  hoped,  therefore,  dial  an  expecution  of  possMjle 
beneficial  dcvelopfrents  in  the  intematicmal  sphere  l«er  « 
will  not  mean  that  we  lose  si^t  of  the  im^jeriuve  ne^  f<x 
strengthening  the  local  position  here  and  t»ow.  Just 
there  has  been  a most  welcoaie  reversal  of  previous  trends. 
But  there  is  some  danger  that  we  may  lose  sight  of  bow  many 
of  these  recent  gains  arc  needed  to  make  good  already 
incurred  liabUities.  In  any  event,  we  are  not  ncvly  stroc^ 
enough.  We  hear  much  nowadays  the  desirabUKy  ot 
increased  investment;  and  I have  syn^iathy  wrth  this  poim 
of  view.  But,  taking  a broad  view  of  our  political  and 
financial  position.  I cannot  think  of  any  form  of  iavesimea 
whidi  at  present  margins  would  afford  a lugher  ttturn  n 
terms  of  elbow  footi  and  security  than  mvesunent  in  a 
considerably  increased  reserve. 


85  Finally  at  the  risk  of  being  tedious,  I cannot  conclude 

even' so  superficial  a series  of  observations  as  there  wi&out 
giving  expUdt  support  to  what  1 suppose  must  have  been 
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34.  MEMORANDUM  OF  EVIDENCE 
Domestic  Trade  Credit  and  Economic  Policy  ‘ 

A.  Patterns  of  Trade  Credit 

1 Comprehensive  statistics  of  trade  credit  have  been 
published  as  part  of  the  analyses  of 

by  the  National  Institute  of  Economic  and  Social  Res«^, 
the  Board  of  Trade  and  The  Economist.  They  refer  only  to 
pubUc  companies  quoted  on  United  ^'"8'^°.'" 

Md  unfortunately,  have  not  been  compiled  on  a uniform 
basis.  A summary  of  these  statistics  for  the  quoted  company 
sector  as  a whole  is  drawn  up  in  Appendix  1. 

1 The  company  accounts  collated  have  in  the  vast 
teen  prepared  on  a consolidated  group 
majority  Debtors  and  Creditors  shown  m 

hl'^pe S S “dtid'by  .he  of  ddde  ^ 

Bo“r7o?  ?radrror  tte  year,  1953-55  for  example,  are 
StoueM  to  have  “perhaps  15.000”  subs.d,anes.> 

iThisoemorandi^  is  not  concerned  «ith  hire  pnreUse  credit. 

2£ern<.m.-c  Tree*  No.  32-F.hruary,  1958.  P.,e  vi„. 
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3.  Appendix  I shows  that,  taken  as  a wh^, 
public  companies  in  manufactunn^ 

Lid  miscellaneous  services  (tet  exdu^ 
and  insurance,  property.  shiM>mg.  ai^  ^7^ 

provided  net  credit  to  their  customer  to  'i 

million  in  1948,  growing 

1955.  The  course  of  net  trade  credit  since  1955  is  unomarn 
the  statistics  published  by  ^ Economist  do  not  make 
possible  an  accurate  estimate. 

4 The  companies  included  in  the  Boaid  of  Tra«k  s 
investi^on  for  1955  acounted  for  about  60  per  cent  of 
compt^  profits  as  recorded  in  the  national 
in  ir^mfacturing  alone  P™P°”''-'" 
but  in  distribution  only  37  per  cent,  and  m 
« contractins  about  26  per  cent.  L nfortunateb  few  condosi^ 
can  be  drawn  with  any  cwtfidence  fri>m  itese  figures  regarding 
“c  ^atteTLf  tmde  Ledit  as  ri^ed  company 

seclL  and  other  sectors  of  the  British  economy. 

s For  the  net  amount  of  trade  credit  shown  here  .ncJ^ 
rh^nef  eSt^iv^  on  overseas  trade.  Tte  nrt  touk  ^ 
Srded  S^indude  hire-purchase  and  otter  cr^  «ncn 
Soted  retailing  companies  to  final  consumers  Tte  Bo.nl 
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Trade’s  statistics  show  that  quoted  retailing  companies 
recorded  “ trade  debtors  ” of  £139  million  in  1955.  Large 
retailers,  especially  the  multiple  and  to  some  extent  the 
department  stores,  provide  a certain  amount  of  credit  to 
their  suppliers,  as  individual  company  accounts  reveal. 
For  example,  six  large  retailers  (Debeohams,  Harrods, 
Marks  & Spencer,  Great  Universal  Stores,  Woolworths,  and 
United  Draperies)  recorded  trade  debtors  totalling  £18 
million  in  their  1955  accounts;  this  figure  excludes  hire- 
purchase  transactions.  However,  a substantial  part  of  the 
total  credit  of  £139  million  given  to  the  debtors  of  quoted 
retailing  companies  in  1954 — 55  must  have  represented  hire- 
purchase  and  other  credit  provided  to  final  consumers. 
According  to  returns  made  to  the  Board  of  Trade,  the  total 
amount  of  hire-purchase  and  other  credit  instalments  owed 
directly  to  household  goods  shops  at  the  end  of  1957  was 
£227  million;!^  at  the  end  of  1955  the  comparable  figure  was 
probably  in  the  region  of  £275 — 300  million.  In  addition 
personal  charge  accounts  represent  a further  but  unascer- 
tainable  volume  of  credit  given  by  retailers  to  their  customers. 


6.  Hire-purchase  credit  and  net  credit  given  by  the 
United  Kingdom  on  her  international  trade  must  therefore 
account  for  by  far  the  greater  part  of  the  net  credit  of  £546 
million  recorded  in  quoted  company  accounts  for  1955. 
Between  the  end  of  1955  and  the  end  of  1957,  however. 
Board  of  Trade  figures  record  a fall  of  about  one  quarter  in 
outstanding  hire-purchase  debt  owed  directly  to  hous^old 
goods  shops,  so  that  the  proportion  of  domestic  trade  credit 
in  the  total  may  have  risen. 


7.  Net  domestic  trade  credit  given  by  quoted  companies 
embraces  transactions  with  unquoted  companies,  unin- 
corporated businesses  and  the  public  sector.  Published 
statistics  of  trade  credit  for  the  public  sector  are  incomplete, 
being  unavailable  as  far  as  central  and  local  government  are 
concerned.  The  balance  sheets  of  the  nationalised  industries 
in  1957,  however,  recorded  net  trade  credit  given  of  £22 
million  by  the  National  Coal  Board,  the  British  Transport 
Commission  and  Central  Electricity  Authority  combiried; 
C.E.A.  alone  recorded  net  credit  received  of  £5  million. 
However  no  information  is  available  as  to  the  direction  of  this 
credit  as  between  the  different  sectors  of  the  economy. 


8.  The  quoted  company  sector,  it  is  highly  probable, 
provides  net  credit  to  unquoted  retailing  companies,  but 
whether  it  does  so  for  the  unquoted  company  sector  as  a 
whole  cannot  be  ascertained.  Before  the  war,  in  both  the 
U.S.A.  and  the  United  Kingdom',  the  literature  of  business 
finance  included  references  to  the  dependence  of  sruall 
companies  on  costly  trade  credit,  and  in  recent  years  similar 
observations  have  been  reappearing  in  the  American  press. 
The  restricted  access  of  the  unquoted  company,  particularly 
the  private  company,  to  permanent  capital  lends  support  to 
such  a generalisation,  but  its  force  is  weakened  by  the  fact 
that  the  annual  saving  of  the  unquoted  company  sector  as  a 
whole  appears  for  some  years  to  have  exceeded  its  relatively 
slow-growing  gross  annual  investment. 


TABLE  I 

Company  Saving:  Investment  Ratios 


% Of  Gross  Investment  Financed  by  Gross  Current  Saving 


1949 

1950 

1951 

1952 

1953 

1954 

1955 


Quoted 

Unquoted 

All 

'ompanies 

Companies 

Companies 

84 

158 

114 

87 

190 

126 

61 

202 

105 

114 

258 

142 

137 

173 

151 

92 

262 

134 

74 

166 

99 

Source-.  Economic  Trends  No.  52,  February,  1958.  These 
figures  exaggerate  the  disparity  between  the  quoted  ^d 
the  unquoted  company  sectors,  owing  to  the  inclusion 
of  overseas  capital  formation  in  the  investment  of 
quoted  companies  but  not  in  that  of  “ All  Companies,” 
from  which  the  ratios  for  unquoted  companies  have 
been  obtained  as  residuals. 


9.  It  is  likely  that  within  the  unquoted  business  sector  as 
a whole  sharp  contrasts  occur  within  the  pattern  of  trade 
credit.  Unquoted  retailing  and  building  companies  are 
probably  net  receivers  of  trade  credit  and  so,  it  can  be 
guessed,  are  many  unincorporated  businesses,  of  w^h  a 
high  proportion  are  retailers.  The  unincorporated  businras — 
outside  agriculture  and  the  professions — often  has  insufficient 
assets  to  induce  a bank  to  provide  a substantial  loan,  and 
the  quality  of  its  management  is  often  doubtful.  Such 
remarks  also  apply  to  the  new  business,  whether  incorporated 
or  not.  In  general  one  would  expect  to  find  the  net  receipt 
of  trade  credit  playing  an  important  part  in  the  case  of 
trades  into  which  entry  is  comparatively  easy,  in  which 
many  businesses  operate  at  the  margin  of  profitability  ex<»pt 
in  times  of  vigorous  boom. 

10.  Some  indication  of  the  different  role  played  by  net 
trade  credit  in  the  unquoted  company  sector,  including 
unincorporated  businesses,  is  given  by  a survey  of  the  finaiice 
of  smaU  concerns  carried  out  by  the  Oxford  University 
Institute  of  Statistics.® 

Accounts  of  214  manufacturing  concerns  were  analysed 
for  1954,  showing  that  the  17  unincorporated  businesses 
included  were  net  receivers  of  trade  credit  and  that  the 
197  private  companies  were  on  average  relatively  smaller 
providers  of  net  credit  than  the  quoted  company  sector. 

This  aspect  of  the  survey  is  summarised  in  Table  II 
below. 

11.  Thus  unincorporated  manufacturing,  businesses  were 
net  receivers  of  trade  credit,  and  private  companies  were 
smaUer  net  givers  of  credit  than  die  quoted  company  sector 
as  a whole.  In  both  classes  of  unquoted  businesses, 
“debtors,”  as  well  as  “creditors,”  were  proportionately 
larger  than  in  the  quoted  company  sector.  The  survey  also 
shows  that  whereas  there  was  no  close  relationship  between 
net  tra^  credit  and  size  of  concern,  the  relative  importance 
of  trade  debtors  alone  moved  inversely  with  size. 


TABLE  II 

Trade  Credit  Components  of  Ba!.ance  Sheets,  1954 


Trade 

Trade 

Net  Trade 
Credit  Given  (-!-] 

Debtors 

Creditors 

or  Received  ( — 

% of  Total  Assets 

Survey  Results — 

17  Unincorporated  businesses 

36-6 

40-7 

—4-1 

197  Private  companies 

22-6 

21-3 

+V3 

Quoted  Companies — 

(Board  of  Trade  Statistics) 

2,113  “ Manufacturing”  companies  .. 

17-1 

13-2 

■+3-9 
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TABLE  m 


Trade  CREorr  Size  of  Firm  in  tub  Oxford  Survey 


Net  Trade 

Trade  Trade  Credit  Given  (+) 

Debtors  Creditors  or  received  ( — } 

% of  Total  Assets 

No.  of  Firms  Size  of  Firm — 

Net  Assets 


82 

Under  £5,000 

32-0 

22-9 

-l-9'l 

33 

£5,000— £24,999 

26-2 

32-5 

—6-3 

53 

£25,000— £99,999 

25-2 

16-5 

+8-7 

29 

£100,000  and  over 

20-7 

22-2 

—1-5 

A possible  explanation  of  this  inverse  relationship  between 
debtors  and  size  of  firm  may  be  that  small  concerns  are  less 
strict  in  the  collection  of  debts,  either  because  their  clerical 
routines  are  not  efficiently  directed  to  the  prompt  collection 
of  debts  or  because  the  threat  of  legal  action  they  can  present 
is  not  a potent  one  in  view  of  the  cost  involved.  The  latter 
may  be  fundamental,  expecially  when  the  customer  concerned 
is  a relatively  large  concern. 

12.  If  businesses  gave  and  received  the  same  period  of 
credit,  and  in  respect  of  an  equal  proportion  of  their  purchases 
and  sales,  they  would  be  net  givers  of  credit,  if  their  output 
remained  stable,  on  account  of  the  “ value  added  ” by  their 
own  production.  A firm  that  was  in  the  course  of  expansion, 
however,  would  be  a relatively  small  net  giver  of  credit,  if 
credit  terms  given  and  received  were  identical,  during  that 
period  of  growth  in  which  its  physical  assets,  particularly 
its  stocks,  were  being  increased  in  relation  to  its  s^es.  After 
this  period  of  build-up,  its  provision  of  net  aedit  would  be 
increased  as  the  earlier  expansion  in  its  physical  assets  bore 
fruit  in  the  shape  of  a rise  in  sales.  If  a third  stage  then 
followed,  in  which  its  sales  fell  off,  the  net  credit  pven  by  a 
firm  would  decline  as  its  stocks  accumulated,  until  its  own 
trade  debts  were  reduced  by  cutting  its  purchases.  In  both 
the  build-up  stage  and  that  of  an  initial  fall  in  sales,  the  firm 
could  of  course  be  a net  receiver  of  trade  credit. 


13.  The  pattern  of  trade  credit  will  therefore  be  influenced 
by  fluctuations  in  output  and  sales;  but  in  practice  these 
simple  assumptions  regarding  the  extent  and  period  of  trade 
oedit  do  not  apply,  so  that  a regular  pattern,  reflecting 
fluctuations  in  business  activity,  can  rarely  be  disremed.  In 
any  case  the  period  of  a firm’s  trading  year  may  be  too  long 
for  such  changes  to  be  apparent  in  published  accounts,  and 
published  statistics  of  trade  credit  cannot  be  adjusted 
accurately  to  take  account  of  hire-purchase  and  international 
transactions,  The  following  table  shows  year-to-year  changes 
in  the  stocks,  trade  debtora  and  creditors  of  quoted  manu- 
facturing companies  and  in  the  sto<^  of  quoted  companies 
in  wholesale  and  retail  distribution.  The  estimates  of  stock 
changes  published  in  the  Blue  Book  on  National  Bicome  and 
Expenditure  1957  are  included  for  the  purpose  of  comparison 
and  reveal  important  disparities  from  the  former  series. 
However,  the  quoted  company  statistics  for  1950 — 51  may 
be  interpreted  as  indicating  an  example  of  the  sequence 
outlined  above.  In  1950  the  stodcs  of  quoted  manufacturing 
companies  rose  by  much  less  than  those  of  distributive 
companies,  and  the  rise  in  the  debtors  of  the  former  was 
greater  than  the  rise  in  iheir  creditors;  in  1951  the  sequence 
was  reversed.  Nevertheless,  too  confident  an  inte^retation 
should  not  be  placed  on  this  series,  especially  in  view  of  the 
varying  element  of  stock  appreciation. 


TABLE  IV 


A.  Quoted  Companies 

Manufacturing  Cos. 
Debtors 
Creditors 
Stocks  , . 

Distributive  Cos. 
Stocks  . . 


Stocks  and  Trade  Credit 
% Increases  Yearly  1949 — ^56 
1949  1950  1951 

9 16  20 

7 14  24 

7 13  31 

9 20  17 


1952  1953  1954  1955  1956 


4 


2 


6 10  15  7 * 

5 11  15  N.A. 

- 7 12  11 


—6  1 14  8 7 


B.  National  Income  Blue  Book  1957 
Manufacturing  Industry 

Stocks 15  33 


42  5 12  8 


Retail  Trade 

Stocks  . . 


2 


Sources 

Quoted  Companies: 

1949—53  _ Company  Income  and  Finance  1949—53,  National  Institute  of  Economic  and  Social  Research. 

1954 —  55  — Economic  Trends  No.  52,  February,  1958. 

1955 —  56  — The  Economist. 

The  figures  have  been  compiled,  in  the  case  of  the  period  1949 — 55,  from  company  accounts  with 
accounting  periods  ending  between  6th  April  of  the  year  in  question  and  5th  April  of  the  following 
year.  The  figures  for  1956  have  been  derived  from  accounts  published  between  1st  October,  1956 
and  30th  Deptember,  1957. 
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14.  In  general  rapidly  growing  manrifacturing  concerns 
are  relatively  large  net  givers  of  trade  credit,^  indicating  that 
the  provision  of  trade  credit  plays  an  important  part  in 
expanding  sales. 

15.  Other  differences  follow  industrial  divisions,  as 
illustrated  by  Appendix  III.  Industries  which  provide  little 
or  no  net  trade  credit  are  of  course  mainly  those  that  make 
cash  sales  to  final  consumers,  like  retail  distribution,  enter- 
tainment and  sport.  Wholesalers  do  not  allow  their  pro- 
vision of  trade  credit  to  get  out  of  hand,  as  they  deal  with 
retailed  whose  credit  status  is  often  poor,  and  the  working 
capital  requirements  of  wholesalers  are  often  large  in  relation 
to  the  permanent  capital  they  possess.  The  debtors: 
creditors  ratio  of  “ Vehicles  ” is  distorted  by  the  timing  of 
balance  sheet  dates.  Three  of  the  large  motor  manufacturers 
have  a trading  year  ending  in  July  or  August,  when  dealers’ 
stocks  of  motor  cars  have  been  run  down  but  when  the 
manufacturers  have  ordered  materials  for  the  autumn  season. 
The  motor  manufacturers  also  have  a reputation  for  obliging 
their  suppliers  of  components  to  provide  them  with  trade 
credit  to  a greater  extent  than  in  other  industries.  Industries 
which  are  relatively  large  providers  of  net  trade  credit  include 
those  which  have  been  expanding  rapidly  and  those  which 
are  heavily  engaged  in  exporting.  But  “ Tobacco  ” is 
another  instance  of  special  circumstances,  where  substantial 
credit  is  extended  to  distributors  and  leaf-buying  organisa- 
tions. 

B.  Trade  Credit  Term^ 

16.  There  is  a great  variety  of  trade  credit  terms.  In 
many  industries  terms  are  recommended  or  laid  down  by 
trade  associations,  and  in  others  there  is  a recognisable  and 
more  or  less  accepted  “ custom  of  the  trade  ”.  In  general 
discounts  granted  if  pa>TQent  is  made  within  a stipulated 
period  are  less  frequent  in  industries  in  which  both  parties 
are  large  concerns.  In  some  industries  where  selling  prices 
are  fixed  by  agreement,  e.g.  cotton  spinning,  the  absence  of 
cash  discounts  has  been  attributed  to  the  fear  that  discounts 
might  fill  the  place  of  price  competition.  Discounts  are  most 
requent  in  trades  where  buyers  and  sellers  are  small  firms, 

Goods 

Steel  


Railway  Transport  of  Steel 


Oil 


Metal  Cans,  etc. 


Coal 


Basic  Chemicals  . . 


Food  Products 


especially  where  retailers  or  builders  are  the  buyers.  A small 
firm  will  offer  a prompt-payment  discount  on  its  sales  in 
order  to  conserve  liquidity,  and  a large  firm  supplying  goods 
to  small  concerns  wil  do  so  in  order  to  reduce  the  overall 
risk  of  default.  Wholesalers,  merchants  and  raw  material 
processors  (such  as  metal  fabricators),  whose  working  capital 
requirements  are  large,  also  offer  cash  discounts  or  request 
prompt  payment,  in  some  cases  even  when  they  and  their 
customers  are  substantial  concerns;  their  desire  for  prompt 
payment  wiE  be  particularly  strong  when  they  wish  to 
replenish  stocks  quickly  in  anticipation  of  rising  prices. 

17.  The  nearer  one  gets  to  transactions  carried  out 
between  small  businesses  the  less  clearly  defined  and  the  more 
flexible  do  trade  credit  terras  become.  There  is  more  adaption 
to  individual  circumstances,  including  credit  status,  more 
bargaining,  and  more  competition.  There  is  also  less 
advantage  to  be  derived  from  the  standardisation  of  terms 
in  order  to  reduce  the  volume  of  clerical  work,  and  there  is 
greater  readiness  to  ignore  trade  association  terms;  the  risk 
of  detection  is  naturaEy  smaller.  Even  in  the  case  of  transac- 
tions involving  large  concerns,  however,  the  precise  terms  of 
credit  may  differ  ftom  firm  to  firm,  in  some  cases  being 
stipulated  by  the  seUer  and  in  others  by  the  buyer. 

18.  In  some  cases  long  credit  terms  are  made  available 
in  industries  subject  to  seasonal  factors  that  obEge  businesses 
to  lock  up  their  capital  for  several  months.  Special  credit, 
on  a sale-or-retum  basis,  may  be  given  to  distributors  by  the 
manufacturers  of  consumer  durable  goods  in  the  months 
prior  to  the  Budget,  in  order  to  protect  distributors  against 
losses  arising  from  a reduction  in  purchase  tax.  Barter 
is  stEl  practised  m agriculture;  for  example  fertilisers  will  be 
suppEed  to  farmers  by  distributors  or  agents  in  return  for  a 
quantity  of  grain  after  the  harvest  (one  large  manufacturer 
of  fertiEsers  aEows  its  agents  up  to  three  months’  credit 
with  a cash  incentive). 

19.  Some  examples  of  large-firm-to-large-firm  transac- 
tions where  no  cash  discounts  are  offered  are : 


Terms 

Net  cash  terms  30  days  after  the  end  of  month  of  deEvery. 
Terms  vary  to  some  extent  accordmg  to  product,  and 
some  steel  companies  grant  extended  credit  when  applied 
for,  charging  interest  on  the  extension. 

Net  cash  terms  at  end  of  month  following  month  of  con- 
signment. 

Sold  to  commerical  consumers  on  net  cash  terms,  payment 
up  to  20th  of  the  month  following  the  month  of  ddivery. 

Sold  on  net  cash  terms  for  payment  up  to  the  end  of  the 
month  following  the  month  of  deEvery.  Also  special 
seasonal  arrangements  of  longer  credit. 

Sold  to  large  commercial  consumers  for  payment  on  15th 
of  month  foEowing  month  of  delivery. 

Sold  on  net  cash  terms  for  payment  up  to  the  end  of  month 
following  month  of  invoice  or  delivery. 

14 — 28  days  after  Invoice. 


In  these  cases,  it  wEl  be  noted,  the  maximum  credit  period  stipulated  is  fairly  long — up  to  8 weeks. 

Heavy  Engineering  Varied  terms  according  to  individual  contract — e.g.  progress 

payments  may  be  made;  a part  of  the  total  cost  may  be 
paid  on  installation  and  part  withheld  until  a specified 
period  has  elapsed  after  starting  up  the  plant  bought.  Long 
credit  terms  also  given. 

Other  Engineering  Goods  . . . . Terms  according  to  type  of  product  ranging  from  cash 

before  delivery  to  end  of  month  foEowing  month  of 
deEvery  or  invoice. 


1 This  is  th«  conclusion  reached  by  a detailed  examinaiion  of  quoted  compesy 
accounu  made  the  National  Imticute  of  Economic  and  Sodal  Reseera,  to 
be  published  as  Studies  In  Compony  Finance.  1 am  indebted  to  the  Institute  for 
beint  permitted  to  read  the  chapter  on  trade  credit, 
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20.  Discounts  are  offered  by  manufacturers  in  the  follow- 
ing trades,  for  example: 

Building  materials  and  fittings  Light  engineering  products 
Paint  Boots  and  shoes 

Photographic  materials  Hosiery 
Plastics  and  certain  chemicals  Brass  products 
Fertilisers  and  feeding  stuffs  Cotton  textile  finishing* 
Food  products  Ironmongery 

Toilet  preparations  Light  electrical  products 

Wool  textiles 

(*No  discounts  offered  by  cotton  spinners). 

21.  Some  examples  of  the  level  of  discounts  offered  for 
payment  within  different  periods  are: 

Building  components  3^%  for  7 daysj  2^%  for  1 month 
WooUens  & Worsteds  3|%  for  10  days;  3%  for  middle 
of  month  following  month  of 
delivery 

Worsted  cloth 

{isolated  case)  ..  5%  for  7 days;  3i%  for  10  days 
Hosiery  . . 3%  for  7 days;  2i%  for  1 month 

Brass  foundry  products  3 % for  1 month 
Certain  chemicals  ..  li%  fori  month 
Edible  fats  . . . . 2d.  in  £1  for  7 days 

The  most  common  discount  appears  to  be  2\  per  cent,  for 
" one  month,”  which  in  practice  may  extend  to  beyond  this 
period.  Where  special  rates  are  offered  for  payment  within, 
say,  7 or  10  days,  the  rate  of  interest  is  usually  extremely 
high  when  converted  to  an  annual  basis,  reflecting  the  seller’s 
assessment  of  the  risk  of  a longer  credit  period  and  the  cost 
of  debt  collection  when  a slow  payer  has  to  be  pressed  for 
payment. 

22.  No  information  is  available  as  to  what  proportion  of 
transactions  in  normal  times  is  settled  within  the  period 
quahfying  for  a discount  in  those  trades  where  one  is  offered. 
Regarded  in  isolation,  the  receipt  of  trade  credit  as  an 
alternative  to  payment  on  discount  terms  of,  say,  per  cent, 
for  one  month,  or  equivalent  to  30  per  cent,  per  annum,  is 
an  expensive  form  of  finance.  It  is  not  clear  just  why 
businesses  do  not  as  a matter  of  course  make  every  effort  to 
qualiiy  for  discount  terms  where  offered,  seeking  finance 
through  alternative  and  less  costly  chann^.  A number  of 
reasons,  other  than  ignorance  and  inertia,  can  however  be 
suggested: 

(a)  A firm  will  ordinarily  be  reluctant  to  reduce  its  own 
trade  indebtedness  by  putting  stronger  pressure  on 
its  own  debtors.  Goodwill  may  be  endangered,  and 
the  process  of  speeding  up  debt  collection  may  be 
both  costly  and  fruitless.  Nothing  is  saved  if  cash 
discounts  have  to  be  offered  by  the  firm  seeking  to 
obtain  discounts  on  its  own  purchases. 

(Z»)  Small  businesses  may  be  those  that  normally  run  close 
to  their  overdraft  limits,  and  it  may  be  easier  to 
obtain  an  increase  in  trade  credit  than  an  increase  in 
bank  finance;  permanent  capital  may  be  extremely 
difficult  to  raise.  However,  this  does  not  explain  why 
more  firms  do  not  seek  additional  funds  from  finance 
houses,  whose  charges,  although  hi^,  are  usually 
well  below  the  annual  rate  of  interest  involved  in  a 
cash  discount,  which  is  rarely  equivalent  to  less  than 
30  per  cent,  per  annum. 

(c)  Borrowing  from  a bank  or  finance  house  may  seem 
more  onerous  than  trade  credit  because  the  former  is 
usually  secured  by  a charge  on  a firm’s  assets,  and  the 
loan  granted  may  be  small  in  relation  to  the  extent  of 
the  security  represented  by  the  charge.* 

It  may  also  be  the  case  that  when  boom  conditions  do  not 
prevail  many  pur(±asing  firms  simply  deduct  the  discount  as 
a matter  of  course,  without  making  payment  within  the  period 
stipulated. 

C.  The  Finance  of  Trade  Credit 

23.  A firm  providing  net  trade  credit  will  do  so  by 
drawing  on  its  retained  profits,  its  external  short-term 
finance,  which  includes  its  tax  reserves  as  well  as  its  bank  loan, 
and  on  its  long-term  capital  resources.  In  these  respects  no 
distiction  need  generally  be  drawn  between  the  finance  of 
trade  credit  and  the  acquisition  of  other  business  assets. 

24.  The  extension  of  trade  credit  depends  on  the  avail- 
ability of  finance,  but  it  is  also  conceivable  that  the  former, 
as  an  apparent  indication  of  a growing  business,  may  also 
make  it  easier  to  obtain  additional  finance  itself,  so  that  the 
process  can  more  easily  become  a cumulative  one.  Unless 

1 1 MB  indebted  to  Dr.  N.  MomtchUoff  for  this  point. 


it  is  aware  that  the  period  of  credit  is  lengthening,  a bank 
may  regard  trade  debtors  as  a current  asset  of  particularly 
suitable  security  to  support  the  extension  of  a bank  advance; 
it  is  possible  that  bank  managers  may  regard  trade  debtors 
as  superior  to  stocks  of  saleable  goo^  as  a realisable  asset 
unless  their  information  points  strongly  to  the  contrary. 
Trade  debtors  covered  by  credit  insurance  are,  of  course, 
espKially  secure  assets,  particularly  when  the  credit  insurance 
policy  is  assigned  to  a bank.  An  extension  of  trade  credit, 
financed  in  the  first  instance  perhaps  by  bank  loans,  may 
therefore  tend  to  draw  a further  extension  of  bank  finance 
along  with  it,  if  the  banks  can  support  an  increase  in  advances, 
more  readily  than  a similar  expansion  in  the  value  of  business 
activity  which  takes  the  form  more  of  an  increase  in  stocks  of 
goods  in  the  hands  of  the  finns  seeking  an  extension  of  bank 
finance.  Similar  considerations  may  also  apply  to  the  assess- 
ment made  by  investors  of  new  share  Issues.  However,  I 
should  not  wish  to  give  undue  emphasis  to  the  thought  that 
trade  credit  may  draw  finance  along  with  it,  as  opswsed  to 
the  fundamental  point  that  access  to  finance  is  needed  to 
make  an  extension  of  trade  credit  possible. 

25.  The  use  of  the  bill  of  exchange  to  finance  domestic 
trade  debts  is  reported  to  have  been  growing  in  recent  years, 
at  least  until  the  official  directives  of  last  autumn.  In  cases 
of  high  credit  standing,  acceptance  credits  could  be  obtained 
to  finance  the  purchase  of  raw  materials  and  intermediate 
products  from  United  Kingdom  as  well  as  overseas  sources, 
but  not,  as  a rule,  for  the  purchase  of  finished  products  by 
home  distributors,  for  such  purchases  have  been  regarded 
as  contrary  to  the  trend  of  official  policy.  Bills  are  also 
drawn  by  finance  houses  on  commercid  concerns  for  transac- 
tions outside  the  hire-purchase  sphere  and  often  rediscounted 
with  discount  houses,  where  they  are  retained  without  being 
passed  on  to  the  banks.  No  estimate  of  the  volume  of  bills 
drawn  against  domestic  trade  debts  is  available,  however. 

26.  The  growing  if  still  small  part  played  in  recent  years 
in  the  finance  of  non-hire-purdiase  cr^t  by  various  finance 
houses  has  become  well-known.  The  l^ger  and  older 
members  of  this  class  dioose  to  lend  as  a rule  only  to 
borrowers  of  relatively  sound  credit  standing — such  as  those 
to  whom  a bank  will  be  prepared  to  lend  a fairly  large  amount 
— but  they  are  ready  to  go  beyond  the  limit  though  prudent 
by  a bank  in  respect  of  the  sum  advanced  in  relation  to  a 
borrower’s  assets.  In  return  for  this  higher  marginal  risk,  of 
course,  they  charge  a higher  rate  of  interest.  This  type  of 
institution  does  not  greatly  vary  its  interest  charge  in  order  to 
accommodate  the  more  risl^  borrower,  so  that,  as  with  the 
banks,  credit  rationing  persists.  The  smaller  and  newer  type 
of  finance  house,  on  the  other  hand,  is  more  ready  to  lend 
to  the  new  or  risky  business;  it  naturally  charges  a still 
higher  and  more  flexible  rate  of  interest. 

27.  In  the  former  class  of  finance  house  it  is  not  usual  for 
a borrower  of  any  size  to  give  individual  details  of  trade 
debts  owed  to  him;  trade  debtors  as  a class  appear  to  be 
regarded  as  assets  to  be  looked  on  with  favour,  except  when 
the  debtors  are  known  to  be  concentrated  in  a trade  that  is 
experiencing  adverse  business  conditions.  The  second  type 
of  finance  houses,  on  the  other  hand,  will  often  require  details 
of  trade  debtors  individually;  as  a result  an  expansion  of 
trade  credit  is  less  likely  to  be  supported  readily  by  these 
institutions,  except  at  extremely  rates  of  interest. 

28.  The  assignment  of  debtors  to  a finance  house,  or 
“ factoring,”  which  is  more  common  in  the  U.S.A.,  is  unusual 
in  this  country  outside  the  field  of  hirepurchase. 

29.  The  insurance  of  domestic  trade  debts  is  still  relatively 
small  in  volume.  The  value  of  domestic  business  turnover 
covered  is  probably  of  the  order  of  only  £1,000  million;  this 
represents  a considerable  increase  in  real  terms  over  the 
prewar  level,  which  was  only  approximately  £75  million, 
but  is  small  when  contrasted  with  the  value  of  domestic 
production  and  trade,  excluding  the  home-produced  content 
of  exports,  of  perhaps  £13,000  million  and  a level  of  annual 
business  turnover  several  times  in  excess  of  this.  The 
insurance  of  domestic  trade  debts  is  most  common  in  textiles 
and  clothing,  in  building  and  in  timber  and  the  timber- 
using  trades,  where  comparatively  small  firms  are  exposed 
to  frequent  fluctuations  in  business  conditions.  Very  large 
concerns,  with  a large  number  of  debtors,  can  effectively 
provide  their  own  “ insurance  " ; but  whether  the  indifference 
of  most  medium-sized  and  many  small  firms  to  the  question 
of  credit  insurance  is  a symptom  of  a pervasive  sense  of 
business  confidence  or  the  result  of  any  failure  of  the  cr^it 
insurance  companies  to  exploit  this  field  fully  is  a question 
which  this  memorandum  cannot  answer. 
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30.  Many  small  businesses,  especially  new  concerns, 
acquire  equipment  on  hire-purchse  terms.  But  the  division 
between  hire-purchase  and  trade  credit,  legal  considerations 
apart,  is  not  clear-cut  in  the  case  of  loose  tools,  etc.,  with  a 
short  life,  for  re-possession  in  the  event  of  default  would 
not  in  many  cases  be  worthwhile.' 

D.  Same  Recent  Developments  in  Trade  Credit 

31.  As  compared  with  pre-war  years  the  average  penod 
of  trade  credit  extended  is  generally  reported  to  be  distinctly 
shorter.  The  first  change  towards  shorter  credit  occurred 
during  the  war,  when  supplies  were  scarce  and  many  businesses 
highly  liquid.  The  persistence  of  similar  conditions  in  the 
post-war  years  strengthened  the  general  movement  towards 
shorter  credit  periods,  and  during  the  past  ten  years  there 
seems  to  have  been  a general  tightening  of  credit  control  on 
the  part  of  very  large  concerns.  In  the  filrst  instance  this 
tightening  seems  to  have  been  the  result  not  so  much  of 
monetary  policy  as'  of  a general  improvement  in  management 

Essociated  with  more  effective  budgetary  and 
stock  control  and  with  more  efficient  clerical  methods. 

32.  Discounts  are  rather  less  common  than  before  the 
war  as  a result  of  the  prosperity  of  post-war  business.  One 
very  large  firm  making  a range  of  food  and  other  products, 
for  example,  reports  that  it  is  noticeable  that  its  new  goods 
developed  in  the  past  ten  years  have  generally  been  intro- 
duced without  cash  discoimts,  and  a mantifactuier  of 
synthetic  fibres  has  made  a similar  comment.  The  general 
movement  towards  a shorter  credit  period  in  the  postwar 
years  as  a whole,  however,  has  not  been  based  on  the  offer 
of  a discoimt  for  prompt  payment. 

33,  Over  the  past  two  yearn,  nevertheless,  and  especially 
during  the  past  twdve  months,  both  the  amount  of  credit 
and  the  length  of  the  credit  period  have  been  increasing  in 
most  industries.  Three  forces  can  be  discerned,  working  in 
different  directions.  Firms  enjoying  a buoyant  demand  for 
their  products  but  unable  to  obtain  an  increase  in  bank 

and  unable  or  unwilling  to  raise  additional  permanent 
capital,  have  sought  to  finance  their  rising  working  capital 
requiremeits  by  deferring  payment  for  their  purchases.  The 
rise  in  interest  rates  generally  will  have  made  them  less 
concerned  at  the  loss  of  cash  discounts  the  level  of  which  has 
remained  generally  unchanged.  In  many  cases,  of  course. 


B. 


the  rise  in  money  costs  will  have  led  to  a simUar  course  of 
action  even  on  the  part  of  firms  whose  output  has  been 
static.  These  pressures  have  probably  been  fairly  general. 
Secondly,  firms  experiencing  a declining  demand  for  their 
products,  and  the  fall  in  whose  profits  has  outweighed  the 
liquidity  released  by  the  decline  in  their  level  of  operations 
or  the  fall  in  their  raw  material  prices,  have  also  sought 
extra  credit  or  longer  periods  of  repayment.  This  has  been 
particularly  marked  in  the  textile  trades,  clothing,  furniture, 
building  and  in  certain  sections  of  the  engineering  industry. 
Thirdly  firms  whose  liquid  resources  have  come  under  pressure 
as  a result  of  the  rise  in  costs  or  output  on  the  one  hand  and 
the  restriction  of  bank  finance  and  new  issues  on  the  other 
hand  have  tried  by  various  means  to  resist  the  attempt  by 
their  customers  to  ortract  additional  credit. 

34.  For  the  most  part  this  resistance  appears  to  have 
been  ineffective.  In  some  trades,  e.g.  in  textiles,  building  and 
the  leather  trades,  “cash”  discounts  have  simply  been 
deducted  by  the  purchaser  ev«i  when  payment  has  been 
overdue  by  as  much  as  one  or  even  two  months.  The  position 
has  arisen  where  the  adverse  trading  experience  of  pur- 
chasing firms  has  resulted  in  intense  competition  on  the  part 
of  supplying  concerns,  in  which  longer  credit  terras  have 
taken  the  place  of  or  supplemented  competition  in  price. 
However,  despite  the  weak  trading  position  of  the  purchasing 
firms,  it  may  be  noted,  suppliers  have  been  slow  to  withold 
additional  credit  or  to  take  legal  action  or  even  to  turn 
instead,  to  any  considerable  extent,  to  credit  insurance  as 
a means  of  r^ucing  the  credit  risk.  The  willingness  of 
suppliers  to  give  extended  accommodation  to  their  debtors 
may  be  partly  due  to  a reluctance  to  force  weak  customers 
into  liquidation  as  well  as  to  a relatively  optimistic  view  of 
the  eventful  state  of  their  debtors’  finances. 

35.  As  a result  of  this  extended  accommodation  by 
suppliers  the  development  of  unfavourable  trading  conditions 
has  been  slow  to  produce  any  increase  in  the  number  of 
declared  insolvencies,  as  the  following  tables  indicate;  in 
the  first  five  months  of  1958  the  number  of  receiving  orders 
was  only  4 per  cent,  hi^er  than  that  for  fhe  conesponding 
period  of  1957.  However,  these  figures  may  not  be  an 
accurate  reflection  of  the  state  of  business  finance,  owing  to 
the  exclusion  of  oflier  arrangements  with  creditors  and  to 
other  features  of  declared  fafiures  that  make  them  an 
unreliable  short-term  indicator  of  economic  conditions. 


TABLE  V 

Insolvencies  1953 — 58 

A.  B.  C. 

Creditors'  Petitions  for 


Under  the  Bankruptcy  Acts 

Under  the 

Deeds  of  Arrangement  Act 

Winding  up  of  Companies 

No.  of 
Orders 

Liabilities  as  Estimated  by 
Debtors  £000 

No.  of 
Deeds 

Liabilities  as  Estimated  by 
Debtors  £000 

No. 

1953  Year 

2,222 

6,956 

302 

1,099 

608 

1954  „ 

2,176 

6,728 

315 

1,377 

540 

1955  „ 

2,163 

7,026 

301 

1,843 

533 

1956  „ 

2,136 

6,668 

325 

1,399 

532 

1957  „ 

2,061 

6,383 

313 

1,445 

468 

Sources  A and 

B;  Bankruptcy — General  Annual  Report  of  Board  of  Trade. 
C:  Annual  Report  on  Companies  1957,  Board  of  Trade. 

1 1 am  indebted  (o  Dr.  Momichlloff  for  ibis  observati<». 
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36.  Levels  of  discounts  have  remained  much  more 
" sticky  ” than  the  length  of  credit;  this  is  not  surprising,  in 
that  (tocounts  are  often  fixed  by  agreement  throu^  a trade 
^sociation,  and  the  provision  of  more  generous  discounts 
is  both  less  easy  to  conceal  and  regarded  as  a more  serious 
breach  of  agreement  than  an  extension  of  credit  terms, 
which  in  most  cases  is  taken  rather  than  offered.  The  most 
common  discount  of  per  cent,  for  “ 1 month  ’’  was  also 
the  standard  pre-war  discount.  But  changes  in  the  pattern 
of  discounts  have  occurred  in  response  to  economic  pressure, 
including  alterations  in  interest  rates.  In  February,  1958, 
for  example,  the  discount  for  payment  within  10  days  was 
raised  from  3J  per  cent,  to  3J  per  cent,  in  the  wool  textile 
trade,  and  over  the  past  year  cash  discounts  have  in  some 
instances  been  appearing  where  none  existed  previously, 
especially  for  payment  within  7 — 14days.  Large  discounts  for 
such  short  periods  may  be  a substitute  for  price  competition  as 
well  as  a means  of  conserving  liquidity.  Two  cases  have 
a^o  been  reported  to  me  where  buyers  have  asked  for  large 
discounts  on  promp  payment.  The  first  concerned  a 
firm  of  cabinet  makers  experiencing  a low  level  of  demand  but 
possessing  ample  liquidity  which  it  sou^t  to  put  to  good 
use.  The  second  was  that  of  an  engineering  firm  that  desired 
a discount  for  cash  terms  as  a means  of  shading  its  own 
selling  prices.  The  removal  of  a cash  discount  has  also  been 
known  to  occur  as  an  alternative  to  increasing  list  prices  in  a 
period  of  rising  costs. 

37.  Appendix  I shows  the  growth  of  trade  credit  since 
1948  and  its  fluctuations  reflecting  the  course  of  stock 
building.  The  table  reveals  a tendency  for  trade  debtors  to 
grow  more  rapidly  between  1948  and  1953  than  either  bank 
loans  or  stocks,  except  in  1951,  when  the  rise  in  commodity 
prices  greatly  increased  the  cost  of  stock  holding  in  manu- 
facturing industry.  Since  1954  trade  credit  has  grown  much 
less  than  bank  loans  and  rather  less  than  stocks.  _ The 
explanation  for  this  change  is  probably  the  diminished 
liquidity  of  the  company  sector  over  the  past  four  years — 
Hirninished  liquidity  in  the  sense  that  a rather  lower  level  of 
gross  liquid  assets  has  had  to  service  a very  much  hi^a: 
level  of  business  activity.  The  relation  between  company 
liquid  assets  and  trade  credit  is  shown  in  Appendix  ID. 
while  the  increase  in  trade  credit  has  been  smaller  than  in 
some  earlier  post-war  years  there  can  be  seen  in  Apj»ndix  I 
a distinct  connection  between  the  year-to-year  change  in  trade 
credit  and  that  in  the  level  of  stocks  that  leads  to  the  con- 
clusion that  the  growth  of  trade  credit  since  1955  has  been 
one  factor  making  possible  a hi^  level  of  inventory  invest- 
ment in  a period  in  which  final  demand  has  slackened. 

E.  Implications  for  Economic  Policy 

38.  Trade  credit  is  a valuable  part  of  the  normal  economic 

mechanism.  But  it  introduces  a further  element  of  elasticity 
into  the  overall  credit  structure  that  would  facilitate  the 
development  of  inflationary  conditions  even  if  the  average 
term  of  credit  and  the  proportion  of  transactions  financed 
by  trade  credit  remained  constant,  so  that  the  level  of  trade 
credit  simply  kept  pace  with  the  value  of  business  turnover. 
In  addition  both  the  extent  and  the  term  of  trade  credit 
lengthen  during  a boom,  the  latter  particularly  in  the  boom’s 
final  stage.  The  growth  of  trade  credit,  it  has  been 
suggested  in  paragraph  37,  can  be  held  partly  responsible 
for  the  continued  increase  in  the  level  of  stocks  in  1956  and 
1 957,  at  a time  when  the  pace  of  final  demand  was  beginning 
to  In  this  way  the  elasticity  of  trade  credit  absorbed 

some  of  the  force  of  the  Government’s  disinflationary  policy. 
While  it  is  true  that  the  net  amount  of  trade  credit  given  or 
received  by  any  particular  sector  of  the  economy  may  be 
small  in  relation  to  its  stocks  or  output,  the  magnitude  of 
the  flow  of  credit  from  firm  to  firm,  ^ measured  by  either 
gross  trade  credit  given  or  received,  is  sufficiently  large  to 
rank  as  an  economic  factor  of  the  first  importance.  The 
flow  of  trade  is  several  times  larger,  for  example,  than  that 
of  hire-purchase  credit,  which  has  received  far  more  attention 
in  the  field  of  Government  policy  and  in  the  literature  of 
economics  generally. 

39.  Trade  credit  facilitates  the  development  of  inflation 

by  making  easier  the  transfer  of  idle  balances  possessed  by 
liquid  concerns  to  businesses  that  are  short  of  money  for 
payments  which  cannot  be  deferred,  such  as  wages  and 
salaries  and,  after  a point,  taxes.  Business^  which  receive 
an  in  credit  from  other  concerns  will  include  many 

that  would  find  it  difficult  to  obtain  commaiid  of  sufficient 
feance  on  acceptable  terms  through  the  capital  market  or 
b^nVing  system  instead.  This  is  not  only  because  trade 
credit  has  not  been  subject  to  the  official  ffirectives  issued  to 


financial  institutions;  it  would  seem  that  most  businesses 
extend  credit  to  their  customers  without  the  rigorous  scrutiny 
of  the  latter’s  credit  status  that  will  be  made  by  a prudent 
issuing  house  or  other  financial  institution,  and  the  lengthra- 
ing  of  the  period  of  credit  in  the  later  stages  of  a boom  is 
rarely  prevented  by  the  supplying  concern. 

40.  A business  providing  net  trade  credit  will,  of  course, 
have  to  possess  sufficient  cash  for  the  purpose.  The  sources 
of  its  cash  may  be  its  retained  profits  of  the  past,  the  capital 
market,  the  banking  system,  or  current  profits.  Following 
a recession  the  economy  will,  almost  inevitably,  be  abnormally 
liquid  in  relation  to  the  current  national  income,  even  if  tl» 
authorities  have  not  pursued  an  expansionist  monetary  policy 
curing  the  period  of  recession.'  Within  the  business  sector 
liquidity  will  be  unevenly  distributed  at  this  stage,  but  until 
the  very  last  and  precarious  phase  of  the  boom  liquid 
businesses  will  be  only  too  ready  to  accommodate  their 
customers  when  trade  seems  to  be  reviving.  Sooner  or  later, 
however,  the  growth  of  trade  credit  can  only  be  sustained  if 
the  business  sector  as  a whole  draws  in  additional  funds, 
e.g.  from  the  banking  system  or  from  the  long-term  capital 
market,  for  there  mrist  be  some  ratio  of  cash  to  turnover  or 
short  term  liabilities  that  businesses  will  regard  as  a minimum 
depaiding  on  the  state  of  business  confidence  and  on  the 
structure  of  business  organisation. 

41 . Since  the  war,  and  increasingly  since  1954,  new  issues 
have  been  by  far  the  most  important  source  of  external 
finance  for  the  quoted  company  sector;  in  1955,  according 
to  Board  of  Trade  statistics,  they  accounted  for  23  per  cent, 
of  the  total  finance,  both  internal  and  external,  accruing  to 
quoted  companies.  By  1957  this  proportion  must  have 
risen  to  about  30  per  cent.  By  way  of  contrast  increases  in 
bank  loans  provided  only  5 per  cent,  of  accruing  quot^ 
company  funds  in  1955  and  probably  some  6 per  cent,  in 

1956. 

42.  In  its  contribution  to  the  finance  of  inflation  between 
1955  and  1957,  therefore,  the  inoease  in  the  level  of  new 
issues,  one  channel  whereby  the  idle  balances  of  the  personal 
sector  were  made  available  to  business,  has  been  a factor  irf 
great  importance.  The  rise  in  the  volume  of  new  issues  has 
been  a remarkable  feature  of  weakness  of  Government 
control  over  the  only  channel  of  funds  to  the  private  sector 
over  which  the  authorities  have  exercised  direct  powm. 
The  proportion  of  “ Commercial  artd  Industrial  ” apjdka- 
tions  to  make  an  issue  for  new  money  that  were  reject^  by 
the  Cipitd  Issues  Committee,  it  is  true,  increased  from 
2 per  cent,  in  1955  to  8 per  cent,  in  1956  and  10  per  cent,  in 

1957.  However,  the  value  of  applications  actually  approved 
rose  by  30  per  cent,  in  1956  and  by  41  per  cent,  in  1957. 
That  this  occurred  despite  the  Govemmat’s  avowed  inten- 
tion of  preventing  an  increase  in  the  supply  of  inflatirMiary 
finance  suggests  that  the  authorities  felt  themselves  poweriess 
to  turn  aside  large  and  influential  concerns  or  that  they  placed 
too  liber^  an  interpretation  on  the  so-called  " essential  ” 
purposes  for  which  finance  was  to  be  allowed.  Most  com- 
panies that  come  to  the  new  issue  market  can  claim  some 
degree  of  “ essential  ” status  in  an  economy  about  one-quarter 
of  whose  output  is  exported  and  of  which  a further  substantial 
proportion  takes  the  form  of  so-called  basic  investment  or 
Government  consumption.  The  proportion^  of  quotw 
companies  pursuing  some  such  “ essential  ” activity  must  be 
considerably  higher.  The  authorities  may  have  overlooked 
the  elementary  fact  that  in  a vigorous  boom  even  tiie  level 
of  investment  that  they  choose  to  consider  “ essential  ” may 
be  excessive  in  relation  to  the  commimity’s  planned  savusg. 
In  any  case,  through  the  medium  of  trade  credit  the  proceeds 
of  new  issues  can  be  passed  to  firms  that  would  not  come 
within  the  range  of  official  approval. 

43.  If  some  form  of  credit  rationing  continues  to  be 
required  to  halt  inflation  (owing  to  the  fact  that  the  rate  of 
interest  needed  to  hold  down  planned  investment  to  a non- 
inflatiohary  level,  once  a vigorous  boom  has  developed,  to 
exceeds  the  market  rate  of  interest  likely  to  prevail  unless  the 
authorities  are  willing  and  able  to  force  interest  rates  to 
much  hi^cr  levels  than  this  coimtiy  has  yet  experiem^)  a 
stricter  control  of  the  new  issue  market  wU  obviously  be 
necessary.  This  raises  the  question  of  whether  tbe_  Capito 
Issues  Committee  could  function  satisfactorily  in  such 
circumstances;  for  it  is  doubtful  ^lether  a body  consBti^ 
of  private  individuals  would  be  prepared  to  recommend  the 
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really  drastic  reductions  that  would  have  to  be  made,  once 
a boom  had  got  under  way,  in  the  new  issues  of  influential 
concerns  if  the  control  over  new  issues  were  to  be  made  an 
effective  disinflationary  instrument.  It  is  equally  doubtful 
whether  it  would  be  fair  to  ask  such  a body  to  perform  such 
an  invidious  and  arbitary  undertaking.  As  it  stands  the 
C.l.C.  is  a suitable  agency  for  turning  aside  a small  minority 
of  would-be  (originally  wartime  and  thenover^a)  borrowers; 
it  is  not  an  appropriate  institution  for  deciding  what  issues 
should  be  approved  in  conditions  in  which  a large  number  of 
would-be  borrowers  have  to  he  turned  away  altogether  or 
obliged  to  accept  a severe  curtailment  of  their  new  issue. 

44.  It  is  difficult  to  trace  any  close  and  general  comla- 
tion  between  the  provision  of  bank  loans  to  individual 
concerns  or  industries  and  its  use  to  finance  trade  debtors, 
owing  to  the  fact  that  a bank  advance  is  only  one  form  of 
available  finance  and  a trade  debt  only  one  form  of  business 
asset;  all  sources  of  finance  and  aU  of  its  uses  have  to  be 
considered  together.  It  is,  however,  worth  noting  that 
although  the  level  of  bank  advances  as  a whole  was  reduced 
in  the  year  following  the  Chancellor’s  directive  in  July,  1955, 
hanV  loans  received  by  the  quoted  company  sector  continued 
to  increase  substantially.  Whereas,  according  to  the  quarterly 
figures  published  by  the  British  Bankers'  Association,  bank 
loans  to  manufacturing  industries,  building  and  retail  trade 
rose  by  6 per  cent,  between  May  1955  and  May  1956,  the 
accounts  of  quoted  companies  published  by  The  Economist 
in  the.se  categories  showed  an  increase  of  one-quarter  in  the 
nearest  comparable  period,  i.e.  in  reports  published  in  the 
second  half  of  1956.  Whether  the  continued  extension  of 
bank  finance  to  quoted  companies  was  due  to  the  gap 
between  their  current  overdrafts  and  their  agreed  overdraft 
limits,  or  whether  it  was  due  to  their  “ essential  ” status 
(over  one-half  of  the  increase  in  bank  loans  to  quoted  com- 
panies in  1956  was  concentrated  on  iron  and  steel,  electrical 
and  other  engineering),  the  provision  of  trade  credit  over  a 
wide  field  was  thereby  facilitated. 

45.  Even  if  the  level  of  bank  advances  is  successfully  held 
down  through  Government  action,  it  is  evident  that  the 
disinflationary  force  of  such  a policy  will  be  weakened  if 
firms  that  are  deprived  of  additional  bank  finance  can 
obtain  trade  credit  instead,  from  businesses  that  have  at 
their  disposal  surplus  idle  balances  obtained  by  other  means. 

46.  In  a boom  the  cash  balances  of  the  business  sector  can 
also  be  augmented  through  rising  current  profits.  If  prices 
can  be  raised  sufficiently,  that  is,  businesses  can  obtain  the 
use  of  balances  previously  held  idle  by  consumers,  including 
the  Government.  Firms  which  can  draw  off  the  excess 
liquidity  of  consumers  in  this  way  can  pass  it  on  to  those 
whose  own  resources  are  strained.  The  cWef  means  by  which 
the  cash  balances  of  consumers  are  passed  back  up  the 
productive  chain  consists  not  so  much  of  trade  credit  as  the 
ability  of  the  consumer  goods  industries  to  pay  higher  prices 
for  their  own  purchases  of  materials  and  equipment.  The 
pattern  of  profits,  and  thus  the  flow  of  funds,  will  depend  on 
the  character  of  rise  boom,  but  insofar  as  the  liquidity  of  any 
part  of  the  business  sector  is  enhanced  at  the  expense  of 
consumers,  the  extent  to  which  the  general  level  of  trade 
credit  can  be  increased  is  also  correspondingly  raised. 

47.  One  feature  of  trade  credit  as  an  inflationary  force  is 
that  it  is  more  readily  expanded  than  other  forms  of  short- 
term finance  during  a boom.  As  compared  with  the  direct 
acquisition  of  bank  credit  by  a purchasing  firm,  trade  credit 
possesses  several  advantages.  A business  allowing  trade 
credit  is  likely  to  make  a much  less  stringent  ass^sment  of  its 
customers’  credit-worthiness  than  a baific  and  is  even  more 
likely  to  have  regard  to  questions  of  goodwill;  moreover, 
trade  credit  has  not  come  within  the  scope  of  official  directives . 
As  compared  with  the  commercial  bill,  the  penalty  for 
overdue  payment,  if  any,  is  much  less  severe;  the  overdue 
debtor  does  not  suffer  anything  like  the  same  stigma  borne 
by  the  drawee  of  an  overdue  bill.  Hie  commercial  bill 
usually  comes  under  close  financial  scrutiny,  in  one  way  or 
another,  from  which  trade  credit  is  for  the  most  part  ecempt. 
As  compared  with  finance  by  way  of  a new  issue  there  is  a 
simOar  lack  of  constraint;  and  there  is  the  additional  factor 
that  many  businesses  will  usually  resort  to  the  new  issue 
market  only  if  obliged  to  do  so  as  a last  resort,  whereas  they 
may  exercise  no  such  hestitation  in  seeking  additional  trade 
credit,  which  does  not  dilute  the  existing  equity,  saddle  the 
business  with  a long-term  prior  charge,  or  involve  the  same 
potential  element  of  outside  control.  Trade  credit  is,  of 
course,  available  to  businesses  too  small  to  make  use  of  the 
new  issue  market  at  aU.  Finally,  as  compared  with  other 


forms  of  finance  trade  credit  is  based  on  a relatively  rigid 
structure  of  effective  interest  rates,  so  that  the  “ cost  ” of 
seeking  such  finance  does  not  rise  in  the  same  way  as  that  of 
other  forms  of  finance  during  a boom.  This  may  be  an 
important  consideration  in  the  case  of  a small  minority  of 
debtors. 


48.  Trade  credit  also  appears  to  expand  in  the  final  stages 
of  a boom  because  it  seems  to  take  the  place,  in  some 
instances,  of  price  competition  on  the  part  of  the  seller.  In 
this  respect  it  has  certain  advantages  to  the  seller:  it  can  be 
discriminatory;  it  is  less  easily  detected  as  breach  of  a 
restrictive  agreement;  and  it  is  more  easily  reversible.  It  is 
possible  that  businessmen  do  not  react  to  an  increase  in  the 
overall  cost  of  supplying  extended  trade  credit  with  the 
same  caution  as  they  may  do  to  an  overt  reduction  in  selling 
prices,  which  is  more  likely  to  induce  them  to  pursue  a more 
cautious  investment  policy. 

49.  The  general  implication  of  such  considerations  for 
Government  policy  aimed  at  halting  irffiation  is  that  the 
movement  of  trade  credit,  in  transferring  surplus  liquidity 
within  ffie  business  sector,  in  enabling  the  economy  to 
function  on  a lower  level  of  liquidity  altogether,  and  in 
flowing  through  charmels  that  are  not  subject  to  official 
directives  or  even  to  rigorous  financial  scrutiny,  reinforces  the 
need  to  absorb  or  isolate  excess  liquidity  in  the  economy  and 
to  force  a revision  of  expectations  upon  businessmen. 

50.  The  diffusion  of  trade  credit  makes  necessary  a re- 
examination of  the  efficacy  of  finaricial  control  by  directives 
that  se^  to  restrict  taance  to  so-called  “ essential  ” 
purposes. 

51.  As  to  the  use  of  idle  cash  balances  already  withiri  the 
business  sector  during  the  development  of  a boom,  it  is 
doubtful  whether,  short  of  a sharp  reduction  in  bank  advances 
over  a wide  range  of  industries  and  a suiular  restriction 
of  new  issue  finance,  surplus  liquidity  can  be  drawn  off  the 
business  sector  as  a whole  by  any  measure  other  than  an 
increase  in  company  taxation. 

52.  As  compared  with  an  increase  in  sales  financed  by 
the  extension  of  trade  credit,  the  attraction  of  interest  rates 
obtainable  on  short-term  balances  held  idle  is  likely  to  he 
small  in  a boom  unless  interest  rates  rise  well  above  levels 
hitherto  experienced.  It  is  unlikely  that  businesses  can  be 
induct  to  use  their  surplus  liquidity  between  booms  to 
purchase  long-term  bonds  the  fall  in  whose  capital  value  as  a 
result  of  a rise  in  long-term  interest  rates  at  the  onset  of  a 
boom  would  then  reduce  their  ability  or  willingness  to 
extend  trade  credit.  Some  businesses  undoubtedly  did 
invest  in  long-term  bonds  during  the  Dalton  cheap  money 
period,  but  their  sutsequent  experience  in  this  respect  is 
unlikely  to  commend  a repetition  of  such  a policy. 

53.  Since  1955,  and  especially  since  September,  1957,  the 
Government  has  placed  considerable  emphasis  on  the 
stabilisation  of  the  quantity  of  money,  i.e.  the  level  of  bank 
deposits  in  general  and  that  of  advances  in  particular,  as  a 
means  of  halting  inflation.  The  basic  assumption  of  such  a 
policy  seems  to  be  that  the  quantity  of  money  in  existence 
would  not  support  a further  increase  in  the  money  value  of 
the  nation^  income.  I have  criticised  this  general  view 
elsewhere.^  In  regard  to  the  extension  of  trade  credit  in 
particular,  there  has  been  no  convincing  or  widespread 
evidence  that  the  liquidity  already  possessed  by  the  business 
sector  would  not  support  a further  rise  in  trade  credit  and 
thus  in  business  turnover.  The  relationship  between  the 
liquid  assets  of  the  quoted  company  sector  and  the  expansion 
of  trade  credit  is  shown  in  Appendix  HI. 


54.  The  business  world  was  undoubtedly  becoming  much 
less  liquid  during  the  boom  of  1954 — 57,  in  the  sense  that 
its  liquid  assets  represented  a falling  proportion  of  its  short- 
term financial  liabilities.  In  1954,  for  example,  the  Board 
of  Trade’s  statistics  show  that  the  quoted  company  sector 
recorded  liquid  assets  in  excess  of  bank  loans,  current  tax 
liabilities,  loan  interest  accrued  and  dividends  outstanding 
of  rou^y  £350  million.  In  1957,  on  the  other  hand,  balance 
sheets  recorded  an  overall  deficit  of  approximately  £125 
million  on  a comparable  basis.®  But,  if  as  seems  to  be  the 
case,  businessmen  regard  bank  finance  for  the  most  part  as 
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more  or  less  permanent  finance,  the  comparison  becomes 
one  between  positive  figures  of  £640  million  and  £350  million. 
This  is,  of  course,  a proportionately  larger  reduction  in 
relation  to  the  growth  in  business  turnover,  but  there  are  two 
indications  that  businessmen  did  not  consider  their  liquidity 
to  be  down  to  a minimum  working  balance  level  even  by 
the  end  of  1957.  One  is  the  continued  increase  in  ordinary 
share  dividends,  which  in  1957  actually  exceeded  the  rise  in 
available  equity  earnings  as  far  as  quoted  companies  were 
concerned,  as  Table  VI  shows: 


TABLE  VI 

PuBUSHED  Industrial  Proftis  and  Dividends 


Percentage  Increase  in: 
Total  Equity  Equity 

Reporis  Published 

Income 

Earnings 

Dividends 

1956  3rd  quarter 

7-9 

6-3 

7-4 

4th  

1-2 

-5-7 

5-6 

1957  1st  „ 

0-4 

—5 '6 

6-6 

2nd  „ 

4-4 

—1-8 

4-2 

3rd  „ 

5-1 

0-5 

7-4 

4th 

Source:  The  Economist. 

6-5 

5-3 

7-4 

The  second  point  of  evidence  is  a negative  one:  namely,  that 
were  businesses  feeling  the  strain  of  inadequate  cash,  a 
widespread  conversion,  of  securities  held  by  businesses, 
including  Treasury  bills,  would  have  occurr^. 

55.  The  basic  reason  for  the  willingness  of  businessmen 
to  operate  with  cash  balances  that  are  appreciably  low  in 
relation  to  their  financial  liabilities  is  that  as  long  as  trade 
remains  buoyant  they  will  expect  to  meet  part  of  these 
liabilities,  suci  as  current  taxation,  out  of  the  income  accruing 
in  the  coming  year.  This  is  the  crucial  point.  A sudden 
fall  in  business  profits  at  the  peak  of  a boom  could  cause 
many  businesses  to  become  highly  illiquid,  partly  by  depriving 
them  of  accruing  income  and  p^y  by  making  some  of  their 
customers  insolvent.  In  such  circumstances,  no  doubt,  even 
businessmen  with  liquid  assets  that  would  otherwise  be 
regarded  as  adequate  would  revise  their  opinion  as  to  what 
constituted  a safe  “ liquidi^  ratio  ” and  would  become 
most  unwilling  to  extend  additional  credit;  many  would 
be  forced  to  press  their  debtors  for  prompt  payment.  Thus 
the  outstandmg  cases  in  which  suppliers  have  become  un- 
willing to  extend  trade  credit  over  &e  past  year  have  been 
mainly  of  sales  to  trades  known  to  be  in  a weak  condition, 
e.g.  building  and  textiles.  In  other  words  the  main  obstacle 
to  the  further  extension  of  trade  credit  has  been  the  lack  of 
confidence  rather  than  the  lack  of  cash  of  the  supplier. 


56.  The  apparent  confidence  of  most  businessmen,  how- 
ever, in  the  continuation  of  a high  level  of  business  activity, 
and  thus  in  the  solvency  of  their  debtors,  presents  an  im- 
portant contract  with  events  before  the  war,  and  especially 
with  the  situation  in  the  nineteenth  century,  when  trade 
credit  was  a much  more  vulnerable  part  of  the  credit  structure, 
more  likely  to  collapse  under  the  initial  impact  of  a ch«k  to 
the  expansion  of  trade  and  so  aggravate  fluctuations  in 
business  activity.  However,  other  factors,  admittedly  to 
some  degree  associated  with  the  maintenance  of  optimistic 
expectations,  have  also  played  their  part  in  reinforcing  the 
structure  of  trade  credit.  The  capital  market  is  far  more 
resilient,  owing  partly  to  the  new  importance  of  the  long-term 
institutional  investor,  so  that  the  supply  of  external  capital 
to  the  business  sector  does  not  up  throu^  extreme 
caution  on  the  part  of  lenders.  The  basis  of  company  finance 
is  itself  much  sounder,  with  the  capital-structures  of  quotM 
companies,  at  least,  far  less  highly  geared  than  before  the 
war.  Prices  of  manufactured  and  even  intermediate  product 
are  today  relatively  rigid,  so  that  sudden  insolvencies  do  not 
develop  on  a large  scale  owing  to  a sharp  collapse  of  selling 
prices;  for  a decline  in  demand  acts  first  to  reduce  unfilled 
order  books  before  leading  to  a reduction  in  output;  the 
latter  observation  is,  of  course,  of  particular  relevance  to  the 
capital  goods  tradK. 

57.  The  development  of  large-scale  business  has  also 
probably  had  the  result  of  reducing  the  risk  of  a collapse  in 
trade  credit,  Large  businesses  are  less  liable  to  be  cut  off 
from  external  finance  If  trade  deteriorates,  so  that  they  are 
less  likely  to  become  insolvent.  As  suppliers  of  trade  credit, 
on  the  other  hand,  they  are  less  likely  to  reduce  the  Sow  of 
trade  credit  because  one  of  their  customers  defaults,  for  both 
the  psychological  and  the  financial  impact  of  a default  of  a 
given  magnitude  will  be  less  in  the  case  of  a la^  creditor. 
Diversification  of  business  interests  may  have  a similar  effect. 
The  development  of  integrated  businesses  will  also  tend  to 
prevent  the  flow  of  funds  within  the  business  sector  from 
collapsing,  for  the  element  of  uncertainty  of  payment  by  a 
customer  disappears  when  the  latter  b^mes  part  of  the 
same  business  organisation. 

58.  With  sanguine  expectations,  “ sticky  ” prices,  a 
resilient  capital  market  and  a relatively  sound  company 
framework  in  an  economy  in  which  large  and  integrated 
concerns  predominate  (to  say  nothing  of  the  large  puWic 
sector)  a down-turn  in  business  activity  is  unlikely  to  be 
sudden,  in  which  case  trade  credit  is  unlikely  to  experience 
an  early  collapse;  a gradual  down-turn  may  even  be  accom- 
panied by  a general  increase  in  the  liquidity  of  the  business 
sector  as  a whole,  without  the  development  of  critical  strains 
within  it. 
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really  drastic  reductions  that  would  have  to  be  made,  onw 
a boom  had  got  under  way,  in  the  new  issues  of  influential 
concerns  if  the  control  over  new  issues  were  to  be  made  an 
effective  disinflationary  instrument.  It  is  equally  doubtful 
whether  it  would  be  fair  to  ask  such  a body  to  perform  such 
an  invidious  and  arbitary  undertaking.  As  it  stands  the 
C.I.C.  is  a suitable  agency  for  turning  aside  a small  minority 
of  would-be  (originally  wartime  and  then  oversea)  borrowers ; 
it  is  not  an  appropriate  institution  for  deciding  what  issues 
should  be  approved  in  conditions  in  which  a large  number  of 
would-be  borrowers  have  to  be  turned  away  altogether  or 
obliged  to  accept  a severe  curtailment  of  their  new  issue. 

44.  It  is  difficult  to  trace  any  close  and  general  cona- 
tion between  the  provision  of  bank  loans  to  individual 
concerns  or  industries  and  its  use  to  finance  trade  debtors, 
owing  to  the  fact  that  a bank  advance  is  only  one  form  of 
available  finance  and  a trade  debt  only  one  form  of  business 
asset;  all  sources  of  finance  and  all  of  its  uses  have  to  be 
considered  together.  It  is,  however,  worth  noting  that 
althou^  the  level  of  bank  advances  as  a whole  was  reduced 
in  the  year  following  the  Chancellor’s  directive  in  July,  1955, 
bank  loans  received  by  the  quoted  company  sector  continued 
to  increase  substantially.  Whereas,  accordingto  ffie_  quarterly 
figures  published  by  the  British  Bankers’  Association,  bank 
loans  to  manufacturing  industries,  building  and  retail  trade 
rose  by  6 per  cent,  between  May  1955  and  May  1956,  the 
accormts  of  quoted  companies  published  by  The  Economist 
in  these  categories  showed  an  increase  of  one-quarter  in  the 
nearest  compEirable  period,  i.e.  in  reports  published  in  the 
second  half  of  1956.  Whether  the  continued  extension  of 
bank  finance  to  quoted  companies  was  due  to  the  gap 
between  their  current  overdrafts  and  ffieir  agreed  overdraft 
limits,  or  whether  it  was  due  to  their  “ essential  ” status 
(over  one-half  of  the  increase  in  bank  loans  to  quoted  com- 
panies in  1956  was  concentrated  on  iron  and  steel,  electrical 
and  other  engineering),  the  provision  of  trade  credit  over  a 
wide  field  was  thereby  facilitated. 

45.  Even  if  the  level  of  bank  advances  is  successfully  held 
down  through  Government  action,  it  is  evident  that  the 
disinflationary  force  of  such  a policy  will  be  weakened  if 
firms  that  are  deprived  of  additional  bank  finance  can 
obtain  trade  credit  instead,  from  businesses  that  have  at 
their  disposal  surplus  idle  b^ances  obtained  by  other  means. 

46.  In  a boom  the  cash  balances  of  the  business  sector  can 
also  be  augment^  through  rising  current  profits.  If  prices 
can  be  raised  sufficiently,  that  is,  businesses  can  obtain  the 
use  of  balances  previously  held  idle  by  consumers,  induding 
the  Government,  Firms  which  can  draw  off  the  excess 
liquidity  of  consumers  in  this  way  can  pass  it  on  to  those 
whose  own  resources  are  strained.  The  chief  means  by  which 
the  cash  balances  of  consumers  are  passed  back  up  the 
productive  chain  consists  not  so  much  of  trade  credit  as  the 
ability  of  the  consumer  goods  indiKtries  to  pay  hi^er  prices 
for  their  own  purchases  of  materials  and  equipmait.  The 
pattern  of  profits,  and  thus  the  flow  of  funds,  wiU  depend  on 
the  character  of  the  boom,  but  insofar  as  the  liquidity  of  any 
part  of  the  business  sector  is  enhanced  at  the  expense  of 
consumers,  the  extent  to  which  the  general  level  of  trade 
credit  can  be  increased  is  also  correspondingly  raised. 

47.  One  feature  of  trade  credit  as  an  inflationary  force  is 
that  it  is  more  readily  expanded  than  other  forms  of  short- 
term finance  during  a boom.  As  compared  with  the  direct 
acquisition  of  bank  credit  by  a purchasing  firm,  trade  credit 
possesses  several  advantages.  A business  allowing  trade 
credit  is  likely  to  make  a much  less  stringent  assessment  of  its 
customers’  credit-worthiness  than  a bank  and  is  even  more 
likely  to  have  regard  to  questions  of  goodwill;  moreover, 
trade  credit  has  not  come  within  the  scope  of  official  directives. 
As  compared  with  the  commercial  bill,  the  penalty  for 
overdue  payment,  if  any,  is  much  less  severe;  the  overdue 
debtor  does  not  suffer  anything  like  the  same  stigma  borne 
by  the  drawee  of  an  overdue  bill.  The  commercial  bill 
usually  comes  luider  close  fcancial  scrutiny,  in  one  way  or 
another,  from  which  trade  credit  is  for  the  most  part  exempt. 
As  compared  with  finance  by  way  of  a new  issue  there  is  a 
similar  lack  of  constraint;  and  there  is  the  additional  f^tor 
that  many  businesses  will  usually  resort  to  the  new  issue 
market  only  if  obliged  to  do  so  as  a last  resort,  whereas  they 
may  exercise  no  such  hestitation  in  seeking  additional  trade 
credit,  which  does  not  dilute  the  existing  equity,  saddle  the 
business  with  a long-term  prior  charge,  or  involve  the  same 
potential  element  of  outside  control.  Trade  credit  is,  of 
course,  available  to  businesses  too  small  to  make  use  of  the 
new  issue  market  at  all.  Finally,  as  compared  with  other 


forms  of  finance  trade  credit  is  based  on  a relatively  rigid 
structure  of  effective  interest  rates,  so  that  the  “ cost  ” of 
seeking  such  finance  does  not  rise  in  the  same  way  as  that  of 
other  forms  of  finance  during  a boom,  This  may  be  an 
important  consideradon  in  the  case  of  a small  minority  of 
debtors. 

48.  Trade  credit  also  appears  to  expand  in  the  final  stages 
of  a boom  because  it  seems  to  take  the  place,  in  some 
instances,  of  price  competition  on  the  part  of  the  seller.  In 
this  respect  it  has  certain  advantages  to  the  seller:  it  can  be 
discriminatory;  it  is  less  easily  detected  as  breach  of  a 
restrictive  agreement;  and  it  is  more  easily  reversible.  It  is 
possible  that  businessmen  do  not  react  to  an  increase  in  the 
overall  cost  of  supplying  extended  trade  credit  with  the 
same  caution  as  they  may  do  to  an  overt  reduction  in  selling 
prices,  which  is  more  likely  to  induce  them  to  pursue  a more 
cautious  investment  policy. 

49.  The  general  implication  of  such  considerations  for 
Government  policy  aimed  at  halting  inflation  is  that  the 
movement  of  trade  credit,  in  transferring  surplus  liquidity 
within  the  business  sector,  in  enabling  the  economy  to 
function  on  a lower  level  of  liquidity  altogether,  and  in 
flowing  through  channels  that  are  not  subject  to  official 
directives  or  even  to  rigorous  financial  scrutiny,  reinforces  the 
need  to  absorb  or  isolate  excess  liquidity  in  the  economy  and 
to  force  a revision  of  expectations  upon  businessmen. 

50.  The  diffusion  of  trade  credit  makes  necessary  a re- 
examination of  the  efficacy  of  financial  control  by  directives 
that  seek  to  restrict  finance  to  so-caUed  “ essential  ” 
purposes. 

51.  As  to  the  use  of  idle  cash  balances  already  within  the 
business  sector  during  the  development  of  a boom,  it  is 
doubtful  whether,  short  of  a sharp  reduction  in  bank  advances 
over  a wide  range  of  industries  and  a similar  restriction 
of  new  issue  finance,  surplus  liquidity  can  be  drawn  off  the 
business  sector  as  a whole  by  any  measure  other  than  an 
increase  in  company  taxation. 


52.  As  compared  with  an  increase  in  sales  financed  by 
the  extension  of  trade  credit,  the  attraction  of  interest  rates 
obtainable  on  short-term  balances  held  idle  is  likely  to  be 
small  in  a boom  unless  interest  rates  rise  well  above  levels 
hitherto  experienced.  It  is  unlikely  that  businesses  can  be 
induced  to  use  their  surplus  liquidity  between  booms  to 
purchase  long-term  bonds  the  fall  in  whose  capital  value  as  a 
result  of  a rise  in  long-term  interest  rates  at  the  onset  of  a 
boom  would  then  reduce  their  ability  or  willingness  to 
extend  trade  credit.  Some  businesses  undoubtedly  did 
invest  in  long-term  bonds  during  the  Dalton  cheap  money 
period,  but  their  subsequent  experience  in  t^  respect  is 
unlikely  to  commend  a repetition  of  such  a policy. 

53.  Since  1955,  and  especially  since  September,  1957,  the 
Government  has  placed  considerable  emphasis  on  the 
stabilisation  of  the  quantity  of  money,  i.e.  the  level  of  bank 
deposits  in  general  and  that  of  advances  in  particular,  as  a 
means  of  halting  inflation.  The  basic  assumption  of  such  a 
policy  seems  to  be  that  the  quantity  of  money  in  existence 
would  not  support  a further  increase  in  the  money  value  of 
the  national  income.  I have  criticised  this  general  view 
elsewhere.*  In  regard  to  the  extension  of  trade  credit  in 
particular,  there  has  been  no  convincing  or  widespread 
evidence  that  the  liquidity  already  possessed  by  the  business 
sector  would  not  support  a further  rise  in  trade  credit  and 
thus  in  business  turnover.  The  relationship  between  the 
liquid  assets  of  the  quoted  company  sector  and  the  expansion 
of  trade  credit  is  shown  in  Appendix  HI. 


54.  The  business  world  was  undoubtedly  becoming  much 
less  liquid  during  the  boom  of  1954 — 57,  in  ffie  sense  that 
its  liquid  assets  represented  a falling  proportion  of  its  short- 
term financial  liabilities.  In  1954,  for  example,  the  Board 
of  Trade’s  sutistics  show  that  the  quoted  company  sector 
recorded  liquid  assets  in  excess  of  bank  loans,  current  tax 
liabilities,  loan  interest  accrued  and  dividends  outstandmg 
of  roughly  £350  million.  In  1957,  on  the  other  hand,  balance 
sheets  recorded  an  overall  deficit  of  approximately  £125 
mfilton  on  a comparable  basis.*  But,  if  as  seems  to  be  the 
case,  businessmen  regard  bank  finance  for  the  most  part  as 


1 -nie  Financ*  of  Inflation,"  Ltoyds  Sank  Revliw,  luiuary,  1958.  It 
« observed  that  this  view  would  also  imply  the  need  for  an  offilcal  policy  of 
ugmentinB  liquidity  in  the  event  of  inflation  being  hal^,  so 
ational  outpot  cotdd  be  resumed  at  stable  prices,  for  this,  too,  wouio  involve 


8 1 am  indebted  to  Mr.  S.  J.  Prate  of  the  National  Inatitute  of  Economic  and 
Social  Research  for  this  estimate. 
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more  or  less  permanent  finance,  the  comparison  becomes 
one  between  positive  figures  of  £640  million  and  £350  million. 
This  is,  of  course,  a proportionately  lar^r  reduction  in 
relation  to  the  growth  in  business  turnover,  but  there  are  two 
indications  that  businessmen  did  not  consider  their  liquidity 
to  be  down  to  a minimum  working  balance  level  even  by 
the  end  of  1957.  One  is  the  continued  increase  in  ordinary 
share  dividends,  which  in  1957  actually  exceeded  the  rise  in 
available  equity  earnings  as  far  as  quoted  companies  were 
concerned,  as  Table  VI  shows: 


TABLE  VI 

Published  Industrial  Profits  and  Dividends 


Percentage  Increase  in: 
Total  Equity  Equity 

Reports  Published 

Income 

Earnings 

Dividend 

1956  3rd  quarter 

7-9 

6-3 

7-4 

4th  

1-2 

—5-7 

5-6 

1957  1st  „ 

0-4 

—5-6 

6-6 

2nd 

4-4 

—1-8 

4-2 

3rd  

51 

0-5 

7-4 

4th 

Source:  The  Economist. 

6-5 

5-3 

7-4 

The  second  point  of  evidence  is  a negative  one : namely,  that 
were  businesses  feeling  the  strain  of  inadequate  cash,  a 
widespread  conversion  of  securities  held  by  businesses, 
including  Treasury  bills,  would  have  occurred. 

55.  The  basic  reason  for  the  willingness  of  businessmen 
to  operate  with  cash  balances  that  are  appreciably  low  in 
relation  to  their  financial  Labilities  is  that  as  long  as  trade 
remains  buoyant  they  will  expect  to  meet  part  of  th^ 
liabilities,  sudi  as  current  taxation,  out  of  the  income  accruing 
in  the  coming  year.  This  is  the  crucial  point.  A sudden 
fall  in  business  profits  at  the  pe^  of  a boom  could  cause 
many  businesses  to  become  highly  illiquid,  partly  by  depriving 
them  of  accruing  income  and  partly  by  making  some  of  their 
customers  insolvent.  In  such  circumstances,  no  doubt,  even 
businessmen  with  liquid  assets  that  would  otherwise  be 
regarded  as  adequate  would  revise  their  opinion  as  to  what 
constituted  a safe  “ liquid!^  ratio  ” and  would  become 
most  unwilling  to  extend  additional  credit;  many  would 
be  forced  to  press  their  debtors  for  prompt  payment.  Thus 
the  outstanding  cases  in  which  suppliers  have  become  un- 
willing to  extend  trade  credit  over  the  past  year  have  been 
mainly  of  sales  to  trades  known  to  be  in  a weak  condition, 
e.g.  builcLng  and  textiles.  In  other  words  the  main  obstacle 
to  the  further  extension  of  trade  credit  has  been  the  lack  of 
confidence  rather  than  the  lack  of  cash  of  the  supplier. 


56.  The  app^nt  confidence  of  most  businessmen,  how- 
ever, in  the  continuation  of  a hi^  level  of  business  activity, 
and  thus  in  the  solvency  of  their  debtors,  presents  an  im- 
portant contract  with  events  before  war,  and  especially 
with  the  situation  in  the  nineteenth  century,  when  trade 
credit  was  a much  more  vulnerable  part  of  the  CT^it  structure, 
more  likely  to  collapse  under  the  initial  impact  of  a check  to 
the  expansion  of  trade  and  so  aggravate  fluctuations  in 
business  activity.  However,  other  factors,  admittedly  to 
some  degree  associated  with  the  maintenance  of  optimistic 
expectations,  have  also  played  their  part  in  reinforcing  the 
structure  of  trade  credit.  The  capital  market  is  far  more 
resilient,  owing  partly  to  the  new  importance  of  the  long-term 
institutional  investor,  so  that  the  supply  of  external  capital 
to  the  business  sector  does  not  d^  up  through  extreme 
caution  on  the  part  of  lenders.  The  basis  of  company  finanre 
is  itself  much  sounder,  with  the  capital-structures  of  quoted 
companies,  at  least,  far  less  highly  geared  than  before  the 
war.  Prices  of  manufactured  and  even  intermediate  product 
are  today  relatively  rigid,  so  that  sudden  insolvencies  do  not 
develop  on  a large  scale  owing  to  a sharp  collapse  of  selling 
prices;  for  a decline  in  demand  acts  first  to  reduce  unfilled 
order  books  before  leading  to  a reduction  in  output;  the 
latter  observation  is,  of  course,  of  particular  relevance  to  the 
capital  goods  trad^. 

57.  The  development  of  large-scale  business  has  also 
probably  had  the  result  of  reducing  the  risk  of  a collapse  in 
trade  credit.  Large  businesses  are  less  liable  to  be  cut  off 
from  external  finance  if  trade  deteriorates,  so  that  they  are 
less  likely  to  become  insolvent.  As  suppliers  of  trade  credit, 
on  the  other  hand,  they  are  iess  likely  to  reduce  the  flow  rrf 
trade  credit  because  one  of  their  customers  defaults,  for  both 
the  psychologtcal  and  the  financial  impact  of  a default  of  a 
given  magnitude  wUl  be  less  in  the  case  of  a large  creditor. 
Diversification  of  business  interests  may  have  a similar  effect. 
The  development  of  integrated  businesses  will  also  tend  to 
prevent  the  flow  of  funds  within  the  business  sector  from 
collapsing,  for  the  element  of  uncertainty  of  payment  by  a 
customer  disappears  when  the  latter  becomes  part  of  the 
same  business  organisation. 

58.  With  sanguine  expectations,  “ sticky  ” prices,  a 
resUient  capital  market  and  a relatively  sound  company 
framework  in  an  economy  in  which  large  and  int^rated 
concerns  predominate  (to  say  nothing  of  the  large  public 
sector)  a down-tum  in  business  activity  is  unUkely  to  be 
sud^n,  in  which  case  trade  credit  is  unlikely  to  experience 
an  early  collapse;  a gradual  down-tum  may  even  be  accom- 
panied by  a general  increase  in  the  liquidity  of  the  busing 
sector  as  a whole,  without  the  development  of  critical  strains 
within  it. 

London  School  of  Economics 
I4tk  July,  1958 
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Appendix  I 


The  Growth  of  Trade  Credit  in  the  Quoted  Company  Sector  1948 — 56 
(Manufacturing,  Building  and  Distribution) 


No.  of 
Co's 

Bank  Loam 
Zmn.  YoChange 

Stocks 

Zmn.  %Change 

Debtors 

Zmn.  y^Change 

Creditors 
Zmn.  %Change 

Ratio  of 
Debtors  to 
Creditors 

Net  Trade 
Credit  Given 
Zmn. 

1948 

2,709 

212 

1,885 

1,136 

961 

M8 

175 

1949 

2,704 

226 

+ 7 

2,021 

+ 7 

1,248 

+10 

1,036 

+ 11 

1-20 

212 

1950 

2,766 

260 

+ 15 

2,295 

+14 

1,462 

+17 

1,191 

+ 15 

1-23 

271 

1951 

2,865 

368 

+42 

2.944 

+28 

1,744 

+19 

1,456 

+22 

1-20 

288 

1952 

2,909 

331 

—10 

2.969 

+ 1 

1,811 

+ 4 

1,461 

Nil 

1-24 

350 

1953 

2,879 

288 

—13 

2.961 

Nil 

1,911 

+ 6 

1,528 

+ 5 

1-25 

383 

1953 

2.933 

294 

2,987 

1,903 

1,459 

1-30 

444 

1954 

2,892 

315 

+ 7 

3,212 

+ 8 

2,120 

+ 11 

1,636 

+ 12 

1-30 

484 

1955 

2,842 

372 

+18 

3,579 

+11 

2,416 

+14 

1,870 

+14 

1-29 

546 

1955 

1,731 

426 

3,369 

2,099 

N.A. 

N.A. 

N.A. 

1956 

1,731 

514 

+20 

3,751 

+11 

2,254 

+ 8 

N.A. 

N.A. 

N.A. 

N.A. 

Sources:  1948—53  Company  Income  and  Finance  1949—53,  N.LE.S.R.  (Annual  figures  “ linked  ” year  to  year,  the  difference 
in  coverage  of  quoted  companies  being  adjusted  by  changes  in  net  assets;  Debtors  and  Creditors  include  “ non-trade  ” 
items). 

1953 — 55  Economic  Trends,  February  1958  H.M.S.O.  (Comparable  Parent-Company  Groups;  Trade  Debtors  and 
Trade  Creditors  only). 

1955—56  The  Economist's  compilations  of  balance  sheets  (Comparable  Parent-Company  Groups  for  the  pair  of  years. 
Debtors  and  Creditors  include  “ non-trade  ” items). 


The  figures  have  been  compiled,  in  the  case  of  the  period  1948 — 55,  from  company  accounts  with 
accounting  periods  ending  between  6th  April  of  the  year  in  question  and  April  5th  of  the  following  year 
The  figures  for  1955 — 56,  taken  from  The  Economist,  have  been  derived  from  accounts  published  between 
1st  October  1956  and  30th  September  1957  to  give  a roughly  comparable  period  of  trading. 


Appendix  II 


Trade  Credit  and  Liquid  Assets  in  the  Quoted  Company  Sector^ 


Debtors 

£m. 

Creditors 

Zm. 

Gross  Liquid 
Assets 
Zm. 

Gross  Liquid  Assetf‘ 
as  Y,  of 

Debtors  Creditors 

1948  . . 

1,136 

961 

1,069 

94-1 

111-2 

1949  . . 

1,248 

1,036 

1,102 

88-3 

106-4 

1950 

1,462 

1,191 

1,179 

80-6 

99-0 

1951 

1,744 

1,456 

1,144 

65-6 

78-6 

1952  . . 

1,811 

1,461 

1,221 

67-4 

83-6 

1953 

1,911 

1,528 

1,430 

74-8 

93-6 

1953 

1,903 

1,459 

1,428 

75  0 

97-9 

1954  .. 

2,120 

1,636 

1,478 

69-7 

90-3 

1955 

2,416 

1.870 

1,413 

58-5 

75-6 

1955  . . 

2,099 

N.A. 

1,389 

66-2 

N.A. 

1956  . . 

2,254 

N.A. 

1,326 

58'8 

N.A. 

* Manufacturing,  distribution  and  building. 

® Cash,  Tax  Reserve  Certificates  and  other  marketable  securities. 

Source:  As  ia  Appendix  I. 
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Appendix  IH 

iNDusnuAL  Analysis  of  Trade  Credit  in  the  Quoted  Company  Sector — 1955 


Ratio  of  Debtors 
Creditors 


All  Groups  1 '29 

Abover-Average  Ratios 

Tobacco 2-63 

Building  materials,  pottery  and  glass  .,  ..  1-71 

Chemicals  and  allied  trades  I'51 

Iron  and  steel;  non  ferrous  metals  ..  1'55 

Shipbuilding  and  non-electrical  engineering  ..  1-53 

Electrical  engineering 1-55 

“ Other  metal  goods  ” 1 ’59 

Cotton  Textiles 1 '60 

WoolTextUes  1-65 

Paper  and  Printing  I '63 

Average  Ratios 

" Other  textiles  ” 1 '33 

“ Other  Manufacturing  ” 1 '31 

Below-Average  Ratios 

Vehicles 0'^^ 

Qothing  and  footwear 0'93 

Food  0-99 

Drink  0-93 

Building  and  contracting  

Wholesale  distribution 1’18 

Retail  distribution  

Entertainment  and  Sport  0'59 

Miscellaneous  services 0'84 


Net  Trade  Credit  Given 
£jn. 

546-3 


55-1 

20-7 

92-9 

74-5 

91-6 

100-5 

39-4 

13-4 

8-3 

38-7 


16-0 

21*2 


—51-6 
— 1-2 

— 0-5 

— 5-2 

— 7-7 
39-6 

-fl7-4 

— 6-3 
—10-4 

546-3 


Source:  Board  of  Trade  Statistics;  rra<ie  debtors  and  creditors  only. 
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35.  MEMORANDUM  OF  EVIDENCE 

1.  1 present  this  evidence  on  the  working  of  the  monetary 
and  credit  systems  as  one  of  the  few  independent  private 
bankers  in  the  City  of  London. 

I,  Introduction 

2.  The  argument  of  this  evidence  is  that  the  central 
weakness  of  the  British  monetary  and  credit  system  is  demon- 
strated by  its  failure  to  maintain  the  value  of  the  monetary 
unit.  Inflation  has  persisted  for  12  years  of  peace.  In  war- 
time it  is  no  less  hannful  to  economic  and  social  life  than  in 
peace-time.  But  war  gives  it  some  excuse;  in  peace-time 
it  has  none.’-  Peace-time  inflation  on  the  scale  of  the  last 
12  years,  during  which  the  pound  has  lost  nearly  40  per  cent, 
of  its  v^ue,  has  been  unknown  in  Britain  in  modem  times. 
This  is  the  supreme  challenge  that  faces  British  monetaiy 
institutions  and  those  who  manage  them. 

3.  In  meeting  it,  the  first  essential  is  to  achieve  general 
recognition  that  the  stability  of  the  value  of  the  monetary 
unit  is  the  greatest  single  objective  of  moneta^  management 
in  particular  and  of  national  economic  policy  in  general. 
This  requires  not  only  that  the  right  policies  are  pursu^  in 
time  and  with  suflflcient  determination,  but  that  recognition 
of  the  need  for  it  is  spread  throughout  all  levels  of  the 
community. 

4.  The  second  essential  is  to  recognise  that  inflation  wn 
bepurged  from  the  economy  in  no  other  way  than  by  removing 
its  basic  causes,  however  technically  difficult,  politically  un- 
popular, or  commercially  painful,  at  least  to  some  interests  in 
die  short  run,  the  process  may  be. 

The  removal  of  tlie  causes  requires: 

(1)  a reduction  in  the  circulation  of  money  by  stricter 
control  of  the  note  issue,  Government  spending  and 
Government  debt; 

(2)  an  increase  in  production  through  greater  incentives  to 
effort  and  enterprise,  reduced  taxation,  improved 
management,  and  the  re-invigoration  of  industry  by 
enabling  the  owners,  if  so  desired,  to  assert  their 
authority  over  the  managers; 

(3)  a reduction  in  the  speed  with  which  money  is  turned 
over,  not  least  by  encouraging  private  saving  in  every 
way  possible,  particularly  by  tax  concessions,  and 
by  a method  applied  in  the  U.S.A.  commonly  known 
as  the  mutal  funds. 

5.  This  evidence  is  devoted  to  a consideration  of  the 
changes  in  our  monetary  and  credit  system  that  are  essential 
if  these  policies  are  to  be  effected. 

II.  The  Apologies  for  Inflation 

6 The  arguments  used  to  excuse  or  defend  inflation  in 
peace-time  are  based  on  fallacy,  fatuity  or  fear.  But  since 
the  state  of  public  opinion  is  an  element  in  the  battle  against 
inflation,  it  is  necessary  to  consider  and  discuss  them. 

(a)  A Little  as  a Stimulant 

7.  One  argument  that  has  done  great  harm,  because  its 
advocacy  by  some  economists  and  financial  writers  has  lent 
it  some  respectability,  is  that  a little  inflation  can  be  a good 
thing.  The  line  of  reasoning  is  clear  enough,  specious  though 
it  is.  A gently  rising  price  level,  it  is  insinuated,  means  a 
gently  rising  demand  for  goods  and  services  of  all  kinds. 
Rising  demand  means  increasing  production  and  growing 
profits  because  receipts  tend  to  rise  faster  than  costs , Growing 
profits  enable  labour  to  be  appeased  because  its  demands  for 
higher  pay,  whether  related  to  greater  productivity  or  not,  can 
be  satisfied  by  the  simple  device  of  passing  on  higher  wages 
in  hi^er  prices.  It  almost  seems  that  the  secret  of  universal 
and  everlasting  prosperity  has  been  found  in  a gradually 
increasing  supply  of  money. 

8.  And  so  perhaps  it  may  be  for  a time.  But  this  reasoning 
rests  on  the  delusion  that  it  is  possible  to  fool  all  the  people 
all  the  time.  Yet  once  they  see  that  it  has  become  settled 
policy  to  permit  or  tolerate  even  a seemingly  small  annual 
rise  in  prices  of,  say,  3 or  4 per  cent,  action  is  taken  to  avoid 
it  Money  is  got  rid  of  as  soon  as  possible.  Its  velocity  of 
circulation  rises.  The  result  is  to  raise  the  annual  increase 
to  much  more  than  3 or  4 per  cent.  Sooner  or  later  the 
“ policy  ” of  gradual  inflation  is  revealed  for  the  sham  and 
hoax  it  is.  The  canter  turns  into  a gallop  and  the  final  out- 
come is  a flight  into  goods,  the  precious  metals,  even  art 
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treasures:  the  currency  will  collapse  because  its  value  drops 
to  the  value  of  the  paper  it  is  printed  on.  A “ controlled  ” 
inflation  is  a contradiction  in  terms. 

(A)  A Lesser  Evil  than  Deflation 

9.  A second  argument  for  tolerating  inflation  is  that  it  is 
what  the  public  wants;  or  that  the  public  is  so  fearful  of  its 
opposite,  deflation,  and  the  associated  long-term  unemploy- 
ment and  prolonged  trade  depression,  that  it  is  prepared  to 
accept  inflation  as  the  lesser  of  two  e\^. 

10.  It  is  true  that  public  opinion  on  many  economic 
issues  still  seems  to  be  influenced  by  the  psychology  of  the 
1930’s.  It  seems  to  see  unemployment  as  the  dominant 
threat  to  the  higher  living  standards  that  have  come  in  the 
last  twenty  years,  and  full  employment  as  ffie  millenium.  The 
result  is  that  we  are  so  concerned  to  build  defences  against 
deflation  and  unemployment  &at  we  have  to  tolerate  inflation 
and  over-employment, 

1 1.  At  least,  that  is  what  politicians  and  Governments  of 
both  major  parties  have  led  us  to  beUeve.  But  it  does  not 
excuse  their  failure  to  ward  off  inflation.  For  their  proper 
course,  ffieir  responsibility  as  the  nation’s  leaders,  was  to 
take  the  public  into  their  confidence  and  to  warn  it  of  the 
great  evils  of  inflation.  They  should  have  shovm  the  people 
long  ago  that  an  increase  in  price  of  3 to  4 per  cent,  a year 
means  that  prices  double  in  less  than  20  years,  and  therefore 
that  values — of  savings,  halve  in  that  time.  They  should 
have  told  the  British  nation  the  truth  that  has  burned  into 
the  soul  of  the  German,  the  French,  the  Italian,  the  Austrian, 
and  many  others  behind  the  Iron  Curtain — that  inflation  is 
the  arch-disintegrator  of  society,  that  it  arbitrarily  robs  some 
and  rewards  others,  destroys  the  middle  class  and  breeds 
social  suspicion  and  class  hatred.  Instead,  our  post-war 
politicians  have  stood  by  and  allowed  the  people  to  drink 
of  the  heady  wine  that  wiU  sooner  or  later  take  its  revenge 
in  a fearful  realisation  that  our  growing  prosperity  is  built  on 
shaky  foundations.  Their  proper  duty  to  their  followers  was 
to  warn  them  not  only  that,  in  an  economy  in  which  the 
masses  have  become  long-term  creditors  through  insurance 
and  accumulating  pension  rights,  inflation  can  cause  more 
widespread  suffering  than  unemployment;  but  even  more 
fundamentally  that  inflation  can  disrupt  society  more  than 
unemployment.  We  must  see  to  it,  before  it  is  too  late, 
that  the  failure  till  now  of  our  political  leaders  does  not 
earn  Britain  the  pessimistic  judgment  that  has  been  passed  on 
America  by  observers  such  as  Felix  Somary,  the  Swiss  banker, 
and  the  late  Joseph  Schumpeter  who,  in  a paper  to  the 

■ American  Economic  Association  in  December  1949,  expressed 
doubts  about  America’s  chance  to  survive  as  a free  society 
because  of  his  belief  that  “ American  public  opinion  did  not 
understand  the  danger  of  inflation,  and  would  not  permit 
adequate  safeguards  against  it”.* 

(c)  iVorld  Inflation 

12.  A third  excuse  for  inflation  in  Britain  is  the  ahbi 
that  it  is  unavoidable  because  inflation  is  a world-wide 
phenomenon.  The  Minister  of  Labour  came  near  to  this 
piece  of  defeatist  apologetics  in  a televison  interview  recently. 

13.  Two  misconceptions  about  the  relation  between 
inflation  and  the  overseas  balance  must  be  cleared  up.  First, 
it  is  quite  true  that,  if  the  rest  of  the  world  is  inflating  as  fast 
as  we  are,  we  can  avoid  a deficit  in  our  balance  of  payments 
and  pressure  on  sterling.  But  this  still  leaves  us  with  all  the 
internal  injustices,  distortions  and  strains. 

14.  Secondly,  it  is  also  true  that,  if  we  succeed  in  main- 

taining a stable  pound  in  an  inflationary  world,  or  even  if 
we  inflate  less  than  other  countries,  we  may  run  into  persis- 
tent surpluses  in  overseas  accounts  and  perhaps  involve  me 
pound  in  periodic  revaluations.  But  it  does  not  follow  that 
we  can  safely  and  with  equanimity  inflate  as  fast  as  other 
countries.  No  other  major  industrial  nation  is  as  dependent 
on  its  overseas  business  and  therefore  on  stability  in  the  value 
of  its  currency  as  is  Britain:  in  value  our  imports  are  equal 
to  about  a quarter  of  our  gross  national  product.  Moreover, 
a large  part  of  the  payment  for  these  imports  takes  the  form 
of  the  invisible  exports  of  banking,  insurance,  shipping  and 
other  services  performed  for  forei^ers:  about  a third  of  the 
world’s  international  business  is  conducted  in  sterl^. 
Stability  in  the  internal  and  the  external  value  of  the  pound  is, 
and  must  be,  a primary  object  of  our  monetary  pouci«,  not 
just  one  object  to  which  lip  service  is  paid  but  for  which  no 
real  sacrifices  are  made.  

J Reported  by  Peter  Drucker  ia  America's  Nexi  Tweniji  Years- 


Printed  image  digitised  by  the  University  of  Southampton  Library  Digitisation  Unit 


MEMORANDA  OF  EVIDENCE 


231 


35.  Mr.  W.  H.  Salomon 


[Coniinwed 


15.  In  any  event,  if  other  countries  fail  to  preserve  the 
value  of  their  currencies,  that  is  no  reason  or  excuse  for  us  to 
indulge  in  the  same  fault  ourselves.  Britain  is  a commercial 
leader  among  the  nations:  she  must  stand  out  for  what  is 
right  and  against  what  is  wrong.  The  International 
Monetary  Fund,  the  European  Payments  Union  and  other 
agencies  of  intemation  co-ordination  have  been  created  to 
facilitate  trade  and  payments  between  the  nations;  their 
purpose  is  not  to  ensure  that  all  the  nations  proceed  to 
financial  destruction  at  a uniform  rate, 

III.  The  Evils  of  Inflation 

16.  Unconvincing  as  these  apologies  for  inflatioii 
they  have  undoubtedly  had  some  hold  on  public  opinion. 
And  our  Governments,  and  politicians  out  of  office,  have 
done  little  to  lead  it  to  a correct  understanding  of  the  dang^. 
Our  leaders  have  failed  so  badly  that  instead  of  edi^ting 
public  opinion  so  that  it  would  support  counter-inflationary 
measures,  they  have  allowed  it  to  remain  in  a condition  in 
which  it  opposes  them. 

17.  The  reason  for  this  failure  is  unfortunately  clear 
enough.  Inflation  can  in  the  end  do  the  nation  as  a whole  no 
good,  but  any  counter-infiationaiy  measure  must  be_  un- 
palatable and  unpopular,  at  least  in  the  short  run.  Neither 
of  the  parties  that  have  formed  a post-war  Government  have 
been  prepared  to  risk  enough  unpopularity  to  stop  the  rot. 
For  the  reasons  I give  below,  I consider  that  the_  credit 
squeeze  has  been  a mistaken  policy  in  post-war  Britain,  but 
when  it  was  beginning  to  bite  sufficiently  to  cause  some 
transitionary  unemployment  in  the  Midlands  during  1956, 
pressure  from  Members  of  Parliament  eventually  drove  the 
Government  to  relax  the  hire  purchase  regulations  purely  as 
a political  gesture.  If  government  submission  to  such 
sectional  intCTCsts  is  unavoidable  in  a parliamentary  systm 
in  which  both  the  Government  and  the  Opposition  parties 
sacrifice  the  true  interests  of  the  nation  to  specious  con- 
siderations of  momentary  electoral  advantage,  then  the 
sooner  the  day-to-day  control  of  our  monetary  and  credit 
system  is  taken  out  of  political  hands  the  better  for  our 
national  survival. 


tion,  homily  and  sermon.  The  lesson  of  Canute  has  gone 
unlearned.  The  attempt  to  insinuate  a sense  of  sin  among 
the  people  for  not  working  harder  or  for  wanting  more  pay 
falls  flat  because  it  ignores  human  psyriiology.  It  has  about 
as  much  chance  of  succeeding  as  there  is  of  persuading  a 
hungry  man  not  to  eat  a large  meal  put  before  him.  Once 
^ economic  system  is  flooded  with  money,  rising  prices, 
rising  wage  demands  and  relaxed  effort  are  as  unavoidable 
as  the  thunder  that  follows  lightning.  Having  willed  the 
cause,  the  Government  of  the  day  expects  the  people  to 
suppress  the  result.  Such  has  been  the  quality  of  democratic 
leadership  in  post-war  Britain. 

23.  Even  the  “ wa^freea*  ” engineered  by  Sir  Stafford 
Cripps,  noble  as  its  inspiration  was,  must  be  county  as 
evidence  of  the  failure  of  '*  restraint  It  did  not  last — it  was 
unjust  as  betwra  those  workers  who  earned  wage  increa^ 
by  their  work  and  those  who  did  not ; and  it  tended  to  petrify 
the  labour  market  when  what  was  needed  was  mobility. 

24.  The  price  freeze  of  the  Federation  of  British  Industries 
was  even  shorter-lived  and  even  more  futile,  except  as  a 
gesture. 

25.  Nor  will  the  current  efforts  to  induce  the  trade  union 
leaders  to  persuade  their  rank  and  file  to  refrain  from  wage 
demands  have  any  more  success  so  long  as  inflation  continues 
and  employers  are  strongly  tempt^  to  ^eld  to  pressure  for 
higher  wages  because  it  avoids  friction  in  industry,  at  least 
in  the  short  run.  and  its  cost  can  be  limited  by  passing  on 
higher  wages  in  higher  prices  to  the  uncomplaining  consumer. 
If  public  opinion  were  aroused  to  the  d^gers  of  uiflaticm, 
so  that  the  consumer  did  not  accept  rising  prices  without 
protest,  employers  would  be  strengthmed  in  their  resistance 
to  wage  claims.  The  need,  therefore,  is  for  a more  construc- 
tive lead  from  those  in  authority.  Without  this,  to  ask 
official  leadership  eff  the  unions  to  exercise  restraint  is  to 
undermine  it  and  to  put  power  into  the  hands  of  the  unofficial 
extremist  lead^  who  can  then  pose  as  the  true  servants  of 
the  rank  and  file. 

(c)  Budgeting  far  a Surplus 


18.  The  failure  of  democratic  leadership  may  fortunately 
be  redeemed  by  the  readiness  of  the  people  to  s«  their  true 
interests.  It  has  not  been  easy  to  shake  their  traditional  faith 
in  their  currency.  But  it  looks  as  if  the  Conservative  and 
Labour  Parties  have,  although  unwittingly,  managed  it 
between  them.  For  there  are  signs  that  the  full  implications 
of  creeping  inflation  are  beginning  to  be  appreciated  by  the 
British  people  as  they  already  have  been  by  the  French  and 
other  people.  The  vicious  circle  is  slowly — too  slowly — 
b«oming  plain: 

Rising  prices — too  little  saving 
too  little  saving— too  little  investment 
too  little  investment — ^to  little  production 
too  little  production — rising  prices 

19.  I have  already  touched  on  the  evils  that  will  gradually 
unfold.  If  inflation  is  not  stopped  it  t^ds  to  destroy  me 
free  economy  and  the  free  society.  It  makes  some  of  the  rich 
richer;  it  impoverishes  those  of  modest  means;  it  discourage 
prudence  and  abstemiousness  and  stimulates  profli^cy  and 
iireponsibUity.  It  detroys  independent  people  and  increases 
dependence  on  the  Government.  It  aggrandises  the  State. 
It  can  shatter  democracy. 

IV.  Sham  Cures 

20.  Instead  of  preparing  the  people  for  the  painful  process 
of  breaking  the  vicious  circle,  or  jumping  off  the  suicid^ 
roundabout,  our  Governments  have  fobbed  the  nation  off 
with  a series  of  expedients  which  may  have  given  the  im- 
pression of  activity  but  which  have  failed  dismally  in  their 
effect. 

(a)  Disguising  the  Symptoms 

21.  The  most  futile  has  been  the  ragbag  of  price  controls, 
coupon  rationing,  material  allocations,  import  proWbitions, 
exchange  restrictions,  and  the  rest  of  the  dreary  device  of  a 
regulated  economy.  None  of  this  made  the  slightest  impact 
on  the  underlying  malaise:  the  super-abundance  of  purchas- 
ing power  in  relation  to  the  output  of  goods  and  services. 
They  were  bound  to  fail  because  they  tried  to  suppress  symp- 
toms without  touching  the  causes.  We  must  hope  that  they 
are  so  discredited  that  we  have  seen  the  last  of  them. 

(i)  The  Futility  of  “ Restraint  ” 

22  Only  one  degree  less  futile,  because  it  has  an  apparent 
basis'  of  morality,  has  been . the  attempt  to  govern  by  exhorta- 


26.  A policy  that  seems  to  be  on  the  right  lines  bwuse 
at  least  it  has  some  effect  on  the  supply  of  money  in  ciraila- 
tion— budgeting  for  a surplus— must  nonetheless  be  rejected 
for  other  reasons. 

27.  This  new  technique  of  monetary  management  also 
has  a respectable  origin  through  its  associatiem  with  the 
name  of  Keynes.  But  tlK  notion  of  reducing  the  pre^ure  of 
purchasing  power  by  raising  more  in  taxation  than  is  spent 
by  the  Government  is  at  bottom,  restrictive  and  totalitarian, 
and  should  have  no  place  in  a free  soaety. 

28.  If  inflation  k being  created  because  private  voluntary 
saving  is  Inad^uate  to  finance  desirable  investment,  the 
solution  is  not  to  take  yet  more  dedsions  out  of  private 

by  a regime  of  forced  saving  through  budget  surph^. 
k the  short  cut  that  comes  too  easily,  to  the  autbomanan 
mind.  The  proper  solution  k to  discover  why  voluntary 
saving  is  inad^uate,  to  remove  obstacles  or  disc»uragcmenls 
(the  greatest  of  which,  of  course,  k inflation  itself),  and  to 
devise  effective  encouragements.' 


29.  Budgeting  for  a surplus  k an  evil  resOTted  to  m on^ 
to  avoid  the  consequences  of  an  anterior  evil — the  »cessn« 
supply  of  mon^.  Taxing  for  a surplus,  even  if  for  a time  it  is 
effective,  has  four  unfortunate  iMig-term  rqjcicus^ns.  Firet, 
it  encour^es  profligacy  in  Governments  and  ^ dixedkm 
of  public  funds  to  win  political  popularity.  Secondly,  m 
full  or  overfull  cmploymeat,  the  taxes  are  mflaticmary. 
Thirdly,  they  reduce  the  ability  of  the  individual  to  save. 
Fourthly  they  undermine  the  will  to  save.  If  employed  over 
a lone  period,  surplus  budgeting  will  weaken  the  mdiv^ual 
action  and  initiative  that  sustain  the  free  socieW- 

that  k why  it  k favoured  by  totalitarians;  and  that  is  all  the 
more  reason  why  democrats  should  avoid  it  like  the  plague. 

30.  In  any  event,  budgeting  for  a surplus  k not  even  a 
certain  way  out  of  the  impasse.  At  some  point  in  the  rake  s 
orogress,  the  rate  of  taxation  needed  to  tow  off  the  su^us 
purchasing  power  would  need  to  be  so  hi^  that  it  dis- 
Muraee  effort  and  output  to  the  point  at  which  it  did  not 
produce  additional  revenue.  The  great  danger,  indeed,  is 
that  Governments  will  place  so  much  confidence  in  the  policy 
of  budgetary  surpluses  that  they  will  allow  the  money  supply 
to  be  inflated  by  more  than  can  be  drawn  off  by  taxation. 
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That  time  has  come;  the  taxpayer’s  revolt — ^by_ avoidance, 
evasion  or  emigration — is  already  afoot  in  Britain.  The 
budgetary  leech  has  had  its  day. 

31.  It  remains  only  to  add  that  if  a budget  surplus  is 
throvm  up  by  an  unexpected  short-fall  in  expenditure  or 
buoyancy  in  the  revenue,  it  should  be  returned  to  the  tax- 
payer in  tax  relief  and  incentive  to  save. 

(d)  Orthodoxy — Dear  Money 

32.  I have  criticised  post-war  Governments  and  politicians 
for  lack  of  courage.  I must  now  also  question  their  judgment, 

33.  For  six  years  the  classical  weapons  of  Bank  Rate, 
open  market  operations  and  the  rationing  of  credit  have 
tried  to  contain  inflation  by  making  mon^  dear  or  restricting 
investment.  They  have  fafled.  Nor  will  higher  Bank  Rate 
even  at  seven  per  cent,  and  the  stricter  controls  accompanying 
it  over  bank  credit  and  Government  expenditure  be  any  more 
successful.  They  may  have  a short-lived  impetus,  but  their 
effect  will  not  last  because  dear  money  cannot  adequately 
coimter  inflation  as  long  as  the  economy  is  ringed  wth 
foreign  exchange  restrictions.  Yet  dear  money  has  persisted 
despite  drcumstances  that  make  it  impossible  for  it  to 
succeed. 

34.  First,  all  the  political  parties  are  committeed  to 
maintaining  a state  of  full  employment.  This  means  that  the 
restrictive  impact  of  tight  money  is  not  allowed  to  take  effect 
if  it  threatens  to  produce  the  dismissal  of  marginal  worters 
or  the  bankruptcy  of  inefficient  or  high-cost  firms.  In  other 
words,  the  cx^t  squeeze  is  stopped  as  soon  as  it  starts  to 
bite. 

35.  Secondly,  because  of  full  employment  itself,  the 
sellers’  market  in  labour  enables  the  purchasing  power 
removed  by  the  more  severe  credit  conditions  to  be  offset,  or 
more  than  offset,  by  wage  increases,  wluch  have  now  become 
almost  a seasonal  item  in  the  industrial  calendar. 

36  Thirdly,  as  the  Governor  of  the  Bank  has  himself 
recoded,  the  spread  of  Government  spending  has  removed 
a large  part  of  the  economic  system  from  the  influence  of 
monetary  measures. 

37  Fourthly,  the  growth  of  self-financing  in  industry  has 
removed  a further  large  slice  of  the  economy  from  their 
influence.  The  big  battalions,  efficient  or  not,  are  immune 
from  their  effect. 

Fifthly,  even  in  the  remaining  part  of  the  ^syst^ 


V.  The  Way  Out 
(a)  Diagnosis 

42.  I have  argued  that  controls,  exhortations,  budget 
surpluses  and  monetary  measures  have  faded.  They  have 
failed  because  they  are  not  based  on  a correct  diagnosis  of 
the  disease  of  inflation,  because  they  play  with  symptoms 
without  touching  the  cause,  or  because  they  are  rendered 
ineffective  by  political  and  economic  conditions. 

43,  Above  and  beyond  all  this,  any  measures  will  fail  so 
long  as  the  reid  cause  of  inflation  is  not  recognised  and  the 
only  effective  counteraction  or  preventive  meastires  taken, 
however  unpleasant  or  unpopular.  It  is  difficult  to  resist 
the  impression  that  post-war  Governments  were  ready  to  try 
anything  except  the  policies  that  were  likely  to  be  effective. 
Perhaps  they  shared  Mr.  Micawber’s  hope  that  something 
would  turn  up  to  make  these  policies  unnecMsary — high 
inflation  abroad,  a slump  in  America,  a spurt  in  industrial 
productivity  set  off  by  atomic  science,  or  what  have  you. 
At  some  periods  it  seemed  that  their  expedient  of  lying  low 
might  work.  But  they  have  waited  in  vain.  America  has 
avoided  a serious  set-back;  Germany  has  made  a r^arkable 
recovery  and  overtaken  us  in  many  fields;  there  is  no  sign 
that  nationalisation  and  the  Welfare  State  have  produced  the 
new  spirit  in  industry  that  many  theorists  foolishly  promised. 
It  is  time  to  drop  the  blinkers.  Political  parties  have  not  won 
popularity  by  avoiding  impopulaiity.  There  is  nothing  for 
them  now  but  to  take  their  courage  in  their  hands  and  face 
the  facts. 

44,  Despite  the  erudite  constructions  of  the  theoreticians, 
the  essential  truth  about  inflation  is  quite  simple:  it  is  put 
accurately  enough  in  the  phrase  that  has  passed  into  common 
parlance — “ too  much  money  chasing  too  few  goods  ”.  But 
though  the  phrase  has  become  common  knowledge,  its 
implications  have  not.  Quite  obviously  th^  are  that  the 
only  way  to  end  inflation  once  it  has  got  a grip  is 

1 . to  reduce  money  in  circulation  (supply  of  money) 

2.  to  increase  the  supply  of  goods 

3.  to  reduce  the  speed  at  which  money  changes  hands, 
or,  of  course,  all  of  them. 

(6)  Reducing  the  Supply  of  Money 

45.  The  supply  of  money  can  be  controlled  and  reduced 
only  by  fliose  who  make  and  issue  it.  It  is  true  that  ffie 
effective  amount  in  circulation  is  the  physical  amount  midti- 
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where  the  cost  of  credit  could  be  a si^cant  or  decisive  plied  by  the  average  number  of  tim«  it  ^^ates.  « 

iiffiuTnM  in  the  scale  of  business  operations  involving  the  foUows  that  the  public  can  iMuence  the  effective  quantity  m 
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finanr.iTig  of  stocks  or  in  investment  plans  m which  capital 
charges  are  large  relatively  to  other  costs,  the  higher  costs  of 
borrowing  do  not  act  as  a brake  because  they  often  be 
passed  on  to  the  consumer  in  higher  prices,  ^at  inat^ 
is  getting  credit,  not  what  it  costs.  Large  firms,  in  particular, 
are  not  likdy  to  abandon  or  even  interrupt  ambitious  but 
slow-yielding  projects  because  some  costs,  easily  avoided, 
have  risen. 

39.  Sixthly,  the  high  rates  of  income  tax  and  profits  tax 
bring  in  the  Chancellor  to  share  the  burden  of  higher  interest 
charges. 

40  In  short,  given  the  post-war  political  environment  and 
economic  conditions  of  full  or  overfull  employment  in  the 
Welfare  State,  inflation  cannot  be  stopped  by  monetary 
measures  alone.  Indeed,  high  Bank  Rate  in  these  <^um- 
stances  is  an  inflationary  factor  by  raismg  costs  and  in  turn 
prices  It  can  certainly  be  unjust  in  the  sense  that  it  wiU 
burden  mdiscriminately  the  smaller  enterprises  whose  short- 
period  and  medium-term  financing  must  be  done  at  market 
rates  of  interest  and  those  businesses  operating  in  competitive 
markets  in  which  higher  costs  cannot  easily  be  passed  on  in 
higher  prices  And  finally  it  increases  the  cost  of  semcmg 
the  Government  debt  and  burdens  the  overseas  balance. 

41  The  solution  is  not  to  abandon  the  aims  of  full  employ- 

ment or  social  security  but  to  adopt  practical  measure  that 
will  be  effective  in  the  political  world  as  it  is.  ThK  in  turn 
requires  an  atmosphere  favourable  to  anti-inflationary 
measures;  for  this,  public  opinion  must  be  prepared  at  ^ 
levels.  In  these  days  much  power  resides  vnth  mose  who  — „ 

are  insufficiently  educated  to  understand  the  implications  of  than  three  times. 
: i;—  AntJ-InflatirtnaTW  measures  must  therefore 


circulation  by  altering  its  velocity.  But  the  issuing  authority 
can  effect  the  velocity  of  circulation  by  controlling  the  quan- 
tity in  circulation;  thus,  an  excessive  issue  of  money  can 
accelerate  the  velocity  of  circulation  by  underminmg  co^- 
dence  in  its  value;  an  increase  in  the  velocdty  of  circulation 
arising  from  an  increased  demand  for  goods  can  to  some 
extent  be  offset  by  reducing  the  quantity  in  circulation;  and 
so  on.  While,  therefore,  the  power  of  the  issuing  authon^ 
is  not  absolute,  it  is  great  enough  to  be  answerable  for  the 
ultimate  state  of  the  currency.  If  the  velocity  of  circulation 
of  money  rises  so  hi^  as  to  be  uncontrollable,  the  cause  is 
likely  to  have  been  that  the  quantity  of  money  has  been  oyer- 
supplied;  this  is  usually  the  final  stage  of  a runaway  inflation 
such  as  Geimany,  Hungary,  Austria  and  other  countnes  have 
suffered.  The  ultimate  responsibility  must  remain  that  of 
the  issuing  authority. 

46  In  Britain  the  commercial  banks  can  influence  the 
supply  of  money  by  varying  their  liquidity  ratios  and  lending 
policies.  But  the  extent  of  their  lending  is  controlled  by  th^e 
borrowing  of  the  Government  and  the  Bank  of  Englaiffi. 
In  the  last  resort  these  are  the  ultimate  controllers  of  the 
quantity  of  money  in  circulation;  therefore  they  arc  the 
culprits  responsible  for  the  excessive  supply  of  money.  Too 

much  money  ” rests  on  too  many  Bank  of  England  notes  and 
too  much  Government  debt.  The  figures  are  startling  even 
if  we  allow  for  the  fact  that  they  include  the  war  penodj 
since  1938  the  Bank  has  swollen  its  note  issue  from  £485 
million  to  £2,000  million,  or  more  than  four  times:  sui^siye 
Governments  have  swollen  the  National  Debt  (that  is, 
Government  debt)  from  £8,000  to  £27,000  miUion,  or  more 


economic  policy.  Anti-inflationary  measures  must  therefore 
be  accompanied  by  a nation-wide  publicity  campi^ 
through  the  press,  television  and  every  other  possible  medium, 
to  present  to  the  people  in  plain  English  the  ultimate  beneflts 
they  will  derive  in  the  long  run  from  measures  which  may 
temporarily  hurt  some  of  them. 


47.  If  there  is  too  much  money  in  the  economy,  it  is  ffie 
politicians  who  have  put  it  there,  or  who  have  ordered  the 
Bank  to  put  it  there.  AH  the  talk  that  they  indulge  m about 
people  paying  themselves  more  without  produemg  more  is  a 
smokescreen,  misleading  since  it  hides  the  real  culprit,  m the 
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[Coniituted 


absence  of  private  printing  presses,  people  cannot  pay  than* 
selves  rnore,  employers  cannot  pay  anployees  more,  unless 
the  additional  money  is  put  there  in  the  first  place  by  the 
Government  or  the  Bank  acting  for  it.  And  the  man  who 
signs  the  authorisation  to  the  Governor  of  the  Bank  is  the 
Chancellor  of  the  Exchequer.  He,  and  the  Cabinet  for  which 
he  acts,  must  accept  responsibility.  It  is  an  act  of  abdication 
to  complain  that  “ the  people  ” are  paying  themselves  more. 
On  his  desk  President  Truman,  it  is  said,  had  a card  bearing 
the  standing  reminder  to  all  democratic  leaders:  “The 
Buck  Stops  Here.”  In  this  case  it  might  be  wise  to  copy  the 
Americans. 

(c)  The  Control  of  Money  and  Credit 

48.  At  this  point  some  remarks  are  called  for  on  the 
machinery  of  monetary  and  credit  control. 

49.  While  the  London  money  market  is  p^aps  the  best 
in  the  world,  in  some  respects  it  has  become  rigid  and  needs 
to  be  loosened  up.  The  financial  machinery  as  a whole,  in 
short,  is  too  much  governed  by  precedent,  custom  and 
convention,  and  is  too  afraid  of  chan^.  Tradition  has  its 
valve,  particularly  in  the  world  of  finance  where  trust  and 
confidence  is  the  basis  of  business.  But  when  it  is  used  to 
protect  established  interests,  even  if  no  longer  suited  to 
changing  needs,  and  when  it  keeps  out  newcomers,  merely 
because  they  are  new,  its  place  in  the  scheme  of  things  must 
be  reconsidered. 

50.  I would  draw  the  Committee’s  attention  to  several 
matters. 

51.  I refer  in  the  first  instance  to  the  financing  of  trade 
and  commerce  by  way  of  acceptance  credits.  The  scope  of 
this  method  of  finance  is  in  practice  largely  limited  by  whethw 
the  Bank  of  England  is  prepared  to  buy  the  bills  of  those 
firms  who  lend  their  acceptances  for  the  financing  of  this  type 
of  business.  For  maiQ'  years  the  Bank  of  England  has 
refused,  apart  from  rare  exceptions,  to  add  new  names  to 
the  list  of  the  firms  whose  acceptances  they  are  prepared  to 
buy.  Since  the  inception  of  this  type  of  finance,  the  volume 
of  money  in  circulation  has  increa^  tremendously  and,  as 
hardly  any  new  names  have  been  added  to  the  list  and  some 
have  disappeared,  it  is  su^ested  that  the  ratio  today  is 
probably  quite  out  of  line  with  the  original  ratio. 

52.  This  virtually  closed  shop  has  thereby  created  a com- 
fortable monopoly  for  the  old  established  firms  who  can 
enjoy  the  great  increase  in  business  almost  undisturbed. 
The  absence  of  new  facilities  for  acceptance  credit  has 
driven  many  to  the  commercial  banks  for  overdrafts.  As  the 
existing  acceptance  houses,  by  tacit  understanding,  ^ only 
allowed  to  accept  in  a certain  ratio  to  their  own  capital  and 
reserves,  and  with  the  gradually  increased  volume  of  money 
in  circu^tion  referred  to,  there  is  in  fact  a scarcity  of  so-called 
Fine  Bank  Bills.  This  is  very  much  to  be  regretted  as  this 
type  of  bill  should  be  far  more  readily  available  to  employ 
short  term  mon^. 

53.  The  Bank  of  England’s  attitude  towards  firms  of  fai^ 
repute  and  standii^  who  wish  to  be  “ on  the  list”  of  the  Bank 
of  England,  is,  to  say  the  least,  discouraging. 

54.  When  the  Bank  of  England  was  still  a private  cornp^y 
their  attitude  might  have  been  defensible,  but  now  that  it  is  a 
nationali^  industry  its  attitude  in  this  respect  is  out  of  place. 
It  now  has  special  responsibilities  to  the  whole  nation  and 
should  show  no  favoure.  If  the  Bank  of  England,  as  in  a case 
of  this  nature,  is  called  upon  to  exercise  discretionary 
authority,  one  has  to  bear  the  following  in  mind.  However 
high-minded  its  officials  may  be,  they  are  human  beings  Md 
can  err.  There  should,  therrfore,  be  a right  to  appeal  against 
their  decisions,  and  to  be  heard  by  an  independent  tribunal. 
The  principle  has  now  b^  firmly  established  by  the  Franks 
Committee  ffiat  every  subject  who  has  a difference  with  the 
Crown  has  the  right  to  know  that  his  case  will  be  submitted  to 
a wholly  independent  referee  for  an  impartial  opinion. 
Protection  from  an  arbitrary  authority  is  certainly  no  less 
required  in  the  financial  world  than  in  any  other. 

55.  A second  matter  is  the  Bank’s  power  to  issue  notes. 
Insofar  as  the  notes  are  used  as  a means  of  effecting  exchan^, 
it  is  proper  for  them  to  be  issued  by  the  Bank.  But  to  the 
extent  that  they  provide  working  capital  they  can  be  infla- 
tionary. It  may  be  that  some  reform  is  necessary. 

56.  A third  piece  of  procedure  that  needs  attention  is  ffie 
arrangement  for  sounding  financial  opinion  when  deddii^ 
and  implementing  Government  poli^.  The  Treasury  is 


usually  satisfied  to  take  the  views  of  the  “ recc^nued 
channels,”  that  is,  the  City  assodatkins,  etc.  etc.  ctmcemed. 

In  view  of  the  constitution  of  some  of  these  associations,  and 
the  fact  that  their  beads  are  sometimes  titular  figures  who  are 
not  necessarily  in  touch  with  the  ordinary  run  of  financial 
business,  or  who  may  have  other  interests  whidi  they  feel 
obliged  to  protect,  it  is  not  surprising  that  virility  in  financial 
policy  is  often  Nunted.  Some  means  must  be  found  of 
bringing  in  the  rank  and  file. 

57.  Fourthly — the  question  of  the  Capital  Issues  Com- 
mittee. This  Committee  has  often  prevented  new  enterprise 
and  increased  the  dement  of  mCHiopoly  enjoyed  by  tbe 
established  interests  in  many  industries.  It  is  one  of  tbe  worst 
forms  of  restrictive  practice.  It  intetferes  with  consumer 
choice.  Although  its  purpose,  on  paper,  is  to  ensure 
scarce  capital  is  put  to  the  best  use  in  tbe  national  interest,  it  u 
in  no  position  to  lay  down  what  the  national  interest  consti- 
tutes except  in  a purely  arbitrary  way.  With  few  eroptions, 
only  tbe  consumer  working  through  a free  market  is  capable 
of  identifying  and  expressing  the  national  interest.  It  may  be 
that  for  political  reasons  it  is  at  present  impossible  to  dissolve 
the  Committee  immediately.  Every  effort,  however,  should 
be  made  to  work  towards  this  goal. 

58.  Whilst  still  in  e.xistcnce,  two  safeguards  should  be 
introduced  in  order  to  cover  the  point  referred  to  previously 
in  connection  with  the  principles  as  suggested  by  the  Franks 
Committee. 

(1)  If  an  application  made  to  the  Capital  Issues  Com- 
mittee is  refused,  the  Capital  Issues  C<Mnmittee  should 
be  obliged,  if  so  requested,  to  give  the  reasons  for 
refusal. 

(2)  If  tbe  applicant  is  not  satisfied  with  tbe  reasoning  of 
t^  Capital  Issues  Ccroinitte^  a completely  indepen- 
dent tribu^  should  be  available  to  deal  with  any 
appeal  that  tbe  applicant  may  wish  to  make. 

59.  In  these  and  other  ways  the  control  of  mraiey  and 
credit,  and  the  money  mmket,  may  benefit  from  new  blood 
and  ideas,  thus  enabling  it  to  adjust  itself  more  qui<±ly  to 
changing  times. 

(d)  Less  Public  Spending 

60.  Our  present  situation  requires  that  our  politicians 
should  not  only  prevent  the  money  su^rfy  from  increasing 
but,  even  more,  reduce  it.  Why  have  they  so  dismally  failed 
in  either  ? 

61.  The  answer  is  not  in  doubt.  The  supjrfy  of  money 
and  credit  has  been  increased  year  by  year  in  order  to  enabk 
Governments  to  finance  their  huge  and  growing  expenditures. 
Whatever  refinements  may  be  added,  this  is  the  root  cause 
of  tbe  post-war  British  inflation. 

62.  It  is  true  that  the  propcfftion  <rf  the  naticmal  income 
that  is  disposed  of  by  public  authorities  has  fallen  from  about 
40  per  cent,  after  the  end  of  tbe  war  to  about  35  per  cenC 
But  this  has  not  been  due  to  reductions  in  expenditure.  The 
CTtiall  economies  in  administrative  costs  achieved  by  saddng 
a few  superfluous  Civil  Servants  have  been  drops  in  the  ocean. 
And  even  when  Governments  have  screwed  themselves  up  to 
change  fundamental  policy  in  order  to  reduce  expeidituie, 
as  on  the  food  subsidies,  ^ saving  has  soon  been  swamped 
by  new  or  additional  spending  dsewbcre.  Althm^  their 
general  attitude  has  been  better  than  those  of  their  inede- 
cessors,  the  1951  and  1955  Governments  have  nothing  to 
preen  themselves  about  in  this  matter  of  reducmg  the  puWic 
sector.  Here  again  the  politkuan  has  put  off  unpopular  but 
necessary  policies  in  tbe  hope  of  bdng  saved  by  events. 

63.  But  there  is  no  cause  for  complacen^.  However  low 
the  proportion  of  public  to  national  expenditure  has  become, 
it  is  still  too  high.  And  it  will  remain  too  hi^  as  long  as 
inflation  persists. 

64.  Nor  will  it  be  reduced  drastically,  as  it  needs  to  b^ 
nni«<i  there  is  a radical  change  in  the  attitude  to  public 
expenditure.  It  will  have  to  be  accepted  that  there  must  be 
no  difference  between  housekeeping  by  the  individual  and 
housekeeping  by  the  State.  The  individual  cuts  his  coat 
according  to  his  cloth:  be  says  “ I earn  so  mitth;  very  well, 
I cannot  spend  more.”  The  State  turns  this  principle  topsy- 
turvy; it  says  “ We  want  to  spend  so  raudi;  very  well,  we 
will  raise  it  in  taxation.”  This  puts  tbe  cart  before  tbe  horse 
It  opens  the  floodgates  to  unlimited  expenditure. 

65  The  difficulties  of  reducmg  public  spending  are  not 
but  political.  But  the  implications  of  competitive 
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with  other  people’s,  or  even  their  own  money.  The  economic  The  only  solution  is  to  remove  the  cause— excessive  taxauon 
and  financial  implications  for  counter-inflationary  action  in  underlying  malaise  of  British  taxation  policy  has 

particular  and  for  the  monetary  and  credit  system  in  80J»al  lack  of  faith  in  the  people— enterprisers,  managers  and 

must  be  seriously  weighed  and  judged  by  economists.  They  If  they  had  been  left  with  more  of  the  money  they 

must  be  judged  by  this  Committee.  earned,  to  spend  or  save  as  they  wished,  they  would 

, , , . , A have  worked  harder;  their  income  would  have  been  larger, 

66.  But  before  this  fundamental  issue  is  raolyed,  a ^ although  total  spending  might  have  been  greater,  so 

start  must  be  made  with  more  raUonal  house^p^  by  have®  been  tot^  saving.  Hence  national  investment 

the  State.  The  first  imperative  is  that  the  ^tician  must  wo^^  ^ greater 

accept  the  need  for  a linut  to  Im  output  of  goods  ai^  services  would  have  closed  the  infla- 

reduce  his  spending  to  that  limit  How  ? If  he  ^ot  find  oi  g 

room  for  reduction  m a budget  of  £5,500  mi^on,  he  does  not  ho^^  ^ntury  classical  liberals.  And  today  it  is  practised  in 
know  his  job.  I suggest  he  look  at  two  of  the  ^ ^ S.Al^and  in  many  ways  in  Germany.  There,  high 

least  productive  items,  agncultur^  subsidiw  and  the  snending  high  production,  generalised  hire  purchase,  high 

forces,  in  both  of  which  weak  pohticians  have  rapitulamd  to  high®productivity,  and  high  investment  aU  go  hand 

vested  interests  and  pressure  groups,  to  the  history  ol  result  7 A fairly  stable  currency,  to 

log-rolling  there  can  be  fewer  mme  shocking  examples  tom  restrictionist  mentality  in  industry,  among 

that  of  the  National  Umon  of  Facers,  which  h^  denied  Government  thinking  has  stifled  enlerpnse, 

the  consumer  the  boon  of  cheap  food  m order  to  line  the  investment  and  curbed  production.  In  a flash 

pockets  of  in^cient  farmers  who  should  ^gohz^b^n  r>ur  failure  well: 

driven  out  of  business  by  competition.  And  in  the  military  » > *i,  ,v  * 

wMces  it  is  taking  the  technical  revolution  to  armaments  to  “ The  spirit  has  bwn  to  co^erve  rather  th^  to 

oroduce  a radical  re-arrangement  that  has  for  too  long  been  experiment,  to  restrict  instead  of  to  exp^to  to 

?revwrtedbyout.of-datettunking  and  alack  of  better  under-  . . . withstand  erosion  of  what  rem^s  m h^d 

standing  and  co-operation  in  the  Service  departments.  rather  than  to  go  out,  pioneer,  and  fight  for  more  . 

r-y  Lower  Taxation  Higher  Output,  More  Saving  72.  Those  who  have  plea^d  for  the  method  of  freedom 

(.e)  Lower  taxation,  atgner  ^ ^ ^ in  our  economic  affairs  can  have  no  better  vindication  than 

67.  Reduced  public  spendmg,  and  the  abandonment  ot  contrast  between  Britain  and  Germany  in  the  last  few 
the  disastrous  policy  of  budgeting  for  a surplus,  would  maxe  Germany  has  exhibited  many  of  the  virtues  on  which 

posible  far-reaching  cuts  in  taxation.  British  greatness  was  built— hard  work,  thrift,  and  the  free 

68  Some  economists  argue  that  such  reductions  would  economy.  It  is  those  who  have  scoffed  at  these  virtues  who 
increase  toe  amount  of  money  available  for  spending  and  are  now  on  the  defensive, 

therefore  be  inflationary.  They  overlook,  or  under-estunate,  -y,  ^gv/futoing  Industry— 

means  always  been  invested  wiseh'  or  used  to  cancel  debt:  it  L^^gg  reductions  in  Government  exp^diture  and  in 

has  often  been  spent.  Leaving  it  in  the  hands  of  toe  taxpayer  taxation  would  revitalise  industry  by  increasing  the  uidu^ 

offers  some  prospect  that  it  will  be  saved  and  put  at  toe  mcnts  to  work  and  to  save.  And  a revitalised  industry 

disposal  of  industry  for  productive  investment,  either  directly  help  to  close  the  inflationary  gap  by  yielding  a larger 

in  the  share  market  or  indirectly  throu^  insurance  and  goods  and  services. 

pension  funds.  74  But  industry  must  help  to  revitalise  itself.  Two  main 

reduced  taxation  and  reduced  pubhc  expeaditme  wotod  make  i‘*-  duiuiuu»j-  Kv, 


IH.  IJUt  AXiuuabij'  iiiLjj,  

i,cuu>.cu  iaAo.ui/ij. r ^ ,u- mA,-ji  phanffes  are  necessary.  First,  the  restrictive  practices  oy 

for  more  stable  pnc^  toat^^^  both  employers  an^employed  that  may  weU  have  been 

certain  by  limitmg  of  tax  benefits  to  explicable  in  terms  of  the  fear  neurosis  induced  by  slump 

w,  in  this  country  SSoymcnt  must  te  abandoned.  Secon.Jy,  the  quabty 

to  the  possibility  of  stimulating  long-term  savmg  oy  i<uv  ko  ;ra„»r/>t/j.a  Thn  firct  has  been  amnlv 

allowances  on  saving  accounts. 

69.  This  expedient  is  being  employed 


UiiClUUit.jyidiSail.  IIXOOI  HV  , 

of  management  must  be  improved.  The  first  has  I>een  amply 
discussed  in  recent  years.  The  second  needs  to  be  thrashed 

xjy  lUM  wvyvo.s.Ha  = — c out  3t  somc  length. 

Broadly  up  to  1,000  Deutschmark  (about  £85)  may  be  partly  because  we  have  fafled  to  adapt  our  company 

deducted  from  taxable  income  m ^ toe  tax^y^^  changing  structure  of  industry,  the  managers  of 

himself,  i,000Deutschmarkfortoswife,^d500Deutec:to^k  firms  Euphemistically  named  “ directors  ) have 

for  each  child  by  those  who  unde^e  to  pay  ® got  out  of  the  control  of  the  owners  (the  shareh^ers)  and 

account  with  a bank  pven  sums  tor  at  toerefore  out  of  toe  control  of  the  market.  They  have 

lump  sum  at  the  begin^.  of  that  peno(«,  become  a self-perpetuating  class  of  autocrats  respo^ible  m 

debentures  not  redeemable  m uiider  10  yws,  (7  ye^s  in  toemselves.  Their  nominal  control  the 

id  — , b.  been™  yncb.ady 

iS%S'’e‘S2aS^S^S^'Sving  b^lax  reliefs  on  76.  The  vast  majority  of  shareholders  own 

or  not  being  sufficiently  mdepradent,  or  as  with  insurance 
companies  and  other  institutional  investors  for  pohhcal 
reasons  disinterested  to  form  controlling  groups,  are  other- 
wise reluctant  to  show  their  hand.  Accordingly,  the  managers 
run  their  firms,  not  always  in  the  real  long-term  interests  ot 


inSUXallC&  pi  atiuHtij./,  w**  j 

interest;  but  clearly  a great  deal  more  could  be  done. 

70  The  second  reason  why  tax  reductions  would  curb 
inflation  is  that  they  would  increase  the  incentive  lo^work 
and  so  increase  output;  the  bugbear  of  excessive  pur- 
chasing power  would  then  vanish  before  the  superab^dance 
UliaOHls  p . ,f  -rt  aarpt^  thfi  findmes  of 


cnasing  powci  wumu  hiwj.  — - j-  . - run  tneir  nrms,  nox  aiways  ui  uio  iwi  iuiiB-iv,ii.i  — ---  - 

of  goods.  I find  myself  unable  to  a^ee  with  toe  findmgs  ot  owners,  or  in  response  to  the  open  market  and  the 

the  Royal  Commission  onTaxation.  general  consumer,  but  in  their  own  interests  of  security,  a 

and  profits  does  not  seem  so  far  to  h^e  quiet  unenterprising  life,  or  power. 

V TolSns  77.  Since  all  polittcal  parties  stand  for  a system  in  wUch 

in  ihichSd  work  and  toitiaflve  were  not  regarded  as  anti-  much  of  the  economy  is  run  by  pnvate  enterprwe,  it  be 

sO(^  OT  a crime.  But  these  habits  are  changing.  There  equipped  wito  laws  and  mshtuh^^^ 

sicms  that  the  younger  generation  sees  taxation  as  it  is  intended.  But  the  divorce  of  oraership  from  conwo 
tfbe  avoiStlT^K^  effort,  by  judging  often  means  a conflict  of  interest  between  o™ 
^hfthpr  to  Ltemnt  a project  solely  by  its  remuneration  net  management.  The  power  of  the  managers 

aSbv  miiatton  Om  tnadoi,  has  beep  so  high  little  proprietorial  interest,-  to  act  mdependontly  ot  the 

that  it  has  made  honest  men  law-breakers  who,  moreover, 

Tin  longer  regard  it  rfnful  to  break  the  law.  All  the  more  j ^ j jjjj  ^ {be  shareholdings  of  dirwtors  of  urge 

tarlvasion  is  a watpins  signal  that  the  general  level  of  fa  ti  p.,  «.i.  a.  «..ooo  h.u  i...  .>.»  p- 
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owners  must  be  abolished.  They  must  again  be  subjected  to 
the  control  of  the  owners  and  the  dictates  of  the  market. 


78.  Sorne  of  the  evils  of  managerial  autonomy  have 
multiplied  in  recent  years.  The  enormous  growth  of  plough- 
ing back  and  self-financing  is  often  defended  by  the  lame 
pretext  that  it  avoids  the  tax  on  distributed  profits.  Since  it 
is  the  managers  who  benefit  mostly,  the  excuse  must  be  taken 
with  a pinch  of  salt.  The  evils  of  massive  profit  retentions 
are  frightening.  The  managers  can  use  them  and  turn  their 
backs  on  the  free  market.  They  can  employ  large  capital 
sums  that  belong  to  other  people  for  purposes  that  the 
community  may  not  approve. 


79.  They  may  maintain  in  being  enterprises  that  have 
become  unprofitable  and  should  long  have  gone  out  of 
business.  They  may  venture  into  new  and  po^ibly  unprofit- 
able fields  entirely  unconnected  with  the  business — perhaps 
on  the  spurious  ground  of  building  up  a “ balanced  ” 
enterprise.  They  deprive  the  owners  of  the  right  to  say 
wliere  they  would  like  the  profits  of  their  enterprise  to  be 
invested — whether  in  the  same  business  or  elsewhere.  They 
may  understate  the  true  value  of  the  assets  and  as  a result 
overstate  the  return  on  the  true  capital  employed — and  then 
complain  and  even  call  in  “ the  traditions  of  the  company,” 
“ the  welfare  of  the  workers,”  or  even  “ the  national  interest  ” 
to  fend  off  a take-over  bid  from  an  outside  interest  which 
proposes  to  make  better  use  of  the  assets  and  whose  bid  they 
therasdves  have  provoked  by  mismanagement. 

80.  Under  existing  company  law  shareholders  have  only 
two  remedies.  First,  they  may  seek  to  prove  that  the  directOR 
have  acted  ultra  vires  in  their  fiduciary  capacity  as  trustees. 
This  is  difficult  to  sustain  in  the  courts.  Secondly,  they  may 
try  to  remove  directora  from  office,  or  to  amend  the  Articks 
of  Association  in  order  to  restrict  or  clarify  their  powee. 
Success  here  requires  the  support  of  a majority  of  shaie- 
holdera  at  the  annual  meeting.  This  is  not  easy  to  arrange;, 
not  least  because  it  may  be  costly  to  organise.  Yet  directoR 
have  made  concessions  to  organised  ^oups  of  shareholdcR 
threatening  to  appoint  a new  director. 


81.  To  some  extent,  therefore,  it  is  their  own  lethargy 
that  exposes  shai^oldeR  to  managerial  autocracy.  And 
StockhoIdeR’  Associations  may  be  able  to  re-assert  the 
authority  of  individual  shareholdcR.  Nevertheless,  since 
much  shareholding  is  likely  to  be  small  and  dispersed,  there 
is  a case  for  revising  the  Comparues  Act  to  help  the  share- 
holder to  keep  an  on  his  manageR  and  to  call  them  to 
book.  The  law  could 

(1)  require  companies  to  give  more  information  at  annud 
meetings;  the  chairman’s  report  to  be  circulated  in 
advance;  and  a verbatim  report  of  the  meetii^  to  be 
published; 

(2)  require  voting  at  annual  meetings  to  be  by  secret 
ballot  on  request; 

(3)  require  election  of  directoR  to  be  on  a “ block  ” or 
“ cumulative  ” basis  (as  in  the  U.S.A.)  so  that  a sin^e 
shareholder  or  block  of  shareholdere  holding  a large 
interest  are  entitled  to  appoint  a corresponding 
proportion  of  the  directoR; 

(4)  require  reports  to  convey  information  clearly  and 
graphically,  and  to  be  half-yearly  or  even  more 
frequent; 

(5)  require  companies  to  bear  the  cost  of  shareholdcR’ 
organisations  representing,  say,  10  per  cent,  or  more 
of  the  shareholdere; 

(6)  require  the  current  value  of  assets  to  be  stated  side 
by  side  with  historical  cost  to  permit  calculation  of 
profits  in  terms  of  real  capital  employed; 

(7)  strengthen  the  legal  poweR  of  shareholders  vis-a-vis 
directoR. 


82  One  other  weakness  of  private  industry,  even  more 
indelicate,  is  that  of  nepotism  and  the  hereditary  principle. 
This  is  commonly  thou^t  to  be  the  Achilles  Heel  of  private 
family  businesses,  but  it  is  often  a feature  of  managerial 
autocracy  which  does  not  have  the  saving  grace  of  the 
family  business  that  calls  in  new  blood  to  revitalise  the  old. 

“ The  hereditary  principle  in  the  transmission  of 
wealth  and  the  control  of  business  is  the  reason  why 
the  leadeRhip  of  the  capitalist  cause  is  weak  ^d 
stupid  It  is  too  much  dominated  by  third-generation 
men  Nothing  will  cause  a social  institution  to  decay 
with  more  certainty  than  its  attachment  to  toe 
hereditary  principle.  It  is  an  illustration  of  this  that 


by  far  the  oldest  of  our  institutions,  the  Church,  is 
the  one  which  has  always  kept  itself  free  from  the 
hereditary  taint  ”. 

Keynes'  judgment  needs  no  revision. 

83.  Fortunately,  these  faults  of  private  enterprise  are 
not  ineradicable.  Indeed,  it  is  because  competitiun  has  been 
allowed  to  work  sluggishly  that  tl^  have  fiouritoed.  If 
people  and  capital  could  move  freely  internally  and  externally, 
the  market  will  sooner  or  lator  force  individual  firms  to 
adjust  themselves  to  its  dictates  despite  the  divorce  between 
ownership  and  control  and  de^ite  nepotism  and  hereditary 
management.  But  if  competition  is  slug^h,  the  adjustment 
may  take  place  cmly  after  great  loss  has  been  sustain^.  The 
solution  therefore  is  to  make  the  competitive  emer^ise 
system  more  competitive  and  enterprising,  and  this  is 
largely  a matter  of  laws  and  institutions  that  only  Government 
can  create. 

(g)  A New  Financial  Instiiuiion — The  Mutual  Fund 

84.  The  fight  to  beat  back  or  ward  off  inflation  h^  not 
been  assisted  by  the  severe  conservatism  of  toitish  flnancial 
institutions.  It  is  sad  to  record  that,  many  as  their  merits 
may  be,  they  have  simply  not  adapted  themselves  quickly 
enough  to  the  changing  times. 

85.  The  fires  of  inflation  have  been  fed  by  the  redistribu- 
tion of  income  away  from  those  who  have  traditionally 
saved  to  those  who  have  traditionally  spent.  This  is  not  a 
criticism  of  the  wage-earner.  It  is  a recognition  that  full 
employment  and  the  Welfare  State  have  given  hm  hi^ 
wages  that  cannot  be  reduced  and  that  have  put  into  his 
hands  threc-quarteR  or  more  of  the  total  national  purchasing 
power,  most  of  whidi  is  going  into  current  consumption 
(much  of  the  cxinsj^ous  type):  mc«wver,  it  is  being  mort- 
gaged to  facilitate  such  expenditure  by  hire  purchase.  This  is 
not  surprisiag.  Tlie  wag«am«  not  unnaturally  wants  to 
equip  himsdf  with  the  material  comforts  associated  with 
middle-dass  living  before  be  will  respond  to  ranindcK  to 
taifp.  thought  for  the  future.  There  are  signs  that  be  has 
stocked  up  suffidently  to  begin  thinking  erf  o^r  things  to 
do  whh  his  mmiey.  But  no  existing  financial  institutiem 

geared  to  his  needs.  The  banks  give  him  almost 
nothing  on  his  savings.  And  the  Stock  Exdiange  is  moving 
mudi  too  slowly  to  interest  him  in  equities,  whose  yield  and 
a prospect  of  capital  appreciation  have  some  dtaoce  (rf 
attracting  him. 

86.  A new  kind  of  financial  institutiem  may  be  necessary. 
The  Americans  seem  to  have  found  eme.  It  is  upping  still 
modest  but  rapidly  growing  sums  from  investcMS,  many  of 
whom  have  never  before  put  mon^  into  equities  and  have 
too  little  for  direct  investment  in  ordinary  sha^.  This 
instrument  is  the  mutual  fund,  an  “ open-end  ” investment 
company  that  periodic  issues  of  shares  and  is  open  to 
receive  savings  for  long-term  invcslmenu  Its  shares  are  not 
listed  securities  traded  on  organised  exchanges  but  are 
distributed  mamly  by  retail  security  dealoa  and  also  by 
regional  offices  esublished  by  underwrittR  (wholesakR)  or 
direct  throu^  advertising  or  hearsay. 

87.  Mutual  funds  offer  the  small  investor  mainly  risk- 
spreading  by  divcRification  of  investment  and  specialist 
management,  but  also  ready  markeUbilify  of  shares  and  the 
convenience  and  economy  of  owning  one  instead  of  a mimbei 
of  securities.  Th^  began  to  appear  in  the  1920’s.  ^1940 
there  were  68,  with  just  under  300,000  accounts  and  assets 
of  450  million  doUare.  By  the  beginning  of  1957  they  ^ 
grown  to  135  with  over  one  million  investoR,  over  2,500,000 
accounts  and  assets  of  9,000  million  dollaR. 

88  These  institulkms  in  Britain  could  help  to  counter 
inflation  by  absorbing  purchase  power  and  stimulatii« 
effort  and  output  among  people  who  would  have  a stake  m 
the  country’s  industry.  At  the  same  time  they  could  greatly 
contribute  to  giving  a far  greater  share  to  the  working 
in  industry  and  commerce  and  so  lead  the  way  to  makt^ 
the  country  a real  property  owning  democracy.  It  cwW  be 
an  effective  answer  to  all  the  woolly  and  muddlrficaded  co- 
owneRhip  schemes  which  are  presoited  by 
parties  in  order  to  gain  political  populanty  and  wbtefa  are 
quite  unsound  and  unworicable. 

89.  Therefore  mutual  funds  should  in  every  way  ^ 
facilitated  and  encouraged  by  tax  concessions,  and  by 
removing  all  the  technical  obstacles  such  as  stamp  duty  on 
share  transfeR,  the  issue  of  bearer  certificates  and,  of  omi^. 
preventing  the  Capital  Issues  Committee  from  mhibitmg 
their  growth. 
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VI.  Conclusions 

90.  A study  of  the  British  monetary  and  credit  system  in 
1957  must  be  largely  one  of  the  causes  and  cures  of  inflation. 
And  it  must  concern  itself  not  merely  with  the  machinery  and 
techniques  of  monetary  and  credit  management  but  also  with 
the  social,  political  and  sociological  forces  bearing  on  the 
supply  of  and  the  demand  for  money  and  credit. 

91.  Inflation  has  persisted  for  12  years  after  the  end  of 
the  war  primarily  because  the  State  plays  too  great  a part  in 
economic  activity.  This  has  made  the  supply  of  money 
larger  iTian  it  should  have  been  and  the  output  of  goods  arid 
services  smaller  than  it  could  have  been.  The  solutions  lie 
in  reducing  public  expenditure,  tightening  the  control  oy« 
the  supply  of  money  and  credit,  reducing  taxation,  offermg 
greater  incentives  to  effort  and  saving,  and  revitalising 
industry  by  reasserting  the  authority  of  the  owners  and 
restoring  competition. 

92.  It  is  futile  to  seek  counter-inflationary  measures  that 
will  please  everybody.  Someone  must  be  hurt  or  displeased 
in  the  process.  But  the  longer  the  solutions  are  put  off  the 
greater  the  pain  or  displeasure  they  will  cause.  For  a failure 
to  stop  inflation  would  further  strain  the  internal  economy 
and  sooner  or  later  make  necessary  yet  another  devaluation 


of  sterling  that  would  shatter  foreign  confidence  perhaps  for  a 
generation.  Unless  inflation  is  stopped  soon,  pubUc  confi- 
dence in  the  ability  or  even  willingness  of  Governments  to 
stop  it  will  evaporate,  and  it  will  be  too  late;  a headlong 
flight  from  money  cannot  be  stopped. 

93.  One  thing  is  necessary  above  all — a new  respect  for 
money  and  ethical  principles  associated  with  economic  and 
monetary  policy.  Inflation  must  come  to  be  regarded  as 
morally  wrong  and  politically  dangerous.  “ Unsound  ” 
money  means  deceit,  misrepresentation,  breach  of  contract, 
injustice  and  in  the  end  impoverishment,  chaos,  revolution, 
tyranny  and  dicUtorship,  It  is  a primary  responsibility 
of  Govermnent  in  a free  society  to  maintain  a trustworthy 
monetary  unit  of  account  and  medium  of  exchange.  If  it 
cannot  do  that  it  has  abdicated.  In  the  Middle  Ages, 
Florence,  Venice  and  Amsterdam  owed  theii  well-being, 
stability  and  prosperity  to  the  trustworthiness  of  their 
currencies.  The  British  world  market  has  been  based  largely 
on  the  dependability  and  prestige  of  the  pound.  There  is  no 
reason,  except  a failure  of  political  leaders  to  lead,  why  the 
British  economy  should  not  recover  its  strength  on  a basis 
of  the  reputation  of  sterling. 


September,  1957 


36.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  J.  R.  SARGENT* 


1.  DifBculties  with  the  balance  of  payments  have  recurred 
regularly  in  the  United  Kingdom  since  the  war,  but  their 
nature  has  been  gradually  changing.  When  the  sk&t  was 
over,  the  dominant  question  was  whether  as  a nation  we 
could  “ pay  our  way  ” internationally  in  the  circumstances  to 
which  we  had  been  reduced.  It  is  now  quite  evident  that  we 
can  from  our  performance  in  the  last  six  years,  during  which 
our  current  surplus  has  averaged  £180  million.  This  is  not 
to  say  that  the  question  whether  we  can  pay  our  way  is  not 
still  frequently  asked;  but  the  fact  that  it  is  no  longer  asked 
in  the  form  “ can  we  export  enough  to  pay  for  our  imports  ? , 
but  rather  in  the  form  ” can  we  export  enough  to  pay  for 
our  capital  exports  is  itself  an  indication  of  the  change 
for  the  better  that  has  taken  place.  Nor  is  it  to  say  tha.t  it 
will  never  crop  up  again  in  its  earlier  form.  The  possible 
return  of  a dollar  problem,  owing  to  changes  in  the  stnirture 
of  American  foreign  trade  as  much  as  to  the  impact  of  an 
American  recession,^  and  the  effects  of  the  European  Common 
Market,  whether  or  not  Britain  succeeds  in  finding  some 
means  of  association  with  it,  are  two  clouds  on  the  horizon; 
and  it  can  hardly  be  doubted  that  at  the  present  moment  our 
fortunes  axe  abnormally  sunny,  since  we  are  feeli^  &e 
benefit  of  lower  import  prices  without  the  backlash  that 
will  come  as  our  suppliers  find  that  their  mcomes  will  no 
longer  stretch  to  so  many  of  our  exports.  Nevertheless,  if 
we  do  again  run  into  difficulties  of  paying  our  way,  we  are 
likely  to  be  better  able  to  resolve  them  than  we  were  in  the 
earlier  years  of  the  post-war  period.  There  are  two  reasoiw 
for  N^iTib-inE  this.  In  the  first  place,  the  world  economy  is 
much  more  competitive  and  the  demand  for  our  expoi^ 
much  more  elastic,  with  the  result  that  a small  decrease  m 
the  prices  that  overseas  buyers  have  to  pay  for  our  goods— 
brought  about,  for  example,  by  a small  devaluation—^ 
be  expected  to  have  a much  larger  effect  on  the  amount  that 
we  sell.  In  the  second  place,  our  ability  to  supply  has  also 
become  much  more  elastic.  In  the  iininediate  post-wm 
situation  it  was  useless  to  expect  that  a lowenng  of  the 
exchange  rate  would  have  much  effect  in  stimulatmg  exports, 
since  supplies  could  not  be  squeezed  out  to  meet  &e  demand. 
By  now  however,  the  rebuilding  of  stocks  and  of  capital 
equipment  have  restored  the  flexibility  of  our  productive 
machine  and  should  make  it  possible  to  take  full  advantage  of 
any  reduction  of  our  export  prices.  For  these  reasons  the 
threat  of  a persistent  diflBculty  in  paying  our  way  is  much 
less  serious  than  it  was. 


2 The  difficulty  that  looms  latest  over  our  balance  of 
payments  today  is  that  of  its  vulnerability  in  the  face  of 
fluctuations  of  a perfectly  normal  kind.  Owing  p the 
exiguousness  of  our  international  reserves,  the  use  of  them 
in  the  normal  way  to  absorb  temporary  fluctuations  m the 
balance  of  payments  is  severely  limited.  How  limited  it  is 
is  well  fflustrated  by  the  fact  that  we  now  have  to  become 


• See  Minutes  of  Evidence  Qns.  103J1  to  10424. 

l Sec  the  view  of  Sir  Donald  Ma^ougall  in  Thl  World  Dollar  Problem. 


concerned  about  the  seasonal  pressure  on  sterling  that  builds 
up  in  the  autumn.  It  is  fundamentally  absurd  that  a move- 
ment in  the  exchanges  as  obviously  temporary  and  self- 
reversing  as  this  should  make  itself  so  heavily  felt  that  it 
enforces  upon  the  internal  economy  adjustments  full  of 
menace  to  its  future  growth  and  strength.  Yet  the  level  of 
reserves  could  hardly  be  regarded  as  adequate  if  it  did  not 
enable  a country  to  do  more  than  insulate  its  internal  economy 
against  seasonal  variations  of  its  payments;  some  mar^  is 
also  needed  against  at  least  some  part  of  cyclical  fluctuations, 
so  that  the  onset  of  a depression  abroad  is  not  immediatdy 
the  cause  of  restrictive  measures  here  which  will  accelerate 
its  progTMS  round  the  world.  It  must  be  emphasised  here 
that  what  I am  making  is  not  a complaint  against  having  to 
take  steps  to  adjust  the  internal  level  of  economic  activity  m 
the  face  of  a persistent  deficit  in  the  balance  of  payments. 
Indeed,  my  own  view  is  that  we  should  be  prepared  to  coi^ 
the  danger  of  a deficit  of  this  type  if  there  is  an  opportunity 
to  dismantle,  reciprocally  with  other  countries,  the  measures 
of  permanent  protection  which  now  keep  some  of  our  indus- 
tries at  a size  unwarranted  by  their  effici^oy.  Thm  I am 
broadly  in  favour  of  free  trade  and  unafraid  of  the  imphca- 
tions  of  it  for  our  balance  of  payments.  My  complaint  is 
that  in  our  present  illiquid  position  every  deficit  must  be 
treated  as  a persistent  deficit  and  thus  involve  interference 
with  the  even  tenor  of  our  internal  economic  life. 

3,  There  is  every  reason  why  this  vulnerability  of  our 
internal  economy  should  be  treated  as  a problem  of  the 
greatest  urgency.  There  is  no  doubt  of  the  political  dainage 
that  it  does  to  our  standing  abroad.  Many  foreigners  tluM 
of  Britain  as  economically  enfeebled  and  therefore  politiwlly 
weak  (indeed  many  British  people  think  the  same);  and  smee 
this  impression  is  abroad  at  a time  when  we  are  gradually 
relinquishing  our  colonies,  it  is  easy  to  connect  the  two 
thin EC  and  thus  conclude  that  we  have  been  guilty  of  savage 
colonial  exploitation.  It  is  salutary  to  reflect  how  much  ffie 
current  opinion  of  the  state  of  France  is  coloured  by  her 
crisis-proneness  despite  the  fact  that  the  growth  of  her  rMl 
national  income  is  going  on  at  a rate  which  is  impr^ive 
compared  to  ours.  Not  only  does  our  vulnerabihty_  give  a 
false  impression  of  our  strength;  it  also  prevents  it  from 
growing.  For  when  sterling  is  threatened  by  a temporary 
deficit  which  our  gold  reserve  cannot  absorb,  the  component 
of  internal  demand  upon  which  the  axe  first  falls  is  investment. 
This  can  be  ascribed,  no  doubt,  to  the  weakness  of  popular 
governments  and  their  disinclination  to  emt  consumptton  or 
their  own  expenditure;  but  it  is  also  particularly  likely  to  be 
the  case  when  governments  rely  largely  upon  credit  pohey  m 
an  internal  control.  Even  if  investment  itself  were  not  directly 
cut  in  the  moment  of  crises,  the  frequency  of  crises  creates 
atmosphere  of  uncertainty  in  the  minds  of  those  respoiaible 
for  taking  investment  decisions,  which  must  delay  or  dimii^h 
the  growth  of  our  productive  capital  even  when  the  ph^ical 
capacity  for  achieving  it  is  available.  The  smallness  of  the 
proportion  of  our  national  income  that  we  devote  to  mvest- 
ment  compared  to  that  of  other  countries,  is  a famihar 
which  underlines  the  urgent  importance  of  reducing  the 
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vulnerability  of  our  investment  to  temporaiy  deficits  in  our 
balance  of  payments. 

4.  The  inability  of  our  gold  reserves  to  cope  with  such 
deficits  is  rooted  in  a number  of  historical  causes  which  need 
not  be  repeated  here.  \^at  does  need  to  be  made  clear, 
however,  is  that  it  has  been  increased  by  the  trend  of  economic 
policy  in  this  country  in  recent  years,  a trend  which  may 
loosely  be  summed  up  in  the  term  “ convertibility  The 
first  element  of  this  trend  is  one  not  entirely  within  the 
control  of  the  British  government,  but  in  which  it  has  evidently 
been  ready  to  acquiesce,  namely  the  gradual  hardening  of  ^ 
means  of  settlement  within  the  European  Payments  Union 
until  at  the  present  time  75  per  cent,  of  any  monthly  deficit 
must  be  met  in  gold.  The  second  element  is  the  re-opening 
of  certain  commodity  markets  in  the  United  Kingdom,  in 
which  non-residents  of  the  Sterling  Area  can  buy  with 
sterling  goods  whose  originai  purchase  _ by  the  United 
Kingdom  merchant  involved  a payment  in  dollars.  The 
third  element  is  the  extension  of  the  Transferable  Account 
Area  in  March  1954  to  include  virtually  the  whole  of 
the  non-doUar  non-sterling  world,  and  of  the  sterling 
transfers  freely  permitted  within  it  to  include  thow  arisit^ 
out  of  capital  as  well  as  current  transactions.  In  itself  this 
was  not  a major  step  towards  dollar  convertibility,  allhou^ 
it  did  make  it  somewhat  easier  for  sterling  to  arrive  in  certain 
non-resident  (and  non-dollar)  accounts  where  existing  agree- 
ments rendered  it  liable  to  be  converted  into  doUars.  Much 
more  important  than  this  was  the  fourth  element  of  the  trend 
towards  convertibility:  the  decision  that  the  Exchange 
Equalisation  Account  should  intervene  to  support  the  rate 
for  Transferable  Sterling  in  the  main  foreign  free  markets. 
In  the  event  this  rate  has  been  held  by  the  support  so  close 
to  par  that  non-residents  of  tte  Sterling  Ai^  wiping  to 
sell  sterling  in  New  York,  for  example,  have  enjoyed  a 
guarantee  of  its  convertibility  into  dollars  as  fulto  a*  |f  riiey 
had  been  given  the  formal  ri^t  to  cash  their  sterting_  with  the 
Exchange  Equalisation  Account  at  par.  The  only  significant 
difference  between  the  present  arrangement  and  one  (rf  formal 
convertibility  lies  in  the  fact  that  it  would  be  more  difficult  to 
drop  the  latter  than  the  former. 

5.  The  combined  effect  of  these  elements  in  the  trend 
towards  the  fuller  convertibility  of  sterling  into  dollars 
been  that  temporary  accumulations  of  sterling  in  the  hands 
of  countries  of  the  non-dollar  non-sterling  world  have 
resulted  to  a much  greater  extent  in  gold  payments  to  the« 
countries  and  to  a much  smaller  extent  in  increases  in  then 
sterling  holdings  than  was  formerly  the  case.  The  following 
table  contrasts  the  gold  payments  made  by  the  Sterling  Area 
to  the  rest  of  the  non-doUar  world  (excluding  the  Internationa 
Monetary  Fund  and  other  non-territorial  organisations)  m 
the  period  from  the  beginning  of  .1949  until  the  end  of  19M 
with  those  in  the  period  from  the  beginning  of  1955  until  the 
end  of  1957.  Both  sets  of  figures  are  expressed  as  the  averap 
per  six-monthly  period,  and  are  derived  entirely  from  the 
official  Balance  of  Payments  White  Papers.  The  choice  of 
periods  has  been  made  for  the  purpose  of  companng  the 
rraults  of  a period  of  full  de  facto  convertibihty  with  those 
of  an  earlier  period  of  marked,  if  diminishmg,  restnettons 
upon  it.  Because  the  return  to  convertibility  has  b«n 
gradual,  no  clear-cut  division  of  periods  is  possible;  but  il  it 
has  in  fact  made  any  difference  it  should  appear  in  the  com- 
parison of  those  that  1 have  chosen. 

1949—1954  1955—1957 
(Emillion: 


Gold  payments  to  non-dollar 
world  (excl.  I.M.F.  etc.)  by 

£ Area 

Accounted  for  by : 

(1)  U.K.  current  deficit  with 

non-dollar  world 

(2)  U.K.  private  lending  to 

non-dollar  world 

(3)  U.K.  govemmoit  leaiding 

and  aid  to  non-dollar 
world 

(4)  Rest  of  Sterling  Area  deficit 

with  non-dollar  world . . 

(5)  Reduction  of  sterling 

balances  by  non-dollar 
world 


six-monthly  averages) 


From  these  figures  h is  evident  that  there  has  been  a huge 
increase  in  the  Sterling  Area’s  gold  payments  to  the  non- 
dollar world,  occasioned  in  particular  by  changes  in  both 
the  United  Kingdom  current  account  and  the  other  sterling 
countries'  combined  (current  and  capital)  account  from 
surplus  to  ddicit.‘  These  dianges  accord  with  wliat  one 
would  expect  to  follow  a return  to  convertibility,  since  the 
denial  of  it  must  have  had  the  effect  in  some  cases  of  attract- 
ing the  expenditure  of  non-doUar  countries  towards  sterling 
sources  of  supply.^  With  convertibility  the  attraction  ceases 
because  sterling  can  be  used  for  malung  payments  anywhere, 
and  a protective  riiieid  of  Sterling  Area  exports  disappears. 

If,  however,  we  commit  ourselves  to  the  view  (as  1 have  d<me 
alxrve)  that  measures  whidi  have  a permanoitly  protective 
effect  are  undesiral:^  then  can  a valid  complaint  be  made 
when  the  ronoval  of  one  sudi  measure  results  in  a worsened 
trading  position  and  in  a consequent  loss  of  gold  ? Is  it  not 
the  loss  of  gold  which  acts  as  the  spur  to  overcome  the 
d^cit  ? There  is  justice  in  this  contention.  In  fact  the 
question  that  we  should  be  asking  of  convertibility  is  not 
whether  it  has  led  to  a worsening  balance  of  payments  and 
loss  of  gold — factors  which  may  well  be  attributable  to  other 
causes  also — but  wliether  it  tod  brou^t  it  about  that  a 
fluctuation  of  any  given  size  in  the  balance  of  payments  now 
involves  a bigger  loss  of  gold  than  before.  To  find  the 
answer  to  this  latter  question  we  must  first  compute  the 
average  variation  about  its  mean  level  (or  the  standard 
deviation)  of  the  total  Sterling  Area  balance  with  the  nt^ 
dollar  world,  namely  the  sum  of  the  items  labelled  (1)  to  (4)  in 
the  table  on  the  preceding  page,  and  contrast  wih  tiiis  the 
average  variation  about  their  mean  level  rf  the  geW  payroestts 
made  to  the  non-dollar  world.  During  the  period  from  1949 
to  1954  we  find  that  the  average  variation  the  Sterling  Am 
baltmce  per  six-mmffily  time  period  was  sot*  £132  miitiofi 
and  the  average  vviation  gold  paymeats  £53  mUlira. 
Dmii%  the  period  irnn  1955  to  1957  the  aven^  variatioa 
of  the  Sterl^  Area  balance  was  £61  n^ioD  and  of  gdid 
payments  £56  millioo.  Thus  daring  the  second  period,  the 
years  full  convertibility,  gold  payments  ftocauated  about 
their  average  level  Ity  approximately  the  same  amount  as 
in  the  eariier  period  of  restricted  convertibility.  But  this  does 
not  mean  that  the  burden  gtrfd  paymeots  was  unaffected 
by  the  transition  to  full  convertibUity.  For  in  the  second 
period  the  variation  of  the  factor  occasioiiing  tber^  the 
Sterling  Area  balance,  was  considwably  smalki  than  it  was 
in  the  first  period.  The  significant  measure  of  the  biffden 
of  gold  payments  in  the  face  of  temporary  Suc^tioos  in  the 
balrnce  of  payments  is  the  ratio  of  the_  variation  d gedd 
payments  to  the  variadem  of  the  Steri^  Area  balance. 
This  ratio  rose  from  0-40  in  the  first  period  to  0-92  in  the 
second,  indicating  a doubling  of  the  gold  payment  ttot  coi^ 
be  expected  to  accompany  a deterioratioo  of  any  given  size 
in  the  Steriing  Area’s  balsuicc  with  the  noo-doilar  wwid,  and 
correspondingly  of  the  goW  receipt  that  could  it  be  expected  to 
accOTipany  an  improvement.’  It  is  hnpwtant  that  h should 
be  realised  that  we  are  not  here  concerned  with  the  erverage 
sire  of  the  six-monthly  gold  flows  in  the  two  periods.  If  a 
country’s  ddicit  with  a certain  other  coontiy  averages  £x 
million  over  the  years,  we  should  expect  to  ftid  its  gold 
payments  to  that  other  coimtry  averaging  roughly  the  same 
over  the  same  years.  Unless  it  is  prqiared  and  able  to 
borrow,  it  must  settle  its  debts  in  the  l<»ig  run  Ity  parting 
with  the  ultimatdy  acceptable  means  of  payment.  .Good 
financial  man^jement,  however,  would  also  pmnit  and 
indeed  require  that  the  country’s  balance  couW  vary  about 
its  average  in  the  short  run  without  equivalent  variations 
in  the  extent  of  gold  flows.  What  we  have  attempted  w 
measure  is  how  tius  freedom  to  vary  has  been  restricted  by 
the  return  to  convertibility,  and  what  our  measure  has  shown 
is  that  it  has  been  restricted  considerably. 

6.  But  docs  it  perhaps  pay  us  to  wear  this  strait^iadeet  ? 
It  is  often  loosely  argiied  that  our  externa!  trade  Spends 
upon  the  convMtibility  of  sterling.  In  one  sense  this  is  the 
direct  opposite  of  the  truth.  Exports  from  the  Steriing  Ar« 
can  be  stimulated  by  making  it  difficult  for  ncm-reridents  of 

I The  rut  tbtl  Ox  U.K.  curmn  defidt  »»d  ibe  defcit  with  ^ 

non-dolUr  work!  shown  with  i min»  sign  in  the  fiistof  the  rwo  p«»o* 
meiuis  th*t  in  this  period  the  United  Kingdom  h»d  a 

SterUng  Are*  » sorpVuf.  The  table  is  confined  to  traasectioos  wiA  ite  ao».dolfaT 
wMid  b^use  it  was  on  this  nan  of  ibe  world  that  eoovenibaity  coofe^ 
additional  rights  over  the  disp<»al  of  its  iierling.  For  die  dollar  area  sterling 
was  fully  cODvenihle  thraaghout  both  periods. 

2But  not  in  all  cases.  Before  1955  slertaig  « iraBSfa^  wit^ 
doUar  world  with  a great  degree  of  ease,  so  diat  its  inepoverubniw  inw  dolUis 
encouraged  discrimination  against  the  dotlar  rather  than  In  Ihvoor  of  sterling. 

This  is  not  to  say  that  we  should  not  weleome  the  reduced  variahfBiy  rf  the 
Sierlmg  Area  balance  in  the  second  period.  What  we  are  cpocemeajo  "wsfir- 
here,  however,  is  the  extent  to  which  gold 


h gold  (lowed  in  settlement  of  an>  gi« 
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the  Area  to  spend  their  sterling  except  within  the  Area ; and 
there  is  progressively  less  to  hold  them  to  this  as  the  incon- 
vertibility of  sterling  is  relaxed.  The  loosening  of  the  bonds 
of  inconvertibility  could  help  to  explain  the  fact  revealed  by 
the  table  in  para.  5,  that  the  balance  both  of  the  United 
Kingdom  and  of  the  rest  of  the  Sterling  Area  on  current 
account  with  the  non-dollar  world  changed  from  a surplus  in 
1949 — 54^  to  a deficit  in  1955 — 57,  while  at  the  same  time 
the  balance  of  both  parts  of  the  Sterling  Area  with  the  Dollar 
Area  (for  which  convertibility  was  complete  in  both  periods) 
improved.  I do  not  intend  here  to  prescribe  inconvertibility 
as  a stimulant  to  exports,  but  only  to  doubt  the  proposition 
that  it  is  harmful  to  our  trade.  Some  of  our  invisible  earnings, 
however,  do  depend  upon  providing  services  for  foreignere 
which  they  would  be  much  less  inclined  to  make  use  of  if 
sterling  were  not  convertible.  This  point  is  easily  exaggerated, 
intimates  have  been  made  of  the  foreign  exchange  earnings 
of  “ The  City  ” which,  by  including  such  activities  as 
insurance  and  the  chartering  of  ships,  can  be  shown  to  exceed 
£100  million  and  which  carry  the  implication  that  the  whole 
of  this  would  disappear  if  convertibility  were  discontinued. 
This  is  extremely  unlikely.  It  is  difficult  to  see  why  the 
convenience  of  the  Baltic  Exchange  should  be  diminished  for 
those  concerned  with  chartering  ships  if  they  are  no  longer 
able  to  convert  sterling  freely  into  dollars.  Nor  would  the 
insurance  market  be  affected,  since  it  has  always  had  the 
freedom  that  it  needs  under  Exchange  Control.  The  parts  of 
our  invisible  earnings  that  would  be  affected  are  those  that 
are  derived  from  the  provision  of  banking  services,  including 
the  arrangement  of  acceptance  credits  and  of  longer-term 
capital  issues,  and  from  the  commodity  markets.  These  are 
estimated  to  yield  us  a foreign  exchange  income  of  about 
£50  TTiHlinn  a year.  How  much  of  this  would  be  lost  if  we 
were  to  retreat  from  convertibility  depends  upon  two  things; 
first,  upon  the  quality  of  the  services  themselves  as  a make- 
weight to  the  disadvantages  of  inconvertibility  to  those  using 
them,  and  secondly  upon  the  extent  of  the  retreat.  Many  of 
these  banking  and  merchanting  services  are  performed  for 
other  members  of  the  Sterli^  Area,  and  they  would  be 
tempted  to  abandonthemonly  if  we  were  to  take  the  extremely 
drastic  step  of  restricting  the  convertibility  of  sterling  for 
Sterling  as  well  as  non-sterling  counties.  In  all  this  it  is 
important  to  have  in  mind,  not  the  size  of  our  earnings,  but 
the  change  in  them  that  might  be  expected  to  follow  any 
change  of  policy.  It  would  be  easier  to  do  this  if  they  could 
be  disentan^ed,  for  the  years  since  1949,  from  the  other 
elements,  of  the  item  “ Other  (net) " in  the  current  account 
of  the  official  Balance  of  Payments  White  Paper.  It  could 
then  be  seen  whether  they  have  increased  sigifificantly  since 
the  return  to  convertibility,  and  a better  judgment  could  be 
made  whether  enough  depends  upon  maintaining  converti- 
bility to  compensate  for  the  burden  that  it  lays  upon  us.  My 
own  provisional  judgement  would  be  that,  to  make  up  for 
the  loss  of  potential  output  in  the  last  year  caused  by  the 
degree  of  restriction  on  internal  demand  to  which  converti- 
bility has  forced  us,  it  would  be  necessary  for  our  converti- 
bility-induced foreign  exchange  earnings  to  continue  for  at 
least  five  or  six  years  without  involving  us  in  a renewed  bout 
of  restriction;  and  it  is  extremely  unlikely  that  the  next  bout 
will  be  postponed  for  as  long  as  that. 

7.  The  problem,  then,  is  to  diminish  the  vulnerability  of 
our  economy;  to  release  ourselves  from  the  necessity  of 
restricting  the  internal  level  of  demand,  and  with  it  the  level 
of  investment,  in  the  face  of  temporary  deficits  in  the  balance 
of  payments  of  the  Sterling  Area.  Since  this  is  the  problem, 
it  is  doubtful  whether  credit  policy  can  provide  a satis- 
factory solution.  It  would  indeed  be  a most  useful  weapon 
if  it  could  be  worked  in  the  way  Lord  Norman  thought  that 
it  worked;  namely  to  attract  and  repel  short-term  funds  from 
abroad  by  manipulation  of  the  short-term  rate  of  interest 
without  sig^cant  influence  on  the  long-term  rate.  If  the 
long-term  rate  could  be  thus  insulated,  it  would  be  more 
likely  that  the  level  of  fixed  investment  would  be  unimpaired 
by  a tightening  of  credit  and  that  this  would  be  confined 
to  the  job  of  cushioning  the  external  account.  The  recent 
trend  of  fashion,  however,  in  credit  policy  has  been  towards 
increasing  the  relative  impact  of  restrictive  measures  on  the 
long-term  rate,  since  this  is  the  effect  of  “ funding  ” as 
compared  with  orthodox  “ open-market  operations  The 
reason  why  funding  is  preferred  as  a technique  is  that  the 
authorities  are  nervous  of  the  fluctuations  of  the  Treasury 
Bill  rate  that  they  might  have  to  bear  if  orthodox  open-market 
operations  were  to  be  effective.  This  is  understandable,  but 
there  is  no  necessaiy  reason  why  the  authorities  should  not, 
if  ffiey  choose,  maintain  a stable  long-term  rate  and  transfer 
all  the  fluctuations  to  the  short-term  rate,  going  to  the  extent 


of  unfunding  if  that  is  required.  But  although  it  is  technically 
possible  to  insulate  it  from  the  long-term  rate,  the  attractive 
power  of  the  short-term  rate  is  diminished  in  present  con- 
ditions by  the  exchange  risk;  for  the  cost  of  covering  this 
forward  may  outweigh  the  interest  differential.  It  may  be 
possible  to  prevent  this  from  happening  by  means  of  giving 
ofiicial  support  to  the  forward  rate  of  exchange,  as  advocated 
by  Mr.  Jasay;  but  the  difficulties  of  this  are  enough  to  deter 
one  from  placing  any  firm  reliance  upon  attracting  sufficient 
short-term  funds  to  cover  temporary  deficits. 

8.  Another  possibility  would  be  to  adopt  a floating  rate 
of  exchange.  This  would  be  undesirable  from  long-term 
considerations;  it  would  impede  the  development  of  inter- 
national trade  along  the  lines  of  comparative  advantage. 
Apart  from  this,  however,  its  effect  as  an  insulator  is  un- 
certain. It  is  true  that  in  certain  cases  it  may  protect  the 
internal  level  of  activity  better  than  other  expeffients;  for 
example,  if  a temporary  deficit  arises  because  of  a falling-off 
of  the  demand  for  our  exports,  a decline  of  the  exchange  rate 
may  restore  the  lost  demand  as  would  not  happen  if  we  were 
content  to  meet  the  deficit  by  allowing  the  gold  reserves  to 
fall.  But  in  other  cases  a change  in  the  exchange  rate  may 
aggravate  the  internal  effect  of  a temporary  deficit;  for 
example,  when  it  has  been  caused  by  an  increase  of  import 
prices.  In  general  the  effect  of  exchange  rate  variations  in 
the  short  run  is  uncertain,  and  it  is  best  that  they  should  he 
reserved  for  use  in  circumstances  of  fundamental  disequili- 
brium, when  the  adoption  of  a new  rate  can  be  given  an  air 
of  permanence  which  will  strengthen  its  effect  upon  the  volume 
of  exports  and  of  imports. 

9.  If  there  is  little  comfort  in  credit  policy  or  in  a floating 
rate,  the  measures  that  might  be  adopted  for  reducing  the 
vulnerability  of  the  economy  may  be  classified  as  follows: — 

(1)  measures  to  increase  the  size  of  the  reserves; 

(2)  measures  to  reduce  the  size  and/or  the  liquidity  of  the 
liabilities; 

(3)  measures  to  reduce  the  variability  of  the  Sterling 
Area’s  balance  of  payments; 

(4)  measures  to  reduce  the  access  to  the  reserves  that  is 
enjoyed  by  sterling  creditors. 

We  shall  consider  these  in  turn. 

10.  (1)  An  obviously  desirable  measure  would  be  a world- 
wide increase  in  the  price  of  gold.  It  is  perhaps  worth 
while  to  keep  repeating  this;  but  whether  this  countiy 
would  be  wise  to  take  the  initiative  in  canvassing  it 
more  forcefully  is  essentially  a political  question, 
involving  consideration  whether  it  would  not  lead  to 
public  disagreemoit  among  the  Western  countries 
that  might  be  dangerous.  The  possibility  of  increasing 
the  reserves  by  means  of  a stabilisation  loan,  from  the 
United  States  or  elsewhere,  can  hardly  be  considered 
apart  from  the  terms  on  which  it  might  be  got.  Is 
there  any  way  in  which  we  can  do  this  acting  by 
ourselves  alone  ? We  might  aim  to  raise  the  current 
surplus  on  our  balance  of  payments.  Unless  this 
were  to  involve  a depreciation  of  the  exchange  rate  or 
a re-imposition  of  import  restrictions,  and  failing  any 
favourable  turn  (which  there  is  no  reason  to  expect)  in 
the  foreign  demand  for  Sterling  Area  products,  the 
achievement  of  a higher  current  surplus  must  imply  an 
even  more  stringent  curtailment  of  home  demand 
than  we  are  now  experiencing,  and  this  would  not  be 
tolerable.  The  Sterling  Area  countries  would  be 
among  the  worst  sufferers  from  this,  owing  to  their 
importance  as  primary  producers  and  to  the  sensitivity 
of  primary  product  prices.  Consequently  we  should 
be  less  likely  to  find  the  Sterling  Area  was  gaining 
gold  from  the  rest  of  the  world  than  that  the  United 
Kingdom  was  repaying  sterling  balances  to  other 
Sterling  Area  countries  that  had  run  into  bigger  deficits 
with  her.  This  would  naturally  improve  the  United 
Kingdom’s  position,  since  it  would  reduce  the  ratio 
of  liabilities  to  gold;  but  anything  that  reduces  the 
liabilities  by  a given  sum  is  less  valuable  as  a contribu- 
tion to  liquidity  than  anything  that  increases  the 
reserves  by  the  same  sum.  Moreover,  a restrictionist 
policy  in  the  United  Kingdom,  through  its  effect  on 
the  prices  of  Sterling  Area  exports,  could  easily  end 
be  creating  a Sterling  Area  deficit  and  a loss  of  gold. 
As  an  alternative  to  increasing  our  current  surplus, 
we  could  maintain  it  at  the  present  level  and  restrict 
our  overseas  lending.  Again,  the  impact  would  be 
mainly  upon  the  Sterling  Area  countries,  since  it  is 
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they  that  borrow  by  far  the  greatest  part  of  what  we 
lend  abroad.  The  first  effect  would  be  to  accelerate  the 
withdrawal  of  their  sterling  balances  as  an  alternative 
means  of  financing  their  schemes  of  capital  develop- 
ment. This  would  cause  a desirable  reduction  of  our 
short-term  liabilities  to  these  countries,  but  ultimately 
they  would  seek  to  borrow  more  outside  the  Sterling 
Area  and  burden  the  Area’s  balance  of  payments  with 
the  interest  and  amortization  charges.  Whatever  merit 
in  themselves  these  two  possibilities  have — the  raising 
of  the  current  surplus  or  the  restriction  of  long-term 
capital  outflow — the  prospect  that  they  show  us  of  a 
solution  to  our  problem  of  illiquidity  is  a very  distant 
one;  so  distant,  in  fact,  that  a steady  march  towards 
it  over  the  next  decade  or  two  is  too  long-term  a 
policy  to  warrant  any  confidence  that  it  will  be  carried 
to  a successful  conclusion.  A quicker  way  of  adding 
to  the  gold  reseves  would  be  to  requisition  the  securities 
payable  in  dollars  or  other  hard  currency  which  are 
in  the  possession  of  residents  of  the  United  Kingdom 
(or  even  of  other  parts  of  the  Sterling  Area).  The 
United  Kingdom  portfolio  of  United  States  securities, 
at  their  nominal  value,  amounted  to  £186  million*  at 
the  end  of  1955.  The  market  value  of  these  securities 
was  no  doubt  greater  than  that,  but  would  be  bound  to 
fall  heavily  if  any  large  part  of  them  were  to  be  thrown 
on  the  market  to  achieve  a quick  sale.  To  avoid 
depressing  market  values  it  would  be  necessary  to  sell 
out  gradually,  with  the  result  that  we  could  not  expect 
any  rapid  addition  to  the  gold  and  dollar  reserves. 

11.  (2)  We  have  seen  that  a fall  in  our  liabilities  might  be 
the  out-turn  of  certain  of  the  policies  under  (1).  I 
assume  that  it  is  out  of  the  question  that  we  should 
repudiate  any  part  of  our  liabilities.  If  we  regard  our 
problem  of  illiquidity  as  urgent,  as  I believe  that  we 
should,  then  there  is  more  hope  to  be  had  from 
procee^g  against  the  liquidity  of  our  liabilities  rather 
than  their  size.  One  method  of  doing  this  would  be 
funding,  or  persuading  the  holders  of  sterling  balances 
to  shift  from  deposits  or  Treasury  Bills  into  longer-dated 
stock.  It  would  probably  be  necessary  to  create  for 
this  purpose  certain  special  stocks  available  only  to 
non-residents  of  the  United  Kingdom.  Unless  this 
were  done  the  authorities  could  not  be  certain  that 
thty  had  managed  to  fund  a substantial  proportion  of 
the  extemally-held  short-term  debt;  or  tf  they  under- 
took a general  funding  on  such  a scale  as  to  make  it 
very  probable  that  a substantial  proportion  of  the 
extemally-held  debt  had  been  funded,  this  might 
involve  them  in  funding  an  altogether  excessive 
proportion  of  the  intemally-held  debt.  Yet  to  create 
a class  of  securities  which  could  be  held  by  residents 
of  other  parts  of  the  Sterling  Area  but  not  by 
residents  of  the  United  Kingdom  would  be  difficult 
in  view  of  tihe  freedom  of  capital  movements  within 
the  Sterling  Area.  What  would  prevent  a resident 
of  the  United  Kingdom  from  transferring  funds  from 
a United  Kingdom  bank  to  a South  African  bank  and 
then  using  his  South  African  deposit  to  take  up  the 
sterling  funding  loan  not  avaUable  to  him  against 
payment  from  his  United  Kingdom  account  ? Apart 
from  this  technical  difficulty,  it  must  be  realised  that 
funding  is  a policy  which  can  neither  be  started  soon 
nor  carried  out  quickly.  Rates  of  interest  on  longer- 
term  government  stock  must  at  present  be  above 
the  average  that  can  be  expected  over  the  next  twenty 
years,  and  certainly  above  the  minimum  rates  that  can 
be  expected.  It  would  be  financially  reckless  to  fund 
on  this  basis.  After  some  other  measures  have  been 
taken  which  will  relieve  us  of  the  necessity  of  keeping 
rates  of  interest  at  present  levels,  it  will  be  sensible  to 
look  for  opportunities  of  funding.  It  is  not  a policy 
with  which  we  can  lead  off  now.  Even  when  the 
time  comes  it  will  only  be  able  to  be  done  gradually 
and  as  opportunity  offers;  done  en  masse  it  must 
involve  unfavourable  terms. 

12.  Apart  from  reducing  their  liquidity,  the  management 
of  the  sterling  balances  would  be  facilitated  if  the 
authorities  could  effectively  disentangle  two  separate 
elements  in  the  problem  with  which  it  presents  them. 
On  the  one  hand,  the  balances  constitute  part  or  all 
of  the  international  reserves  of  the  holders  against 
normal  and  temporary  fluctuations  in  their  trade.  On. 
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the  other  hand  they  constitute  capital  funds  out  of 
which  they  expect  to  finance  their  development  pro- 
grammes. In  other  words,  the  holders  of  sterling 
balances  intend  part  of  them  to  fluctuate  and  part  of 
them  to  run  down.  It  is  desirable  that  we  should 
attempt  to  identify  the  latter  part  of  the  balances,  and 
reach  with  their  holders  some  agreement  about  the 
rate  and  timing  of  their  withdrawal.  The  Colombo 
Plan  provides  a precedent  here.  An  agreement  along 
these  lines  would  remove  an  element  of  uncertainty 
from  the  planning  of  the  countries  holding  sterling 
balances,  as  well  as  helping  our  own  authorities  to 
distinguish  to  whal  extent  they  are  faced  with  the 
problem,  not  simply  of  managing  the  balances,  but 
of  repaying  them. 

13.  (3)  The  problem  of  illiquidity  can  be  eased,  not  only 
by  increasing  the  reserves  and  decreasing  the  size  and 
liquidity  of  the  liabilities,  but  also  by  reducing  the 
variabihly  of  the  Sterling  Area’s  balance  of  payments 
with  the  rest  of  the  world.  The  balance  here  referred 
to  is  the  balance  on  current  and  long-term  capital 
account  of  the  United  Kingdom  and  the  other  Sterling 
Area  countries  taken  together,  i.e.  the  sum  of  the 
items  shown  as  (1),  (2),  (3)  and  (4)  in  the  table  in 
paragraph  5.  The  variability  of  this  balance  was 
in  fact  much  less  in  the  period  1955 — 57  than  in 
the  earUer  period  1949 — 54  (as  we  stated  in  paragraph 
5),  althou^  this  may  be  partly  due  to  the  abnormally 
large  fluctuation  of  the  period  1950 — 52  connected 
with  the  Korean  War.  The  extent  of  the  variabihty 
depends  partly  upon  the  individual  variability  of  the 
components  of  the  total  Sterling  Area  balance  (the 
current  balance  of  the  U.K.,  the  current  balance  of 
the  other  Sterling  Area  countries,  the  balance  on 
private  capital  account  of  both  these  parts  of  the  Area 
and  their  balances  on  government  capital  account) 
and  partly  upon  the  extent  to  which  these  individual 
components  vary  in  the  same  direction  at  the  same 
time.  It  would  be  desirable  to  conduct  a fuUer  enquiry 
into  the  factors  accounting  for  the  variability,  in  order 
to  see  whether  it  might  reveal  certain  strategic  points 
at  whidi  action  could  be  taken  which  mi^t  signifi- 
cantly reduce  the  variability.  Without  such  an 
enquiry,  it  is  difficult  to  say  much  that  is  useful. 
Three  points  are  perhaps  worth  making.  First,  the 
variability  of  the  Sterling  Area  balance  of  payments 
would  be  almost  certain  to  be  diminished  if  some 
method  were  adopted  of  stabUising  the  prices  of  the 
primary  products  exported  by  members.  Secondly, 
while  action  to  reduce  fluctuations  in  the  Sterling 
Area’s  balance  of  payments  is  a matter  for  the 
individual  members,  the  speed  with  which  it  can  be 
taken  and  the  skill  with  which  it  can  be  fitted  to  the 
need  will  be  greater  the  more  information  is  available 
at  the  centre  about  the  balance  of  payments  trends 
of  members  and  the  greater  the  use  that  is  made  of 
it  to  maintain  an  up-to-the-minute  picture  of  the 
balance  of  payments  of  the  Sterling  Area  as  a whole. 
I am  not  qualified  to  say  whether  the  existing  mach- 
inery for  these  purposes  is  adequate.  Thirdly,  there 
is  the  question  whether  the  United  Kingdom  could 
not,  by  reducing  the  variability  of  her  own  balance 
of  payments,  contribute  towards  reducing  that  of 
the  Sterling  Area  as  a whole.  One  of  the  destabi- 
lising factors  in  the  United  Kingdom’s  balance  of 
payments  since  the  war  has  been  the  movement  of 
stocks  of  imported  goods.  There  has  been  a tendency 
for  these  to  rise  at  time  when  the  balance  of  payments 
on  current  account  is  already  in  deficit  and  to  fall  when 
it  is  in  surplus,  thus  exaggerating  the  fluctuations  of 
the  balance  of  payments  on  current  account  as  a whole, 
it  is  true  that  these  fluctuations  remain  large  even 
when  the  figures  of  changes  in  stocks  of  imported 
goods  are  deducted  from  imports.  But  we  might 
reasonably  expect  that  importing  for  stock  should  not 
only  not  exaggerate  the  fluctuations,  but  should  help  to 
offset  them.  For  stocks  of  imported  goods  constitute 
a secondary  reserve,  in  real  terms,  standing  behind 
our  monetary  reserves  of  gold  and  dollars,  and,  in  a 
period  when  the  latter  are  chronically  low,  eminently 
usable  to  supplement  them  in  protecting  the  internal 
economy  from  temporary  fluctuations  in  the  balance 
of  payments.  It  would  be  useful  if  we  could  find  a 
method  of  making  these  stocks  move  contrariwise  to 
the  balance  of  payments,  falling  when  it  is  in  deficit 
and  rising  when  it  is  in  surplus.  One  method  is 
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monetary  policy,  the  control  of  bank  credit.  The 
disadvantages  of  this  method  are  that  there  may  be 
other  sources  of  credit,  which  render  it  ineffective, 
and  that  it  may  be  difficult  to  use  it  without  general 
effects  throughout  the  economy,  which  may  be  inap- 
propriate. It  would  be  better  to  control  stocks 
directly  by  means  of  quantitative  licencing.  I suggest 
that  we  should  maintain  a permanent  apparatus  of 
controlforthispurpose,  anduseit,  attimes  of  pressure 
on  the  balance  of  payments,  not  onfy  to  check  abnormal 
imports,  but  also  to  reduce  the  import  bill  and,  by 
enforcing  the  liquidation  of  stocks  to  fulfil  home 
demand,  to  transfer  some  part  of  the  burden  from  our 
first-line,  monetary,  reserves,  to  our  second-line,  real, 
reserves.  1 have  it  in  mind  that  this  control  should 
extend  to  a limited  number  of  foodstuffs  and  raw 
materials,  the  demand  for  which  in  the  United 
Kingdom  is  met  very  largely  from  imports  and  of  which 
there  are  generally  substantial  stocks  held.  For  this 
reason,  and  because  such  commodities  tend  to  be 
fairly  homogeneous,  at  any  rate  compared  to  manu- 
factures, the  administrative  problems  of  this  type  of 
control  should  not  be  too  difficult,  nor  its  cost  in- 
supportable. 

14.  (4)  It  seems  clear  that  whatever  merit  may  lie  in  the 
measures  hitherto  considered  for  reducing  the  illi- 
quidiQ'  of  our  international  position,  and  thus  the 
vulnerability  of  our  internal  economy,  they  are 
essentially  of  a long-term  nature.  A gradual  return 
to  a more  liquid  position  is  all  that  they  can  offer. 
But  the  problem  is  urgent,  demanding  immediate 
action;  and  the  only  way  in  which  immediate  action 
can  be  taken  is  along  the  lines  of  the  fourth  set  of 
possible  measures  mentioned  above,  namely  by  re? 
stricting  access  to  the  gold  and  dollar  reserves.  This 
would  involve  the  following  sequence  of  actions : — 

(i)  we  would  cease  to  support  the  Transferable 
Sterling  rate  in  free  markets  abroad,  and  allow 
it  to  find  its  own  level; 

(ii)  we  should  require  payment  in  doUars  for  any 
goods  bought  in  United  Kingdom  commodity 
markets  by  non-residents  of  the  Sterling  Area  for 
which  United  Kingdom  merchants  have  had  to 
pay  dollars ; 

(ill)  having  carried  out  these  two  steps,  we  should  press 
for  the  reduction  of  the  proportion  of  the  monthly 
E.P.U.  settlement  that  must  be  made  in  gold.  To 
press  for  this  is  not  in  our  interest  untU  the  first 
two  steps  have  been  taken.  Until  then  we  need 
an  E.P.U.  that  is  as  hard  as  possible;  for  that 
means  that  when  members  of  E.P.U,  use  their 
sterlinjg  to  buy  dollars  in  New  York  or  com- 
modities in  London  that  have  cost  us  dollars,  the 
consequent  worsening  of  their  position  in  the 
E.P.U.  settlement  itself  will  bring  to  the  United 
Kingdom  (or  save  it  losing)  an  almost  equivalent 
sum  of  gold.  But  once  we  have  retreated  from 
de  facto  convertibility,  a softening  of  E.P.U. 
becomes  hi^y  desirable  as  another  means  of 
protecting  the  gold  and  dollar  reserves  from 
temporary  balance  of  payments  fluctuations, 
(iv)  When  these  three  steps  had  been  taken,  we  should 
be  in  a stron^r  position  to  persuade  the  Sterling 
Area  cotmtries  to  keep  their  own  calls  on  the 
gold  and  dollar  reserves  within  bounds.  I assume 
that  there  would  be  no  formal  restriction  of  their 
right  to  draw  on  the  reserves.  But  to  preach 
restraint  would  be  impossible  if  sterling  were  still 
convertible  de  facto  for  non-memb^  of  the 
Sterling  Area,  owing  to  support  of  the  Trans- 
ferable  rate,  and  difficult  if  it  were  still  75  per  cent, 
convertible  through  E.P.U.  It  would  be  hard  to 
justify  to  members  their  exclusion  from  facilities 
accorded  to  non-members. 

This  proposed  course  of  action  calls  for  a number  of  comments. 

15.  In  the  fint  place,  it  is  not  a retreat  to  bilateralism. 
Sterling  would  remain  freely  transferable  from  any  country 
outside  the  DoUar  Area  to  any  other  country  outside  the 
DoUar  Area.  It  would  be  more  accurate  to  describe  it  as  a 
retreat  from  multilateralism.  But  the  fact  that  sterling  will 
be  no  longer  freely  convertible  into  dollars  by  non-residents 
of  the  Sterling  Area  does  not  mean  that  it  will  never  be 
converted  into  dollars  by  them;  convertibility  will  be  adminis- 


trative rather  than  automatic.  And  the  free  markets  will 
still  be  there  for  those  who  are  so  anxious  to  rid  themselves  of 
sterling  that  they  will  do  so  at  a discount.  This  is  not  to  deny 
that  some  transactions  will  not  take  place  which  would  have 
taken  place  had  sterling  remained  freely  convertible.  It  is 
merely  to  warn  against  exaggerating  the  extent  of  the  retreat 
from  multilateralism. 

16.  In  the  second  place  we  have  to  deal  with  the  argument 
that  support  of  the  Transferable  rate  is  required  in  order  to 
stop  commodity-shunting.  This  argument  assumes  that  if 
there  is  an  excess  supply  of  Transferable  sterling  and  the  rate 
falls,  then  the  amount  of  dollars  that  will  be  lost  owing  to 
the  shunting  of  sterling  commodities  to  the  U.S.A.  will  be 
as  great  as  the  amount  of  dollars  that  the  Exchange  Equalisa- 
tion Account  would  have  to  take  from  the  reserves  for  the 
purpose  of  supporting  the  rate.  This  would  surely  be  so  only 
in  an  extreme  case.  Suppose  that  support  is  given  at 
$2-78  = £1 ; then  an  excess  supply  of  £x  million  Transferable 
sterling  will  cost  the  reserves  12-78  million.  If  on  the  other 
hand  the  rate  is  allowed  to  fall,  the  excess  supply  will  be 
mopped  up  in  the  following  ways: — 

(а)  by  residents  of  the  non-dollar  world  in  possession  of 
spendable  dollars  deciding  to  switdi  their  purchasing 
to  a source  of  supply  in  the  non-dollar  world  where 
payment  can  be  made  with  transferable  sterling; 

(б)  by  decisions  on  the  part  of  those  who  had  been  intend- 
ing to  sell  their  transferable  sterUng  to  await  the 
return  of  a higher  rate,  and  on  the  part  of  those  who 
had  been  intending  to  buy  to  take  advantage  of  a 
low  one; 

(c)  by  commodity-shunters,  who  can  use  sterling  in  their 
possession  to  buy  (for  example)  £1,000  worth  of  wool 
in  Australia,  which,  assuming  that  relative  wool  prices 
in  Australia  and  the  U.S.A.  reflect  the  official  rate  of 
exchange,  they  can  sell  for  $2,800  in  New  York.  If 
the  free  rate  in  New  York  has  fallen  below  the  official 
rate,  they  can  sell  the  $2,800  for  more  than  £1,000, 
and  their  efforts  to  do  so  will  help  to  mop  up  the 
excess  supply  of  sterling. 

Now  of  these  three  ways  in  which  the  excess  supply  of  sterling 
would  be  mopped  up,  it  is  only  (c)  that  involves  a loss  to  the 
reserves,  attributable  to  the  fact  that  wool  destined  for  the 
U.SA,.  is  sold  for  sterling  by  Australia.  The  argument  that 
to  allow  a fall  in  the  rate  will  lead  to  as  great  a loss  of  dollars 
as  the  loss  involved  in  supporting  the  rate  must  therefore 
show  that,  for  any  given  fall  of  the  rate,  the  response  of  the 
demand  for  sterling  under  (a)  and  (A)  is  negligible  compared 
to  the  response  under  (c).  It  would  plainly  be  unwise  to 
assume  that  this  is  the  case.  However,  it  is  argued  that  if 
the  rate  is  allowed  to  fall,  holders  of  sterling  will  expect  it 
to  fall  further  and  will  therefore  sell  sterling,  causing  a 
substantial  depreciation  of  the  free  rate.  There  is  no  part- 
icular reason  why  this  adverse  speculative  effect  should  be 
anticipated  rather  than  its  opposite,  (f>)  above.  If  the 
support  were  abandoned  in  a manner  suggesting  that  the 
authorities  were  no  longer  able  to  sustain  it,  this  might  be 
the  case;  it  would  be  unlikely  to  be  the  case  if  it  were 
abandoned  as  part  of  a programme  of  measures  directed 
towards  reducing  the  vulnerability  of  the  reserves  and  there- 
fore strengthening  the  position  of  sterling.  But  suppose 
that  the  speculative  effect  did  turn  out  to  be  adverse.  Why 
would  this  matter?  Presumably  because  the  fall  of  the  free 
rate  would  create  uncertainty  about  the  future  of  the  official 
rate,  and  set  up  speculative  effects  of  the  “ leads  and  lags  ” 
variety,  But  if  it  were  feared  that  the  official  rale  might  fall, 
this  fear  would  deter  commodity-shrmting.  Commodity- 
shunting depends  not  only  upon  the  difference  between  the 
free  and  the  official  rates  of  exchange,  but  also  upon  the 
doUar  and  sterling  quotations  of  the  price  of  the  commodity. 
The  commodity-shunter  who  is  thinking  of  selling  in  New 
York  wool  which  he  has  bought  in  Australia  for  £1,000 
depends  upon  the  dollar  quotation  in  New  York,  reflecting 
the  official  rather  than  the  free  rate  of  exchange.  (If  it 
reflects  the  free  rate,  he  can,  of  course,  mike  no  profit  at  all). 
A fall  in  the  official  rate  will  therefore  make  inroads  on  his 
profit,  except  in  the  very  unlikely  event  tiiat  he  is  expecting 
the  free  rate  also  to  fall  by  the  same  amount.  If  he  expects 
a fall  of  the  official  rate,  he  will  most  probably  be  expecting 
it  to  fall  towards  the  free  rate;  and  in  this  case  the  profit  is 
squeezed  from  commodity-shunting.  Thus  an  adverse 
speculative  effect  may  encourage  “ leads  and  lags  ” but  it 
will  discourage  commodity-shunting;  and  there  is  no  prima 
facie  reason  for  thinking  that  this  will  be  on  balance  a drain 
on  the  reserves. 


Pi 
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17.  The  third  comment  concerns  our  relations  with  the 
other  countries  of  E.P.U.  I have  suggested  that,  having 
withdrawn  support  for  the  transferable  rate  and  having 
stopped  the  drain  of  dollars  throu^  the  commodity  markets, 
we  should  then  press  for  a softening  of  E.P.U.  If  freer  trade 
within  Western  Europe  becomes  a fact,  its  success  in  reorganis- 
ing the  economy  of  Western  Europe  ^ong  the  lines  indicated 
by  comparative  advantages  must  depend  upon  short-term 
credit  being  freely  available,  by  use  of  which  temporary 
balance  of  payments  difficulties  can  be  overcome.  But 
apart  from  this  general  consideration,  it  must  surely  be  a 
condition  of  British  participation  in  any  European  Free 
Trade  arrangement  that  better  short-term  credit  facilities 
should  be  areated  than  are  now  available.  There  are  two 
reasons  for  saying  this.  First,  the  result  of  such  an  arrange- 
ment win  be  that  a greater  proportion  of  our  transactions 
will  take  place  with  other  Western  European  countries,  so 
that  the  probability  of  incurring  a temporary  deficit  of  any 
given  size  with  th^  countries  will  be  enlarge  and  with  it 
the  probable  fioctuations  of  our  gold  reserve.  Secondly, 
the  obligations  that  we  shall  enter  into  will  make  it  much 
more  difficult  to  defend  the  gold  reserves  by  maanc  of  quanti- 
tative restrictions,  because  these  will  no  longer  be  applicable 
to  Western  Europe,  an  area  from  which  we  derive  a quarter  of 
our  imports  and,  owing  to  the  heavy  gold  content  of  the 
E.P.U.  settlement,  can  save  a large  amount  of  gold  by 
restricting  them.  Thus  if  we  do  enter  into  an  arrangement 
for  European  Free  Trade,  we  shall  bwme  even  more  vul- 
nerable than  we  now  are  to  temporary  balance  of  payments 
fluctuations;  and  consequently  we  should  not  alter  the 
arrangement  untQ  somettdng  has  been  done  to  rectriy  this 
defect.^  Quite  apart,  however,  from  the  possibility  of 
European  Free  Trade,  it  is  desirable  to  introduce  greater 
flexibility  into  intra-European  payments  arrangements  and 
remove  from  them  the  constricting  effects  of  a heavy  gold 
content.  This  means  that  the  European  Monetary  Agree- 
ment should  be  kept  inoperative,  and  the  European  Payments 
Union  prolonged,  thou^  in  a softer  form.  E.P.U. 
the  valuable  principle  that  credit  facilities  should  be  automatic 
rather  than  conditional,  and  in  this  respect  also  it  is  superior 
to  E.M.A.  To  press  for  more  generous  short-term  credits  in 
intra-European  trade,  and  to  maintain  the  principle  that  they 
should  be  automatically  granted,  should  be  ffie  objects  of 
our  policy  in  negotiating  with  other  European  cotmtries. 
Yet  at  the  same  time,  to  allay  the  suspicion  that  we  were 
asking  for  the  means  to  “flnance  inflation,”  we  should  make 
U clear  that  we  are  prepared  to  pay  fuHy  and  unconditionally 
in  gold  for  any  long-term  deficit  that  we  incur.  It  should  be 
possible  to  design  a revised  form  of  European  clearing  agree- 
ment, under  which  the  size  of  gold  payments  by  members 
depends  upon  their  average  balance  of  payments  deficit, 
reckoned  over  at  least  the  last  year,  and  does  not  follow  the 
monthly  variations  about  that  average.  Our  purpose  should 
be  to  reduce  the  element  of  gold  in  the  settlement  of  the 
variations,  while  showing  ourselves  willing  to  accept  the 
obligation  to  pay  gold  in  respect  of  the  average,  and  to  an 
increasing  extent  ffie  more  persistent  it  is. 


18.  While  the  main  object  of  our  policy  should  be  to 
soften  E.P.U.,  it  would  also  improve  it  to  continue  the  trend 
towards  giving  it  a more  multilateral  character.  This  has 
been  begun  in  the  clearing  arrangements  between  some 
E.P.U.  countries,  Argentina  and  Brazil.  It  would  be  desirable 
to  extend  the  membership  of  such  arrangements,  so  that 
members  of  E.P.U.  can  settle  their  deficits  with  the  Union 
mulffiaterally  by  handing  in  surpluses  of  currency  earned 
outside.  Wffiat  this  must  not  be  allowed  to  involve,  however, 
is  an  extension  of  the  area  within  wludi  there  is  a heavy  gold 
content  in  the  settlement  of  short-term  deficits. 


19.  The  fourth  comment  that  I should  like  to  make  on 
the  sequence  of  actions  proposed  in  paragraph  14  for  reducing 
the  accessibility  of  the  reserves  to  sterling  creditors  concerns 
the  Sterling  Area  itself.  At  present  the  existence  of  a Sterling 
Axea  is  more  potential  than  real  The  return  to  converti- 
bility has  generalised,  and  thus  abolished,  the  privileges  in 
the  use  of  sterling  whidi  formerly  distinguished  tiie  members 
of  the  Sterling  Area  from  the  non-members;  and  since  a 
concession  has  thus  been  made  to  the  non-members,  it  is 


1 Although  not  strictly  TeUvaot  to  the  Issue.  I should  like  to  make  two  things 
deer.  First,  I am  in  favour  of  European  Free  Trade  on  grounds  of  the  likely 
loag-term  gains  to  be  had  iVom  it,  although  I think  at  the  same  time  that  they 
could  be  swamped  by  the  disadvantages  of  greater  shon-temi  vulnerability. 
Secondly,  it  is  clear  that  the  weakness  of  the  United  Kingdom’s  bargaining 
position  is  such  that  she  could  only  make  a condition  of  entry  if  at  the  same  time 
she  could  offer  some  concession.  This  I would  be  prepared  to  do  by  offering  to 
reftain  from  requiring  a margin  of  Imperial  preference  for  our  exports  in  Common- 


difficult  to  persuade  the  members  to  hold  their  hands  from 
the  dollar  pool.  But  although  the  substance  of  a Sterling 
Area  h^  gone,  the  shadow  remains.  It  is  that  of  a group  of 
countries  whose  interests  are  such  that  they  could  be 
persuaded  to  co-operate  in  limiting  their  drawings  on  the 
reserves  at  times  of  crisis,  rather  than  see  this  met  by  a defla- 
tionary policy  in  the  United  Kingdom  or  by  a devaluation  of 
sterling.  Devaluation  they  will  obviously  wish  to  be  avoided, 
since  they  are  themselves  the  main  holders  of  sterling  and  it 
is  for  many  of  them  their  only  form  of  international  liquidity. 
In  the  long  run  they  may  be  able  to  change  this  by  diversifying 
their  reserves;  but  it  will  be  many  years  before  ffiey  can 
possibly  cease  to  have  an  interest  in  the  value  of  sterling.  It 
is  true  that  they  might  be  attracted  by  the  possibility  of  a 
general  devaluation  of  sterling  currencies  at  a time  of  falling 
commodity  prices  as  a method  of  maintaining  internal  money 
incomes;  but  some  support  for  income  levels  would  result 
if  they  decided  instead  to  discriminate  in  favour  of  each 
other,  and  tlmt  without  paying  the  cost  of  a decline  in  the 
value  of  their  sterling  holdings.  Deflation  by  the  United 
Kingdom  is  another  policy  which  the  Sterling  Area  countries 
have  particular  cause  to  fear,  for  a number  of  reasons.  The 
first  is  its  impact  upon  commodity  prices,  upon  which  their 
national  incomes  axe  abnormally  dependent.  The  second  is 
their  dependence  on  the  United  Kingdom  as  a market.  The 
third  is  their  dependence  upon  the  United  Kingdom  as  a 
source  of  capital,  which  a deflationary  policy  relying  heavily 
on  the  restriction  of  credit  must  either  dry  up  or  make 
extremely  expensive.  It  is  tme  that  these  reasons  to  fear 
deflation  in  the  United  Kingdom  do  not  apply  with  equal 
force  to  all  of  the  Sterling  Area  countries,  so  that  if  we  were 
to  attempt  to  recreate  a tight  organisation  of  countries  acting 
together  to  restrain  their  drawings  on  the  reserves  and  to 
discriminate  in  favour  of  each  other,  we  should  find  some 
more  willing  to  follow  than  others.  It  is  also  tme  that  the 
reasons  suggested  may  become  less  cogent  in  time,  as  Sterling 
countries  reduce  their  dependence  on  commodity  production 
or  on  the  United  Kingdom  as  a market.  But  over  the  next 
decade  at  least  we  have  in  the  Sterling  Area  a group  of 
countries  whom  it  would  be  practical  politics  (at  Irast  from 
a consideration  of  their  economic  interests)  to  cajole  into 
co-operating  in  defence  of  the  reserves  in  times  of  crisis  by 
agreeing  to  undertake  the  necessary  temporary  restraint  in 
their  drawings  on  them,  replacing  those  purchases  which 
they  would  have  made  outside  the  Sterling  Area,  and  which 
they  cannot  postpone,  by  substitutes  from  within  the  Sterling 
Area. 


20.  To  say  this  is  not  to  suggest  that  we  should  necessarily 
mobilise  the  Sterling  Area  countries  for  discriminatory  action 
at  a time  of  pressure  on  the  reserves.  We  should  ffist  ensure 
that  the  susceptibility  of  the  reserves  to  pressure  is  diminished 
by  suspending  the  ^ facto  convertibility  that  follows  from 
support  of  the  transferable  rate  and  from  the  availability  of 
sterling  commodity  markets,  and  by  pressing  for  a softening 
of  the  European  Payments  Union.  But  it  is  doubtfiil  whether 
this  would  be  enough  in  itself  to  achieve  a significant  increase 
in  our  power  to  absorb  temporary  fluctuations  in  the 
balance  of  payments.  The  next  stage  would  be  to  get  agree- 
ment among  the  Sterling  Area  countries  to  restrict  imports 
from  outside  the  Sterling  Area  and  Western  Europe.  To 
exclude  the  latter  from  the  impact  of  the  restrictions  would  be 
desirable  in  view  of  our  existing  undmTal^gs  with  regard  to 
the  liberalisation  of  trade  and  will  become  obligatory  if  an 
arrangement  for  European  Free  Trade  is  concluded.  But 
because  the  exclusion  would  greatly  reduce  the  effectiveness 
of  the  restrictions  in  safeguarding  the  reserves,  unless  a 
substantial  softening  of  E.P.U.  had  already  b«n  achieved  it 
would  be  dangerous  to  enter,  before  having  achieved  it,  into 
irreversible  commitments  to  refrain  from  die  temporary  use 
of  quantitative  restrictions  on  European  goods.  The  only 
circumstance  in  which  we  could  conceive  of  doing  this 
without  a softening  of  E.P.U.  is  that  in  which  the  E.P.U. 
countries  agree  to  join  the  Sterling  Area  countries  in  restrict- 
ing imports  from  outside  their  combined  area.  For  then  we 
need  have  less  fear  that  the  process  of  substitution  towards  ffie 
unrestricted  sources  of  supply  will  result  in  a worsening  of 
the  Sterling  Area  balance  wiffi  E.P.U.  and  heavier  losses  of 
gold  in  that  direction.  But  while  we  need  have  less  fear  tbar 
matters  will  get  worse,  we  should  also  be  failing  to  take 
advantage  of  one  means  of  making  them  better.  Conse- 
quently, unless  E.P.U.  can  be  made  substantially  softer  on 
temporary  fluctuations  in  the  balance  of  payments,  we  must 
be  prepared  to  go  to  the  final  stage  of  full  discrimination,  in 
which  the  Sterling  Area  countries  combine  to  restrict  expendi- 
ture anywhere  outside  the  Area  itself. 
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21.  Two  final  points,  however,  need  to  be  made  about  the 
use  of  the  Sterling  Area  as  a discriminatory  club.  The  fct 
is  that  what  I envisage  is  the  temporary  use  of  discrimination 
as  a weapon  to  protect  the  internal  economy,  inadequately 
protected  by  its  reserves,  against  temporary  fluctuations  in 
its  balance  of  payments.  Used  thus  temporarily  from  time 
to  time,  discrimination  should  not  very  SCTioudy  dero^te 
from  the  principle  of  international  specialisation  acwrding 
to  the  pattern  of  comparative  advantages.  Indeed,  it  is  com- 
patible with  a secular  reduction  of  the  bairiCTS  to  inter- 
national specialisation  along  these  lines  (such  as  Imperial 
Preference),  an  objective  with  which  I have  much  sympathy. 
The  second  point  is  that  we  should  not  be  wise  to  regard  the 
use  of  the  Sterling  Area  as  a discriminatory  club  as  a 
permanent  possibility.  Its  cohesion  depends  upon  factors 
that  may  wdl  change  over  the  years.  It  may  be  weakened 
by  reduced  dependence  of  the  members  on  the  United 
Kingflom  as  a market  and  as  a source  of  capital,  by  redu«d 
vulnerability  of  their  national  incomes  to  falling  commodi^ 
prices  as  ttey  diversfly  their  economies,  and  by  reduced 
reliance  on  sterling  as  an  intemation^  reserve.  Thus 
our  strategy  should  be  to  exploit  the  possibilities  of  the 
Sterling  Area  as  a disoiminato^  club,  including  the  E.P.U. 
cotintries  in  the  area  discriminated  against  or  excluding 
tbffTTi  from  it  according  to  the  extent  to  which  we  faO  or 
succeed  in  softening  E.P.U.  itself,  as  the  only  policy  that 
offers  any  immediate  hope  of  leducmg  our  viflnerability  to 
temporary  balance  of  payments  fluctuations.  But  at  the 
same  time  we  should  aware  that  this  is  a policy  whose 
effective  term  may  be  limited  by  Actors  beyond  our  control, 
and  consequently  should  set  in  train  measures  which  will 
reduce  our  vulnerability  in  the  longer  tram.  In  this  category 
I should  place  the  following:— 

(I)  the  gradual  funding  of  sterling  balances  as  favourable 
market  conditions  present  themselves ; 


(2)  the  gradual  accumulation  in  the  hands  of  the  govern- 
ment, through  the  settlement  of  death  duties  and 
through  judicious  departmental  purchases,  of  a stock 
of  United  Kingdom  owned  dollar  securities,  to  be 
sold  as  favourable  market  opportunities  present 
themselves  for  the  purpose  of  augmenting  the  reserves; 

(3)  as  a corollary  of  (2),  a closer  scrutiny  of  United 
Kingdom  investment  in  dollar  and  other  hard  currency 
securities,  together  with  pressure  on  other  Sterling 
Area  countries  to  do  the  same; 

(4)  the  negotiation  of  an  agreed  time-table  of  with- 
drawals of  sterling  balances,  in  cases  where  it  seems 
probable  that  these  will  be  required  by  their  holders 
for  the  financing  of  capital  development  programmes. 

At  the  same  time  we  should  explore  the  possibility  of 
augmenting  the  reserves  with  a German  or  an  American 
loan,  ii<»iTiE  the  reduction  of  Imperial  Preference  on  British 
exports  as  a bargaining  counter.  Finally,  we  should  not 
abandon  hope  of  an  increase  of  the  price  of  gold  or  of  inter- 
national measures  for  the  stabilisation  of  commodity  prices. 
But  while  we  plan  our  long-term  policy,  we  should  not- 
attempt  to  rely  upon  that  alone.  The  disadvantaps  and 
dangers  of  a vulnerable  economy  are  urgent,  immediate  and 
intolerable.  They  must  be  diminished  by  action  now,  of 
which  the  measures  outlined  in  paragraph  14  are  the  only' 
available  means,  if  we  are  to  resume  the  uninterrupted 
growth  of  our  national  wealth  upon  which  our  position  in 
the  world  depends. 


Worcester  College, 
Oxford 

25 th  May,  1958 
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37.  Memorandum  of  Evidence 
submitted  by  Mr.  John  Spraos* 


The  case  for  pegging  forward  sterling 
as  a defence  against  speculative  attack 


Articles  by  Mr.  Spraos  stating  this  case  were  published  in 
The  Banker,  Vol.  CVIII,  No.  387,  pages  225  to  228,  and  the 
Economic  Journal,  March,  1959.  His  memorandum  of 
evidence  is  not  therefore  reprinted  in  this  record  of  evidence. 


■Of  the  Depaitneat  of  Political  £coooioy,  Univenily  CoU^,  London. 
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38.  MEMORANDUM  OF  EVIDENCE 
Monetary  Poucy 

{This  memorandum  is  concerned  only  with  internal  monetary 
management.  The  word  “ money  " is  used  to  mean  currency 
and  bank  deposits). 

1.  For  the  nations  which  signed  the  Bretton  Woods  Final 
Act  the  period  since  the  war  has  been  one  of  financial 
experiment — experiment  based  on  fixed  exchange  rates 
externally  and  complete  internal  freedom.  Until  1951  there 
was  a very  general  tendency  to  rely  on  ad  hoc  controls  to 
preserve  monetary  stability;  the  change  to  techniques  of 
monetary  management  was,  as  the  twenty  second  report  of 
the  Bank  for  International  Settlements  said,  not  " prompted 
fay  theoretic^  or  academic  considerations,  but  by  the  growing 
evidence  that  the  war-time  methods  of  control  . . . 
have  failed  in  the  face  of  peace-time  conditions,  to  stop  the 
rise  in  prices  and  put  right  the  balance  of  payments 

2.  But  the  results  achieved  by  monetary  controls  have 
not  been  sufficiently  satisfactory  in  this  country,  among 
others,  to  avoid  the  necessity  for  a reappraisement.  Certain 
basic  political  considerations  are  involved.  The  techniques 
of  monetary  management  with  which  we  are  familiar  were 
in  their  inception  designed  to  preserve  certain  characteristics 
which  it  was  generally  agreed  that  money  should  possess. 
Over  the  years  views  have  changed,  and  alffiou^  the  change 
has  not  yet  crystallized,  there  is  no  question  as  to  its  nature. 

3.  For  seventy  years  prior  to  1914  the  Bank  of  Englaiid 
was  dealing  in  the  last  resort  both  at  home  and  abroad  in 
something  of  real  value— that  is,  something  to  which  people 
all  over  the  world  voluntarily  attributed  {and  attribute),  real 
value — gold.  Money  was  then  a natural  measure  of  value 
and  a store  of  value  over  a reasonable  period  of  time,  and 
obligations  expressed  in  terms  of  money  acquired  similar 
stable  characteristics.  Money  was  " managed  ” then  in  as 
full  a sense  of  the  word  as  it  is  today,  but  in  those  days 
Parliament  considered  the  maintenance  of  the  purchasing 
power  of  money  in  terms  of  gold  to  be  an  absolute  priority 
no  matter  what  the  state  of  trade  or  industry,  or  which 
political  party  was  in  power,  and  techniques  of  monetary 
management  were  developed  to  achieve  this  end. 

4.  While  it  is  still  felt  to  be  desirable  that  the  cost  of 
living  should  remain  stable  the  maintenance  of  the  purchasing 
power  of  money  by  any  standard  is  no  longer  an  absolute 
priority.  Internally  bank  notes  have  taken  the  place  of  gold, 
and  we  are  using  as  a basis  for  our  monetap'  system  some- 
thing that  is  intrinsically  valueless  because  it  costs  little  to 
produce  and  is  potentially  in  unlimited  supply.  In  these 
circumstances  its  efficacy  as  a measure  and  a store  of  value 
must  depend  upon  the  mdntenance  of  the  ratio  between 
effective  purchasing  power  and  the  goods  available  for 
purchase.  Government  can  encourage  or  discourage  working 
and  saving,  but  the  only  factor  in  the  “ money-goods  ” 
equation  that  is  actually  imder  control — ^fortunately,  it  is  a 
major  factor  and  apt  to  be  the  most  variable — ^is  the  volume 
of  money.  But  there  is  no  longer  any  standard  to  which 
this  is  automatical^  related.  Parliament  has  put  nothing 
in  the  place  of  gold. 

5.  Not  unnaturally  methods  of  controlling  the  volume 

of  mon^  which  were  developed  prior  to  1914,  when  in  the 
last  resort  the  Bank  of  England  had  to  hand  gold  over  the 
counter,  are  unsuitable  and  largely  ineffective  now  that  its 
only  obligation  is  to  change  a one  pound  note  into  two  ten 
shilling  notes.  The  liquidity  ratios  of  the  joint  stock  banks 
and  the  methods  by  which  they  were  maintained  are  irrelevant 
to  present  conditions,  nor  would  there  seem  to  be  any  good 
reason  why  government  should  pay  the  banks  and  discount 
houses  three,  four  or  five  per  cent,  for  the  privilege  of  creating 
its  own  money.  Movements  of  Bank  Rate  today  have  every 
appearance  of  experiments  in  sympathetic  magic;  since  it 
has  ceased  to  be  primarily  an  almost  automatic  function  of 
variations  in  the  volume  of  money  it  has  lost  much  of  its 
value  as  a cause  of  further  variations.  These,  and  many 
others,  are  ail  matters  which  concern  the  relationship  between 
the  Bank  of  England  on  the  one  hand  and  the  joint  stock 
banks  and  the  money  market  on  the  other.  They  merit 
reconsideration,  and  as  the  bank  note  is  now  our  only 
standard  of  value — such  as  it  is — ^it  seem  logical  that 

the  credit  structure  should  be  directly  related  to  the  note 
issue,  as  everything,  apart  from  the  statutory  fiduciary  issue 
formerly  was  to  gold. 

6.  But  it  is  the  relationship  between  the  Bank  of  England 
and  the  Treasury  that  is  the  heart  of  the  matter.  If  we  ate 
to  have  reasonable  stability  in  the  purchasing  power  of  money 
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it  is  essential  that  its  management  should  be  in  the  hands  of 
men  who  are  charged  with  the  duty  and  responsibility  of 
keeping  as  far  as  may  be  a constant  ratio  between  eff^vc 
purchasing  power  and  the  goods  to  be  purchased.  It  is  the 
major  weakness  in  our  economy  that  this  is  not  so  today. 
Not  only  is  money  intrinsically  valueless  and  potentially 
in  unhmited  supply,  but  the  Bank  of  England  Act  of  1946 
and  subsequent  legislation  has  handed  over  the  control  of 
money  wiffiout  condition,  limitation  or  even  an  expression 
of  view  as  to  the  objective  to  be  achieved  to  the  Treasury. 

7.  It  is  not  suggested  that  the  Treasury  could  not  disch^^ 
this  function  satisfactorily  if  that  were  its  brief.  But  it  is 
not.  The  Treasup-  is  an  executive  department  of  State,  and 
its  primary  duty  is  to  give  effect  to  political  decisions.  It  is 
not  suggested  that  any  machinery  could  or  should  render 
ineffective  the  will  of  a parliamentary  majority.  But  the 
maintenance  of  the  purchasing  power  of  money,  which 
should  be  a primary  objective  of  the  monetary  authority,  is 
not  in  all  circumstances  a primary  objective  of  government. 
If  the  actual  result  of  measures  passed  by  Parliament  is  to 
induce  an  inflationary  increase  in  the  volume  of  money,  not 
only  the  measures,  but  the  increase  in  the  volume  of  money 
itself  should  be  voted  by  Parliament.  The  machinery  should 
be  such  that  iiffiation  is  not  secret  and  automatic  but  involves 
the  maximum  amount  of  publicity. 

8.  The  habit  of  budgetting  in  terms  of  man-power  and 
materials,  creating  money  as  seems  necessary  as  one  goes 
along,  has  been  carried  over  from  war  into  peace.  When  it 
is  not  financed  by  loans  from  abroad,  selling  foreign  ^sets, 
currencies  or  gold,  it  is  financed  by  an  excessive  creation  of 
Treasury  Bills.  The  result  is  a debasement  of  money,  rising 
prices  and  over-full  employment,  followed  by  excessive  wage 
demands  which  are  granted  because  the  employer  is  more 
afraid  of  losing  his  labour  than  losing  his  market.  Finally 
the  Treasury  orders  the  Bank  to  print  the  notes  to  pay  the 
wages  and  what  has  now  become  an  annual  cycle  is  complete. 
Since  1938  Treasury  Bills  have  increased  five  times,  notes 
more  than  four  times,  production  by,  perhaps,  fifty  per  cent. 

9.  This  type  of  inflation  is,  in  effect,  a tax  on  holding 
money  or  obligations  expressed  in  terms  of  money.  It  is  the 
balancing  item  in  the  national  accounts  and  is  so  regarded  by 
the  Treasury.  It  is  neither  customary  nor  necessary  to 
budget  for  a specific  amount  of  inflation,  but  in  1951  govern- 
ment did  budget  for  an  unspecified  amount.  At  this  time  the 
Economic  Survey  was  still  in  the  habit  of  trying  to  forecast 
the  future  in  some  detail  (it  was  the  last  attempt),  and  the 
Survey  published  in  1951  (Cmd.  8195),  had  this  to  say  on 
prospective  sources  of  government  finance  for  the  year 
1951 — 52:  “ The  final  item  of  personal  savings  is  a balancing 
item  and  shows  what  is  needed  if  we  are  to  avoid  inflation. 
But  when  prices  are  rising  and  there  is  pressure  on  the  cost 
of  living,  it  seems  much  more  probable  that  personal  savings 
will  fall  than  that  they  will  show  an  increase  of  over 
£100  million,  Further,  the  calculation  is  in  calendar  years 
and  understates  the  fiscal  problem.”  (Page  44,  para.  127). 

10.  One  cannot  help  feeling  that  most  politicians  and 
many  economists  have  resigned  themselves  to  a rate  of 
inflation  wffich  wUl  quadruple  the  cost  of  living  in  a normal 
working  life.  One  must  assume  this  because  the  counter- 
measures they  advocate  are  not  calculated  to  reduce  the 
inflation  to  within  tolerable  limits,  but  only  to  deal  with  its 
effects.  Some,  such  as  controls  ovct  imports,  allocation  and 
rationing,  aim  to  suppress  a particular  effect  of  inflation; 
others — limitation  of  dividends,  a national  wages  policy, 
taxation  of  capital  gains  or  of  spending  instead  of  income, 
are  designed  to  prevent  sections  of  the  population  from 
contracting  out  of  the  inflationary  tax — for  it  is  a tax  and  has 
to  be  paid,  if  not  on  current,  than  on  capital  account.  Others 
again,  such  as  pensions  designed  to  keep  pace  with  inflation 
even  after  the  pensioner  has  started  to  draw  his  pension,  are 
calculated  to  enable  low  income  groups  to  contract  out  since 
that  is  the  only  way  they  can  live  at  all. 

11.  These  specifics  do  not  reduce  the  inflation  itself,  they 
tend  to  create  more  problems  than  they  solve,  and  they  are 
only  effective  on  a short  view,  In  Holland  theoretically 
absolute  control  over  wages  and  salaries  by  an  economic 
dictatorship  has  failed  in  the  end  to  keep  prices  stable. 
When  too  much  money  is  chasing  too  few  goods  it  is  the 
volume  of  money  that  must  be  controlled  because  it  is  the 
only  factor  that  can  be  controlled.  And  the  plain  fact  is 
that  neither  workers,  employers  nor  speculators  create 
mon^;  it  is  crated  by  the  Bank  of  England  to  Treasury 
order. 
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12.  One  must  assume  that  neither  of  the  two  political 
partiw  which  rule  the  country  would  wish  to  compete  in 
debasing  the  country’s  money.  In  the  next  few  years  we  face 
the  probable  break-up  of  the  Sterling  Area;  if,  in  addition, 
we  find  ourselves  unable  to  compete  in  a European  Common 
Market  the  outlook  will  be  bleak.  It  is  the  connexion 
between  an  easy  monetary  policy  and  “ full  employment  ” 
that  causes  government  to  hesitate  to  supress  inflation  with 
a fimier  hand.  It  seems  likely  that  the  strength  of  this  con- 
nexion is  over-estimated.  Throughout  most  of  the  decade 
before  the  war  money  was  cheap  and  plentiful;  it  was  the 
potential  borrower  who  lacked  confidence.  Today,  two  of 
the  major  influences  making  for  “ full  employment  ” are  the 
increase  that  has  taken  place  in  the  proportion  of  the  national 
income  in  the  hands  of  the  lower  income  groups  who  are 
naturally  predominantly  spenders,  and  the  vast  control  over 
capital  expenditure  now  exercised  by  the  State. 

13.  There  is  no  theoretical  reason  why  “ full  employment  ” 
should  necessitate  inflation.  The  White  Paper  on  J^ploy- 
ment  Policy  pub^hed  in  May  1944  (Cmd.  6527),  did  not 
budget  for  inflation.  It  did  not  even  budget  for  deficit 
financing.  (“  None  of  the  main  proposals  contained  in  this 
paper  involves  deliberate  planning  for  a deficit  in  the  National 
Budget  in  years  of  sub  normal  trade  activity  ” — page  24, 
para.  74).  It  did  caution  employers  and  employed  that,  “ If 
we  are  to  operate  with  success  a policy  for  maintaining  a 
high  and  stable  level  of  employment  ” there  would  have  to 
be,  “ moderation  in  wage  matters”  (page  18,  para.  49).  It 
did  not  apparently,  occur  to  the  author  that  when  wage 
increases  outstripped  increases  in  productivity  government 
would  consent  to  create  the  inflation  to  maintain  full  employ- 
ment, much  less  that  government  would  continue,  in  peace 
as  in  war,  to  inflate  to  cover  its  own  expenditure. 

14.  In  his  Budget  speech  of  I7th  April,  1956,  Mr.  Harold 
Macmillan  showed  himself  to  be  well  aware  of  the  fact  that 
unless  government  spending  and  the  capital  expenditure  of  the 
nationalised  industries  was  covered  by  taxation  and  funded 
debt  the  effect  would  be  inflationary.  He  said;  “ Naturally 
my  purpose  _ will  be  that  this  sum  for  the  nationalised 
industries,  with  other  borrowing  by  the  government,  will  be 
successfully  absorbed  by  the  public  during  the  year — that  is, 
drawn  from  real  savings  and  not  depend  on  inflationary 
finance”.  (Hansard  Vo.  551,  No.  132,  Col.  865).  But 
Mr.  Peter  Thomeycroft  in  his  Budget  speech  of  9th  April, 
1957,  had  to  confess  to  a deficit  on  1956 — 57  account  of 
£331  million  which  in  fact  had  not  been  covered  by  internal 
borrowing  of  any  kind  whatever.  This  was  none  the  less 
inflationary,  but  it  gave  rise  to  no  comment  at  all  in  the 
House  of  Commons.  (Hansard  Vol.  568,  No.  88,  Cols. 
974/5  et  seq.).  The  counterpart  to  the  government’s 
inflationary  finance  was  given  in  the  Treasury’s  Bulletin  for 
Industry,  3I_st  May,  1957,  which  pointed  out  that  during 
1956  the  price  of  aU  goods  and  services  produced  in  the 
United  Kingdom  increased  by  4 per  cent.,  that  this  was  almost 
wholly  the  result  of  increas^  home  costs,  90  per  cent,  of 
which  was  due  to  increases  in  wages  and  salaries.  And  this 
was  a ye^  in  which  every  effort  was  being  made  to  hold 
inflation  in  check — every  effort  that,  one  fears,  is  likely  to 
be  made  under  the  present  system  of  monetary  management. 

15.  Yet  there  is  evidence  to  suggest  that  a reasonable 
degree  of  stability — an  inflation,  say,  of  not  more  than 
1 per  cent,  per  annum — is  compatible  with  a high  and  stable 
level  of  employment.  After  the  collapse  of  the  Korean 
boom  until  the  end  of  1955  the  cost  of  living  in  the  United 
States  rose  about  4 per  cent,  compared  with  a rise  of  over 
20  per  cent,  in  this  country,  ^en,  in  1956,  the  cost  of 
living  in  the  United  States  rose  3 per  cent,  it  was  considered 
to  be  a serious  inflation;  a similar  rise  in  this  country  during 
the  same  year  was  the  result  not  the  cause  of  a strong 
deflationary  effort. 

l_6.  It  is,  of  course,  true  that  the  Trades  Unions  in  the 
United  States  are  interested  in  increasing  productivity  and 
profits  whereas  here  they  are  not,  and  that  file  percentage  of 
unemployment  is  more  variable  and,  on  average,  higher 
there.  It  is  also  true  that  during  this  period  (since  March, 
1951),  the  Board  of  Governors  of  the  Federal  Reserve 
System  has  been  permitted  a voice  in  the  management  of 
money,  even  when  it  has  disagreed  with  the  United  States 
Treasury.  Even  during  the  inflation  of  1956  representatives 
of  the  political  party  in  power  disagreed  with  the  dear  money 
policy  of  the  Federal  Reserve  Board — to  them  the  November 
elections  naturally  seemed  more  important  than  the  control 
of  inflation— but  government  did  not  interfere.  Ei  Germany 


about  the  same  time,  Dr.  Adenauer  attacked  the  dear  money 
policy  of  the  Bank  Deutscher  Laender,  but  he  refrained  from 
taking  the  delaying  action  that  was  within  his  power.  Tech- 
niques at  the  disposal  of  the  Bank  of  England  are  different 
and,  perhaps,  less  effective,  and  the  view  of  the  Court  of 
Directors  is  unknown  outside  that  body.  It  is  known  that, 
unlike  the  Federal  Reserve  Board  and  the  Bank  Deutscher 
Laender,  it  has  no  power  to  give  effect  to  its  views  if  they  are 
politically  unacceptable. 

17.  It  is  probably  impossible  to  construct  a system  of 
monetary  management  which  would  have  the  virtues  of  the 
gold  standard  without  its  rigidity,  but  the  evidence  suggests 
that  it  is  possible  to  do  much  better  than  we  have  done 
since  1946.  Our  system,  if  one  can  call  it  a system,  is,  for  a 
democracy,  about  the  worst  that  man  could  devise,  and 
would  have  led  to  much  greater  evils  if  it  had  not  been 
administered  by  men  who  were  brought  up  in  an  economic 
and  moral  climate  veiy  different  from  that  which  is  being 
created  today.  In  his  Stamp  Memorial  Lecture  (1955), 
Sir  Theodore  Gregory  gave  two  reasons  why  a central  bank 
should  have  some  degree  of  authority:  “One  is  the  sheer, 
physical  impossibility,  as  it  seems  to  me,  for  one  and  the 
same  person  to  manage  both  the  monetary  affairs  of  the 
country,  in  the  broad  sense  of  the  word,  and  the  budgetary 
affairs  of  the  country  at  the  same  time.  Any  attempt  to  do  so 
would  result  either  in  physical  breakdown  or  in  a delegation 
of  authority  which  in  fact  would  mean  the  reappearance  of 
a monetary  manager  in  another  guise.  Secondly,  such  a 
concentration  of  power  in  the  hands  of  an  individual,  the 
nominee,  under  democratic  conditions,  of  a political  party, 
would  be,  and  would  be  felt  to  be,  intolerable (7^e 
Present  Position  of  Central  Banks,  page  16). 

18.  The  truth  of  the  first  part  of  this  paragraph  was 
tacitly  acknowledged  by  Mr.  Harold  Macnuilan  when,  in 
1956,  he  split  the  office  of  Permanent  Secretary  to  the 
Treasury  into  two  separate  offices,  and,  whatever  the  practice 
of  any  individual  Chancellor  may  be,  the  second  part  of  the 
paragraph  describes  the  legal  position  in  this  country  today. 
It  is  not  only  the  concentration  of  power,  it  is  the  vesting  in 
the  executive  a function  which  by  its  very  nature  it  is  unfitted 
to  discharge  that  is  objectionable.  For  there  is,  or  should 
be  a certain  analogy  between  the  administration  of  mon^ 
and  the  administration  of  law;  neither  is  fitted  to  be  the 
plaything  of  party  politics.  Coupled  with  the  continued 
growth  of  patronage  in  the  hands  of  the  State  the  present 
position  cannot  be  viewed  with  equanimity  by  anyone  who 
does  not  believe  that  a democratically  elected  government 
can  do  no  wrong.  In  its  totally  unrestricted  operation  it  is 
a form  of  legislation  by  Order  for  which  there  is  no  adminis- 
trative excuse. 

19.  Unless  the  management  of  money  can  be  taken  out 
of  politics  we  must  look  forward  to  a degree  of  inflation 
which  may  prove  both  financiaUy  and  morally  disastrous. 
For  inflation,  as  Mr.  Humphrey,  the  late  Secretary  to  the 
United  States  Treasury,  said,  is  the  “ cruellest  form  of 
theft,"  and  there  is  only  one  answer  to  the  question,  “Who 
is  the  thief  ? ” If  it  is  to  be  stopped  one  must  assume  that 
the  two  major  political  parties  can  reach  a basis  of  agreement. 
The  points  on  which  they  must  be  able  to  agree  are: 

(1)  That  reasonable  stability  in  the  cost  of  living  is 
desirable  and  that  it  is  compatible  with  that  “ high 
and  stable  level  of  employment  ” which  both  have 
agreed  to  accept  as  “ one  of  their  primary  aims  and 
responsibilities.”  (Cmd.  6527,  Foreword). 

(2)  That  consequently  the  reduction  of  inflation  to  negligible 
proportions  can  be  adopted  as  an  absolute  priority  in 
normal  times. 

(3)  That  if  in  any  circumstances  goverrunent  should 
consider  inflation  to  be  the  lesser  of  two  evils,  the 
inflation  should  be  explidtiy  voted  by  Parliament 
which,  at  the  same  time,  should  take  steps  to  prevent 
sections  of  the  community  from  contracting  out. 
(Temporary  limitation  by  law  of  wages,  salaries, 
dividends,  etc.). 

(4)  That  in  times  of  “ full  employment  ” gevenunent 
should  make  an  inviolable  practice  of  covering  its 
expenditure  and  the  borrowing  of  the  nationalised 
industries  by  taxation  and  funded  debt  year  by  year, 
and  that  figures  should  be  &ven  to  show  what  pro- 
portion (net)  of  the  debt  passes  into  the  hands  of  the 
public,  and  what  is  held  by  government  departments. 
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(5)  That  if  advantage  is  taken  of  “ full  employment  ” to 
grant  wage  and  salary  increases  that  outstrip  increases 
in  productivity  the  natural  correctives  of  unemploy- 
ment and  ban^ptcies  should  be  permitted  to  operate. 
If  government  does  not  inflate  there  will  be  no  exces- 
sive profits  and  dividends. 

20.  On  the  basis  of  agreement  on  these  points  it  is 
suggested : 

(1)  That  every  year  as  part  of  the  budget  Parliament  shall 
fix,  directly  or  indmectly,  the  permissable  increase  in 
the  volume  of  money  for  the  ensuring  twelve  months. 
Tills  ceiling  figure  will  represent  what  is  calculated  to 
be  necessary,  disregarding  other  variables,  to  finance 
the  anticipated  increase  in  production  in  terms  of 
constant  prices.  This  shall  only  be  altered  by  Parlia- 
ment. 

(2)  Within  this  ceiling  the  Court  of  Directors  of  the  Bank 
of  England  will  be  charged  with  the  duty  of  main- 
taining price  stability  within  the  limits  set  by  world 
prices  and  variations  in  internal  taxation,  and  to  that 
end  will  have  statutory  powers  which  cannot  be 
overriden  by  Treasury  order  or  direction. 

(3)  The  nature  of  the  office  of  Director  of  the  Bank  of 
England,  its  duration  and  remuneration,  should  be 
considered. 


(4)  Consideration  should  be  given  m the  relationship 
between  the  Exchange  Equilisation  Fund  and  the 
internal  economy. 

21.  In  view  of  the  fact  that  the  Bank  of  England  and  the 
Treasury  have  to  work  very  closely  together  and  that  the 
external  management  of  Sterling  has  also  to  be  considered 
it  will  doubtlras  prove  difficult  to  embody  these  points  in 
legislation.  There  will  be  those  who  will  argue  that  if  the 
politicians  are  agreed  not  to  inflate  the  present  machinery 
is  adequate.  The  writer  of  this  memorandum  is  not  com- 
petent to  express  an  opinion  on  the  administrative  and  legal 
difficulties,  but  they  are  obviously  not  insupCTable.  As  to 
the  political  question,  the  nation  must  build  its  life  on  the 
area  of  agreement  between  the  two  major  political  parties, 
and  where  there  is  agreement  on  principle  in  any  matter  it  is 
much  better  taken  out  of  politics  ^together.  This  is  the 
basis  of  our  legal  administration;  it  is  also  the  principle  on 
which  the  nationalised  industries  were  founded. 


Bank  House, 
Baildon  Green, 
Shipley,  Yorkshire 
m June,  1957 


39.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY  MR.  G.  F.  M.  P.  THOMPSON* 


Inflation  and  The  Banking  System 

I.  The  Canons  of  Banking 

1.  Monetary  stability,  as  Keynes  taught,  is  the  product 
of  an  equilibrium  between  Savings  and  Investment.  But 
the  equilibrium  must  extend  in  time  for  both  Saving  and 
Investment  are  four-dimensional;  they  must  be  measured 
in  durability  as  well  as  in  quantity.  £100  set  aside  for  a 
holiday  has  a different  savings  content  from  £100  set  aside 
for  one’s  retirement. 

2.  Savings  therefore,  like  investments,  fall  into  various 
classes  according  to  their  durability,  and  to  produce  lasting 
monetary  stability  the  equilibrium  between  them  must  be 
one  of  durability  as  well  as  of  quantity.  To  ^sure  ^ 
complex  equilibrium  is  the  function  of  all  financial  institu- 
tions. Some,  like  Savings  Banks  and  Life  Assurance  Com- 
panies, deal  with  special  types  of  saving,  utilising  them  for 
appropriate  finance.  Others,  like  Building  Societies  and 
Hire  Punffiase  Companies,  deal  with  a particular  type  of 
finance  and  seek  savings  appropriate  to  it  But  the  most 
delicate  task  of  all  is  performed  by  the  Deposit  Banks  because 
the  savings  entrusted  to  them  are  ffie  most  complex. 
Complex  because  bank  balances  of  equivalent  amount  can 
have  a different  savings  content. 

3.  A balance  which  never  falls  below  a certain  sum 
contains  that  element  of  permanent  saving.  An  account 
which  continually  switches  from  red  to  black  cbntains,  even 
when  in  credit,  little  effective  saving.  The  total  volume  of 
a bank’s  deposits  is  therefore  no  certain  indication  of  the 
effective  savings  which  they  represent.  Stagnant  deposits 
represent  greater  saving,  volatile  deposits  less,  and  a bank’s 
total  deposits  will  contain  elements  of  both.  Variations  in 
the  relative  importance  of  these  elements  are  indicated  by 
variations  in  the  rate  of  turnover. 

'4.  It  is  because  bank  deposits  contain  strata  of  relatively 
long-term  savings  that  a proportion  of  them  can  be  employed 
in  relatively  long-term  finance:  indeed  a proportion  must  be 
so  employed  if  the  equilibrium  between  Savings  and  Invest- 
ment is  to  be  preserved.  But  the  appropriate  proportion 
cannot  be  determined  a priori.  In  countries  like  Canada, 
where  the  banks  carry  important  savings  deposits,  it  can  be 
relatively  high.  In  countries  like  En^and,  where  savings 
accounts  are  handled  by  specialised  institutions,  it  should  be 
lower,  but  in  all  countries  it  will  vary  because  the  rate  of 
turnover  of  deposits  varies  and  with  it  the  effective  savings 
content  of  the  deposits.  As  turnover  rises  the  savings 
content  falls  and  the  proportion  of  long-term  finance  should 
be  reduced.  If  turnover  falls,  indicating  increased  saving, 
the  proportion  can  be  raised. 

5.  In  equilibrium  conditions  a banker  operating  within  a 
developed  financial  system  should  have  no  difficulty  in  effect- 
ing these  adjustrnents  because  it  will  always  be  open  to  him  to 
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buy  or  sell  long-term  securities,  thus  altenng  the  proportion 
of  his  resources  which  he  devotes  to  long-term  finance.  He 
will  always  be  under  a certain  inducement  to  lengthen  the 
term  of  his  finance  because  the  remuneration  nonnaliy  risM 
with  the  term.  But  prudence  will  restrain  him  arid,  if 
necessary,  an  artificially  high  short-teim  rate  can  be  intro- 
duced to  assist  in  restoring  equilibrium.  In  England,  for 
instance,  between  1823  and  1918  the  yield  on  Consols  had 
never  reached  5 per  cent.,  but  Bank  Rate  had  frequently 
been  higher  than  5 per  cent.,  and  on  two  occasions  up  to 
10  per  cent.  {Banker’s  Almanac). 

6.  But  there  is  one  essential  precondition  if  the  banker 
is  to  be  able  to  adjust  the  proportion  of  his  assets  in  this  way. 
He  must  be  able  to  distinguish  between  short-term  finance 
and  long-term  feance.  This  is  why  the  Bill  of  ^change  has 
always  played  such  an  important  part  in  banking  systems. 

It  is  the  most  satisfactory  method  yet  devised  of  identifying 
short-term  finance.  Quite  apart  from  its  limited  usance  ^d 
fixed  maturity  date  it  indicates  by  the  clausing  on  the  face 
the  transaction  which  is  being  financed.  Moreover,  the  f^t 
that  there  are  at  least  two  parties  to  the  bill  indicates  that  the 
underlying  goods  are  on  ffie  move,  that  they  are  not  static 
Bills  not  conforming  to  these  requirements  are  stigmatised 
by  bankers  as  Finance  Bills,  One-name  Paper,  Pig-on-Pork, 
etc.,  not  primarily  because  of  fears  about  their  fate  at  maturity, 
but  because  they  do  not  represent  genuine  short-term  fina^, 
and  consequently  falsify  the  calculations  of  the  banker  For 
the  banker  must  be  able  to  know  the  length  of  the  finance 
which,  he  is  providing  if  he  is  to  play  his  part  in  preserving 
the  equilibrium  between  Savings  and  Investment. 

7.  These  principles  hold  good,  I believe,  for  all  free 
monetary  systems.  Indeed  they  go  back  to  the  parable  of 
the  talents.  It  is  the  banker’s  task  to  restore  to  the  talrate 
entrusted  to  him  the  velocity  of  circulation  of  which  their 
depositors  have  deprived  them.  If  he  fails  to  do  this  he  causM 
depression  and  fails  deservedly  to  make  money.  But  if  he 
overdoes  it,  if  he  over-restores  the  velocity  by  puttmg  his 
talents  out  for  longer  than  they  are  available  to  him,  then  he 
courts  insolvency,  To  avoid  this  he  must  know  for  how  long 
he  is  putting  them  out.  The  ideal  banking  operation  is  to 
lend  the  funds  of  the  slate  club  to  the  traders  who  are  stockmg 
up  the  supplies  on  which  the  funds  will  ultimately  be  spent. 
But  such  neat  arran^ments  are  rarely  practicable,  and  m 
any  case  are  unnecessary. 

8.  A banker  can  always  adjust  the  average  duration  of  his 
finance  by  varying  the  proportion  of  long-term  to  short. 
This  he  must  always  be  doing  in  order  to.  keep  in  balan» 
with  the  changing  durability  of  his  deposits  as  revealed  by 
their  rate  of  turnover. 

n.  'The  Neglect  of  These  Principles 

9 This  unfortunately,  the  British  deposit  banker  is  no 
longer  able  to  do  because  be' can  no  longer  distinguish 
betweai'his  short-term  and  Ibng-tefrii'finahce,  The  reason  is 
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that  the  bulk  of  the  bills  which  he  finances  are  Treasury  Bills 
and  the  bulk  of  Treasury  Bills  do  not  represent  genuine  short- 
term finance.  I am  careful  to  say  the  “ bulk  ” because  some 
Treasury  Bills  are  legitimate,  e.g.,  those  issu^  to  finance  the 
shortfall  of  revenue  during  the  first  nine  months  of  the  fiscal 
year  and  those  whidi  provide  the  genuine  short-term  require- 
ments of  the  nationalised  industries  and  Government  com- 
mercial agencies.  But  these  are  the  exception.  The  great 
bulk  of  Treasury  Bills  serve  to  finance  at  best  long-term 
investment  and  at  worst  the  deficits  of  yesteryear. 

10.  In  consequence  the  so-called  liquidity  ratio  of  the 
banks,  though  still  followed  as  a guide  to  policy,  is,  economi- 
caUy  speaking,  meaningless  because  it  no  longer  indicates 
the  proportion  of  short-term  to  long-term  finance  in  the  way 
that  it  did  when  bills  genuinely  corresponded  to  short-term 
finance.  This  is  shown  by  the  paradox  Aat  when  the  Govern- 
ment has  borrowed  from  the  banking  system  on  Treasury 
Bills  to  finance  deficits  below  the  line,  thus  adding  to  the  long- 
term finance  taken  from  the  banks,  the  effect  has  been  to 
increase  the  supposed  liquidity  of  the  banks  and  with  it 
their  supposed  ability  to  grant  even  further  credit. 

1 1 . This  spurious  sense  of  liquid!^  has  further  aggravated 
the  problem.  In  addition  to  providing  long-term  finance 
through  their  so-called  liquid  assets  the  banks  have  been 
encouraged  to  lengthen  the  term  of  their  non-liquid  assets, 
investments  and  advances.  In  the  first  place  investments 
have  risen  from  less  than  18  per  cent,  of  Net  Deposits  in  the 
20’s  to  more  than  32  per  cent,  for  the  years  1950 — 56. 
Indeed  they  have  reached  a point  from  which  it  would  be 
difficult  to  reduce  them  significantly  without  driving  gilt-edged 
prices  to  a level  which  would  call  into  question  the  solvency 
of  the  banks.  Advances,  thou^  they  have  fallen  corres- 
pondingly from  52  per  cent,  to  30  per  cent.,  show  the  same 
tendency  to  lengthen  in  term.  Quite  apart  from  the  emergence 
of  the  medium-term  credit  for  exports  and  advances  to  local 
Government  authorities,  it  is  evident  from  the  balance  sheets 
of  many  companies  that  the  built-in  brick  and  mortar  advance 
secured  by  mortgages  has  become  increasingly  common. 

12.  The  Discount  Market,  too,  has  turned  in  the  same 
direction.  Originally  its  function  was  to  match  the  most 
volatile  funds  of  the  banking  system  with  the  most  liquid 
type  of  finance.  In  discharging  this  task  it  scrutinised  care- 
fully the  paper  offered  to  it,  a scrutiny  reinforced  by  the 
Bank  of  England.  Now  the  bulk  of  its  paper  consists  of 
Treasury  Bills  which  are  impervious  to  scrutiny  and  the  step 
from  financing  these  to  dancing  short-term  bonds  was 
an  easy  one.  Indeed  it  was  virtually  forced  on  the  market 
when  the  return  on  bill  finance  b^ame  negligible  in  the 
Cheap  Money  period.  By  now  the  Discount  Houses  have 
developed  a market  in  short-term  bonds,  which  is  no  doubt 
valuable  as  a market  but  which  distorts  the  banking  syst^ 
because  it  draws  its  financial  requirements  from  funds  which 
should  be  reserved  for  genuine  short-term  finance. 

13.  In  these  circumstances  Gresham’s  Law  has  operated. 
The  spurious  liquidities  provided  by  the  Government  in  the 
convenient  form  of  Treasury  Bills  have  reduced  to  an  almost 
negligible  volume  the  genuine  liquidities  provided  by  the 
Accepting  Houses.  This  process  has  moreover  been  con- 
sciously reinforced.  During  the  period  of  cheap  money 
when  London  acceptance  credits  were  advantageous  to 
foreign  traders  artificial  restrictions  were  imposed  on  their 
use  in  the  name  of  ^diange  Control  Since  cheap  money 
was  abandoned  many  of  these  restrictions  have  been  removed 
but  the  cost  of  acceptance  credits  has  been  equally  effective 
in  restricting  their  use.  The  funds  of  the  London  Market 
have  thus  been  diverted  from  the  finance  of  short-term 
foreign  trade  to  the  finance  of  long-term  domestic  invest- 
ment— a development  which  has  seriously  handicapped  the 
recovery  of  London  as  an  international  trading  centre  and 
seriously  reduced  the  earning  power  of  sterling. 

III.  The  Consequences 

14.  The  general  result  is  that  the  British  banking  system 
has  become  grossly  over-invested,  not  in  amount  but  in 
time.  It  has  borrowed  short  and  lent  long.  The  process 
however  has  been  largely  undetected  because  the  normal 
penalty  for  it  is  insolvency,  and  from  the  outward  and  visible 
signs  of  insolvency  the  Deposit  Banks  taken  as  a whole  are 
practically  immune.  They  can  of  course  lose  balances  to 
one  another  but  taken  as  a whole  they  receive  back  as 
deposits  most  of  the  money  which  they  pay  out.  The  only 
way  in  which  their  depositors  can  effectively  withdraw  cash 
is  to  take  it  away  in  sacks  or  pay  it  into  the  Bank  of  England, 
which  normally  they  have  no  occasion  to  do  other  than 


indirectly  as  a result  either  of  taxation  or  of  Govemmait 
borrowing  from  the  puNic.  Of  course  the  public’s  cash 
requirements  vary  and  if  the  vdodty  of  orculation  is 
stimulated  by  an  over-generous  credit  pcrficy  they  will  rise. 
But  the  Deposit  Banks’  holdings  of  readOy  monetisable 
Government  debt  place  them  in  a positkm  to  obtain  cash  to 
meet  any  gradual  withdrawings  arising  in  this  way.  By 
exerting  pressure  on  the  Discount  Market  they  can  increase 
their  balances  at  the  Bank  of  England  and  withdraw  them 
in  notes.  If  this  process  necessitates  an  increase  in  the 
fidudaiy  issue  permission  is  readily  obtained.  Nor  could  it 
reasonably  be  refused  because  tiu  issue  of  the  additional 
cash  is  not  the  initiation  of  a fresh  inflation  but  the  recogni- 
tion of  one  that  has  already  taken  place.  To  withhold  the 
cash  would  only  cause  inconvenience  to  the  public. 

15.  In  this  way  the  outward  and  visible  signs  of  insolvency 
are  transferred  from  the  D^x>sit  Banks  to  the  Bank  of  England, 
which  in  fact  has  had  to  face  recurring  runs  on  its  resoves  and 
which  in  1949  metaphorically  clos^  its  doors,  reopening 
them  on  the  basis  of  14/-  in  the  £ {2-80:  4-00).  But  if  one 
looks  deeper  the  Deposit  Banks  are  not  unscathed  because 
whenever  it  is  announced  that  the  purchasing  power  of  the  £ 
has  fallen  to  so  many  shillings  it  is  as  if  the  Deposit  Banks 
were  compounding  with  their  creditois  on  the  basis  of  so 
many  shillings  in  the  pound. 

16.  This  may  be  insolvency  without  tears,  but  it  is  none- 
theless insolvency.  The  domestic  effects  are  becoming 
apparent.  What  is  not  so  clearly  seen  is  that  the  misuse  of 
our  monetary  system  is  depriving  us  of  an  important  source 
of  earnings  and  is  in  fact  undermining  the  whole  structure 
of  our  invisible  exports.  It  is  also  depriving  the  West  of  the 
strength  and  coherence  to  be  obtaiited  firom  a reliaWe  inter- 
national currency. 

IV.  The  Remedies 

17.  This  situation  has  arisen  because  the  importance  of 
the  real  term  at  which  banks  lend  their  funds  has  been 
ignor^.  As  a result  funds  which  should  have  been  strialy 
reserved  for  genuine  short-term  finance  have  been  lent 
against  Treasury  Bills  (renewed  continuously)  for  long-term 
feance.  To  avoid  this  two  things  are  necessary; 

(i)  That  genuine  short-term  finance  should  be  readily 
identifiable. 

(ii)  That  long-term  capital  expenditure  should  be  limited 
to  amounts  whidi  can  be  financed  with  long-term 
money. 

18.  To  make  gwiuine  short-term  finance  readily  identi- 
fiable the  prime  necessity  is  to  ccjnfine  the  use  of  Treasury 
Bills  to  legitimate  purposes. 

19.  First  of  these  is  the  raising  of  money  during  the  first 
nine  months  of  the  fiscal  year  against  revenue  accruing  in  the 
last  thr«.  To  distinguish  bills  used  for  this  purpose  I would 
suggest  that  they  should  be  renamed  Revenue  Bills  and  that 
there  should  be  a Statutory  prohibition  on  their  issue  between 
the  end  of  December  and  file  end  of  March.  The  amount 
of  Revenue  Bills  outstanding  could  thus  be  checked  with  the 
current  figures  for  revenue  and  exp^diture.  If,  owing  to 
budgetary  miscalculation,  further  issues  were  necessary 
between  December  and  March  different  bills  should  be  used. 
They  might  be  called  Supplementary  Bills  or  Deficit  Bills  and 
it  has  even  been  suggested  that  th^  might  be  printed  in  red 
ink.  TTiis  may  sound  fanciful  but  it  would  leave  the  banking 
system  in  no  doubt  as  to  what  the  bills  represented  and 
have  at  least  as  much  psychological  effect  as  cliches  about 
Red  Lights. 

20.  The  second  legitimate  purpose  is  to  finsmee 
genuine  short-term  requirements  of  the  nationalised  industries 
and  Government  commercial  agencies.  I would  suggest  that 
Treasury  Bills  serving  this  purpose  should  be  replaced  by 
bills  drawn  on  the  Deposit  Banks  by  the  nationalised 
industries  or  the  agency  concerned.  The  purpose  of  such 
bills  would  be  clearly  recognisable  and  their  legitimacy 
would  be  attested  by  the  acceptance  of  the  drawee  bank. 

21.  This  identification  of  the  legitimate  Treasury  Bills 
would  leave  the  remainder  clearly  recognisable  for  what 
they  are,  namely,  long-term  finance  masquerading  as  short. 
These  remaining  Bills,  together  with  the  short-term  Bonds 
financed  hy  the  money  market,  should  of  course  be  funded 
as  circumstances  permit,  but  the  need  for  this  would  not 
be  so  pressing  if  the  banks  ceased  forthwith  to  reckon  such 
Bills  and  Bonds  in  their  rfiort-term  or  liquid  assets.  Their 
exdusion  would  tev^l  the  true  ratio  of  short-term  and  long- 
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tenn  finance^  which  is,  of  course,  much  lower  than  the  present 
so-called  liquidity  ratio.  But,  however  low  it  should  prove 
to  be  it  would  at  least  be  a genuine  ratio  on  which  an 
intelligible  policy  could  be  bas^.  Variations  in  it  would  be 
significant  whereas  variations  in  the  present  liquidity  ratio 
have  become  meaningless.  It  would  be  more  amenable  to  the 
effect  of  changes  in  Bank  Rate  and  it  would  quickly  indicate 
any  inflationary  misuse  of  the  banking  system  for  long-term 
finance.  Indeed,  until  the  ratio  had  been  raised  to  a satis- 
factory level  the  banks  would  virtually  be  precluded  from 
providing  any  further  long-term  finance  either  for  the 
Government  or  for  the  private  sector. 

22.  In  this  way  the  second  objective  noted  above  would  be 
achieved.  Money  for  long-term  capital  expenditure  could 
only  be  raised  by  appropriate  borrowing. 

23.  This  in  itself  should  not  deter  the  authorities.  On 
the  contrary.  The  potential  savings  in  an  economy  as 
prosperous  as  ours  are  very  great,  but  the  technique  for 
promoting  them  has  never  been  developed  because  we  have 


40.  MEMORANDUM  OF  EVIDENCE  SUBMITTED  BY 

1.  I start  with  my  conclusion.  I favour  a Bank  as  at 
present  largely  independent  of  the  Government.  It  would 
in  my  judgment  be  wrong  to  reconstitute  it  in  some  novel 
form  and  in  particular  it  would  be  wrong  to  turn  it  into 
what  was  virtually  a Department  of  the  Treasury. 

2.  The  main  argument  which  impels  me  to  this  view  is 
the  need  to  preserve  confidence  in  sterling.  Such  confidence 
depends  upon  the  judgment  of  many  men  in  many  parts  of 
the  world.  Such  men  depend  for  their  livelihood  on  making 
this  judgment  right.  They  do  not  make  it  in  a spirit  of 
frivolity  or  of  partisanship  for  one  or  other  of  the  political 
parties  here  but  on  a cool  and  calculated  assessment  of  what 
they  think  will  happen  to  sterling  in  the  period  ahead. 

3.  I believe  that  such  confidence  is  more  likely  to  be 
preserved  if  the  day-to-day  management  of  monetary  matters 
is  somewhat  removed  from  the  governmental  machinery. 
This  is  no  reflection  upon  the  present  or  any  future  Govern- 
ment. It  simply  stresses  the  fact  that  holders  of  sterling 
must  look  at  the  machinery  we  have  and  consider  carefully 
whose  hands  might  be  upon  the  levers.  I think  they  will 
prefer  it  in  a form  not  drastically  different  from  that  which 
exists  today. 

4.  It  flows  from  this  view  that  in  my  judgment  the 
directors  of  the  Bank  of  England  should  include  men  of 
independent  mind  and  wide  outside  interest.  Advice  from 
such  quarters  will  not  always  be  the  advice  which  authority 
wishes  to  hear,  and  clearly  there  can  be  no  guarantee  that  it 
is  right.  It  is,  however,  on  balance  more  likely  to  be  right 
than  advice  based  on  the  alternative  suggestions  of  a 
narrowly  confined  board  of  career  directors.  True,  such 
career  directors  may  well  have  at  one  time  had  wide  ex- 
perience, but  ex  hypothesi  they  will  at  the  relevant  time 
have  left  the  battl^eld  and  be  giving  at  best  secondhand 
opinions  of  what  is  going  on  or  likely  to  occur. 

5.  I recognise  that  the  above  conclusion  carries  with  it 
certain  drawbacks.  Of  these  drawbacks  I do  not  beLeve 
that  the  problem  of  dual  loyalty  is  in  any  way  the  principal. 
The  two  principal  problems  which  have  impressed  themselves 
upon  me  are: — 

(a)  how  in  normal  times  you  conduct  the  actions  and 
thought  of  two  separate  and  powerful  organisations 
such  as  the  Bank  and  file  Treasury  in  their  influence 
upon  our  complex  economy,  and 

(b)  if  we  are  from  time  to  time  to  be  faced  with  a crisis, 
as  well  may  be,  how  to  ensure  the  speedy  and  effective 
use  of  all  the  fiscal  and  monetary  mechanisms  needed 
for  its  solution. 

6.  As  to  (a),  the  normal  relationship,  I believe  this  to  be 
a problem  in  personal  relationships  rather  than  in  organisa- 
tion; the  frequent  contact  between  the  Governor  and  the 
Chancellor  and  the  even  more  frequent  contacts  between 
officials  of  the  Treasiiiy  and  the  Baiik  secure  a high  degree 
of  co-ordination.  I do  not  deny,  however,  that  like  most 
other  relationships,  it  could  be  improved.  There  is  an 
inevitable  tendency  for  the  Bank  to  look  anxiously  but 
poweriessly  at  the  activities— particularly  the  sjKnding 
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concentrated  on  creating  savings  involuntarily  by  inflation, 
and,  compulsorily  by  taxation.  But  both  these  methods 
defeat  themselves  in  the  end  because  they  operate  at  the 
expense  of  voluntary  saving.  Voluntary  saving  is  potentially 
more  effective  than  either,  but  the  techniques  for  securing 
it  will  only  be  developed  when  the  method  of  inflation  has 
been  made  impossible. 

24.  The  separation  of  the  long-term  and  short-term 
markets,  disastrously  fused  together  by  the  misuse  of  the 
Treasury  Bill,  will  effect  this. 

25.  It  will  also  leave  the  banking  system  free  to  perform 
its  essential  task  of  providing  short-term  finance  at  reasonable 
rates.  This  will  enable  London  once  more  to  build  up 
productive  liquid  assets  against  its  foreign  and  coloni^ 
deposit  liabilities  thus  reinforcing  the  relatively  sterile  gold 
and  dollar  reserves.  It  is  only  in  this  way  that  London  will  be 
able  once  again  to  discharge  its  responsibilities  as  a banking 
centre  for  file  rest  of  the  world. 

August,  1957 

THE  RIGHT  HON.  G.  E.  P.  THORNEYCROFT,  M.P.* 

activities — of  Government,  and  for  the  Government  to 
contemplate  what  it  regards  as  the  shortcomings  of  the 
monetary  mechanisms.  These  matters  are  not  unrelated 
and  advantage  may  be  found  to  both  sides  in  more 
frequent  meetings  of  a slightly  less  informal  character 
attended  both  by  the  Governor  and  the  Chancellor,  together 
with  officials  from  both  the  Treasury  and  the  Bank,  at  which 
written  and  closely  reasoned  arguments  on  future  trends 
could  be  jointly  considered.  Organisations  which  are 
separate  are  inevitably  slow  to  exchange  such  working  papers 
for  the  obvious  reason  that  they  can  often  turn  out  to  be 
wide  of  the  mark.  One  task  of  closer  Bank  and  Treasury 
co-operation  would  be  the  fair  exchange  of  such  working 
documents.  I do  not  wish  the  above  to  be  understood  as 
in  any  way  denigrating  the  close  understanding  which 
already  exists. 

7.  Lastly,  how  do  you  swing  the  whole  complex  machine 
into  action  in  a crisis  ? Whatever  technical  arrangements 
are  made,  the  action  taken  will  be  dependent  in  the  last 
resort  upon  co-operation  between  the  Chancellor  and  the 
Governor.  We  are  not  likely  to  have  anyone  in  either  of 
these  posts  who  would  retain  it  in  the  face  of  any  major 
economic  action  which  he  considered  to  be  fundamentally 
wrong. 

8.  Swift  and  effective  economic  action  in  a democracy 
is  not  easy.  The  spending  Departments  generally  deeply 
committed,  a fiscal  system  incapable  in  the  main  of  rapid 
adjustment,  a Central  Bank  rightly,  in  my  judgment,  separate 
from  the  Treasury,  and  beyond  that  a range  of  joint  stock 
banks  and  other  sources  of  credit  organisation  subject  only 
to  persuasion — to  swing  such  a mechanism  into  action  can 
be  a formidable  and  sometimes  a lengthy  task. 

9.  I do  not  presume  to  know  the  answer,  which  it  is  the 
hard  task  of  your  Committee  to  draw  up.  I will  content 
myself  by  saying  that  for  my  part  I never  met  a banker  who 
admitted  that  he  had  been  influenced  in  his  credit  policy  by 
pressure  on  liquidity  ratios.  A kind  of  inter-bank  Agreement 
is  not  perhaps  the  best  way  of  holding  down  credit.  Some 
more  automatic  system  as  now  proposed  is  perhaps  more 
desirable.  I consider  that  the  use  of  such  arrangements 
should  be  in  the  hands  of  the  Bank  with  the  Government 
is  a position  to  request  and  in  the  last  resort  to  direct  the 
Bank  of  England  to  tighten  or  relax  credit. 

10.  It  is  against  this  background  that  I answer  the 
particular  questions  put  as  follows: — 

(a)  Is  the  structural  relationship  between  H.M.  Government 
and  the  Bank  of  England  established  by  the  Bank  of 
England  Act  1946  the  best  arrangement  to  regulate 
relations  between  the  Executive  and  the  Central  Bank  ? 

The  Act  of  1946  provides  the  framework  of  the  relation- 
ship. It  perhaps  hardly  reflects  the  reality  which  has  grown 
upon  that  skdeton.  Ifre  Bank  and  the  Treasury  are  in  fact 
separate  institutions  arriving  at  a common  policy  by  dis- 
cussion. The  Bank  is,  in  my  judgment  rightly,  more  indepen- 
dent than  a reading  of  the  Act  might  lead  one  to  suppose. 
Subject  to  the  next  question  I would  not  suggest  any  change 
and  I do  not  think  that  the  relationship  between  the  Bank 
and  the  Treasury  would  benefit  by  trying  to  codify  it.- 
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(W  Is  the  power  vested  in  the  Treasury  by  that  Act  to  give 
statutory  direction  to  the  Bank  a sufficient  or  satis- 
factory provision  for  securing  co-ordination  of  the 
Bank's  actions  with  Treasury  policy  ? 

The  power  contained  in  Section  4(1)  of  the  1946  Act  does 
not  extend  to  ^ving  a direction  to  tiie  Bank  requiring  them 
to  take  action  in  regard  to  the  Bankers  as  set  out  in  Section 
4(3).  I think  that  in  logic  it  should.  The  last  word  on 
monetary  policy  rests  with  the  Government  who  have  the 
ultimate  responsibility  for  the  money  supply,  and  it  would 
be  lopcal  if  this  was  reflected  in  the  Statute.  I think,  however, 
that  in  practice  the  importance  of  this  point  can  be  over- 
stated and  I would  not  regard  an  amendment  of  the  Acrt 
solely  to  achieve  this  end  as  a matter  of  urgency. 

(c)  fVhat  are  the  best  working  arrangements  for  securing 
co-ordination  between  the  Bank's  actions  and  Treasury 
policy  or  actions  ? 

Already  dealt  with  above. 

(tf)  Should  any  change  in  the  structural  relationship  be  in 
the  direction  of  greater  or,  alternatively,  of  less  inde- 
pendence for  the  Bank  in  the  formulation  or  carrying 
out  of  policy  ? 

Subject  to  the  possibility  of  dealing  with  the  power  of 
direction,  no. 

(e)  In  so  far  as  the  Bank  enjoys  independence  of  action, 
should  there  be  a more  direct  relationship  between 
itself  and  Parliament  ? 

The  relation  between  any  body  and  Parliament  would 
have  to  be — ^unless  it  was  a very  novel  one  in  our  Constitution 
— ^through  a Minister.  I should  have  thou^t  that  this  was 
part  of  the  Chancellor’s  responsibility. 

(/)  Should  the  Bank  be  invited  to  produce  a larger  volume 
of  information  relative  to  the  working  of  monetary 
policy,  including  periodical  reviews  of  action  taken  ? 


Should  it  be  encouraged  to  enlarge  generally  the  scope 
of  its  public  relations  ? If  so,  whit  attitiuie  should 
H.M.  Government  take  as  to  its  responsibility  for  such 
activities  ? 

There  may  be  room  for  more  factual  or  statistical  informa- 
tion but  not,  I should  have  thought,  for  detailed  criticisms 
of  economic  policy.  The  existing  arrangements  whereby 
the  Governor  from  time  to  time  makes  speeches  on  broad 
issues  work  well.  To  press  them  further  or  formalise  them 
might  do  little  good  and  could  do  much  harm. 

Ig)  Does  the  present  relationship  between  the  Treasury  and 
the  Bank  set  up  any  undesirable  obstruction  to  contacts 
between  the  Treasury  and  the  clearing  banks  or  other 
constituents  of  the  financial  system  ? 

No.  The  correct  channel  between  the  Treasury  and  the 
Bankers  is  via  the  Bank  of  En^and.  This  works  well  and 
without  obstruction. 

(A)  Is  the  Bank’s  statutory  power  to  issue  directions  to 
bankers  “ subject  to  the  approval  of  the  Treasury  ” in 
satisfactory  form  for  the  purposes  of  credit  control  ? 

Already  dealt  with. 

(/)  and  (J)  Subject  to  the  foregoing  questions,  are  any 
changes  called  for  in  (1)  method  of  appointment,  (2) 
the  periods  of  office,  (3)  the  range  of  selection  of 
directors  of  the  Bank  ? 

Should  part-time  directors  be  included  in  the  Bank 
directorate  ? If  so,  is  any  change  called  for  in  the 
weighting  of  part-time  as  against  executive  directors 
or  in  their  respective  functions  ? 

I do  not  consider  that  any  change  is  needed.  The  directors 
can  be  varied  from  time  to  time  to  meet  the  requirements 
of  the  Bank. 

House  of  Commons 
23rd  October,  1958 
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Banking  Poucv 

1.  The  revival  of  monetary  policy  in  recent  years  has 
aroused  much  controversy  about  the  broader  economic  and 
social  issues  affected  by  its  use.  These  difficult  matters  lie 
in  the  main  beyond  the  scope  of  the  present  memorandum 
which  is  primarily  concerned  with  the  methods  available 
for  controlling  the  volume  of  money.  It  will  be  assumed 
that  inflationary  pressures  will  continue  and  the  technicalities 
of  banking  policy  will  be  discussed  on  the  assumption  that 
some  measure  of  restriction  is  desirable.  Opinions  are 
likely  to  differ  about  the  realism  of  this  assiimption,  and 
it  is  conceded  here  that  the  stren^  of  these  inflationary 
pressures  may  vary  and  may  even  give  way  at  times  to  defla- 
tion. A flexible  policy  will  thus  be  required. 

For  some  years  after  the  War,  monetary  policy  was 
neglected  and  reliance  was  placed  on  budgetary  policy  supple- 
mented by  a diminishing  number  of  direct  controls.  Even  in 
the  nineteen-fifties  some  have  been  inclined  to  look  askance 
at  dear  money.  It  would  seem  more  reasonable  to  say  that 
control  should  be  exercised  throu^  both  the  budget  and  the 
banks,  and  the  Government  has  inclined,  on  the  whole,  to 
this  view.  If  it  is  desirable  to  reinforce  budgetary  policy  with 
banking  policy,  it  is  also  true  that  the  effective  use  of  the 
latter  depends  in  part  upon  the  former,  and  in  particular 
upon  changes  in  the  size  and  composition  of  the  national 
debt. 

TAe  New  Uncertainty  about  Techniques 

Much  attention  has  been  devoted  in  the  past  to  the  means 
by  whidi  ffie  central  bank  can  exercise  its  authority  over  the 
deposit  banks.  It  was  gen»aUy  felt,  untU  recently,  that  this 
was  one  of  the  compartments  of  economic  affair  that  w^ 
really  understood.  (Not  many  could  be  so  described).  This 
confident  Mief  was  not  seriously  challenged  during  the  yrars 
of  easy  money  when  the  flow  of  funds  was  determined  mainly 
by  demand,  but  it  has  been  disconcertingly  dispelled  by  the 
attempts  made  since  1951  to  regulate  the  supply.  It  is  not 
merely  professional  economists  that  have  been  taken, by 
surprise.  There  is  some  evidence  that  the  deposit  banks 
themselves  have  had  to  alter  their  opinions,  and  it  is  rumoured 
that  the  Treasury  itself  had  to  look  with  a critical  eye  at  what 
had  previously  appeared  to  be  beyond  dispute. 

There  may  be  various  explanations  of  this  unflattering 
state  of  afl’airs,  but  the  most  obvious  appears  to  be  the 


refusal  of  the  Bank  of  England  to  discuss  these  matters  in  the 
way  that  is  taken  for  granted  by  other  central  banks.  The 
failure  to  publish  any  report  worthy  of  the  name  and  the 
general  hostili^  of  the  Ba^  towards  free  debate  are  too  well 
known  to  call  for  emphasis  here. 

An  efficient  credit  policy  requires  co-operation  and  under- 
standing on  the  part  of  many  institutions,  and  such  conditions 
are  scarcely  likely  to  be  satisfied  if  the  Bank  remains  aloof, 
silent  and  mysterious,  reluctant  to  communicate  even  with 
the  Treasury.  Moreover  this  excessive  secrecy  may  weaken 
the  effidency  of  the  Bank  itself  and  a more  open  attitude,  by 
requiring  the  Bank  to  formulate  and  defend  its  policies, 
would  probably  entail  some  changes  within  the  Bank  itself. 
In  the  nineteenth  century,  the  Bank  did  not  fear  public  dis- 
cussion. It  will  be  most  unfortunate  if  its  modem  phobia  is 
strengthened  by  its  experience  before  the  Parker  Tribunal. 

It  may  also  be  the  case  that  the  Bank  needs  to  be  re- 
organised internally  in  order  to  allow  it  to  cope  more 
effectively  with  the  problems  of  a modem  economy.  Such 
changes  ne^  not  n^e  the  Bank  more  subservient  to  the 
Treasury.  On  the  contrary,  if  the  Bank  wants  to  retain  the 
degree  of  independence  proper  even  for  a nationalised  central 
bank,  it  behoves  it  to  set  its  house  in  order  before  the  swelling 
volume  of  critidsm  and  complaint  leads  to  hostile  investiga- 
tion and  authoritarian  reform. 

2.  The  Change  of  Views 

According  to  the  traditional  theory,  the  central  bank 
asserted  its  authority  by  operating  on  the  cash  reserves  of 
the  member  banks.  The  more  modem  view  lays  the  main 
emphasis  on  the  liquidity  ratio  rather  than  the  cash  ratio. 
The  Committee  may  wish  to  enquire  whether  the  change  of 
view  can  be  adequately  explained  by  referring  to  the  (ffianges 
in  financial  institutions  and  behaviour  that  have  occurred 
since  an  active  policy  of  monetary  restraint  was  last  practised. 
It  may,  indeed,  be  thought  a little  odd  that  ideas  should  have 
changed  so  radically  even  over  two  years.  The  revolution 
has  been  a real  one  and  it  is  not,  perhaps,  altogether  surpris- 
ing that  the  revolutionaries,  intent  upon  danolishing  the  old 
theory  of  cash  reserves,  tend  to  pay  rather  too  little  regard 
to  such  cash  flows  as  the  internal  drain  of  notes.  Cash  must 
not  now  be  neglected  as  the  second-line  reserves  used  to  be. 
What  is  needed  is  a more  integrated  theory. 
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3.  The  Traditional  Explanation 
Suppose  that  the  deposit  banJcs  find  their  reserves  declining 
whether  as  the  consequence  of  a drain  of  cash  or  of  open- 
market  sales  by  the  Bank  of  England.  They  will  then  reduce 
their  loans  to  the  bill-brokers  who  will  turn  to  the  Bank  of 
England  in  their  extremity.  Cash  reserves  will  thus  be 
replenished  by  the  “ lender  of  last  resort  ”.  If  the  brokers 
were  to  continue  to  borrow  in  this  way,  the  pressure  on  the 
banks  would  be  offset,  but  it  was  traditionally  assumed  that 
the  high  Bank  Rate  would  prove  a deterrent,  although  the 
manner  in  which  the  deterrent  would  make  itself  felt  was  not 
clearly  explained. 

In  the  first  instance  the  brokers  will  clearly  lose.  There- 
after they  may  hope  to  be  compensated  in  some  measure  by 
higher  market  rates.  Now,  the  importance  of  this  deterrent 
will  subsequently  depend  on  the  extent  to  which  bill  rates 
can  be  raised  and  on  the  terms  at  which  the  brokers  borrow 
from  the  hanks.  Theoretically  it  mi^t  be  possible  for  the 
market  to  remain  in  the  Bank  indefinitely  without  crippling 
loss,  but  the  high  bill  rate  will  have  a double  effect:  first,  it 
will  tend  to  reduce  the  scale  of  borrowing  and  thus  exert  a 
disinflationary  pressure  on  business;  secondly,  dear  money 
may  reduce  the  supply  of  trade  bills  mainly  by  encouraging 
people  to  turn  to  other  financial  centres,  and  the  banking 
system  will  thus  have  a diminishing  volume  of  coEateral  with 
which  it  can  borrow  from  the  central  bank.  By  “ lending  at 
last  resort,”  the  Bank  would  have  made  restriction  less 
abrupt  and  harmful,  but  the  pressure  exerted  would  neverthe- 
less be  firm  and  inescapable. 

A.  The  New  Theory 

The  weakness  of  the  traditional  view  is  held  to  be  the 
doubtful  nature  of  the  assumption  that  Bank  Rate  will  be 
so  successful  a deterrent  as  to  prevent  the  deposit  banks 
from  replenishing  their  front-line  reserves  at  the  expense  of 
their  second-line  reserves.  Treasu^  bills  are  now  more 
important  than  trade  bills,  and  a high  market  rate  wiU  not 
diminish  their  supply  by  encouraging  the  Treasury  to  raise 
bills  abroad.  If  it  is  supposed  that  no  bills  are  held  outside 
the  banking  system,  defined  as  the  banks  and  the  discount 
houses  taken  together,  and  that  no  funding  takes  place, 
bill  rate  must  adjust  itself  to  whatever  level  is  needed  to  allow 
the  dl^count  houses  to  carry  on  while  obtaining  part  of  their 
funds  ut  Bank  Rate.  Bill  rate  need  not  indeed  rise  to  full 
equality  with  Bank  Rate  for  the  discount  hoiaes  may  be 
prepared  to  suffer  a loss  on  those  marginal  tr^actions 
involving  recourse  to  the  Bank  provided  a sufficient  profit 
is  obtained  on  other  transactions.  The  latter  will  normally 
represent  a much  larger  part  of  their  transactions  and  the 
margin  obtainable  will  depend  upon  bill  rates  and  bond 
yields  on  the  one  hand  and  the  charges  made  by  the  clearing 
banks  on  the  other. 

Thus  cash  reserves  can,  it  would  seem,  be  replenished 
continuously  provided  the  banks  have  other  liquid  assets 
in  excess  of  22  per  cent,  of  deposits  at  the  seasonal  mimmum. 
If  total  liquid  assets  do  not  stand  significantly  above 
30  per  cent.,  it  will  not  be  possible  to  escape  from  restriction  in 
the  manner  described  above.  What  is  crucial  therefore 
appears  to  be  the  size  of  these  reserves;  it  is  the  liquidity 
ratio  that  needs  to  be  watched  rather  than  the  banto’  cash. 
Various  proposals  have  been  based  on  this  conclusion  such 
as  ftinding  and  compulsory  liquidity  ratios. 

The  argument  needs  to  be  modified  if  one  abandons  fte 
assumption  that  afi  tender  bills  are  held  within  the  banking 
system.  For  a high  bill  rate  wiU  encourage  other  institutions 
— including  overseas  owners  of  sterling — to  hold  more  bUls, 
and  the  second-line  reserves  of  the  banks  will  be  corr«- 
pondingly  reduced.  (A  high  deposit  rate  has  the  opposite 
effect).  The  importance  of  this  complication  will  vary  with 
circumstances,  and  it  does  not  exclude  the  possibility  that 
the  baling  system  may  be  able  to  obtain  sifificient  cash  at 
the  “ front  door  ” of  the  Bank  of  England  to  weaken  signifi- 
cantly the  effect  of  restriction. 

It  would  appear,  therefore,  that  the  Bank  of  England,  as 
lender  of  last  resort,  may  frustrate  the  Bank  of  England  as 
the  disciplinarian  responsible  for  preventing  an  undue 
expansion  of  credit. 

It  must  be  emphasised  that  the  course  of  events  just 
described  is  hypothetical.  It  is  not  the  case  that  cash  has 
been  obtained  on  a large  scale  by  defiant  borrowing  from  the 
lender  of  last  r«ort.  Sums  have  been  obtained  at  the  front 
door  from  time  to  time  but  these  have  been  modest  in  size. 
If  all  other  ways  of  -obtaining  cash  had  bera  blocked  but  no 


funding  had  taken  place,  then  much  larger  sums  would 
presumably  have  been  borrowed  in  this  way.  That  is  what 
the  theory  comes  to. 

5.  Keeping  the  Banks  in  Cash 
There  are  various  ways,  other  than  open-market  sales,  by 
which  pressure  f.a-n  be  put  on  the  banks’  cash  reserves.  It 
suffice  to  confine  attention  to  one  of  these,  the  intern^ 
drain  of  notes.  Suppose  deposits  remain  constant  but  their 
velocity  rises;  with  the  growth  in  monet^  expenditure,  the 
demand  for  notes  also  increases.  (This  is  not  an  unrealistic 
example).  The  banks  have  never  any  excess  over  minimum 
cash  reserves  and  their  deposits  would  then  have  to  be  cut, 
thus  offsetting  the  rise  in  velocity,  unless  cash  could  be 
obtained  by  drawing  upon  second-line  reserves.  In  the 
latter  case  there  must  be  an  excess  over  the  conventional 
minimum  of  30  per  cent,  (or  its  seasonal  equivalent).  Bills 
can  thus  be  used  to  obtain  cash  by  “ putting  the  market  into  • 
the  Bank  But  the  Bank  itself  may  buy  the  bills  and  it  is  the 
case  that  the  back  door,  though  pushed  to  from  time  to  time, 
has  never  bwn  shut  for  long. 

Now  the  internal  drain  of  cash  has  been  large  in  recent 
years.  Cash  in  circulation  has  gone  up  by  about  £500  milhon 
since  1951,  i.e.  bo'  the  same  amount  as  the  entire  cash  reserves 
of  the  banks  in  that  year.  How  was  this  flow  of  cash  that 
passed  through  the  deposit  banks  into  circulation  obtained 
by  the  banks  themselves  ? If  it  had  been  obtained  simply  by 
exchanging  bills  for  cash,  whether  at  the  back  door  or  the 
front,  second-line  reserves  would  have  been  severely  reduced. 
An  internal  drain  could  indeed  be  one  way  of  forcing  these 
reserves  down  to  their  minimum.  But  it  cannot  be  shown 
that  cash  on  the  requisite  scale  was  obtained  in  this  way. 
Sometimes,  it  is  true,  excessive  liquid  assets  dropped  as  the 
note  circulation  increased.  There  have  been  other  periods 
when  both  move  up  together.  It  is  suggested  that  a detail^ 
statistical  analysis  of  their  respective  movements  would  be 
iUuminating. 

The  significance  of  this  conclusion  is  that  too  much  atten- 
tion has  been  paid  to  such  technical  devices  as  legal  liqm^ty 
ratio.  The  authorities  could  have  allowed  surplus  second-line 
reserves  to  be  eroded  by  demand  for  cash.  By  and  large 
they  have  not  done  so.  Any  increases  in  the  supply  of  tender 
bills  would  tend  to  restore  such  second-line  reserves, . but 
could  only  be  bought  if  the  banks  were  provided  with  cash. 
This  is  what  the  Treasury  has  done  by  direct  borrowing  from 
the  Bank  of  England  against  the  note  issue.  It  is  not  so 
much  that  the  banks  have  somehow  eluded  restraint,  though 
there  may  be  some  instances  of  this  happening.  It  is  rather 
that  firm  restraint  was  not  attempted. 

Mobilising  Idle  Deposits 

Perhaps  the  Committee  will  throw  light  on  the  motives 
that  led  the  authorities  to  behave  in  this  way.  Perhaps  it 
will  also  be  able  to  obtain  information  about  the  occasions, 
if  any,  on  which  the  Bank  was  frustrated  by  the  use  of  ex^- 
sive  liquid  assets  in  order  to  borrow  at  the  “ front  door  ”. 

The  authorities  can  at  least  claim  in  their  defence  that 
deposits  have  not  been  allowed  to  rise  much  since  1948  and 
have  more  recently  been  roughly  constant.  It  is,  indeed,  the 
case  that  over  the  past  decade  the  inflation  has  been  financed 
in  the  main  by  mobilising  idle  deposits  rather  than  by  the 
creation  of  new  ones,  and  the  preceding  period  of  suppressed 
inflation  had  left  ample  scope  for  a huge  rise  in  velocity.  In 
order  to  offset  this  release  of  pent-up  funds,  it  would  have 
been  necessary  to  reduce  deposits  on  a substantial  scale,  not 
merely  to  hold  them  constant.  Such  a reduction  would  have 
implied  in  turn,  a sharp  reduction  in  the  amount  of  govern- 
ment debt  in  the  hands  of  the  banks.  Whether  this  reduction 
took  the  form  of  sales  of  securities  by  the  banks  or  of  sales  of 
securities  by  the  govemmMit  in  order  to  replace  Treasury 
bills  held  by  the  banks,  the  downward  pressure  on  bond 
prices  would  have  been  intensified.  Such  a developm^t 
may  have  been  viewed  with  apprehension  by  the  authorities. 
At  aO  events  it  is  at  this  point  that  the  cost  of  funding  (or  of 
sales  of  securities  by  the  banks)  becomes  relevant. 

Velocity  has  risen  markedly  over  the  past  decade  and  in 
1957  was  well  above  anything  experienced  between  the  wars. 
Fears  for  the  value  of  the  pound  could,  if  intensified; '^t 
velocity  to  panic  heights,  but  it  seems  reasonable  to  say  tlmt 
the  scope  for  financing  inflation  in  this  way  is  likdy  ^ be 
much  smaller  in  the  fiiture.  If  deposits  are  stabilised,'  or 
their  rate  of  growth  at  least  controlled,  the  effect  is  theraote 
likely  to  be  much  greater,  and  such  a task  implies  less 
difficulty  than  a reduction  in  deposits.  If,  at  the  same  time, 
fears  of  inflation  become  less,  gilt-edged  will  recover  some 
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popularity — as,  indeed,  they  have  done  in  the  opening  months  the  supply  of  notes  are  so  frequttitly  caricatured  in  this 

of  1958.  Funding  will  therefore  be  easier  and  cheaper.  way. 


Does  Bank  Rate  Matter  ? 

Bank  Rate  is  said  to  be  “ effective,”  in  the  traditional  sense 
of  the  term,  when  the  market  is  in  the  Bank.  It  is  effective 
in  another  sense  when  a change  in  Bank  Rate  is  followed  by 
changes  in  other  rates  that  are  linked  with  it. 

The  “ effectiveness  ” of  Bank  Rate,  in  the  first  of  these 
senses,  is  of  doubtful  importance.  If  the  penai  rate  were, 
indeed,  designed  to  discourage  borrowing  by  the  discount 
houses  in  order  to  put  pressure  on  the  banks’  cash  reserves, 
then  its  “ effectiveness,”  in  the  old  sense,  would  retain  some 
meaning.  It  is  a different  matter  when  the  authorities  that 
impose  the  high  Bank  Rate  are  in  any  case  loth  to  put 
pressure  on  reserves.  In  such  circumstances  the  object  of 
forcing  the  market  to  borrow  periodically  at  Bank  Rate  is 
presumably  to  raise  bill  rate.  What  object,  in  turn,  does 
such  a rise  in  bill  rate  achieve  ? Perhaps  the  question  can 
be  better  considered  by  observing  that  Bank  Rate  is  auto- 
matically “ effective,”  in  the  second  sense,  in  that  it  is  followed 
by  increases  in  the  rates  charged  on  advances  and  paid  on 
deposits.  Bond  prices  will  also  be  affected,  though  in  smaller 
proportion.  If,  then,  bill  rate  were  low,  borrowers  would 
have  an  inducement  to  make  greater  use  of  trade  bUls,  and 
thus  partially  escape  the  high  charge  on  advances  or  the 
direct  curtailment  of  their  supply.  A restriction  of  accep- 
tances, such  as  has  been  imposed  for  some  time,  could  check 
such  a development.  It  would,  however,  be  true  that  the 
Government  itself  would  be  escaping  the  full  effect  of  dear 
money  on  the  cost  of  the  floating  debt.  Some  may  hold  that 
would  be  an  advantage;  it  can  be  objected,  on  the  o±er 
hand,  that  dear  money  is  only  appropriate  when  savings 
are  particularly  scarce  relatively  to  the  claims  upon  them,  and 
the  Government  should  not  be  artificially  shielded  from 
such  scarcity. 

A rise  in  Bank  Rate  may  restore  confidence  in  sterling  and 
staunch  the  loss  of  short-term  funds.  On  this  ground  alone 
such  a policy  may  sometimes  be  justified  as  an  emergency 
measure.  It  is  also  of  interest  to  observe  that  notwithstanding 
the  controls  over  capital  movements,  changes  in  market  rates 
on  hilk  and  in  rates  on  deposits  still  retain  something  of 
their  old  power  to  iriuence  the  flow  of  funds  between  one 
Internationa  centre  and  another. 


The  Note  Issue 


The  control  of  the  note  issue,  so  much  debated  in  the  past, 
is  now  too  readily  assumed  to  be  unnecessary  to  the  manage- 
ment of  the  country’s  money.  Notes  are  supplied  in  whatever 
quantities  t^ppen  to  be  demanded,  and  any  attempt  to 
question  the  inevitability  of  this  arrangement  is  likely  to 
evoke  a storm  of  protest.  The  fact  remains  that  the  control 
of  the  note  issue  is  a legitimate  and  important  topic  of 
inquiry  and  it  is  to  be  hop^  that  the  Committee  will  regard 
it  as  a matter  that  deserves  full  and  unprejudiced  investiga- 
tion. 


(a)  Control  of  the  note-issue  should  not  imply  a fixed 
fiduciary  issue  but  rather  the  regulation  of  its  rate  of  growth. 
Various  arrangements  could,  no  doubt,  be  devised,  but  it 
will  suffice  to  suggest  that  the  annual  percentage  growth 
should  be  fixed  by  law  at  a figure  that  was  related  to  an 
expansion  of  national  output  (at  constant  prices)  that  was 
felt  to  be  feasible.  Indeed,  the  permitted  rate  might 
exceed  the  latter  by  a certain  margin  in  order  to  guard  against 
undue  restriction  even  at  the  risk  of  a little  inflation.  Four 
per  cent,  a year  might  be  appropriate  as  compared  with  the 
actual  figure  of  e^ht  per  cent,  customary  for  some  ye^ 
(Moreover  the  rate  allowed  might  be  calculated  with 
reference  to  the  highest  (seasonally  adjusted)  figure  that 
had  previously  been  readied,  not  simply  to  the  figure 
attained  in  the  previous  year.  The  object  of  this  refinement 
would  be  to  avert  the  danger  that  a contraction  of  the  note 
issue  during  a recession  might  ad  as  a drag  on  a subsequent 
recovery). 


(fi)  It  is  sometimes  suggested  that  control  of  the  note 
issue  would  put  the  banks  in  a position  where  they  could 
not  give  their  depositors  the  notes  they  asked  for.  Tim  is 
nonsense.  A sudden  refusal  to  supply  any  notes  might, 
indeed  give  rise  to  an  absurd  situation  if  an  unlimit^ 
suDolv’  of  cash  had  previously  been  taken  for  granted, 
esc^KiaUy  in  view  of  the  probable  delay  between  an  expansion 
of  deposits  and  an  enhanced  demand  for  notes-  ®nt  no 
unher^ded  and  arbitrary  action  of  this  kmd  has  been  pr^ 
posed  and  it  is  regrettable  that  suggestions  to  regulate 


What  is  proposed  is  a warning,  given  well  in  advance, 
that  the  note  issue  will  not  be  allowed  to  expand  in  exc^ 
of  a certain  rate.  Thus  the  framework  of  monetary  i»licy 
is  determined  and  deposits  must  be  adjusted  accordingly. 
If,  in  the  event,  a clearing  bank  calculates  wrongly,  it  can  use 
some  of  its  reserves  in  order  to  honour  its  obligations  and 
adopt  appropriate  consequential  action  with  regard  to  its 
deposits;  there  would  be  nothing  unfamiliar  about  this. 
The  Bank  of  England,  in  turn,  would  maintain  a reserve  of 
notes  against  unforeseen  contingencies. 

(c)  There  is  a case  for  having  some  upper  limit  to  the 
rate  of  growth  of  the  amount  of  money,  but  it  is  preferable 
to  make  the  regulation  relate  to  notes  rather  than  deposits 
because  the  velocity  of  circulation  of  the  latter  is  so  highly 
variable.  The  note  circulation,  on  the  other  band,  is  more 
closely  correlated  with  nation^  expenditure. 

Admittedly  the  latter  relationship  could  change.  One  may 
dismiss  the  somewhat  fanciful  sug^tion  that  firms  and 
private  people  would  try  to  find  substitutes  for  notes;  as 
already  explained,  they  could  always  get  notes  in  the  usual 
way  if  they  had  depmits.  One  may  also  dismiss  the  view 
that  the  banks,  for  their  part,  would  ^ to  find  “ substitutes '' 
of  some  unspecified  nature;  admittedly  it  would  be  to  their 
advantage  to  make  their  reserves  go  as  far  as  possible  but  that 
is  true  even  under  existing  arrangements.  What  is  true  is 
that  the  relationship  between  notes  and  national  expenditure 
could  be  radically  altered  by  le^lation  relating  to  the  pay- 
ment of  wages  by  cheque.  Consequential  action  with 
regard  to  the  fiduciary  issue  might  then  be  needed.  It  is  also 
the  case  that,  even  under  pres«it  arrangonents,  such  a change 
might  require  off-setting  action  with  r^ard  to  the  reserves  of 
the  clearing  banks. 

(d)  The  great  advantage  of  having  some  statutory  control 
of  the  rate  of  growth  of  the  note  issue  is  that  it  woifid  afford 
a CCTtain  assurance  that  inflation  would  be,  if  not  altogether 
prevented,  at  least  held  within  reasonable  bounds.  Between 
the  wars  there  was  a proper  reaction  against  the  severe 
rigidity  imposed  by  the  gold  standard,  but  it  may  be  that 
we  have  now  gone  too  far  towards  the  opposite  extreme  by 
leaving  evoytlfing  to  the  day-to-day  discretion  of  the  govern- 
ment. Unfortunately  it  cannot  be  taken  for  granted  that 
governments  will  be  consistent  and  firm  in  their  handling 
of  these  matters.  The  years  since  the  end  of  the  war  have 
seen  much  vsidllation  with  periods  of  austerity  alternating 
with  periods  of  slackness  and  exaggerated  optimism. 
Admitt^y  statutory  regulations  regarding  such  matters  as 
the  fiduciary  issue  can  never  be  a complete  safeguard.  Acts 
of  Parliament  can  always  be  repeded.  But  repeal  is  a 
serious  matter  and  while  Acts  remain  in  force  some  safeguard 
is  afforded. 

The  knowledge  that  some  limit  had  been  set  to  inflation 
would  have  a reassuring  effect  on  confidence  at  home  with 
important  repercussions  on  the  velocity  of  oiculation  and  on 
people’s  readiness  to  hold  fixed  intoest  securities.  The  fear 
that  the  pound  would  continue  to  fall  in  purchasing  powCT 
was  particularly  noticeable  in  the  first  half  of  1957  when  it 
was  felt  that  the  situation  was  getting  increasingly  out  of 
hand  Some  statutory  limit  to  the  printing  of  paper  money 
would  have  been  immensely  reassuring  to  many  people — 
and  it  is  fair  to  add  that  control  of  the  note-issue,  which 
seems  so  bizarre  to  many  economists,  would  make  very  good 
sense  to  the  »nan  in  the  street.  Moreover  some  such  control 
would  have  a marked  effect  on  foreign  opinion  and  mi^t  in 
consequence  permit  more  flexibility  than  can  safely  be 
attempted  when  regulations  are  absent.  However  para- 
doxical, a simple  reliance  on  the  government’s  discr^on 
can  in  the  end  lead  to  undesirable  rigidity.  For  a past 
record  of  vacillation  and  the  knowledge  that  there  is  nothing 
to  stop  a fresh  abandonment  of  restraint,  may  ultimately 
force  a government  to  restrict  for  a longer  period  than  would 
otherwise  seem  necessary  lest  any  relaxation  lead  to  a specula- 
tive attack  on  the  pound.  The  knowledge  that  the  executive 
could  not  go  too  far  wrong — unless,  indeed,  an  Act  were 
repealed — ^would  permit  an  earlier  adjustment  of  polio^  to 
fhqnging  circumstanccs  without  risking  the  country’s  reserves. 
This  is  not  the  least  important  consideration  in  favour  of 
some  way  of  controlling  the  rate  of  increase  of  the  fidudaiy 
issue. 

University  College, 

Oxford 
March,  1958 
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